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PREFACE

THE PsEUDO-SOLUTION OF WASHINGTON

THE present essay in international economic co-operation grew
out of a lecture to a Fabian conference which was to have been
printed as a pamphlet. ‘It was written in the conviction that only
the most searching self-criticism and a thorough change in mentality
and consequently in policy can rescue the Labour Movement in
Britain, indeed in the West, from its present loss of initiative and
preverit its ultimate self-stultification despite electoral victories.
The weakness of the case of its opponents will not produce resylts in
reaching its goals.

The writing was completed in July 1949; since then much has
happened. But the recent events and incidents merely illustrate and
strengthen the main conclusions. There is no reason, in particular,
to withdraw or modify the arguments against (even a general)
devaluation of the non-dollar currencies.! The basic principle that
economic policy is supposed to aim not merely at an increase of
total production but also of the equality of distribution seems to
have been completely lost in the welter of abstract nouns. Faced
by the Communist challenge, the West must not lose sight of the
basic strategy of its resistance. The new ‘solution’ devised at
Washington—the sole important operative point being the de-
valuation of the pound—cannot be considered, as we shall argue, as
more than yet another of those ‘shots in the arm’ which provide a
questionable temporary relief for the unbalance in international
payments; but in this case—unlike the Loan to U.K. or Marshall
Aid—at the cost of the poor both nationally and internationally. It
does not tackle the fundamental problems of the Western World
and provide a firm basis for the resistance to Communist advance.
Nor should we be complacent about the repercussions of what has
happened, and how it happened, on the prospects of that closer
co-operation in Europe upon which ultimatellay Britain’s fate as
much depends as that of the Western Continental countries.

We shall try to relate these events to the conclusions arrived at
in the main body of the present essay.

1 Cf. Chapter 4, esp. pp. 86-8.
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Most of the comments spread in print, and over the air by a
supposedly unbiassed public corporation, before and after the
devaluation of sterling seem of an oddly misleading character. The
strange phenomenon that the Government’s case is given a wholly
insufficient expression still persists. Baulked in their desire to impose
deflation on Britain, and to enforce a decisive increase in social
inequality, a new attack on sterling is being prepared, supported by
arguments which at least the more intelligent of the protagonists
know not only to be untrue, but the opposite of the truth. It is of
the utmost importance that this shoulP be understood and acted
upon. Evolutionary reform movemeuts have their own tragic
dynamism—indeed not less tragic than xat of revolutions. In trying
to avoid violence and arrive at a compromise with the former
ruling classes, Centre parties often lose their popular support which
thereupon turns to more extreme movements. The subsequent
polarization of political opinion might then result in a violent clash
or at least in the decline of democratic institutions. A renewal of
the speculative attack on the pound is openly threatened unless the
Labour Government capitulates and reverses its social and economic
policy. The Right accepts no compromise. All this shows how
ignorant is obscurantist orthodoxy of its own longer-run interests
and how far it is from realizing that it can no longer dictate the
destinies of Western nations contrary to the welfare of the broad
masses.

BrrTIsH POLITICS AND THE ATTACK ON STERLING

The success of the speculative attack on the pound, encouraged,
if not engendered, by the perhaps thoughtless rather than malicious

rattle emanating from high circfes in Washington, and strengthened
gy the constant attacks on the British Government at home and
abroad, has even in this country deflected attention from the long-
run economic strategy of the Western World to the immediate
difficulties of the Sterling Area. Even in this, the less relevant aspect
of the general Western malaise, a completely misleading picture was
foisted on an eagerly receptive Conservative public. The réle of the
American recession, of the increasing flight of capital, the impor-
tance of the refusal of the entrepreneurial classes to reduce export
prices pari passu with the fall of labour costs due to the continued
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increase in productivity in the last three years, and the incapacity of
Government controls to enforce pressure without general un-
employment—all this was suppressed. What might be termed the
impressionist school of economists and publicists, which, after their
rapturous bout of surrealist phantasy engendered by the fuel crisis*
has suffered its well-deserved shaming when global post-war statis-
tics were first published in 1948, have felt the call again. It is the
disproportional increase in wages and social services that is blamed
for the crisis. '

The overall increase in productivity since 1947 is over 14 per cent.

(1947=100)
1948 1949
I I I v I
Employment 104 104 10§ 10§ 106
Output 112 112 106 117 121

Wage-rates on the other hand only increased 8 per cent since the
middle of 1947 and have been practically stable since the beginning
of 1949. If anything labour costs in this country have declined.
Wage—costs in the United States have risen considerably with—as
yet—little increase in productivity being discernible.? Wholesale
prices rose considerably more than in the U.S.: 1983 (manufactures)
in July 1949 (1937=100) as against 172 in the U.S. The discrepancy
between the export-price indexes is even greater, 191 (1938=100)
as against 250 in Britain. To what, then, is this discrepancy due?
The increase in the price of imports due to the diversion of pur-
chases to the sterling or soft currency area plays some part in it.
There can be no doubt, however, that it was more due to high
profit margins than any other factor. Total known profits of private
enterprise (before taxes) have risen to some 250 per cent of pre-war
and we know that tax-evasion is far greater now than it has ever
been before. The rise in pure profits per unit of capital is even
greater: to just under 275 per cent of pre-war. This compares with

1 Cf. Appendix IIL

3 Cf. Chapter 1. The E.C.E. calculation, based on pre-war weights for comparability,
comes to the conclusion that between 1946 and the first quarter of this year labour costs
(including sotial services) rose from 155 to 158 only in this country (1935-8=100) while in
America they increased from 171 to 200. The use of post-war weights can hardly alter this
result to the detriment of the U.K. by as much as 5 per cent. As in all calculations of complex

index numbers weights must be chosen, our ‘impressionists’ now suggest that all statistical
evidence is fictitious.
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a rise to only 185 per cent of the return to labour. If the margins of
profit had not risen as compared with pre-war, prices could have
been reduced by as much as 7 per cent overall and considerably
more in certain sectors.! The fact that profits bear a heavy tax, that
social inequality is not much increased by their inflation, does not
detract from the vital urgency of the need to reduce them—if for
no other reason to enforce the elimination of inefficient entre-
preneurs and increase productivity. At full employment the more
modern firms can only attract labour if others are forced out of
business.?

Confronted with this evidence, the impressionists take refuge in
personal ‘experience’® or hearsay. As all statistics are subject to some
margin of error it is suggested that they might really mean the
opposite of what they patently indicate. As statistical methods
increase in accuracy and statistical information in volume, this sort
of ex parte argumentation will, if not decline in publicity, at least be
shown up for what it is.

This colossal bluff to some extent even hoodwinked the Govern-
ment. A heavy price indecd is being exacted in terms of social
justice for the failure of the Government to organize statistical
services (Chapter s, Section (b) ) and reorganize the administrative
machine (Chapter s, Section (d)) in order to give effect to its
principles. The very fact that devaluation, which makes the poor
countries poorer and the rich richer, which makes the poor in the
poorer countries poorer and the rich richer, should in fact amount
to a substantial victory of the progressive cause in British Govern-

1 Cf. T. Barna, Those ‘frightfully high’ profits. The Bulletin of the Oxford Institute of Statistics
Vol. I, Nos. 7 and 8, 1949. This devastating critique of the most popular fallacies has not
reccived sufficient attention even by the Government. Cf. Chapter 5, esp. pp. 111~13.

2 Cf. Chapter 5, pp. 96-110 and 114-29, Appendix III on the dangers of ‘consumption
socialism.’

3 One of the more amusing instances is the attempt to rebut the carefully compiled statistics
of F.A.O. on food consumption. These show that the supply of high value foods (milk,
meat, ctc.) per head was much higher in Britain than in the laisser faire countrics. This is
countered by reference to the superiority of restaurant meals on the Continent. In addition
averages mean nothing on the Continent: the discrcpancy between the poor and the
rich is so great. Itis even argued by some that, because the British cquality is due to rationing,
it does ‘not contribute to the common good’ as it ‘restricts personal choice’ so severcly. An
odder use of the word ‘common’ in this context can hardly be imagined. And one wonders
whether the mass of urtdernourished children 1n Italy looking at the vigorous consumption
of whipped cream (‘average’ consumption of milk and cheese in Italy being 29+7 gr. as against
50+7 gr. in the UK. despite the much greater use of cheap cheese in cooking) derives much
pleasure from the personal choice others have (cf. the discussion on the relationship of rationing
to monetary policy, Chapter 5). The modern critical discussion of welfare economic con-
cepts seems to have had no impact on most economic experts and commentators.



Preface xi

ment circles throws an odd light on the nature of the alternative
solution which must have been proposed by its own advisers.

The protests of those least capable of bearing the burden against
the imperfect justice consequent on devaluation might further
weaken the cohesion between the rank and file and their representa-
tives in power. Their mutual impatience with one another might
easily grow with grave consequences to the future of the progressive
movements in Britain and Europe.

It is in the disillusionment andP the consequent apathy of the mass
of the population that the danger for Western Europe arises. The
Conservative case can hardly benefit from the mistakes of the
Labour Government, as it is amply evident that such setbacks as
Britain has suffered were not the consequence of the application of
the principles of social and economic justice on which the Govern-
ment received its mandate in 1945. On the contrary, they are the
result of its hesitation in foreign and domestic policy to give effect
to those principles and of its failure to work out clearly their day-
to-day implication on the conduct of affairs. In foreign policy a
substantial and unnecessary burden was imposed by mistaken
execution rather than a faulty conception. At home the apparatus
of control was repeatedly weakened.! Nor was adequate adminis-
trative machinery evolved to sustain the strain of the transition to a
stable economy. And, while in international economic affairs
especially its advisers were permitted to squint hopefully towards
the sweet simplicity of the uncontrolled sway of speculative markets,
in internal policy the Government remained pledged to maintain
full employment and to improve social justice. Not the profligacy
of policy but its unco-ordinated nature accounts for most of our
disappointments—so far as they are due to domestic rather than
foreign causcs.

Fortunately, in trying to magnify the Government’s failures and
to put forward alternative po%cics, the opponents of progressive
evolution in this country have betrayed themselves and given their
case away. It is easy to be lulled and lured by the gentle generalities
of Mr. Eden or the patriarchal woolliness of Lord Woolton. It is
quite a different proposition to be told by a serried rank of ‘experts’
that the ‘optimum allocation of resources,’ ‘the desirable flexibility
of the system’ requires mass-unemployment of at least between

1 Cf. Chapters 1 and 5, and Appendices I and III.
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one to two million.! This irresistible urge for self-expression of what
one might describe as the inverted vulgar-Marxian school of
economists will deal a death-blow to the hopes of the Labour
Government’s opponents. They wish to substitute for a balanced
society and the patient work toward compromise solutions, an
open class domination achieved by deflationary policy. No one can
have any doubt about the real intent of the opposition if only
because such free rein has been given to these views. The smattering
of economic knowledge acquired by the younger members of the
Conservative Party which made them propose to let the value of
the currency float freely to find its natural level (whatever that may
mean),? to let controls rip and to abandon the policy of income
stabilization, has given the show away. The loud protests of the
less logical but intuitively far superior old guard against policy
statements are quite comprehensible. No denial can get the Con-
servative Party over the fact that a substantial cut in Government
expenditure, the central feature of their plans, can only be achieved
at the expense of defence or social services. No onc believes that
they intend to pare down on defence. The conclusion is obvious.

In the same way decontrol and abandonment of conscious income-
stabilization without inflation is only conceivable if the bargaining
power of the Trade Unions is smashed. Decontrol and the remission
of taxation would violently decrease the share of wages and depress
the standard of life of the poor when the rich are relieved from
direct taxation.® Does anyone in his right mind suggest that such
a programme can succeed without first breaking the power of
resistance of the Trade Unions? And above all, will anyone in his
right mind believe him?

No, the campaign of the orthodox economists against the Govern-
ment, taken up with such glee by the Opposition, their attempt to
discredit it in the U.S. and Europe and to enlist American aid for
a complete reversal of policy, must consolidate the position of

1 Cf. Chapter 5, Section (a), esp. p. 106, note 2.

3 This proposal was contrary to the Bretton Woods agreement which has been enacted by
Parliament with the support of the greater part of the Opposition. In the absence, moreover,
of strong reserves, speculative attacks might well justify themselves ex post. Moreover the
‘true’ value of the currency is determined by employment as well as prices and wage-rates.
‘Freedom for the pound’ might well lead to cumulative inflationary or deflationary processes.
The whole incident shows the weakness of the primitive theory based on static assumptions
and sedulously propagated by the orthodox ‘experts.’

3 Cf. below, p. 104, on the strange contradictions which are at the basis of that fashionable
view on ‘incentives.’
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Labour. It shows only too clearly that the Government’s relative
failure in administration was due to their lapses from their own
principles, to their listening—in their unnecessary quest for fleeting
popularity—to the ill-conceived advice of their adversaries. The
coming election will be decided on the issue of full employment
and social security. The critical position of the country increases
rather than decreases the vital importance of the victory of the
progressive cause. Once this is understood—and the orthodox
school at any rate have done their best to warn the country of their
intentions—the outcome cannot be uncertain, despite the complete
failure of the Government to put its case effectively except in
ill-reported speeches. The burning question is: what use will be
made of electoral victories? '

DEVALUATION AND THE DOLLAR CRISIS

It is not really in terms of British politics that the events of the
last three months must be deplored: it is from a general Western
point of view, from the point of view of an effective resistance to
Communist infiltration, that this turn of events is lamentable. The
remarkable recovery of 1948 on the one hand and the collapse in
China on the other, each in its way, provide a lesson. The West
should have concentrated on the solution of the basic economic
problem of the free socicties, the international maintenance of full
prosperity and increased social justice. The balance of international
payments would partly have followed and, in so far as weak spots
still remained, could have been rectified without undue strain being
suffered by those least able to bear it. Instead the attention of the
world was deflected to the unbalance of international payments,
without regard to the immediate causes of that unbalance or the
longer-range consequences of certain measures, e.g. devaluation,
which were vociferously pressed by the orthodox economists.

In domestic economic policy few doubt the necessity to mitigate
the harsh social consequences of the uncontrolled sway of markets
based on an unequal distribution of wealth. In the U.S., as in all
other industrial countries, progressive taxation and the provision of
social services ensure such modification of the outcome, such
measure of social justice as corresponds to the interplay of political
forces in the country. So long as economic inequality and political
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democracy coexist a steady growth of social legislation is inevitable.
Only a dictatorship could alter the trend, and suppress the demands
of an increasingly organized and articulate working class.

It also is admitted—though perhaps not as generally—that in-
equality of income and increasing wealth tend to increase the
difficulties of maintaining stability. A mature economy, if not
subject to planning, probably—to say the least—needs ‘outside’
stimulation, ie. stimulus not originating in the profit motive.
Whether this stimulus is given by social services financed out of
redistributive taxation or by loan expenditure on ‘non-competitive’
projects, e.g. roads, is another problem—largely determined by the
ruling political and social ideology of the community.

Strangely enough these twin considerations were never applied
in the field of international economic policy. Yet the war and its
disastrous consequences on Western Europe, the rise of the U.S.
to a position of hegemony in the West (and industrially in the world
as a whole) unprecedented since the days of Rome, the growing
divergence between rich and poor countries suggest that their
application is most needed there. The dollar problem is not of a
transitory nature; nor can it be solved by ‘orthodox methods’
without aggravating the malaise not only of the world but even of
the U.S.! The dominance of the old-fashioned theory or rather
sentiment based on highly artificial assumptions is such that it has
hardly been challenged even by progressive thinkers and politicians.

'The most tragic aspect of recent events is that the basic economic
strategy of the Western World has been lost from sight. Despite
President Truman’s striking victory over those same interests and
opinions which vilify the present British Government and attempt
to undermine its policy, he has permitted them in recent months to
dominate the foreign economic policy of his administration. In war
as in peace defeat is all but inevitable if the enemy is permitted to
choose his own battlefield and dominate one’s mind. The conserva-
tive forces in America and Western Europe were able to choose the
technical problem of monetary readjustment to fight the last round
in a long-drawn campaign for a post-war settlement of the Western
economic problems. The consequences on welfare and on economic
stability were disregarded. Nor was the future clearly envisaged

1 Cf. below, Chapters 1 and 4, as well as Appendix II.
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despite the clear formulation of the problem by the painstaking
surveys of the Economic Commission for Europe.!

The overall deficit of the world to the United States in 1048 was
$7:8 billion. Of this Europe incurred only $3-6 billion. The
unbalance was bridged, however, by Marshall Aid in the last
quarters of 1948 and the first quarter of 1949. In the second quarter
the United States once more began to gain gold: $320 mi]%on of
which the sterling area accounted for as much as $260 million. The
excess of visible exports increased from $1-5 billion in the first
quarter of 1949 to $1-75 billion in the second quarter: mainly as a
result of the reduction of imports ($190 million) and a slight rise
($40 million) of exports. Imports from the sterling area—mainly
sensitive raw materials—were, of course, hit much harder (18 per
cent)*® than general imports (11 per cent). The increase in exports
was mainly destined to Canada ($100 million) and the sterling arca
($60 million). The import controls of these countries were not
working well; and demand in the rest of the world was by and large
declining.

It is clear, therefore, that the economic causes of the 1949 dollar
crisis originate in the main in declining U.S. business activity and
in the maintenance of employment coupled with decontrol in the
sterling area, while the laisser faire part of the world followed the
U.S. recession. An attempt to deal bilaterally with the problem of
the sterling area deficit by devaluation as suggested by the U.S.
Treasury necessarily had grievous repercussions on the other indus-
trial areas of the world: it had to be sufficiently drastic to readjust a
balance with the U.S. which was worsening, while that of the rest
of the world improved, because the sterling area continued full
employment when other countries were already showing signs of
spreading depression. It could not be expected, however, that the
main industrial countries would remain on the old, pre-devaluation,
parity since, if they had, the sterling area relations with them would
have got out of hand.

The change in the terms of trade in favour of the U.S. as a result
of the general devaluation, however, could contribute little to the

1 Cf. below, Chapters 1 and 2.

2 U.K. exports to U.S. declined by £23 million between the last quarter of 1948 and the
first quarter of 1949 and increased subsequently by £3 mullion. The sterling area deficit

(before Marshall Aid) increased from £82 nullion to 4157 million. The U.K. visible
deficit increased by £27 million in the same per‘iod.

b
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stabilization of the Western World. The fall, in terms of dollars, of
raw material prices is hardly likely to increase demand. It is even
uncertain whether it will result in a proportionate fall in the price
of final products. It is more likely that it will be used to buttress the
failing profits of U,S. business. Hence the establishment of stability
in the United Statts will be postponed as savings will tend to
increase without any corresponding increase in investment.! On the
contrary the threat to U.S. exports in consequence of devaluation
might increase the caution of U.S. business to enter into long-term
fixed capital commitments.? Basically the method of coping with
the present minor dollar crisis pressed by the U.S. Treasury is bound
to accentuate the longer-run problem, the problem of the eventual
dollar balance.? No doubt it would be possible to offset this tendency
by a suitable alteration of U.S. domestic policy.

Unfortunately it is by no means certain that such reconsideration
of internal American policy, which if applied betimes might have
avoided* the recent disturbance, is more likely in the next few
months. The decline in U.S. business activity, the main cause of
the present crisis, seems to have come to an end. The orthodox
experts whose complacency was somewhat shaken in the beginning
of the summer of 1949 seem to have recovered it again.

Economists have long recognized that fluctuations in working
capital (i.e. in stocks of commoditics held by merchants and manu-
facturers) are onc of the most important causes of instability in
general. The reduction of these stocks reduces production below
the level of current consumption, and thus creates unemployment.
Addition to stocks represents investment and thoroughly accen-
tuates booms. It has also been recognized that in the short run the
instability of working capital due to speculative anticipations might
exert an influence altogether disproportionate to the basically more
important fluctuations in fixed capital because the reduction and
accumulation of stocks can be undertaken at short notice.

11n 1932 British recovery was based on a housing boom. It gathered force only very
slowly and did not to any extent diminish pressure mn the peripheral countries.

2 On the implications of devaluation on U.S. imports, cf. below, Chapter 4, pp. 84-5.
The objections agamnst devaluation were less than could be expected.

3 The change in terms of trade will increase the inflationary tendency in the non-dollar
:’rtias. The basic unbalance has not been chiminated. It merely assumes a new form. Cf.

elow.

4 Cf. Chapter 4 on the contradiction between current orthodox advice and the ‘classical’
svstem of readjustment on the basis of which it is reputcdly framed.
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Stocks of commodities cannot be reduced below « certain level.
Even if there is no restocking, the end of destocking means an imme-
diate spurt in production as consumption is no longer satisfied by
reducing stocks. Thus the appearance of a recovery is given.! This
is what seems to have happened in the U.S.A. Whether this
recovery is merely a transient flash, or more solid, depends on
whether or not fixed capital investment is maintained or continues
to decline. Should the initial slump in circulating capital spread to
fixed investment, or rather, should the much slower decline in fixed
investment continue, the recovery is doomed to frustration and the
system is carried to new lows. It should be added, moreover, that
the slump will be slower to materialize in fixed capital investment
than in circulating capital, as most fixed investment projects take
time to complete, and unless a financial crisis occurs, people who
have embarked on such projects will do their best to complete them
so as to avoid total loss.

The financial position in America is obviously strong and the
latter contingency can, at this stage, be ruled out. The problem is,
therefore, whether, the de-stocking slump having ended, the
Amcrican economy will resume its upward trend. Some hope can
be derived by the expansion in public and private construction.
Given the fact, however, that even shortages in the heavy industries
and in automobiles are being overcome at the moment, owing to
the tremendous volume of post-war investment, one might express
some scepticism and wonder whether, after a transient recovery in
the autumn, the downward trend will not continue.

Nor is the wave of devaluations of non-dollar currencies irrclevant
in this respect. It is bound to exert some deflationary pressure in
America as American exports are excluded from third markets and
as the volume of imports (even if not their total value) increases.
The quantitative effect of these changes on the U.S. economy is not
decisive, however. The disproportion between the U.S. economy
and that of the rest of the world is so great that the internal factors
will decide the trend. But these will have to contend with this
additional unfavourable shock.

The probability is that the American slump will be aggravated.
The present slight recovery might in fact worsen the eventual

1 Between the autumn of 1929 and the low-level 1n activity reached in 1932 there were two
rebounds. The first of 4 per cent occurred carly in 1930, the second of 5 per cent a year
later. Both were vociferously greeted as heralding the return of the ‘New Era.’



xviii Preface

position, as it will give a sense of unhealthy security to, and
strengthen the influence of, opponents of even the mildest Liberal-
Keynesian anti-cyclical policies. This contingency is, however, still
remote. For some months American demand might be expected to
remain at its present level or even increase slightly.

With the return of the economics of Bedlam, proposals which
under rational conditions would have to be considered silly have
again come to the forefront. The proposal to revalue gold in terms
of dollars or the well-meant effort of a committee of the Food and
Agricultural Organization of U.N. to establish a food-clearing
centre to take over ‘surplus’ produce show how far we have slipped
back into the 1930s. If the problem of the inequality in the inter-
national distribution of wealth and income were tackled, such
surpluses would hardly appear. Indeed, we should be faced with
‘shortages.” The F.A.O. plan shows how docilely even progressive
experts accept as inevitable the continuation of deflationary policies
which render the emergence of ‘surpluses’ inevitable.

Mr. Truman, by his speech in Philadelphia, was successful in
creating an atmosphere of friendly co-operation and dissipating the
acrimony due to the hostile propaganda, ably abetted by their
British and Continental henchmen, of U.S. vested interests afraid
of the success of the British experiment. His inaugural address also
shows that he is aware of the ultimate line of approach to the
solution of the crisis of the Western World. Unfortunately, as the
Washington agreements demonstrate, he has not been as successful
as one might legitimately have hoped in giving effect to these
principles.

The success of the Administration in obtaining Congressional
approval to further sacrifice, and acquicscence! in concessions to
Britain, such as the release of Marshall Aid funds for purchases in
Canada, transient as they are,? shows the same ominous dependence
on yet another turn in the course of the cold war. The Chinese
debacle and the sudden announcement of an atomic explosion in
Russia seem to have, once more, worked wonders for Europe. The
increase in tension and the increasing precision of military arrange-
ments contrast sadly with the highly unstable basis of economic

! The atmosphere was very different after the relative success of the Four Power Conference
at Paris. Cf. Chapter 4, pp. 84-5, and note 2, p. 85.

* Nor do they lighten the overseas burden of nulitary and similar commitments propor-
tionally to the British capacity to bear them. Cf. below.
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co-operation and of European recovery on which the success of all
military resistance depends. The vital réle of economic factors in
the overall strategy of the Western World is still not recognized.
Indeed, a certain impatience is being manifested in influential
Senatorial circles at the presumption of Western Europe of putting
recovery first—which, unfortunately, is not even the case. It is to
be hoped that the process of enlightenment will proceed at a quicker
pace than hitherto and become less dependent on the day-to-day
fluctuations in the cold war. From the point of view of Europe’s
future, defence must remain a deterrent and not constitute a menace
which might provoke.

DEVALUATION AND THE BRITISH PROBLEM

As we demonstrate below! the sudden worsening of the sterling
balance of payments was caused by the release and flight of capital
coupled with a speculative attack on sterling and, what is at fcast
partly connected with it, a substantial increase in imports of the
sterling arca. Both were to a considerable extent the result of the
breakdown of controls in parts of the sterling area and the thought-
less decontrol in this country coupled with the failure of the Bank
of England to institute some control over capital movements within
the sterling area. There was no disproportionate increase in labour
costs and the increase in Government expenditure—with the
exception of direct expenditure abroad mainly on account of
increased military commitments and related burdens—had only a
tenuous, indirect effect on the balance of trade. The overall balance
of payments was maintained until the middle of the year without
any appreciable rise in wages or prices or the emergence of shop-
shortages. The reduction of exports was mainly due to the worsen-
ing of the economic position abroad and the anticipation of
devaluation. A reduction of export prices, however, by a reduction
of profit margins, might have countcred this in third markets at
least. From an internal point of view the increase in profit margins
was deplorable because it retarded the weeding out of the inefficient
producers and had an unfavourable influence on the distribution of
incomes. It did not constitute, however, a direct threat of cumulative
inflation. Nor can it be assumed that disinflation would be effective

1 Cf. Chapter 5, Section (c).
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in reducing gross profit margins in contrast with net profits. The
decontrol of certain raw materials, e.g. paper, caused some bottle-
necks in the lower stages of production. Others, e.g. labour for the
mines, were accentuated by mistakes in location policy and by the
failure to use the building programme to promote labour mobility.
These are not problems, however, which could be dealt with by
general measures such as deflation without disproportionate losses
and hardship. It is obvious, however, that the abandonment of
discriminating controls, including control over engagements, can
only be undertaken at the risk of having to institute a sharply
deflationary policy subsequently.

Liberal economists unaccustomed to peer beyond the narrow
confines of their strange imaginary world usually get hold of the
wrong end of the stick. The problem of the so-called ‘unrequited
exports’ has been no exception. They directed their attacks on the
re]gase of the wartime accumulation of blocked sterling balances
and attributed the exchange crisis mainly to its extravagance. In
actual fact the balances of sterling area countries decreased by £230
million in the last three and a half years.! In view of the threatening
position in East Asia and the immense economic difficulties of India,
Pakistan and other countries in the same category, these payments
must be regarded as part of the combined defence expenditure of
the Western World and should have been dealt with accordingly.

The legal export of capital to the sterling area, however—which
results in creating new sterling balances and thus absorbs exports—
was almost £ 450 million.2 This was almost twice the drain due to
the release of blocked sterling area balances. It must be borne in
mind that investment in British oilficlds unaccountably was recorded
in the invisible current account and that Government transactions
are excluded. The ‘legal’ export seems therefore to cover some very
odd ‘investments.” Once in certain parts of the sterling area, capital
can easily be exported further or used in those semi-legal or illegal
transactions by which dollar proceeds are diverted from the Central
Banks. The illegal export of capital, mainly through under-
invoicing exports and overpaying for imports, can hardly have been

1 Cmd. 7648 and 7793. The net relcase in the first half of 1949 was £98 million or almost
two-fifths of the total. The net release of all balances amounted to £430 mullion. This,
however, includes balances which did not arise out of the war. A large part of the sterling area

rclcasc; was used for capital repayments and did not burden the current balance.
1ibid.
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less than /200 million and might have been far larger. The quasi-
legal increase in the imports of raw materials due to lax control is an
additional important item even in this country. In the more out-
lying areas of the Commonwealth it has grown to formidable
proportions. The fall in manufactured exports does not account for
a large proportion of the worsening of the balance.

Last but not least, the direct military expenditure and relief
including Germany, but excluding unrequited exports to India,
etc., which properly belong to this category, in these three years
amounted to some /1,013 million, and are, after a dip in 1948,
again steeply rising. Morcover, defence expenditure at home also
necessitates greater imports than other Government or private
expenditure. Petrol, oil, other imported raw materials and food
constitute a much greater proportion of this expenditure than of
outlay generally. Morcover, manpower in the defence forces is
prevented from contributing to the export drive. Hence the burden
is positive as well as negative.!

It is the imperfection of control rather than internal economic
causes which forced the pound off its parity. A maintenance of a
higher rate of exchange combined with effective control would
have yielded much better results from the point of view of the
standard of life outside the dollar area.? Once ‘confidence’ was
shaken the relative abundance of sterling funds held abroad precipi-
tated the crisis. A stiffer web of controls, and continuous close
co-ordination of economic and financial policy with the Common-
wealth—instcad of spasmodic emergency meetings—could have
prevented most of the deterioration. Devaluation, in order to have
any chance in arresting the speculative attack without tightening
controls, had to be of substantial proportions: not only must it
adjust the current balance in unfavourable circumstances, but it
must deter further speculative sales. The existence of organized
black markets in sterling abroad made it necessary to devalue
sterling even more sharply. The sharper the devaluation, however,

1 Cf. Appendix III.

2 Out of total U.S. imports from the sterhing area, including the U.K., of $1,328 million
in 1948, $204 million was represented by whisky, cocoa, fats and other vegetable products,
$251 million inedible vegetable products, $408 mullion of fibres (mainly wool), $110 mullion
of non-metallic minerals. U.K. exports (in which whisky was onc of the most important
items) only amounted to $280 million. U.S. exports of machinery, vehicles and chemical
products to the UK. in 1948 amounted to $179 nullion, to India and Pakistan $143 million,
to South Africa $251 million. The South African deficit with the U.S. at $355 mullion was
heavier than the U.K. deficit ($273 mullion).
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the greater the shock abroad, because the value of the currency
must be depressed below the level corresponding to relative costs.
The potential unsettlement at home due to the increase in the price
of necessities and the increase in profits on exports will also be
proportional, as also the loss of real income due to the worsening
of the terms of trade. Hence the short and long run considerations
in fixing the new parity conflict.

Such, then, was the position which the Anglo-American Con-
ference in Washington was called upon to face. If the somewhat
general official statement is to be taken at its face value, the main
immediate cause of the loss of reserves, the decline in U.S. business
activity, and the spread of deflation to parts of Western Europe was
either disregarded or relegated to that somewhat shadowy placé
which it occupies in the previous post-war agreements where all
participating countries pledge themselves to maintain full employ-
ment. Undoubtedly the assumption that business activity will revive
in the U.S. must have been implicitly the basis of the specific
measures envisaged.

These practical steps include?:

(a) the devaluation of the pound;

(b) permission to use E.R.P. funds for the purchase of Canadian
products despite the emergence of U.S. ‘surplus supplies” of
the same products;

(c) stimulus to American private investments in the Common-
wealth combined with some as yet unpublished arrangement
on sterling balances;

(d) reconsideration on American and Canadian tariffs, and
customs procedure, with the view of increasing imports from
Europe and the Commonwealth;

(¢) consideration of commodity arrangements (including the
regulations limiting the consumption of natural rubber) and
stockpiling with a view to increasing the dollar-earning
capacity of the Commonwealth;

(f) permission to discriminate against hard currency imports
despite the Anglo-U.S. Loan Agreement in connection with
the proposed liberalization of intra-European trade.

There is no evidence that the implications of these steps on the rest

! As regards shipping and mineral oil, in the case of both of which the U.S. pursues a
discriminating policy, no effective agreement was reached.
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of Western Europe were envisaged or that a sharp distinction was
drawn between the immediate cyclical, and the longer run structural,
problem.

There is no reason, however, to follow in this procedure. We
shall therefore first turn to the impact effects of devaluation. Apart
from the rebound in U.S. demand due to the cessation of general
de-stocking in the U.S. which would in any case have increased
demand for Western European and sterling area exports to the U.S.,
there is an additional reason for expecting a considerable immediate
increase of orders for British goods; the speculation on devaluation
must have led to an even more widespread postponement of pur-
chases in the Commonwealth than domestically. Hence the rebound
will be pro tanto greater. Thus therc should be in the next few
months a considerable increase in Commonwealth exports irrespec-
tive of whether or not demand for them in the longer run will
expand as a result of a fall in their price.

We must expect as a further immediate favourable effect of the
devaluation the closing of speculative positions against sterling (i.e.
the re-purchase of sterling by thosc who sold it hoping for its
devaluation) and some repatriation of the capital which was legally
or illegally exported. All these speculators, having been handed
some 40 odd per cent on their gamble, might well be inclined to
take it. Moreover, those who speculated against the pound by
amassing large commodity stocks will now not need to import as
much as is required by their day-to-day output as they will probably
let their stocks drop in view of possible sccondary price-falls.
Exporters, on the other hand, who delayed the collection of foreign
debts due to them in terms of foreign currencies will certainly press
for payment. Thus at the cost of some scores of millions of legal,
semi-legal and illegal profits to speculators, the gold reserve of the
country will certainly undergo some immediate easement.

It is improbable, however, that the basic capital flight, which
originates largely in the fear of war and high taxation, will be
stopped, unless the administration of exchange control is drastically
improved. Indeed, the upheaval in prices caused by the devaluation
will permit more evasion and further weaken the reluctant f‘powcr
of the authorities to supervise effectively transactions with foreign

1n the first two weeks after devaluation the gain was some £20 million.
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and sterling countries. And the temporary reflux of capital will
weaken the drive for real reform.

We might now turn to the longer-run aspects of the new com-
pact. The Government’s experts, when discussing the consequences
of devaluation, argued that ‘some fall in the standard of living would
be necessary in any event. With revaluation it is small, controlled,
and evenly shared. The alternative would be a heavier and harsher
fall, less subject to control and bearing harder on some than on
others.” If the only alternative to devaluation were a violent defla-
tionary shock administered, e.g. by cutting food subsidies and
other social services and suddenly clamping down on investment,
in the hope that the consequent decrease in spending will result in a
sufficient fall in dollar imports from or a rise of exports to dollar areas,
this would be true. Even an improvement in the overall (as con-
trasted with dollar) balance would demand a multiple cut in outlay
and employment.! In order to influence the dollar balance, spending
would have to be cut by a still greater amount. Unemployment
and sacrifice would be unequal and apart from the inevitable loss
sustained by not having the dollar imports, Britain would sustain
a much greater loss through unemployment and the fall of home
production.

In the short run, therefore, this was even technically no alternative,
because time was not available for the cuts in outlay to have their
effect. Even had there been time it would have involved unnecessary
hardships. On the other hand there was, at any rate last year,
another alternative to devaluation, far superior from the point of
view of non-American living standards. This was a sclective control
of U.S. imports buttressed by reciprocal purchase agreements
between non-dollar countries and a selective stimulus—through
pressure on home sales and/or subsidies—to the most favourable
exports. It would have reduced the worsening of the terms of trade
and used discriminating pressure on excessive profit margins to
achicve an increase in exports. This third solution, however,
perished on the bonfire of controls. The Government tried to
postpone decisions as long as possible, hoping against hope that by
doing nothing, all the possible advantages of the discriminating
policies would accrue without ‘wild’ measures being needed.

Once it became clear that the speculative attack could not be

! Cf. Chapter 5 (a).
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stopped, devaluation suggested itself, not merely by way of analogy
to 1931! but also as a measure which would avoid the need for
making basic policy decisions. Unfortunately this view overlooks
several all-important considerations. Devaluation is not an alter-
native to discriminating controls, if the resulting national loss is to
be minimized and if the threat to internal stability is to be reduced.
The fact that devaluation had to be sharp in order to achieve its
aim increases the force of this argument. The optimists leave out of
account that devaluation so far as it works (i.c. so far wages do not
rise) is cquivalent in many respects to a direct tax on essential
imports on which the poor spend a disproportionately high fraction
of their income and a subsidy to profits in the export industries.
Here an awkward dilemma arises. From a national point of view it
would be essential to raise British prices as much as possible, having
regard to the urgency of demand abroad. If, for cxample, at the
pre-devaluation price all available supplies could be sold in hard
currency arcas the increase should be a full 42 or so per cent. In
other cases, where price-concessions might tempt disproportionately
higher sales, prices might be reduced with advantage. Nor could
the Administration escape responsibility for these decisions, as the
sluggishness and incompetence of the individual trader as well as
his fcar of making politically awkward high profits would militate
against an ‘automatic optimum adjustment.’

From an internal point of view the risc in the sterling price of
exportable goods, however, mcans an increase in the cost of living
and a threat to general monctary stability. It also represents an
increase in the share of the rich in total national income, i.c. an anti-
social shift in the distribution of the national income. It is true, of
course, that 60 per cent of profits are taxed and a large proportion of
the rest is ploughed back. But the argument that current private
incomes and consumption are not affected if undistributed profits
increase is not quite correct. Most of the rich consume part of their
capital and ploughed back profits result in capital gains. Thus an
increase in profits or a cut in direct taxation, which is increasingly
advocated, would tend to have inflationary results. In any case a

1 The fact that in 1931 the Labour Cabinet fell over a disagreement on deflation and its
successors, pledged to defend the Gold Standard, abandoned 1t almost immediately and thus
laid the foundation to a recovery delayed only by therr own mistakes, must have been a

potent argument; but then there was a huge reserve of unemployed resources, and the terms
of trade improved.
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steep rise in profits (and the increase in the price-level of which it
would be one result) would certainly lead to wage demands and
result in a recurring cumulative spiral. So long as wage stability is
not menaced no threat of cumulative inflation arises. Conditions
must therefore be created in which wage stability can be maintained.
Hence measures should be taken to restrict the rise in ‘essential’ prices
as much as possible by squeezing profit margins, to strengthen the
controls necessary to prevent a diversion of resources into non-
essential home production and to channel such excess demand as
might arise towards innocuous outlets which do not absorb produc-
tive resources, or to absorb it by an increase in taxation (perhaps
mainly on luxury consumption). The experience in Continental
countries suggest that, in the absence of effective control, only a
substantial unemployment can in these circumstances prevent the
start of an inflationary spiral, which will threaten the new parity.

The administrative task has not been made easier by devaluation.
Without it the Government would have had to ensure a decrease of
export prices while maintaining home prices. Now the problem
is to kecp domestic prices from rising while export prices must be
allowed to increase as much as possible.

Ingenious calculations have been made to show that a cut of a
given amount—betwecen [£250-600 million, according to the
allegiance of the guesser—would bring the domestic monetary
position into equilibrium without such complications. It appears
that these calculations are based on the estimate of our overall and
dollar deficit and of the adverse movement of the terms of trade.
They assume that an improvement of the balance would reduce the
volume of supply available to the home market by the same amount:
hence monetary demand should be cut by the same amount. This
is to be achieved by a retrenchment in Government expenditure and
a limitation of investment.

But as we have alrcady mentioned, and argue more fully in
Chapter s, an indiscriminate pruning of Government expenditure
or of investment would result only in a fractional decrease in the
demand for imports and a fractional increase in exports: most of it
would be exhausted in either diminishing Government revenue or
a decrease in the rate of ‘innocuous’ expenditure (e.g. cinemas or
beer) which will not set exports free. Most calculations of the
inflationary ‘gap’ disregard the complexity of the secondary reper-
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cussions of the policies they propound. Equally the rise in the long-
term rate of interest (i.c. the sharp collapse in gilt-edged prices),
which has been permitted will not sensibly diminish the flight of
capital or hoarding of goods, but might well interfere with the
productive investment programme as it reduces the cash value of
industrial reserves held in the form of Government obligations, and
as it makes capital issues difficult.

If indeed only such investment were pruned as would free
productive capacity for exports without compromising our need to
increase productivity (e.g. investment in buscs and other transport
vehicles), if expenditure of defence were cut, leading to a fall in
disbursements abroad or to a decrcase in the purchase of oil or
armaments, the argument that ‘disinflation’ can secure ‘equilibrium’
without discriminating controls and without causing unnecessary
hardship would gain in value. But a cut in, for example, food
subsidies and a rise in prices would—even if wages did not increase
sympathetically—reduce, not indeed expenditure on necessities, but
mainly marginal outlay on amusements, etc. The help to the export
drive or import saving would be negligible.! The fall in national
income would have to be a multiple of the effect desired and this
would involve mass unemployment. If the overall deficit in the
balance of payments is estimated at about £150 million and the nced
to cover capital exports, offset dissaving ctc., say, between £150-200
million, total outlay at home would have to be cut not by £300-350
million but more likely by at least £600-800 million.

A much more discriminating policy is needed if the orthodox
‘cure’ of deflation leading to mass-unemployment is to be avoided:
if such policy is adopted then the extent of the monetary readjust-
ment is not serious, because any excess purchasing power can then
be deflected towards innocuous uses and the rise in production can
be enforced by stimulating efficient firms through priority alloca-
tions by standardization and other measures discussed below.?

The decontrol of the prices of non-utility goods, the relaxation of
production controls, will, however, render the policy of price-
stabilization difficult. The Government—despite its raising the price
of bread and flour, of metals, and permitting an early rise in petrol
prices—insists that the price of goods already finished and those
unfinished goods, the raw materials for which have already been

! Cf. Chapter 2 on the experience of 1947-8. 2 Cf. Appendix I1I, pp. 238-50.
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purchased, should not be increased. It is doubtful whether, in fact,
this policy can succced in practice as price control on many goods
has already been discontinued and some further categorics are to be
decontrolled in the next few months. The pull of export prices will
unquestionably deplete supplies at home. The attempt to decrease
the prices of utility goods will, under these circumstances, further
disorganize production.! Moreover, many traders, knowing that
prices are to be increased, will withhold sales. In view of the con-
tinued process of decontrol, the Government has little power to
enforce its policy. A sharp increase of the bank rate might do it,
but in view of the proportions of devaluation which will eventually
result (unless the American slump supervenes) in an incrcase of
between 15 and 25 per cent in the price of raw materials determined
by the American market irrespective of whether they come from
the dollar area or not, it would take a very harsh deflation to make
any appreciable cffect. The policy of differential (low) prices for
the home market, an obviously sound one in existing British
conditions, scems impracticable if controls are not reinforced.

Once more we arc thrown back to the conclusion that the
Government’s experts have not completely thought out the diffi-
culties inherent in an economic system in which crude deflationary
readjustment, the main weapon of a frec cconomy, is ruled out
politically, and where direct controls have been discontinued or
fatally weakened or are administered in a half-hearted manner.
Investigations into the distribution of the national income show
quite clearly that prices could be kept all but stable—despite the
rise in costs—if profit margins could be reduced.? But without
reforms the Government will be as unsuccessful in preventing a rise
in prices, and eventually of wages, as it was in trying to cut export
prices before devaluation. The choice between deflation and con-
trols will be posed again, and it is to be feared that expert opinion
will once more press for the former because it eases the administra-
tive task and lessens direct responsibility.?

1ibid,

3 It will in any case be interesting to observe how a proportionate rise in the price of the
finished product (instead of merely adding the rise in the price of the raw materials) can be
avoided 1if controls are not stiffened.

3 Thus is to some extent the explanation of the reluctance of the officials to develop and to
use statistics throwing light on the real causes of the crisis (cf. the reported ‘disowning’ by the

Central Statistical Office of calculations made by E.C.E.—based on British official statistics.
" The Economist, October 1, 1949, p. 717). Nothing characterizes this attitude better than the
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In the end the rise in import costs will be mainly, if not entirely,
determined by the state of the U.S. market. Should the present
unsatisfactory but not yet serious position continue in the U.S., and
in the absence of a determined effort in this country to reduce profit
margins, the rise in the internal price level might be of the order or
magnitude of betwcen 4~7 per cent.! The voluntary restraint of
trade unions was already tried hard as the result of the increase in
the price of necessitics due to the discontinuation of some and the
limitation of other subsidies. The rigid continuation of wage-
stabilization will, therefore, hardly be practicable. Unless the
Government contemplates a reform of controls, it might be better,
therefore, to come to some estimate of the increase in total incomes
which would not be detrimental to the international balance. From
a purcly commercial point of view, i.e. excluding Government
cxpenditure abroad as well as releasc of sterling balances and capital
flight, the pound is substantially undervalued. If therefore proper
controls are applicd on capital movements, some concessions to the
lower paid workers and old age pensioners, and to large familics,
should be possible. It would be salutary to promote general under-
standing of these difficult problems if the distribution of the increase
were left to a representative body of the Trade Unions. They
should take responsibility and evolve a coherent wage policy.

If the gap due to the elimination of the overall deficit, and the
increase of exports to compensate the fall in U.S. aid and to carry
capital exports, is put at, say, £300-450 million (and a risc in
British domestic prices is prevented), /£200-300 million of the total
could be found within a short period through an increase in produc-
tion if immediate and encrgetic steps are taken. A 10-15 per cent

statement in the recent Economic Survey for 1949 (Cmd. 7647, §109, p. 40) that ‘when
wages movements are under some voluntary restraint, they provide somewhat uncertain
evidence about the inflationary situation.” So long as full employment obtamns, on the
contrary, a threat of truc inflation cannot anise so long as wage demands are not pressed
beyond those justified by an increasc 1n productivity. The wording of the Survey scems to
indicate that its authors scem to find in an increase of unemployment only the proof or guarantee
of the cessation of inflation.

1 A violent fall 1n U.S. prices would raise other even more intractable problems. Apart
from an 1ncrease in the price of 1mports from areas which have not devalued or have not
devalued as much as Britain, the sterling prices of primary products for which the United
States are an 1mportant market, but which Britan imports, will tend to rise, exactly as
sterling export prices will rise. In their case the same dilemma arises as with respect to
British prices. From the point of view of the dollar gap the greatest possible increase is to
be desired. But this risc will worsen the British terms of trade with primary producing
countries and thus depress the British standard of hife—though 1t will help some even poorer
countries, and eventually increase sterling supples.
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increase in productivity—which is well within grasp—would yield
approximately [£600-800 million of additional output. In the
meantime a discriminating cut in outlay might supply most of the
rest. There obviously exist a large field in which retrenchment is
desirable in itself and not merely because of its ‘disinflationary’ effects.
Pruning of home outlay is therefore possible. But we must bear in
mind that only a cut of expenditure which results in outlay abroad,
or which frees export capacity capable of producing for export
(including manpower which can be re-employed in undermanned
export industries), will be effective and not merely result in un-
necessary hardship including unemployment. Provided, therefore,
that discrimination is used through raw material allocations, limita-
tion of supplies to the home market, ctc., the necessary increase in
export supplics can be accomplished without a multiple cut of home
outlay. Temporarily, until industrial reorganization has produced
its effects, the home consumption of some essential products might
have to be curtailed (e.g. textiles) because export markets exist the
immediate conquest of which is essential. Such temporary cut,
however, should be tolcrable if equity is maintained, i.c. if rationing
by needs rather than by the purse is reintroduced. The excess of
purchasing power will then, once more, be deflected towards
innocuous outlets. The basic investment programme must not be
cut in view of the darkening economic horizon. So long as a wage-
spiral can be avoided, and the control of the production and distribu-
tion of necessities should effect this, a cumulative inflation need not
be feared. A rise of the price of some luxuries or fuller use of
entertainment and other innocuous outlets for spending is then of
no consequence.

If the internal implications of devaluation seem imperfectly
understood equal dangers apparently threaten on the international
field. The failure of British (and European) exports to the U.S. to
expand was not mainly due to high prices.! Risk and the need of
preliminary huge investment in advertising and merchandising
played a more important réle. Itis to be feared that under misguided
and not even always sincere American guidance greater sacrifice
will be made to capture the U.S. market than is economically
justifiable. Export boosting financed by the Government or com-
pulsory levies is not limited by normal commercial considerations.

1 Cf. Chapters 4 and 6. Cf. above on the influence of excessive profit margins.
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Up to a point this is an advantage, and should be used to clear away
obstacles which single firms are too weak to remove. It would be
fatal, however, never to count the cost, and ideas have been mooted
recently which, however justified they might have been to avoid
devaluation, would be quite improper now. Both on account of
instability and the likelihood of energetic steps against manufactured
imports, a sense of proportion ought to be retained in our policy of
pushing direct exports into the U.S. This does not exclude a con-
siderable increase in the volume of exports to U.S. (after all, a
20-25 per cent increase is called for if the dollar value of our exports
is to be retained), but merely suggests that an indirect approach to
the solution of the dollar problem should be pursued with equal
energy. It is in any casc likely that much the greater part of the
readjustment in the direct dollar balance will have to come from a
cut in dollar imports, thus by a measure which could have been put
into operation without the losses caused by devaluation had co-
operation with the non-dollar area been less imperfect.

If U.S. exports could be supplanted in third markets by the price
differential caused by the devaluation, and provided that this is
followed up with the judicious use of controls by the sterling area and
other ‘soft’ or ‘less hard’ arcas, much more stable gains could accrue
to the non-dollar balance of payments. The damming of the flood
of British funds to the sterling area which might be used to finance
unrequited exports, together with energetic mecasures to push
exports, should once more restore the sterling area dollar balance.

There has been no indication, however, that the present policy of
the Bank of England, which fails in preventing the flow of capital
into the Empire, and thus permits the finance of unrequited exports,
will be reversed. Nor is there any reason to believe that the rise in
sterling export prices consequent on devaluation will lead to a
drying up of the demand for such exports. For political and military
reasons the release of old sterling balances was not merely not
diminished but stepped up, and the capital flight will continue in
the longer run. Unless the policy of the exchange control is changed,
the diversion of exports will not succeed. Devaluation is not an
alternative to the tightening of exchange control and to the co-
ordination of economic and monetary policy in the Common-
wealth, if the recurrence of the troubles of the recent past is to be
avoided.

¢
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In this context it might be mentioned that insufficient steps were
taken to maintain the dollar price of certain sterling area exports.
Rubber and cocoa are the main examples. Both suffered an un-
warranted decline in value in terms of dollars, a decline which will
not be offset by a stable increase of demand unless U.S. business
revives. It is regrettable that more definite commitments could not
be obtained in this respect from the U.S.

Nor are the other points of the Washington communique more
reassuring. The permission to use E.R.P. funds for Canadian
purchases is obviously of transient importance only. The modifica-
tion of U.S. tariffs and customs procedure could go some way in
solving the medium-run dollar problem though they could not
prevent a recurrence of the crisis if U.S. productivity continued to
increase at a higher rate than the European and British! unless a
series of unilateral concessions is contemplgted. This, to say the least,
is highly unlikely. And even the value of the immediately practic-
able concessions should not be overestimated.? Unless U.S. domestic
policy undergoes profound alteration and demand is kept slightly
above internal supply continuously over a long period the resistance
experienced will be insuperable by any economically justifiable
means. After all there is no reason for us to give away our []abour for
little return.

In the longer run American private investment abroad and
attempts by Britain and Europe to increase productivity are to be
relied on to solve the dollar gap. Both seem insufficient from this
point of view. The discrepancy between the American investment
capacity and immediately highly profitable outlets elsewhere is
exceedingly great.® The plans submitted to the American adminis-
tration of British colonial developments, totalling /400 million,
demonstrate this sufficiently. Nor must it be forgotten that, despite
the fact that the British colonies represent probably one of the most
promising areas of the world from this point of view, the total plans
drawn up amount to less than s per cent of the yearly rate of Ameri-
can capital investment. American private investment on a sufficient
scale would clearly represent a complete alienation of the productive
structure of these territories to American ownership. Nor should
the political implications of such a plan be forgotten. The private

1 Cf. Chapter 1 and Appendix IL
2 The increase in the demand for natural rubber is estimated at 50,000 tons.
2 Cf. Chapters 1 and 4, esp. pp. 88-9.
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investor, as we have been told quite brutally by the spokesmen of
the more conservative wing of the American administration,
demands adequate returns and adequate security. The combination
of the two in plain words implies substantial exploitation by vigor-
ous capitalist organizations of native populations, the policing of
which is left to Britain. Is this a possible solution of Western
troubles? Is Britain to carry the moral and material burden and the
U.S. entrepreneur to reap the profits?—or diminish the attractive-
ness of Communism in areas vital economically and strategically?

There is as yet no realization in the U.S. that her present position,
which is the direct outcome of the war, tends to create a dollar
shortage and that orthodox measures will in all likelihood aggravate
the problem even if they can deal with it temporarily, which is
somewhat doubtful. The reduction of the total of Marshall Aid
shows that the inter-relations of domestic and foreign economic
policy continue to be disregarded. The arms-subsidy voted for
Europe will not be sufficient to redress the unbalance caused by the
U.S. recession. Even if we take account of Marshall Aid on both
sides the U.K. and the U.S. spend roughly the same proportion
(about 8 per cent) of their national income on defence and related
political obligations,! despite the fact that the national income in the
U.S. was roughly double that of the U.K. The shouldering of this
unduly large share of the defence expenditure by Britain further
intensifies the dollar problem of this country. No effective relief
has been obtained in Washington, though for the first time the
importance of the stability of the sterling area was recognized and
complete political agreement was said to have been reached.

Nor is it clear how Europe is to approach the U.S. level of
productivity and thus tackle the basic causc of the unbalance. The
wave of strikes in the U.S. might be of some temporary assistance to
European exports. The unexpected strength of the U.S. Trade
Unions enforcing increases in labour costs should have a longer
lasting effect on relative competitiveness and thus tend to postﬁone
the re-emergence of pressure. On the other hand, no plans have
been drawn up to increase the complementarity of European
economies. Indeed, all signs point to increased intra-European
competitiveness; and a competitiveness increased by deflation and
unemployment in the laisser-faire countries.

1 In which the unrequited exports to India, etc., must be included.
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In view of the magnitude of the readjustment, and the failure to
devise new policies, the present dose of reducing the standard of
life in Europe by devaluation must be considered as insufficient to
close the final dollar gap after 1952, though it might close the
current dollar gap while Marshall Aid is still available, provided the
U.S. recession does not continue. The new parities must therefore
be regarded as temporary unless a solution can be found to deal with
the basic problem of the relative American and European produc-
tivity and sales power, which has not been provided by the Washing-
ton Agreement.

If, moreover, internal and external controls in the sterling area
are not reinforced, if the Board of Trade, the Treasury, and the
Bank of England are not reorganized, the Government will either
have to capitulate to the orthodox deflationary demands of the
Conservatives or face a new attack on the pound. The progressive
course in Britain and Western Europe stands and falls with its
capacity to increase production and provide an increasingly just
distribution of income. The inter-war period has given ample proof
that neither is obtainable in Europe by relying on the free market
mechanism. The experience of the post-war development on the
Continent has confirmed this conclusion. The productive achieve-
ment of Britain in the last few years, far surpassing anything in the
last fifty years, has also shown up for what they are worth the
hypocritical demands for ‘stronger incentives’ for the rich in the
shape of higher net incomes by those who argue that a similar
stimulus to the poor could only be imparted by a cut in their real
income. A policy, such as general deflation, however, which dis-
courages investment frustrates the first aim (pace the Liberal ‘experts’
who in this respect are oblivious even of their own theories). De-
valuation, which endangers the second, can only serve constructive
ends if it was treated as a recul pour mieux sauter; as a breathing space
to adopt policies which would have made it unnecessary.

WESTERN EUROPEAN CO-OPERATION

The conclusion reached in the main part of this essay! that a
satisfactory solution of Western economic problems depends on the
international development of the poorer, financed out of free contri-

1 Chapter 6.
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butions of the richer, countries has lost nothing in urgency by the
measures envisaged at Washington. Nor has the establishment of
a more complementary economic system in Western Europe
diminished in importance. After all, what we have witnessed is a
very minor affair due to slight cyclical causes. What will happen if
Marshall Aid is in fact discontinued, without a stable and wider
scheme taking its part, in a period of flagging fixed investment in
the U.S,, and an acute deflationary wave in a more or less recon-
structed Germany and Japan, I prefer to leave to the imagination
of the reader.

Unfortunately the Government was so overwhelmed by the
immediate problem that they paid little attention to the much
graver, albeit somewhat more—but not too—distant, contingencies.
In one of the subsequent chapters' the problem of a closer European
co-operation is discussed at some length and the conclusion is reached
that a forced short cut either to an economic or monctary union is
wholly premature and would probably involve the more industrial-
ized countries in a serious deterioration of their economic position
and thus to a disintegration of the union. The cautious approach of
the British Government to federalist or similar plans was therefore
commendable. It is also argued, however, that much more energetic
and far-reaching measures are nceded and are practicable than have
been envisaged by O.E.E.C.

A scheme of combining the co-ordination of investment with
appropriate compensation should be worked out immediately.?
Nor could strictly intra-European preferential agreements solve the
problem of Europe. In order to build up slowly a viable system,
temporary preferential treatment of European goods in third markets
is required which are complementary and not competitive in
character. The devaluation of most European currencies secures
some of this advantage—unfortunately at the cost of a general
deterioration of their terms of trade and on a very uncertain basis.

The events of the last few months have not contributed to the
emergence either of a more reasonable frame of mind in the U.S.
or of closer co-operation in Europe.

The plans of the E.C.A. to withhold a fund of $150 million, to
be allocated to the ‘deserving,” together with the plan to permit a
partial convertibility of the intra-European ‘drawing-rights’ looks

1 Chapter 6, pp. 182-91. * Chapter 6.
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suspiciously like an attempt to introduce convertibility without
safeguards against cumulative deflation or similar beggar-my-
neighbour policies. The proposal of the French Government to lift
exchange-control within Europe and at the same time let the
exchanges find their ‘natural’ level is equally courting cumulative
monetary instability. As we have seen in the recent French crisis,
devaluation in a laisser-faire economy must be coupled with deflation
and unemployment if a wage-spiral is to be avoidlc):d. Such attempts
must lead to further social disintegration and contrasts strangely
with the earlier success of Sir Stafford Cripps in evolving, and
securing U.S. approval to, a scheme of European payments which
limited beggar-my-neighbour policies in the rest of Europe.

The occasion presented by the first meeting of the Council of
Europe could have been used to make known the principles of
the British Government’s economic and social policy. A full
employment of productive resources and an increasing equality
in the fruits of labour are tasks which seem to have been forgotten
in the welter of abstract nouns behind which the opponents of
progress shelter. In a period of growing social inequality and
unemployment in Europe it could have regained some prestige for
Britain and paved the way for a reversal of the inscnsate policy now
pursued in most countries. While refusing to be terrorized by a
majority into a reversal of its aims, the British delegation could have
put forward practical proposals to mitigate the appalling inequality
of opportunity within Europe on which—above all, and beyond
political differences—the more high-falutin proposals for unions,
federal or otherwise, must break. Functional co-ordination and
intra-European compensation schemes, positive proposals forcing
the opponents of rational economic policy into the open might have
restored Britain’s lost initiative.

This opportunity was lost. The background was already spoilt
by the extraordinary tergiversation on the question of allocating
Marshall Aid at the O.E.E.C. meeting in Paris. Having rather
unnecessarily cut its request for aid by 25 per cent last year, the
British Government suddenly increased it by almost 25 per cent to
about 30 per cent of the total. The deflationary policy in Belgium
and the consequent loss of gold to that country justified some
increase in the British share. But it was impolitic to try in the last
moment to cover the deficit of the whole sterling area through the
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European Recovery Programme. The resulting deadlock was only
broken by handing over the decision on distribution to the Chair-
man and Secretary, ie. giving them power which the previous
British policy sought to deny them. In this instance superficial and
mistaken appreciation of the position by the Government’s experts
was clearly in evidence. A stronger secretariat, adequately manned,
would have helped rather than hindered British interests. The
arbitration yielded far better results than the negotiations conducted
by the British representatives. The British share was increased from
$8s50 million to $962 million, i.c. somewhat above the original
request of the Government.!

But the suspicions of the Continental countries were aroused.
And when the Council met, a determined and skilled effort would
have been needed to turn the tables on the laisser faire attacks. In
point of fact no preparation had been made and no policy worked
out and co-ordinated with Continental sympathizers. The admission
of Turkey and Greece on a very questionable political basis*—they
can hardly be called democratic at this stage—by the ministerial
committee, made any concessions on economic and social matters
even less advisable and strengthened the opposition to British policy.
Thus a negative attitude was forced on the Labour representatives
and, apart from Mr. Morrison’s tactical skill in warding off over-
enthusiastic and potentially embarrassing proposals, the initiative
was rapidly taken by the other side. The impression was successfully
spread in Europe and America that the British Government wishes
to impede all collaboration in Europe and not only such superficial
‘unification’ as would spread unemployment and misery to this
country. A more unfortunate outcome could hardly be imagined,
as it must further weaken those in Western Europe who would
collaborate with a progressive Britain.?

The brusque announcement of devaluation and the turmoil into
which a number of countries were plunged on the Continent, and
the consequences of which are not yet clear, will further weaken
British claims to leadership. Once a system of parities is upset,

! The ‘net’ aid received is a slightly bigger proportion as the drawing right granted by
UK. has been reduced to $69 mullion. All these agreements have been thrown into the
melting pot as a result of devaluation.

* Quite apart from the fact that it must have increased Soviet suspicions. Cf. below, p. 57.

3 Just as Mr. Bevin's unfortunately phrased attack on Germany a few days before the
German elections further undermined the position of the Social-Democrats, while not acting
as a deterrent against the extreme nationalists.
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however justifiable the first move may be per se, the repercussions
are bound to be painful and might in the end react unfavourably
against the initiating country. By 1936 most of the competitive
gains reaped by this country in 1931 by depreciating sterling were
lost and in 1938 it was once more under heavy pressure. It is true
that most of those countries which now complain because they have
not been consulted, were busily engaged in attacking sterling. It is
also true that lengthy negotiations involving many people increase
the danger of indiscretions. Nor can there be much doubt that the
black market in sterling would have continued on the Continent if
devaluation had been less drastic and with it the drain on the dollar
resources of the Commonwealth. Nevertheless, if Britain is to play
a leading réle in Europe—and her economic position will be
exceedingly weak unless she succeeds in doing so—some calculated
risks must be taken. At any rate, the willingness to collaborate in
reducing the unfavourable consequences of the devaluation of
sterling should be stressed and the responsibility accepted without
taking undue risks.! The dangerous impression has been created that
Britain prefers to deal bilaterally with the U.S. in framing British
policy. This stimulates emulation and leaves Western Europe and
this country at a disadvantage in its ncgotiations with the U.S.
Howecver difficult it may be to restore European solidarity, a new
cffort certainly should be made.

The survival of Western European social system depends on the
evolution of a new approach to the problem of international and
national inequality. If a progressively improving and progressively
juster economic and social system can be established in the West,
and the material conditions for such a solution exist, it can confi-
dently leave Communism to wallow in its suspicions and abuse its,
terror and enforced confessions, without any fear of internal
decomposition.

1 Recent British policy seems to court risks without securing either approbation or collabor-
ation. In view of the disturbing proposals emanating from Continental Governments to
abandon fixed currency paritics, which, 1 a generally deflationary position, might have
scrious consequences on the balance of trade of this country with the Continental Western
countrics, the unilateral freeing of a wide category of imports into Britain seems somewhat
rash. It would have been preferable to press for a general conference on economic and
monetary policy at O.E.E.C. and try to initiatc a closer co-ordination of investment between
the countries concerned. The trend towards Continental compacts, much strengthened by
the unavoidable sharpness of the British devaluation and the failure to imtiate conversations
immediately afterwards, nught have extremely unfavourable results to this country (cf. the
critique of the British Four-Year Programme, Chapters 4 and 6).
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Inevitably, then, the attitude of the United States will be decisive
and every effort must be made to obtain her collaboration in a
solution of an expansive character. President Truman’s actions show
that there is a good chance of obtaining it, though the approach of
Congressional elections is a retarding factor. It is obvious, however,
that the British Government must adopt a more active attitude and
put forward concrete proposals if an early solution of the Western
problems is to be achieved. The twin problems of stability and
steady development must be solved if we are to avoid a recrudescence
of the Communist menace and, eventually, an armed conflict. It
would be especially important to create permanent international
institutions capable of exerting an expansionist bias on the Western
World without bilateral dependence on the U.S. and the nced for
ad hoc appropriations. Economically the prolonged process of yearly
dcbates on, and threats to, the foundations of Western recovery is
profoundly unsatisfactory. Politically, the reliance on recurrent
tension with Russia for obtaining Congressional approval for
recovery and aid measures can only end disastrously. The circum-
stances in which the Marshall Aid and arms appropriation were
passed underline the vital need for a more permanent solution,
possible variants of which have been outlined in the last chapter of
this essay.

If American collaboration cannot be obtained, measures to
strengthen the economic independence from dollar supplies will
have to be intensified before a new crisis is upon us.! Accordingly,
British military and quasi-military commitments, e.g. the release of
sterling balances to the Middle East, will have to be reconsidered
just as aid to Greece had to be reconsidered in 1947. I{eciprocal
trade pacts will have to be strengthened and the commercial policy
and exchange controls of the Commonwealth reorganized. As
time passes supplies from these areas should increase and the poten-
tial loss of real income due to the restriction of international inter-
course mitigated. The fall in demand for ‘hard’ currency exports
and the consequent deflationary tendency might make the countries
outside the Commonwealth (and, possibly, Western Europe) more
willing to establish common agencies to ensure stable economic
expansion.

1In particular it must be made clear to Canada that the maintenance of her dollar gap is
not a prescriptive right. The maintenance of British purchases will inevitably involve
payment 1n sterling and an increase of Canadian purchases in Britain.
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There can be little doubt, however, that Britain will only be able
to secure the adoption of a programme in line with the Govern-
ment’s domestic policy if that policy is visibly successful in mastering
her own economic difficulties. A reorganization of her financial and
industrial administration and the consequent change in policies can
no longer be postponed. The issue between crude deflationary
policies, based on the rejection of the possibility of rational collabora-
tion of different classes in the community, and the conscious planning
of the full use of the resources available, which has not been faced
prior to the devaluation, and has yet again been postponed, will
have to be decided. The success of the British productive effort
shows the potentialities of a programme of industrial reorganization.
Even in 1949 an advance of almost § per cent has been achieved over
last year. Far greater progress could be made, and would be decisive
in winning support abroad for a co-operative effort to mitigate
national and international inequalities. It is on the success of this
effort that the survival of Western Europe as a centre of industry
and urban culture will in the end depend.!

1 The Government statement on domestic economic policy consequent on devaluation
was made when this essay was being printed. It represents a decisive though only negative
defeat of the crude deflationist school, which hopes for ‘readjustment’ through decontrol,
through an open retreat from the ‘welfare state’ and through an increase of unemployment.
The cut in outlay through increased taxation and reduced investment and Government
expenditure of some £250 mullion is, as we have shown above, hardly enough to fill the
‘gap,” unless productivity is increased decisively, the incubus of capital exports and sterling
balance releases is not brought under control, foreign commitments limited, and last but not
least, unless the position in the U.S. and clsewhere does not take a turn to the worse. Apart
from the contemplated saving of £30 million p.a. on defence, the character of which has
not yet been disclosed, and from the direct cut in imports from the U.S. earlier decided upon,
most of the cuts represent an indirect approach to the readjustient of the foreign balance.
The vital importance of reforming, reinforcing, and extending controls, therefore, is further underlined.
The aims of thie retrenchment would otherwise be frustrated.

It is quite clear, however, that the struggle between the two approaches to the solution of
the British, indeed Western, economic problem, between deflation and balanced control,
has still to be resolved in a positive sense. It is insufficient merely to reject deflation. A positive
policy is needed and has yet to be devised and accepted. The urge towards decontrol persists
and has yet to be defeated. Special horror is expressed of rationing with no realization of the
implications of the alternative. Nor can much more time be wasted. The Government’s
measures will further accentuate the tendency due to devaluation towards a disproportionate
increase in the cost of living of the poor, and with it the likelihood of wage demands as well
as of demands for the revision of the scale of famuly allowances and social bencfit payments.
The policy of differential, low, prices for the home market cannot be carried out without a
change 1n administrative methods. Shop shortages and hidden price increases will otherwise
defeat the Government’s policy. The increase of productivity cannot be hoped for without
effective price control, reinforced by priority allocations of raw materials, enforced standard-
ization, and other production controls. Nor can the windfall profits of industries, which
cannot expand their foreign sales profitably, be utilized for an cnergetic all-round campaign
of export promotion unless, at long last, Development Councils are generally organized and
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linked in an Export Pool. If the present opportunity is wasted and the recasting of industrial
(including wages) and foreign exchange policy is once more postponed, further crises can
hardly be avoided. Domestically the Government has yet to regain the initiative,

Finally, it is still not recognized that British policy alone can no longer devise once-for-all
solutions to the dollar problem. The deficit of Britain and Western Europe is merely the
obverse of the continued export surplus of America, and without American contribution any
policy which Europe may devise is temporary and subject to the further developments in the
dominant economy of the West, the United States. Policies, moreover, which might
contribute to the balancing of the international account of Britain, but increase the difficulties
of the rest of Western Europe (or the reverse), must be condemned in the same way as
American policies increasing the dollar shortage must be criticized. It is greatly regrettable
that the dominant country has not come nearer to appreciating the basic problems facing the
non-Communist world.
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THE DOLLAR CRISIS

CHAPTER I

THE BACKGROUND OF THE ECONOMIC
CRISIS OF WESTERN EUROPE

THE second World War has finally smashed the delicate balance
of the nineteenth-century world economy and undermined the
fundamental basis of Western European existence. Yet it only
brought to a violent climax tendencies which made themselves felt
already at the closing stages of the last century, and were scverely
aggravated by the first World War, and, also, by the consequences
of the Great Depression of 1929-34.

Nor can this problem be treated in isolation. It is but an aspect in
the change of the relative position of Britain (and indecd of that of
Europe which dominated all other continents politically and
economically) in the general power equation of the world system
as a whole. It is, perhaps, a moot question whether the decline of
Britain could have been avoided in any event or arrested at any
carlier stage. The economic paramountcy she had been able to
achieve after the Napoleonic Wars was due to a combination of
uniquely favourable circumstances. In view of the vast discrepancy
of the basic economic, and, hence, power potential between the
British Isles and the American or Eurasian continents, this seems
unlikely once a single power succeeded in combining cither of those
potentials, or even a considerable part of them, in an effective
system. But had the process of change been slower, it is possible
that public opinion in the British Commonwecalth, and perhaps
other countries, might have acquired the foresight and determina-
tion necessary to deal with the problems facing oceanic and national
systems when confronted with Continental empires.

There can be no doubt in any case that the two wars enormously
accelerated the inherent trend and made readjustments accordingly
difficult to accomplish. Their effect was, moreover, to weaken, and
in a certain sense to exhaust completely, those reserves of foreign
assets which, accumulated in an earlier and more fortunate period,
could have been used to furnish a basis for a difficult transition The

1
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uickening of technical progress outside Europe, and more especially
31e development of new methods of mass production, represents an
additional complication. It diminishes the relative advantages which
can be enjoyed by smaller ecconomic areas even in the best possible
circumstances. This must increase the difficulty of the readjustment
and might render it impracticable by traditional means.

THE EUROPEAN BALANCE OF PAYMENTS

The precariousness of the economic position of Europe can best
be illustrated by a comparison of its balance of payments in 1938 and
1948.

TABLE I
EUROPE’S BALANCE OF PAYMENTS]‘
Thousand mullions of dollars in current prices

1938 1947
United Other non-  Total | United Other non-  Total
States  European States  European
countries countries
Europe’s imports
fo.b) .. .. 13 42 $°S 61 78 13°9
Europe’s cxports
fo.b) .. .. 06 31 37 0'9 55 64
Balance on trade
account .. .. —0°7 —I'I —1°8 —$*2 —2°3 —7°s
Income from invest-
ment (net) .| +or 411 12 — +06 +06
Transportation (net) —07 +0°3 —0°4
Other invisibles (net) } +02 404 +06|
{| +o2  —os —0°3
Balance on invisibles
account .. .. +o03  +1's  +1-8 —0°s +0°4 —0'1
Balance on goods and
services .. .. —0'4 +o'4 — —57 —I1'9 —7°6

! United Nations, Department of Economic Affairs, Economic Commission for Europe.
Economic Survey of Europe in 1948, Geneva, 1949, p. 112, Table 71. For sources cf. the Report.
In the following this ﬁcport 1s quoted as E.C.E., 1949 Report. The first of 1ts reports, A
Survey of the Economic Situation and Prospects of Europe, Geneva, 1948, will be quoted as the
E.C.E., 1948 Report.

The balance of the last pre-war year became a deficit of $7,500
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million (or /1,875 million), despite the fact that tota! imports were

almost a fifth below the pre-war volume. Four important factors
were responsible for this catastrophic deterioration, the brunt of
which fell on Britain:

1. Foreign invisible income which amounted to $2:100 million
p-a. disappeared and on balance Europe became a debtor to
the tune of $600 million p.a.

2. There was a sharp decline in production, especially agricultural
production, which resulted in a decline in exports while
imports had to be maintained in order to permit the main-
tenance of a tolerable standard of life.

3. The terms at which Europe could obtain primary products,
food and raw materials in exchange for her own mainly
manufactured exports became considerably less favourable.!

4. The worsening of the visible trade balance amounted to
$4,800 million. To a large extent this was due to an approxi-
mate doubling of the price-level (the import surplus was
$2,100 million in 1938). Had prices remained unchanged the
unfavourable balance would have been reduced to $3,300.

The pattern of Western European trade was, in addition, very
seriously upset by the division of Europe into two parts, between
which commercial relations shrank very seriously. Even if we leave
out of account the break-up of the unity of Germany, and the loss
by the west of agricultural supplics from the Eastern territories,?
there has been an almost catastrophic fall in trade.

It is seen that European imports did not increase above the pre-
war level. The appalling deficit was caused by the shrinkage of
exports. The even greater relative deterioration of the balance with
the Western Hemisphere was the result of the fall in supplies from
Eastern Europe, Asia and Africa, and the diversion of supplies from
the Pacific to Asia. These could only be obtained in North America.

1 More accurately the deterioration of Britain’s terms of trade was much more significant
than the shght improvement of those of Continental countrics, the volume of whose forcign
trade contracted. By 1948 most countrics’ terms of trade were slightly worse than in 1938,
In the trade with overseas countries the terms of trade of the U.K. (1938=100) were 117 and
116 in 1947 and 1948. The terms of trade of other Europcan countries had worsened 1n these
years from 89 to 104. E.C.E., 1949 Report, p. 99, Table 64. Cf. below, however, on the
effects of the increase in North American agricultural supplies.

2 Trade before the war between Eastern and Western Germany was estimated at $1,000
million p.a. E.C.E., 1949 Report, p. 156. In 1947 it was only about R.M. 600 mulhon, or,

at pre-war prices, not much above $50 million; in 1948, after some recovery, 1t came to a
virtual end as a result of Allied counter-measures consequent on the Berlin blockade.
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The fall in production (especially in Germany) and in foreign
income (especially in Britain), however, was sufficiently serious to

TABLE II
O.E.E.C. COUNTRIES TRADE
Volume of Imports
imports in 1947 (‘000 m. dollars at 1948-9 prices)

(1938=100) 1938 1947

Imports .. .. 96 North and Central America .. 41 7°3

Financed by South America .. .. S & 17

exports .o 41 Non-participating sterling area  2°9 20

invisibles .. 6 Eastern Europe .. .. .. 30 09

reserves, loans, Other countries .. . 06
gifts, etc. .. 61 —_—

Exports .. .. 68 13:0  12°§

cut the volume of resources available to Western Europe by some
15 per cent, despite the fall in exports, and the consequent increase
in the deficit of the balance of payments. As population increased,
if only slightly, the commodities available per head show a some-
what greater fall. The increase in the import of bread-grains by the
O.E.E.C. countries was 50 per cent; and of solid fuels nearly 170 per
cent. Togcther with timber, fats and oils, meat and petroleum these
account for $2,000 million of the total increase of imports of $3,250
million from North America.

The task of European reconstruction in the face of this deteriora-
uon of her international position was twofold, if a very serious
decline in the standard of living was to be avoided,

(4) to sccure a restoration of the balance of production and thus

an increase in productivity and output;

(b) to secure markets for a sufficient part of this increased output
to pay for the imports required affer the increase in home
production, i.c. after the need for emergency imports due to
the decline in European production has passed.

Both tasks presented formidable difficulties. The increase in
production was itself dependent on increased investment to repair
the war-damage and to eliminate acute bottlenecks. But after six
years of war and hardship it was difficult to ask the population to
forgo part of the dccrcascg supplies in order to restore the productive
structure. ‘Austerity’ was under attack in most countries in 19467,
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and ‘controls’ needed to ensure equality of sacrifice were no less so.
Yet, in the absence of foreign aid, investment was entirely dependent
on a repression of consumption. And it was impossible to cut the
consumption of the poorer classes without inflicting serious hard-
ship. Without effective direct taxation, rationing and price-control,
however, consumption could only be kept low by increasing the
inequality of the distribution of income which had to result in
precisely that consequence. Nevertheless, the political pressure in
favour of restoring ‘freedom’ steadily gained ground in Europe.

THE SHIFT IN THE BALANCE OF WORLD EcoNoMIC POWER

The whole economic problem was exceedingly complicated by
the emergence of the United States as an overwhelmingly dominant
power, and the hostility between the West and the Soviet Bloc.
The former reduces the chances of the restoration of a smoothly-
working international economy. The latter makes it difficult to
search for an alternative solution in intensified trading with the
East which, unlike the United States, is economically complemen-
tary to Western Europe.

Some 50 per cent of the world’s effective monctary demand and
perhaps as much as three-quarters of total investment capacity
outside the Soviet orbit, i.c. the capacity to invest without causing
inflation at full employment, has been concentrated in the United
States.! 2

1 Cf. my paper, ‘The U.S. and International Economic Equilibrium’ in Foreign Economic
Policy for the U.S., ed. S. Harris, Harvard, 1948.
? The rise of the U.S. to its present position 1s illustrated by the following table:

MANUFACTURING CAPACITY?

Period U.S. UK. Germany France Russia
World=100 (U.S.S.R.)
1870. . .. .. 235 31-8 13-2 10-3 37
1881-5 . .. 28+6 266 13-9 86 34
1896-1900 .. .. 30-1 19-5 166 741 50
1906-10 .. .. 355 147 15-9 64 5:0
1913.. . .. 35-8 14-0 15-7 6-4 55
1926-9 .. .. 422 9-4 11-6 646 43
1936-8 . .. 322 9-2 10-7 4. 18-5

NEBT VALUE OF INDUSTRIAL CoMMODITY PRODUCTION?
Mullions of § in 1938 prices

Total Europe

excl. US.S.R.
1938.. .. .. 21-500 6696 9-:066 3155 28243
1947.. .. .. 35500 7232 3-107 2997 22:958
1948. . .. 36+550 8102 4129 3-407 26317

! League of l.\iations, Industrialization and Foreign Trade. % E.C.E., 1949 Report, Table 16, p. 21.
No comment is required.
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It could and should have been foreseen that, first, the maintenance
of economic stability would become even more difficult than it had
proven already in the inter-war period. Secondly, the discrepancy
between the size and wealth of the United States and any other
single country has grown so enormously that producers in that
country, ceteris paribus, acquired a considerable advantage.

As long as the world economy is organized on the basis of free
multilateral markets, its stability depends primarily on the stability
of its most important member, and the relationship of that country
to the rest of the system. The latter will depend in its turn on
factors such as the ratio of effective demand in that country to total
world demand; on how imports and exports are affected by changes
in the national income, as well as the relative intensity of demand for
the leading countries’ products! ; and on the rate of investmentand in-
creasein productivity. Itis quite possiblethatanincreaseinrealincome
due to higher productivity will not increase demand for imports.

There can be no doubt that the rise of the U.S. and the im-
poverishment of the countries of Europe and Asia have created a
very serious problem in this respect. The level of business activity
in the U.S. could even less be influenced by outside factors than
before, and very much less than that of Britain at the height of her
economic influence? A lcnding programme, at any rate, on any

! Cf. my paper, ‘The Economics of International Readjustment’ in the Review of Economic
Studies, 1946-7.

3 Cf. my paper ‘The U.S. and the World Economy,” Oxford University Institute of
Statistics Bulletin, October 1946. The following table illustrates the point: .

NATIONAL INCOMB, SAVINGS, AND FOREIGN TRADE

U.S. 1948 U.K. 1911
Estimated®  Actual annual
rates?
IV quarter
in million $ million £
Gross national income 180,000 235,000 Net income .. .. 1,988
Savings .. personal) 18,000 18,400 Depreciation, etc. .. 185
corporate } { 12,900 —
_— Gross income .. .. 2,173
31,300 Savings .. .. .. 414
Imports (net) .. 5,500-6,300 7,700 Imports .. .. .. 577
Exports .. .. 7,000-14,000 11,800 Exports .. .. .. 454
Balance of Trade .. 42,000-8,000 +6,700 Balance of Trade.. .. —123
Balance of inter- Balance of intcrnational
national payments  +1,000-7,000 47,800 payments .. .. 194

! Mr. E. E. Hagen of the Federal Reserve Board. 2 President’s Midyear Report, op. cit., 1949.

It is seen that savings were of the same order of magnitude in Britain as exports and
imports. In the U.S. they far exceed them. The actual figures achicved in the U.S. were farless
favourable to a smooth functioning of the balancing mechanism than Mr. Hagen’s estimates,
the use of which had been sharply criticized by the orthodox economists as too pessimistic.
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scale which could be contemplated on commercial grounds alone,
would—because of the relative poverty of other countries and the
foreseeable difficulty of repayment—contribute little to the main-
tenance of stability in the United States. Stability in the world
economy, therefore, could be expected to depend on the capacity
of the United States to maintain activity by domestic measures
and/or on arrangements of 2 non-commercial nature which would
use U.S. productive power threatened with unemployment for the
reconstruction or development of foreign countries.

It has become evident that the pre-war pattern of European
multilateralism, which was based on massive export surpluses of
Western Europe to Britain and depended for its viability on the
convertibility of sterling, itself based on convertible surpluses to,
and income from, overseas territories, cannot be restored without
a conscious effort at planning on the international plane.

Apart from the specifically European dollar problem, the pattern
of U.S. trade with non-European countries also changed and in the
same manner: instcad of an unfavourable visible balance of some
$100 million, on the average, in the inter-war period, she achieved
an export surplus of $1,600 million in 1946, $4,500 million in 1947,
and $2,700 million in 1948. At the same time her average propensity
to import declined from about 45 per cent prior to 1929 and 3—4 per
cent over the whole of the inter-war period to 2-4 per cent in
1946-7. The consequent short-fall of U.S. imports has been esti-
mated at no less than $1,750 million in 1948.! The fall in imports
from Europe was even more accentuated. This fall in Europe’s
relative share was partly the effect of the unavailability of supplies
due either to the breakdown of production or to the intense demand
elsewhere, and to the wartime interruption of trade which resulted
in a change of consumers’ habits which might in the longer run be
modified. The prospect might therefore not be quite as bleak as
these figures suggest. Nevertheless, even in this respect ‘the automa-
tism of the market’ cannot be relied upon unaided to decrease the

1E.C.E. Report, p. 218. The so-called marginal propensity to import depends very much
on the rate at which demand grows and the level of employment. A sudden increase in
demand outstripping the increase 1n domestic supply would result 1n an increase of imports,
while a slower one might not. Thus even a tolerably lugh level of employment in the U.S.
might result in deflationary pressure abroad. These dynamic problems need much further
investigation.
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dollar gap.* The imperfections of the U.S. markets for manufac-
tures are such that it would take time and effort to overcome them.

The second problem results from the fact that rapid development
in the U.S. has rendered most industries in poorer and smaller
countries obsolete. Insufficient attention has as yet been paid to the
implications for the international competitive power of a country
of its having achieved industrial supremacy, e.g. of the fact that it
initiates new processes of production, creates new goods in which
it obtains a monopoly position for at least some years. Moreover,
the United States, based on a vast and well-protected domestic
market, acquired advantages in industries in which mass-production
methods can be applied, i.e. a growing number of the highest
productivity industries.? The fact that the U.S. standard of living
is so much higher than elsewhere strangely enough further supports
its autarchy, as mass-markets are available for goods, which else-
where cannot be sold in bulk. Hence the production costs are cut
and export markets can be supplied at terms not manageable to’
other producers on the basis of a tolerable standard of life. More-
over, as a relatively underpopulated continental power the U.S.
is amply blessed with natural resources. Her natural sclf-
sufficiency is therefore very high. This has not only been strongly
buttressed by tariffs and customs procedures but is also protected
by common tastes and a system of education tending to promote
conformity. Her wealth, moreover, enables her to provide a far
larger proportion (and a fortiori absolute volume) of investment
—as long as full employment is maintained.? Hence even if there
were no deflation in the U.S., other countries might easily find
their currencies periodically ‘over-valued’ as productivity would
rise faster than elsewhere and wages and demand might not rise
quickly enough. In any case it is not likely that her imports would
increase sufficiently with rising income, or that foreign countries
will not find themselves eliminated from the most productive
lines of production; thus the difference between rich and poor

1The U.S. propensity to import rosc in the first half of 1948 to almost 3-2 per cent.
Unfortunately, the share of European exports in the total U.S. imports, which was 185 per
cent before the war, fluctuates around 15 per cent since 1947 and shows no rising trend.
This is explained by the fall of the share of manufactured articles, especially foodstuffs, in
total 1mports.

3 Cf. a more detailed analysis in A Foreign Economic Policy for the U.S., op. cit., and
also Appendix. ‘The concept of a dollar shortage.’

3 This means monopoly advantage in new products and techniques and a decisive lead in
technical progress. Cf. below, however, on the post-1946 developments.
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in the world, instead of being eliminated or diminished, would
increase. If, on the other hand, deflation would supervene in
the U.S., the impact on Western Europe would be even more
disastrous.! Thus the dollar ‘shortage’ might well prove to be a
recurrent phenomenon involving a continued deterioration of (at
least the relative) standard of life of countries other than the U.S.

PoruLATION MOVEMENT AND PRIMARY PRODUCTION

Two historically determined factors, in conjunction, contributed
materially to the discomfiture of Europe. The first of these was the
almost complete cessation of emigration from those countries which
have a high reproduction rate and are industrially not well developed
(conditions which usually coincide). The second was the delayed
effect of the world agricultural crisis throughout the inter-war
period, combined with damage to primary production due to the
war. Neither is a short-term problem, and they are, therefore,
exceedingly difficult to rectify.

The population of Europe (excluding Soviet Russia and Turkey)
was roughly 385 million (on the basis of pre-war territorics) in 1947,
or some 9 million above 1939,2 and almost 70 million above 1914.
The population of the O.E.E.C. member countries has increased by
8 per cent since before the war, apart from the considerable west-
ward movement of Germans from Eastern Europe. 'While Britain
and France have probably experienced what might prove only a
temporary sharp increase in their birthrate, the population of Italy,
the least industrialized among the Western European member
countries, shows an unchecked rapid expansion.

Prior to the war of 1914 the population pressure of Eastern
Eurdpe, and even from certain Western countries, was relieved by
emigration. This has been almost completely dammed up. In the
first decade of the century European emigration was well over a
million. In the inter-war period it fell abruptly, and in the 1930s
some European countries—including England—experienced a net
immigration (even from overseas). This was accentuated after the
Second War.

1 The theoretical implications of this problem are discussed in an article on ‘Static Models
and International Economic Problems,” Oxford Economic Papers, New Series, No. 2, 1949.

2 U.N.O. E.C.E., Report 1948, p. 27. Declines in population were restricted to Eastern
Europe. They are accounted for by changes in territory and by the far higher civilian and
military casualties.



10 The Dollar Crisis

Not only was the population pressure in Europe dammed back
ever since the First War, but the balance between manufacture and
agriculture also underwent a sharp change since the Second War.
It is this change which is really at the root of the problem. Before
the First War the nineteenth-century development of opening up
new territories proceeded very fast. The relatively high prices of
primary products, which caused some apprehension in Britain about
an imminent population pressure, resulted in heavy overseas invest-
ment. Canada, Argentina and the Pacific Dominions (and to a
lesser extent Africa) participated in this expansion. The flow of
British overseas investment reached an all-time peak. This was
followed by a further rapid expansion during the war, which
interrupted Eastern European supplies. The inflationary boom after
1919 added its quota to the expansion.

After the First War, therefore, the world was confronted with
heavily-expanded primary supplies. The prices of primary products
declined heavily relative to those of manufactures. As the recovery
in Europe was retarded by ill-considered monetary policies, the
result was a creeping agricultural crisis which did not end until the
outbreak of the Second War.

In the 1930s investment in overseas areas practically ceased;
agricultural countrics one after another instituted restriction schemes
to maintain prices. There was a shift of population to industry in
agricultural countries which accentuated the difficulties of Europe
in finding export markets. In Europe, menaced by the agricultural
slump clsewhere, attempts to protect the farmers and subsequently
to increase self-sufficiency further intensified the unbalance. But
the cheapness of food hid the consequences of the continued, if
slower, increase in population.

After the Second War the world outside the Western Hemisphere
experienced a heavy reduction in primary output. The war had
lasted longer. Much larger areas had been involved, including the
most fertile parts of Asia. On the other hand, most countries were
not prepared to entrust themselves to the vagaries of monetary
management. Hence demand remained high for a much longer
period than after the First War. After Congress took off price
controls in the U.S. in 1946, and two crop failures in the Eastern
Hemisphere intervened, primary prices rose considerably relative to
manufactures. No doubt the position would have been even worse
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had the North American agricultural production not increased
considerably. But this could help only so long as dollars were
available through grants, loans and from visible trade.!

An increased European population was, therefore, suddenly con-
fronted with worsened conditions in obtaining food. If measures
could be taken to increase primary output overseas—and it would
be difficult to do so in the high standard areas without large-scale
migration (because of the continuing relatively unattractive condi-
tions in agriculture), the problems of Europe would be rclieved at
once from both ends.2 It would have less mouths to feed and more
food to do it with. A migration from Europe not accompanied by
an increase in agricultural output would, as we shall sce, do much
less good and might aggravate the position of the highly industrial-
ized countries in the West, e.g. Britain. Unfortunately, an increase
in primary output is cxceedingly risky. As demand for these
products does not increase much when prices fall, while prices rise
abruptly if supply is below a certain level (determined by the
physiological need of the purchaser), the primary producer has an
inherent interest to keep supply down: his income increases as
scarcity is created. Thus some security must be provided if large-
scale development is to take place. Moreover, there arc grave
difficulties in finance. The opening up of new areas and the intensi-
fication of production in the old, depends on capital investment
which does not necessarily pay for itself in each instance, though
its overall effects might well justify it in retrospect. All these diffi-
culties contribute to the present intractable unbalance in European
trade.

It would be possible to ‘solve’ this unbalance by restricting
demand. No doubt prices would again fall, unemployment and
malnutrition reappear together with an agricultural crisis. The
planned equation of supply and demand at a high level, however, is
a task much more difficult to perform.

L Cf. below on the influence of United States’ aid and agricultural policy on the European
terms of trade.

3]t is amusing to note that a distinguished American economist at this juncture finally
succeeded in proving that free trade is exactly as cfficient 1n promoting the equality of carnings
in different countries as migration—unfortunately only under classical assumptions, which
are irrclevant to the present problem. Cf. Profcssor Samuclson, ‘International Trade and

Equalization of Factor Prices’ (Economic Journal, 1948), and my answer, ‘Static Models and
Current International Economic Problems,” Oxford Economic Papers, New Series, No. 2.
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THE PosT-WAR INTERNATIONAL ECONOMIC AGREEMENTS

The international schemes of reconstruction, devised by Anglo-
American experts during the war, gave two answers to these
problems. On the one hand, and only subject to a short transition
period, a return to a regime of general convertibility of currencies
and non-discrimination in commercial trading was decided upon,
i.e. the return to free pricing in international economic relations.
On the other hand it was agreed to put at the disposal of the world
a fixed amount of additional international reserves and establish
international agencies which were permitted to make certain excep-
tions, in case of need, to the basic principles laid down.! In thecase of
monetary arrangements the scarce currency clause was supposed to
guard against the deflationary effects of a drain of the international
currency reserves by one country having a persistent excess of
exports. In the field of commercial policy, permission was given
under certain exceptional circumstances to introduce quantitative
restrictions on imports and give priority to imports of necessities.

The critics of this conception in their turn also emphasized the
need for the intensification of commercial interchange between
nations in order to increase productivity all round. Nor did they
doubt that the elaboration of a code of international conduct was
needed, for otherwise short-term considerations and sectional selfish-
ness might lead to a trend towards national self-sufficiency in each of
the members of the world system, to the dctriment of all. More-
over, uncontrolled competition in beggar-my-neighbour policies
could be expected between all, whenever instability occurred
anywhere, leading to a threat of gencral unemployment. The
‘critics’ merely contended that an immediate attempt at restoring
the uncontrolled sway of free markets internationally would prove
a sorry failure, that multilateralism based on the outlawry of all
reciprocal arrangements, on non-discrimination and convertibility,
would, in the situation which was likely to emerge after the war,
spread restrictionism and not cause expansion.

They claimed that the provision of additional reserves, the rdle of
which was to cushion a deflationary pressure arising from deficiencies

1 Even these exceptions were narrowed and the transition period in effect eliminated by the
Anglo-U.S. Financial Agreement—unilaterally in respect to this country.
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in the balance of payments, were insufficient, and that the escape
clauses such as the “scarce currency clause’ were largely ineffective.!

The second and at the same time more negative and more prac-
tical objection was due to the expectation that after the breakdown
of the multilateral experiment there would be an excessive reaction
towards the opposite extreme, with fatal consequences to the
Commonwealth, Europe and Britain. ‘Regional agreement will
prevent the recurrence of competitive national isolationism, i.e.
autarchy, in areas far more restricted geographically and economic-
ally than regions.”

They also maintained that the new ‘rules of the game’ operated
unfairly against poorer and smaller areas and would perpetuate their
inferiority.* They were nothing but a simple extension of the
doctrines of classical welfare economics based on a closed and
perfectly competitive economy to the infinitely more complex
problems of the present broken world economy. Even for a closed
economy the whole analysis depended on the assumption that
perfect competition and perfect foresight prevailed. Moreover, even
perfect competition, the integral counterpart of the free-trade
dogma, could not be demonstrated to bring about an optimum
distribution or use of resources and output unless the distribution of
wealth and income at the starting-point was ‘optimal.’” That perfect
competition is in any case a figment of imagination, and that con-
clusions based on it cannot be applied without modification to the
real world, was to a surprising extent ignored. The distribution of
wealth even within a modern community possessing, and using to
the full, all the paraphernalia of taxation and social services remains
‘unjust,” in the sense that inequalities exist which cannot be attributed
to the need to stimulate output. If the conclusions of classical
welfare economics cannot provide much guidance to domestic
policy, still less do they apply in international relations, where there

! It is interesting to note that not a single one of the British experts seems to have realized
that the quantitatve relations between the U.S. and other countries’ contribution was such
that (unless the rules limiting borrowing—i.e. the purchase of foreign currencies—to 25 per
cent of each borrower’s quota were suspended) in the case of dollars a ‘shortage’ would not be
declared until after 132 years after the onset of the crisis. The shortage of a currency in
the world economy was by no means equivalent to a shortage of the same currency in the
Fund. Cf. below, Appendix I.

# Oxford Institute of Statistics, The Economics of Full Employment, 1944, Chapter V, p. 170.

3 Cf. e.g. Sir Hubert Henderson, ‘The Havana Charter,” American Economic Review, 1949;

E. F. Schumacher, ‘Export Policy and Full Employment,’ and my paper on the LT.O.
Charter, Bulletin, op. cit., 1947.
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is no taxing power and any redistribution of international wealth and
income can only come about by way of unilateral gifts and defaults, or by
a conscious modification of the terms of trade.

The ‘critics of multilateralism’ are neither opposed to all ‘rules of
the game’ in international economic relations, nor are they opposed
to multilateralism, if multilateralism is not conducted on the basis of
rules which tend to perpetuate the inequalities of opportunity in the
world. They want new rules which would energize the world to
faster and more equal progress. The tenets of the orthodox economic
theory, based as it is on given means, known tastes, perfect know-
ledge, must not be used to discuss problems of growth, and prob-
lems arising out of the economic contact of different civilizations at
different stages of their technical progress. Should the richer
countries consent—in proportion to their recovery and wealth—to
promote technical and economic progress in the poorer areas
systematically, through grants and (low-interest) loans, this would
obviously represent the most desirable solution, far superior to a
system of planned and graduated discrimination. But the latter, in
turn, is preferable to the uncontrolled sway of the price mechanism.
It would, for example, be unwise to try to achieve ‘balance’ in the
international payments of the United States by reducing her agricul-
tural output to domestic requirements (or even below). It is clear
that an agricultural revolution is taking place which will violently
change value-productivity per man in agriculture, and the future
relationship of costs in different countries are wholly incalculable.
Moreover, the world at the moment needs the United States” output
and the domestic social consequences in that country of the ‘free’
play of forces would be most undesirable. The alternative of
systematic loans, of grants, however, could not be considered prac-
tical politics prior to the Marshall-Truman declarations.

This estimate of the future has been vindicated. Convertibility
and non-discrimination, decreed by the Anglo-U.S. Loan Agree-
ment, broke down not in a year or so, as the critics expected, but in
a few weeks. Not the least cause of that breakdown was the com-
plete loss of control over exchange transactions due to the re-
introduction of convertibility, which had been predicted by all who
had any experience of exchange dealings,* and had equally violently

le.g. ibid., p. 174.
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been denied by its defenders.! The administrative chaos in British
international economic relations which followed, inevitably resulted
in extreme restrictionism, for neither was personnel available nor
had preparations been made to do anything but cut imports to
secure equilibrium.

As the first shock of the failure was overcome, and already before
Marshall Aid had become a reality, a series of payments and
trade agreements was negotiated by Britain which enabled the
restoration of a better balance in international payments while
maintaining the volume of total imports (despite the sharp increase
in price), and a considerable increase in imports from non-dollar
sources.

TABLE III
BRITISH IMPORTS (£ MILLION)

Sterling countries Non—sterling countries
Western Other

hemisphere
1047 m.a. 46°4 679 347
1948 Jan. 568 631 41°9
ATL 71°1 539 59'9
July 658 643 55°5
Sept. 585 602 50°7

PosT-wAR RECOVERY

The exhaustion of the American loans to France and Britain,
the rapid dwindling of European reserves? was undoubtedly
exceedingly disappointing. Through the lend-lease settlements,
U.N.R.R.A,, loans, grants, and the military budget for civilian
supplies for occupied territories, the United States made some
$10,000 million available in the two years after the war.

But however disappointing was theincrease of the unbalance in the
international payments of Western Europe, the importance of
the work accomplished should not be underestimated. An im-
pressive reconstruction of the war-devastated areas was achieved
already in this period. The war left Germany and Central Europe

1e.g. the late Lord Keynes, House of Lords, May 23, 1944, Reprinted in The New Econ-
omics, ed. S. Harris, Knopf, New York, 1948, p. 375.

2 Some $5,000 mullion in less than two years prior to the vote by Congress of Interim Aid in
1947, S. Harris, The European Recovery Programme, Harvard, 1948, p. 128,
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practically paralysed. The Western countries had also the gravest
difficulties to contend with. Agricultural production was just over
60 per cent of pre-war in 1945-6. In 1946—7 this rose to roughly 75
per cent. Admittedly the 1945-6 and 1947-8 crops had been very
adversely affected by the weather. Still, the recovery was prodi-
gious. Industrial output must have been down to a bare quarter of
pre-war in a great number of countries in the summer of 194s.
Between the first quarter of 1946 and the second quarter of 1947
the following progress had been made:

TABLE V!

THE LEVEL OF INDUSTRIAL PRODUCTION(#) IN EUROPEAN COUNTRIES
(Index Numbers—1938=100)

Percentage of | 1946 1947
1938 total First Third
European pro4 quarter | quarter
duction (b)
Belgium .. .. .. 324 77 102
Denmark .. .. .. 1°61 93 108
France .. .. .. .. 10-80 75 96
Germany (3 Western zones) . . 1662 22 37
Greece (¢) .. .. .. 075 44 71
Ireland .. .. .. .. 041 103 113
Italy .. .. .. .. 7°24 34 76
Netherlands .. .. . 3°I2 62 o1
Norway .. .. .. 004 03 106
Sweden .. .. .. 356 101 103
United Kingdom .. .. 2162 101 109
Total .. . .. .. 69°91

(9) Including manufacturing, mining and building.
(b) Excluding U.S.S.R. (¢) Excluding mining.
YE.C.E., Report 1948, p. 3, Table I. For cxplanations sce that Report.

By the middle of 1947 output, excluding Germany, was nearing
pre-war level. In Britain it had surpassed it by some 10 per cent.
The contribution of the U.S. (and to a much lesser extent, other
overseas countries) to the total resources of Europe was even
in 1947 probably under 7 per cent of the total. Given the strain
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and ravages of the war, the result was remarkable. It was obvious,
however, that it would be impossible to devise any longer-range
policy on the hand-to-mouth basis on which European recovery
proceeded after the abrupt termination of Lend-Lease and the
strangling of U.N.R.R.A. The latter might have provided a
nucleus for a long term solution. Unfortunately the growing
tension between East and West sealed its fate. Yet its basic principle,
i.c. that richer countries should contribute to the reconstruction of
the poorer areas with resources and expert aid under proper super-
vision of the reconstruction plans, was on the right lines.



CHAPTER 2
THE MARSHALL PLAN

MERICAN official opinion had become sceptical about the

possibility of implementing the convertibility clause of the
Anglo-American, and even the more general provisions of the
Franco-American, loan agrecments alrcady in the spring of 1947,
when the British Government and especially its official advisers
were hopefully and with confidence looking forward to the restora-
tion of convertibility. After Mr. Acheson’s momentous farewell
speech, on his relinquishing his position as General Marshall’s
deputy, the latter announced the willingness of the American
Government to help in re-establishing the solvency of Europe,
provided the European countries collaborated in helping one
another. The responsc of the British Government was almost
immediate. After the Soviet refused to participate in the European
Reccovery Programme, the way was clear for a Conference of the
Western European Powers. A Committee of European Economic
Co-operation was speedily established to work out a recovery
programme. The intensely hostile campaign of the Communists
against this plan, which culminated in the forcible establishment
of open Communist hegemony in Eastern Europe, especially in
Czechoslovakia, ensured the acceptance of the unusual burdens by
the U.S. Congress.

The new approach was fundamentally different from the carlier
attempt to re-establish ‘normalcy,’ to force a return to the pre-war
system of ‘free’ markets. Instcad of insisting, with patent hypocrisy,
that unfettered market forces would bring about an ‘optimum’ of
rcal income for the ‘world,” and that they would automatically
ensure the highest living standard for all, an attempt was made to
estimate the requirements of Europe for foreign aid for a period of
four years so as to be able to maintain tolerable living standards
while resuscitating and reorganizing productive capacity. The
problem of international ‘equity’ was not solved: the definition
of what was ‘tolerable’ was not based on physiological requirements

18
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but on accustomed standards. Nor were criteria elaborated for the
scale of investment which was to be facilitated by U.S. aid. The
estimates of each government were roughly adjusted to what was
thought the ‘traffic could bear.” It was only as between the
U.S. and Europe as a whole that a redistribution of wealth took
place.

The pressure of time prevented the elaboration of a coherent
longer-term programme. The reports of the Committee of Euro-
pean Economic Co-operation! werc not much more than emergency
lists of imports cssential to prevent an immediate cessation of supplics
and thus render an attempt at recovery possible. The rcports of the
United States Department of State® were not different in character.?
They were all based on cstimated balance of payments deficits
(especially with the dollar area), without amore exhaustive investiga-
tion of the policies, especially investment policies, of the countrics
concerned.

It should be remembered that at the moment when the proposals
of the Paris Committce were submitted to Congress the United
States had entered the sccond phase of her post-war prosperity.
After a slight hesitancy in the first months of 1947 the United States
experienced a further expansion of her production, partly asa result
of the beginning of rearmament, partly because of the vast expansion
of her overscas export surplus which rose to over $11,000 million
and, finally, because of the extraordinarily high level of domestic
investment. There was no need for an ‘export of uncmployment.’
All U.S. committees concentrated on inquiring how far grants-in-
aid to Europe were compatible with monctary cquilibrium. The
effects of a cessation of exports to Europe were, therefore, little
considered. It was the fecling that a Russian menace had to be
countered which led to a collapse of the opposition to E.R.P. This
fact becomes significant when the prospects of a longer-term
solution are discussed.

After several reductions had been made in the original estimates
of the Paris Conference, first by various official American com-

1 Stationery Office, July-September 1947. Vol. I, General Report; Vol. II, Technical

Reports.

2 European Recovery Programme. Commodity Reports, Washington, 1948.

3 The reports of the various committees appointed by the President 1n the autumn of 1947
dealt with the effects of the Programme on the U.S. economy.
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mittees, and the State Department, subsequently by Congress, the
following allocation was agreed upon:

1948-9

Austria .. .. .. $217m.
Belgium-Luxemburg .. $250 m.

Denmark .. .. .. $1rom.

Eire .. .. .. .. $79m.

France .. .. .. $989 m.

Greece .. .. .. $146 m.

Iceland .. .. .. $1rm.

Ttaly .. . .. .. $60r m.

Netherlands. . .. .. $496 m. (incl. $84 m. for Nether-

lands East Indies)

Norway .. .. .. $84m.

Sweden .. .. .. $47m.

Trieste .. .. .. $18m.

Turkey .. .. .. $som.

UXK... .. .. ..$1,263 m.

Bizonia .. .. .. $414 m.

French Zone .. .. $100 m.

Total .. .. ..$4,875 m.

The dollar aid voted covered a startlingly varied proportion of the
imports from the dollar arca. In the case of France it amounted to
not less than 165 per cent, with Italy at 86 per cent and the United
Kingdom at 78 per cent showing a more reasonable relationship.
Even Belgium’s dollar imports were almost half covered by the
Erant. The amount of gross aid per head of population varied

ctween $7 for Sweden and $47 for the Netherlands (the United
Kingdom being in the middle at $24 with most of the larger
countries), while Italy came surprisingly at the lower end of the
scale at $11.

Neither egalitarian nor basic economic considerations, such as, for
example, the prospective increase in productivity as a result of the
investment facilitated by the grant of aid, seem to explain the pattern
of the distribution. A portion of the grants were given in the form
of loans. The procedure represented a short-term measure to enable
survival with that measure of hardship which was thought com-
patible with political stability. The difficulties arising out of the lack
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of balance in intra-European trade were dealt with by a system of
free grants (and in the case of Britain by an additional frecing of
frozen sterling balances). The drawing rights cstablished—cqui-
valent to some $810 million in the first year of the Marshall Aid—
were restricted to use by the country to which it has becn granted.
Transfer was made dependent on the consent of the granting party,
c.g. France was not able to use the sterling grant to pay a deficit
incurred in her trade with Belgium except with the consent of the
British Government. This was an important safeguard achicved by
the British ncgotiators against some American pressurc to restore
complete convertibility within the European arca. The latter might
have involved Britain in exhausting her own credit lines granted by
her creditors, especially Belgium, and thus in a loss of gold.

The greatest contributor to the scheme was Britain with drawing
rights totalling the sterling cquivalent of $312 million (and $209
million worth of sterling balances). Belgium granted $218-5 million
worth of drawing rights, almost cquivalent to her dollar reccipts
under the Marshall Plan. France with $333 million credits reccived
was the greatest beneficiary. The nct aid reccived under the Mar-
shall Plan was, therefore, substantially different from the gross
amounts. Intra-European trade, the incrcase of which was a pre-
condition of a balance with the outer world, was revived even if in
a rigid framework. An International Clearing Scheme was insti-
tuted, but in practice remained restricted to a direct compensation.!
Transferability of credit balances could not be arranged on any
important scale. As we shall sce, this was the result of a scrious
divergence between the policies of member countries which forced
thosc with high employment to take steps to guard their reserves.

Whatever the shortcomings of this approach may have been
theoretically (or even from a longer term practical viewpoint), it
represented an unprecedented departure in constructive economic
policy. Moreover, and this was also of great importance, for the
first time a clear picture emerged of the magnitude of the problem.
At last the world was enabled to envisage clearly the possible ways
of solution. At the same time the U.S. legislation authorizing aid to
Europe provided for the drawing up and presentation of a four-year

1 About one-fifth of the trade, or less than $100 million, was conducted within the scheme
in this way in the first six months, the rest by drawing rights. O.E.E.C. Report, p. 50.
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plan of recovery. The fact that Congress only authorized funds
until the end of the current U.S. fiscal year (June 30, 1949)—in fact,
it first only voted appropriations until April 1, 1949—made a
determined attempt to obtain general European agreement on the
basic elements of such a plan essential. Only an agreed programme
could count on rousing the imagination of public opinion in the
U.S. and thus appeal to their generosity. And it must always be
borne in mind that unprecedented sacrifice was demanded from the
American taxpayer. Even given the tense international political
situation and Mr. Truman’s victory in the elections of 1948, which
strengthened the anti-isolationist elements, it was necessary to
impress Congress that the will and capacity existed in Western
Europe to cstablish a viable economic unit capable of standing on its
own feet. At the same time a unique occasion occurred to enlighten
U.S. opinion on the basic nceds of Europe and thus secure consent
and co-operation to such modifications of earlier international
agreements as would impede this task.

THE YEAR OF RECOVERY

The cxhaustion of the American loans to Britain and France, the
suspension of the convertibility of sterling, resulted in drastic
changes in internal and international cconomic policy in Western
Europe already prior to the passing of the various U.S. aid measures.
Morcover, after long delays the Anglo-American Military Govern-
ment in Germany at last agreed upon a drastic currency reform.
The demobilization in the allied countries and the consequent
reduction of the drain of (overscas) military expenditure also con-
tributed its share. Last but not least, the passing of time had its own
beneficent effect.  Productive capacity was rcpaired, the most
constricting bottlenecks in production and transport were climin-
ated, stocks began to accumulate.

In consequence European production, which showed signs of
flagging in the first half of 1947, rapidly improved. If we exclude
Germany it has increased well above pre-war level, and even if
Germany is included it has regained its pre-war level. The favour-
able weather had an equally beneficial effect on agricultural pro-
duction, though its rate of recovery remains slower.
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TABLE V!
THE LEVEL OF INDUSTRIAL PRODUCTION

(Index numbers based on 1938)

1938 =100
Country
1946 1947 1948 a

Austria b. . .. .. .. 40 ¢ 48 74
Belgium .. .. .. .. 89 106 11§
Bulgaria .. .. .. .. 122 145 170
Czechoslovakia & . .. 87 102
Denmark .. .. .. 101 ¢ 116 130
France d .. .. .. .. 79 95 108
Germany: U.K./U.S. Zonee .. 29 34 ST
Greece .. .. .. .. 56 71 77
Ireland .. .. .. .. 110 116 137
Ialy .. .. .. .. 61 ¢ 81 87
Netherlands .. .. .. 74 94 112
Norway .. .. .. .. 9% 108 118
Poland .. .. .. .. 79 104 133
Sweden .. .. .. .. 136 138 143
United Kingdom f .. .. 100 108 121
Total of above countries:

including Germany .. .. 72 83 96

excluding Germany .. . 88 100 113
US.S.R. b .. .. .. 76 93 118

a Provisional. o

b The base of the annual index numbers for Austria and Czechoslovakia is 1937; for the
U.S.S.R., 1940.

¢ Estimate. For details, see Appendix II.

d Excluding the Saar. .

e The indices of the U.K./U.S. Zone have been given the weight of the three Western
zones. See Appendix II . .

f The annual indices (1938=100) have been obtained on the basis of 1946 weights. If 1935
weights were used, the index for 1947 would be 115 (1938=100) and would raise the
European total (including Germany) by two points.

LE.C.E., Report 1949, p. 4, Table 1. For sources cf. the Report.
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THE LEVEL OF AGRICULTURAL PRODUCTION

TABLE VI

(Index numbers—1934-8=100)

Country 1946-7 1947-8 1948-9

Austria. . 80 72 8o
Belgium 73 71 70
Bulgaria .. 67 71 ..
Czechoslovakia 80 62 80
Denmark 94 76 100
Finland 72 71 80
France 83 75 8s
Germanya 64 61 70
Greece 78 90 80
Hungary 57 67 8s
Ircland. . 97 o1 ..
Italy .. 86 86 90
Netherlands 88 8s 90
Norway 95 86 95
Poland. . 46 59 70
Portugal 97 95 95
Rumania 59 80 ..
Spainb. . 90 85 90
Sweden 103 103 105
Switzerland 113 98 100
Turkey .. 101 123 125
United Kingdom 102 103 115
Yugoslavia 56 69
Total Europe:¢

including Germany 78 76 8s

excluding Germany 80 80 90

The index numbers refer to the crop year July-June.

a Four zones.
b Base of the index numbers: 1930-34.
¢ Excluding the U.S.S.R..

1E.C.E., Report 1949, p. 17, Table 14. For sources cf. that Report.
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An equally impressive progress could be observed in the restora-
tion of the European balance of trade, despite the further worsening
of her terms of trade which cost her almost $1,500 million in the
cost of imports.

TABLE VI
BUROPE’S BALANCE OF PAYMENTS
Thousand millions of dollars in current prices

1947 19484
United Other non- Total | United Other non- Total
States  European States  European
countries countries
Europe’s imports
(fob) .. .. 61 7+8 1390 | 48 10°0 148
Europe’s exports
{fo.b) .. . 09 5°s 64| 11 7°5 8:6
Balance on trade
account .. o | =52 —273 —7°5| —37 —2'5 —6-2
Income from invest- ’
ment (net) .. — +06  +06 — +0°5 +0°5
Transportatien (net) —o7 403 —04|—02 405 +073
Other invisibles (net) +o02 —o0's —o03]| 403 —0'5 —02
Balance on invisibles
account .. .| —os +o4 —o1| +0I +o°s +0°6
Balance on goods
and services .. {—s7 —19 —76|—36 —20 —56

a Provisional, based on incomplete data for the year.
1E.C.E. Report, op. cit., p. 112, Table 71.

The adverse visible balance with the United States was reduced by
almost a third, the overall deficit by only slightly less. The shift of
demand to non-American supplies was accomplished with some
success, though it was partly responsible for a further increase in
import prices which aggravates the problem of relations with the
dollar area as the shift of demand away from the latter tended to
depress prices there. The British balance of payments showed even
greater improvement. The deficit on current account for the whole
year was reduced from £630 million to (120 million, i.e. below



26 The Dollar Crisis

the level of the Marshall grants. Invisible items contributed not less
than /300 million to this.! In the second half of the year a small
surplus was achieved. So much for the claims of those economists
who denigrated Government policy.

Unfortunately this substantial improvement was accompanied by
a further widening in the rift between the policies of Britain, the
Netherlands, and the Scandinavian countries on the one hand, and
the Latin countries and the Bizone of Germany on the other. In the
former the 1947 crisis led not merely to the maintenance of a dis-
inflationary budget policy, but also to a tightening of direct controls
which had been relaxed immediately after the war. In consequence
they were able to maintain a high net investment rate despite the
improvement in the balance of payments. In the second group all
pretence at control was given up; and (except France) a more or less
savage policy of dcflation was instituted which soon led to an acute
crisis of unemployment.

In Germany we are confronted with the sorry spectacle of un-
employment and surplus of raw materials in the building trade
amidst gigantic ruination. Morcover, the absence of control (and
the unjust basis on which currency reform was carried through,
which cnabled the entreprencurs and traders to enrich themselves)
has led to a co-cxistence of savage hardship with detestable excesses
of luxury. The position in Italy is not much better, while the
Belgian deflation also produced similar results.

Even in England the ‘disinflationary’ school exerted some in-
fluence—and characteristically achicved the opposite of what they
intended.  General measures taken suddenly threatened with
localized unemployment and this led to a rapid decontrol. The
most important examples are building and clothing. Investment and
cxport plans respectively were not duly co-ordinated with raw
matcrial allocations and plans for the alternative re-employment or
the displaced people. Consequently makeshift arrangements had to
be made which led to a premature increase in clothing consumption
when new markets, especially in the Western Hemisphere, could

* This was partly due to the completion of investments in oilfields (£100 million) and to
a decrease in military expenditure abroad. The attempt of certain economists to connect the
improvement with a cut in home investment is obviously incorrect. Equally fallacious is
the view that the decrease of the foreign balance must be ‘offsct’ by an equal ‘disinflation’:
a large part of the British deficit was not ‘used’ for ‘domestic’ purposes and never entered
nat;;onﬂ income. Its cessation did not demand an offsetting diminution of spending power
at home.
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have been conquered and the foreign exchange gaincd used for the
import of raw materials to increase investment, e.g. timber for
housing. This process was reproduced in the case of building where
house-repair licensing was lifted on work below 100, thus further
dissipating skilled labour and material. It has been shown that in
practice redeployment can only be enforced by disinflation through
unnccessary unemployment. General measures are not subtle
enough to divert labour from less essential work in those localitics
where alternative essential work is available. Nor is it particularly
desirable that the consequences of failures in planning or of outside
shocks should be entirely borne by shifting labour rather than
concentrating on particular bottlenccks and easing the problem
through new investment and reorganization of the industry.
Sclective measures were not taken because of the resistance of the
interests threatened. The British Government and the Trade Unions
moreover could not come to agreement cither on policies which
would minimize these problems or on a positive policy of wage
differentials to promote redeployment within and between indus-
tries. The absence of energetic action on these lincs, coupled with
decontrol, resulted in a deterioration in the relative position of the
working class, which raised ncw problems.

Last but not least, the policy of decontrol enforced a lowering of
the investment target.

A comparison of the investment actually achieved in 1948 and
that planned for 1949 with 1938, the only pre-war ycar for which
detailed estimates are available, shows the advance which has been
achieved. In 1938 gross investment amounted to 17 per cent of the
national income, with nct investment running at 7 per cent,
depreciation being charged at the rate of 10 per cent. By 1947 this
had increased to 9 per cent and 21 per cent respectively, and in
1948 to 114 and 23 per cent. The fluctuations in the volume of
investment were as follows:

TABLE VIII!

UNITED KINGDOM INVESTMENT IN FIXED CAPITAL
(Mullions of dollars in 1938 prices)

Gross Net
1938 3,450 1,500
1946 2,000 50
1947 3,660 1,660
1948 3,850 1,800

1E.C.E., Report 1949, p. 47, Table 33.
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It must not be forgotten, however, that 1938 was a year of
relative depression and that the relative position of Great Britain
has very scriously deteriorated in comparison to the United States,
because of the war-time losses in the United Kingdom. Moreover,
we should take into account that most of the post-war investment
in the U.S. has not yet had time to make its effects felt. The state of
relative manpower shortage lso promoted the hoarding of man-
power. Hence it is probable that productivity per man in the U.S.
will show far greater than normal improvement over the next few
years.! Thus, from this particular point of view, not much solace
can be derived from recent calculations of the Economic Commis-
sion for Europe showing a rclative improvement in productivity,
especially in Sweden and Britain, in comparison with the United
States since the war, however important these findings might be
in respect to British monetary policy.? The trend of relative
productivity was steadily against Britain and Europe since the first
calculations were made for the period 1907-24,% and insufficient
time has yet elapsed to come to any secure conclusions. British
productivity and, consequently, the level of wages are so low, the
menace of future competitive struggles so acute that much greater
attention and effort ought to have been devoted to this basic task.

Investment capacity depends first on the absolute level of national
real income per head and its distribution. It depends, secondly, on
the willingness to forgo current consumption. Amecrican national
income per head is roughly double in moncy terms at official rates
of exchange of the British level, and taxation is far less progressive.
Thus Britain, in order to equalize American superiority in this
respect, would have to undergo some strain. In point of fact, the
British investment ratio at almost 23 per cent of the gross national
product compares with an American ratio in 1948 of just under 16
per cent. Nevertheless, if we compare investment in manufacturing

1 productivity improved explosively in America after the collapse of the post-war boom
of 1919-20. If that historical example has any bearing on the present situation, an improve-
ment of between 10 and 20 per cent over the next year or so is by no means out of the
question.

1E.C.E., ‘Relative changes in labour costs in industry.” Productivity in the United States
per man hour (1935-8=100) rose to 119 by 1946 as against 104 in Britain. Since then the
United States remained almost stationary at 120 while British output per man year rose to
122. Even more favourable to Britain are comparisons of output per man hour. In Britan
the icrease in the last ten years is 18 per cent as against only 10 per cent in the United States.

$ Cf. L. Rostas, ‘Productivity Comparisons in Selected Industries n America and Britain,”
and T. Barna, ‘Productivity and real income in Britain and the United States,” Oxford Institute
of Staustics Bulletin, 1946.
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we see that investment per head of manufacturing employment still
remains less than one-third of that in America, and that investment
in manufacturing industry is not merely absolutely but relatively to
national gross product much lower in the United Kingdom than

in America.
TABLE IX
GROSS INVESTMENT IN MANUFACTURING INDUSTRY1

Great Britain, 1947-9
U.S.A. 1047-8

1947 1048 1949
in millions of the national currency

1. Total gross investment

in construction and U.S. UK. U.S. UK. UK.
plant in manufacturing
industry .. .. 10,590 370 11,780 405 450

in millions

2. Total employment in

manufactures. . .. 159 725 16-27 7°34 —
§:22 8242

in units of national currency

3. Investment per head of
manufacturing  em-
ployment .. .. 666 $1°03 724°5 $5°15 —
49382 57-612

per cent
4. (1) as proportion of
Gross National Product  4°57 3°91 463 386 4132

in millions of the national currency
s. Total Gross Invest-
ment (non-farm) Plant
(and equipment) and
Construction (includ-
ing Housing, etc., and
Public Construction) 27,660 1,375 33,760 1,805 1,995

pertent
6. (1)as proportion of (s)  38-29 , 2691 " 3524 ] 2137 " 22:56

1 Sources: Cmd. 7645 and the President’s Economic Report.
* New series Cmd. 7647, p. 32



30 The Dollar Crisis

Morecover, a much larger proportion of total investment was
concentrated in manufacturing industries as compared with the
United Kingdom, i.e. 35 as compared with 21 per cent in 1948.
This is explained by the wearing out of capital in transport in
Britain as well as the much greater allocation for housing construc-
tion. However that may be, it is quite clear that a serious further
worsening of the British position with respect to manufacturing
efficiency is inevitable unless methods are found to increase produc-
tivity without investment.

The very fact that British manufacturing efficiency scems rela-
tively low, even if we take into account the much smaller degree of
mechanization and power supply per head, indicates that much
could be done in this respect. Of the measures proposed, standard-
ization, concentration of production, redeployment, reorganization
of factory layouts, and last but not least, reform of the wage system,
exceedingly little has been performed. The preliminary steps taken
by the appointment of working partics alrcady contained some of
the weaknesses of the post-1914 British approach to these problems.
Their membership was representative, almost corporativist, rather
than chosen for their special knowledge. This resulted in a tendency
to justify the existing state of affairs, especially the lack of mechaniza-
tion, on the basis of questionable calculations. Instcad of taking into
account the rising wages necessary to attract sufficient labour (or
alternatively basing their calculations on a wage rate which had
some relationship with the minimum standard which should be
cstablished), existing wage rates were mostly used. Thus a mis-
lcading picture emerged greatly complicating further cfforts at
reforn.

Nevertheless, the majority of the working parties reported in
favour of establishing development councils with fairly extensive
powers, charged with the promotion of research and, possibly, of
exports. Enabling legislation was passed in 1946. Subsequent
resistance of the industrics concerned in most cases prevented the
establishment of such councils. In the cascs where resistance was not
encountered, or was overcome, either concessions had to be made
which rob the organizations of much of their power to promote
progress, or the personnel chosen scems strangely incongruous to
the task with which they are charged. Such other sporadic attempts
to increase productivity as were undertaken remained on a minor
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scale. They were, moreover, endangered by the growing fear of
trade unionists of unemployment. The clamour for disinflation and
the tone of much of the discussions which suggested that an impor-
tant section of public opinion favoured an increase in unemployment
to restore discipline and efficiency, undoubtedly aggravated the
suspicions of the trade unions and made advances more difficult.

Nor were the declared intentions of the Government for 1949
reassuring. Instead of pressing on with the reorganization of British
industry, which necessarily entails heavy investment, the Govern-
ment contemplated a slight reduction of total investment at home
while using the full amount of Marshall Aid requested, i.c. some
£ 200 million for external investment, and permitting an appreciable
increase in consumption. As decontrol over consumption was
pursued at an accelerating rate in 1949, this mcant a further increase
in the requirements for real resources per unit of expenditure. In
other words, the Government’s plans implicd a further decrease of
efficiency of the economic system in meeting a given amount of
money demand: e.g. a less full use of railroads, of the entcrtainments
and similar industries, all of which would not release real resources
in proportion. With the dismantling of the control mechanism,
moreover, the flexibility of Government policy also decreased.
There was less power to channel demand towards ‘innocuous’
outlets. Should, therefore, on account of any unfavourable turn in
the international position, the need arise to release real resourccs,
e.g. for exports, or should Britain suffer a diminution of the supply
of imports, a greater degree of deflation will become necessary,
other things being equal, as the demand for real resources can no longer
be reduced directly but only as an incidental consequence of a general
reduction of demand, which includes demand for services, ctc., not
absorbing resources which can be utilized elsewhere. Disinflation,
however, in order to be successful in this sense, must go a long way,!
causing a lot of unnecessary harm by decreasing gencral enjoyment,
and increasing social tension. Those, however, who have capital
can maintain their consumption, irrespective of taxation. The
distribution of real consumption, therefore, worsens appreciably,
raising further dangerous social problems.

As the present ycar opened, Britain was dangerously nearing the

1 Cf. below, Chapter 4 and also Chapter 6. The alternative, on the views of the adherents
of a ‘small’ deflation.
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position in unplanned economics, uncasily poised between inflation
and dcflation, incapable in case of nced to counter a deflationary
turn abroad by direct measures because of the dismantling of the
control apparatus. Morcover, as a result of decontrol, social in-
equality increascd—if only slightly—and thus demands for wage
increases reappeared: the whole policy of wage stabilization was
imperilled, at a dangerous juncture.

We might sum up in saying that the turn of the year 1948-9 saw
the successful completion of the important preliminary stage of
convalescence. At the same time it also witnessed the failure of true
co-ordination of European economic policies.

THE LONG-TERM PLANS
(a) The Framework

The first emergency having been overcome, the preparation of
a more detailed programme could be undertaken.

In compliance with the Economic Co-operation Act, the Euro-
pcan governments were asked to submit to the Organization for
European Economic Co-operation (O.E.E.C.), which had, in the
meantime, been established by the recipient countries in Paris, for
consideration and transmission to the U.S. Administration their
plans in respect of the use of Marshall Aid in the four-year period of
the European Recovery Programme. These should have been
transmitted to Paris by October 15, 1948, i.e. before the results of the
U.S. election were known and some estimate could be formed about
the probable attitude of the U.S. Congress and Administration in
the crucial years of reconstruction. The Organization was to have
reported in the middle of December, i.e. two months were given
only to the essential and much more difficult task of working out a
combined programme. The Organization itself was merely the
Secretariat of a Council consisting of National Delegations. It could,
therefore, in theory not initiate planning on a super-national scale.

In point of fact the timetable was not kept. Nor yet was the
delay used for a modification of the plans, including the British,
which had been drawn up in time, in the light of the vital changes
in prospects, due to the result of the U.S. elections. The national
plans were not drawn up on the basis of identical statistical concepts,
and are even theoretically not comparable. Even these most primi-
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tive conditions of the work of O.E.E.C. were not fulfilled. In
practice the wide differences in the willingness and the capacity of the
various member governments to implement any plans is yet a
further obstacle to supra-national, regional co-operation. If there
is no guarantee that certain vital supplics will be forthcoming from
within the region, countries such as Britain (but also Belgium and
Germany) because they are dependent on foreign trade cannot fully
accept plans which imply a reorientation of their own policy.

In the event the leadership could only be taken by Britain.
Neither the knowledge nor administrative capacity in cconomic
matters was available in most other European countrics. The
example of the Paris Conference of 1947, at which the British
delegation successfully steered the proceedings, should have stimu-
lated a dctermined effort. The British Government, not un-
naturally, remained sceptical about the possibility of effectively
rcorganizing Western Europe. On the one hand it was uncertain
whether it would be able to get its political and economic concep-
tions accepted; on the other it was fearful lest policies should be
dictated to them which would enforcc domestic measures in-
compatible with their policy. Hence it favoured the establishment
not of a strong organization which could establish a framework for
European co-ordination, but a weak sccretariat subordinated to an
exccutive committce consisting of heads of national delegations.
The work on functional issues (transport, stecl, ctc.) is performed
by national dclegations pursuing—mainly short-term—national
advantage, not held in chéck by a powerful documentation of the
regional requirements. The consequence is that the problems of
Woestern Europe as a whole tend to be overlooked in cfforts to
arrive at piecemeal compromise, which leave the basic weaknesses
of the system as a whole uncured. The caution of the British Civil
Servants disrcgarded the fact that Britain’s position with her
relatively high standard of lifc and her great dependence of forcign
trade is more precarious than that of most other countrics.

While the sceptical attitude might have been justified, it tended
to overlook certain rcal opportunities as well as opposite dangers.
Not only docs Britain stand to gain more by a successful solution of
the problem of Europe—the planned opening of markets for
manufacturing and increase in the supply of primary products. She
is also likely to lose most should the attempt fail and an internecine

c
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struggle break loose between European manufacturing exporters.
The rise of governments in Europe which reject the British approach
to economic and social problems was not countered even where
British influence could have been effective. The concentration on
the defence against Communism which was interpreted in the sense
of a duty to give aid to clerical and other, fundamentally anti-
Socialist, elements, and persuade the Socialist parties to collaborate
with them at the risk of their annihilation, further encouraged this
tendency.! Thus the failure to secure U.S. help while possible,
exposed the domestic policy of the Government to a serious threat.

It should have been clear that, in the absence of a coherent plan
elaborated under British leadership which would have given some
hope of consolidating Europe, the whole concept of the European
Recovery Programme would be endangered, despite the experiences
of the 1946-7 crisis, by a reaction in the U.S. towards the Hull-
Clayton concept of ‘non-discrimination’ which would be fatal to
the emergence of a stable and progressive Western Europe. The
more widespread the territory for which planning is undertaken,
and the greater the international specialization, the more quickly
can the Continent as a whole recover. Some calculated risks should
therefore have been taken by Britain: having thus given proof of
her willingness to undertake sacrifices for European recovery,
Britain would have been in a strong position to insist on the full
co-operation of other European countries in carrying out the plan
agreed upon.

The U.S. from the outset was consistently urging the need for
close European integration and insisted on dealing with the Euro-
pean governments through the Paris office. The British feelers at
short-circuiting the European Organization through a very strong
direct representation at Washington, however tentative (and, to
some extent, subconscious, resulting directly from the unparalleled
experience of British officials in negotiating with American authori-
ties), aroused strong suspicions which are difficult to dissipate. The
fact that responsibility for relations with the European organization
was at first not satisfactorily resolved, and co-ordination between
British departments was less than perfect—as is usually the case when
foreign political and economic questions are intertwined, that in
the vitaf formative period the British representation was rather

1 Cf. below, Chapter 5.
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weak, all this contributed to the uncertainty of touch which placed
the Government somewhat on the defensive.

The next few years will see the success or failure of recreating a
working world economy and restoring the functions of Europe in
it which have been undermined by two wars. The problem before
us is to ensure so rapid an expansion of world real income that world
trade in manufactures would expand in spite of industrialization of
overseas territories. If such an expansion cannot be achieved the
economic basis of Western European countries might be weakened
to such an extent that their present populations could not be sup-
ported at their accustomed standard of life, despite technical progress.
And the British plans and conceptions are the most important single
element in the pattern of European reconstruction.

In the end this approach was not adopted by Britain.

Consequently both the British and the Continental European
plans submitted were strictly national in character. They did not
and could not represent a solution of the Western European crisis.
Not only were they to a considerable degree incompatible with one
another—as the O.E.E.C. Interim Report on the national .plans
points out rather frankly—but they were framed with some dis-
regard to the probable course of development both within and
outside Western Europe.

To some extent this was due to the assumptions which were
laid down by the American administrators and were applicable to
all countries. The material ones are as follows:

1. That there will be no war or even a substantial diversion of

economic resources to war preparation.

2. That a high level of employment will continue throughout
the world and particularly in the U.S. It has not, however,
been apparently assumed that the United States as a surplus
country will ‘play the orthodox game’ and inflate slightly to
help in readjusting international balance.

3. That there will be a high level of world trade (or more pre-
cisely, that demand for European exports will continue on a
high level irrespective of their own need to control
imports).

4. That the terms of trade will remain at the 1948 level.

We shall presently discuss the implications of these assumptions

1 Cf. O.E.E.C. Interim Report on the E.R.P. Vol. I, Paris, December 31, 1948, pp. 11-12.
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and shall argue that they are not only wildly optimistic but also
that they do not offer a consistent basis for the restoration of a
satisfactorily working multilateral economy. It was laid down,
nevertheless, that the Western European countries should secure
balance in their overall payments with the world as a whole, and in
particular with the Western Hemisphere. No indication was given,
however, of the United States” policy in detail except for the general
assumption that ‘high level’ of employment and trade will persist.
This seemed to imply

(a) that there will be no general depression and thus a fall in
demand, and—together with the further assumption of un-
changed terms of trade—

(b) that the reconstruction in Europe and the vast expansion of
the United States’ productive capacity will not turn the terms
of trade against Europe and thus enforce new adjustments
through devaluation, or through other measures tending to
induce a depression.

As we shall argue, this is hardly conceivable without a planned
policy of international development of the world economy and in
particular of the ‘backward’ areas. There is little sign that these
essential assumptions are being realized, or at least that the respective
governments dare to enlighten their public opinion about them.

(b) The European Programmes
(i) Production

The production programmes of the O.E.E.C. countries envisage
overall increase in national output of some 20 per cent over 1938
or 35 per cent over 1947. This average figure covers important
differences between the plans of different countries.

Britain

It is significant that the British plans arc by far the most sceptical.
In the first of the estimates! for the current Marshall year,? manu-
facturing output was estimated at 25-30 per cent above pre-war.
As manufacturing output in the second quarter of 1948 was already
almost 25 per cent above pre-war, this estimate in fact meant the
acceptance of little, if any, progress. For the second Marshall year,
ending June 1950, the estimate was between 30 and 35 per cent,® and

1 Cmd. 7545. 3 Ending June 30, 1949. 3 Cmd. 7572.
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for 1952-3, 40 per cent of 1938.1 This is a surprisingly small figure,
equal to or only just above the actual rate of progress in the inter-
war period from 1924 onwards, i.e. over good years and bad and
including the Great Depression.? Yet, gross investmentat 20 per cent
of gross national output is some 334 per cent above pre-war, and net
investment, equal to about 10 per cent of national income, almost
double the pre-war rate. It is, moreover, somewhat more concen-
trated in industry, i.e. 33 per cent of the total as against some 2§ per
cent.® On this basis alone a far greater increase of output might
have been expected. The estimate implicd a resignation on the part
of the Government to the failure of their attempt to force a re-
organization of industry. A rcorganization of layout and reform in
the running and maintenance of machinery could have yielded a
large part, if not the whole, of the projected improvement in pro-
ductivity. Morcover, rc-deployment and an appropriate alteration
of wage systems might have been attempted in co-operation with
the trade unions, and might have produced an overall gain amount-
ing to as much as s-10 per cent in the four-year period.

On the whole, however, the decisive advance must depend on
the skill and persistence of the Government, in the face of dangerous
attacks by politicians and experts, and popular demands for ‘relaxing
austerity,” in increasing and improving capital cquipment. This is
the more important as a fully employed economy cannot depend
for its resilience and flexibility on an industrial reserve army. Thus
it is cssential to have adequate stocks of raw materials and com-
ponents on the one hand, and of surplus manufacturing capacity on
the other, to be able to meet unexpected changes in demand without
unemployment. Every cconomy must have rescrves; a progres-
sively managed economic system will build up reserves, not of
wasting manpower, but of productive capacity.

Had the advance in productivity and production been calculated
on the basis of greater success of the Government’s policies, the

! The greatest expansion was contemplated in agriculture, which is to be expanded 50 per
cent above pre-war and 15 per cent above 1ts wartime peak, at the height of the Nazi blockade
of Britamn. The relationship between the increased mvestment and output in manufacture
and agriculture respectively did not, as it secms, receive any further and more scrious con-
sideration since the announcement of the agricultural programme in the nuddle of the
crisis of 1947.

? Cf. N. Kaldor, Appendix C of the Beveridge Report on Full Employment in a Free
Society. His calculations (carefully safeguarded by explicit assumptions) seem to have been
vindicated against the scorn of orthodoxy completely bewitched by the fuel criss.

3 Excluding house repairs of about £80 million.
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contemplated rate of investment could also have been increased.
Indeed, it seems odd that despite the increase in national output by
some 20 per cent in the four-year period, the ratio of investment to
consumption is kept unchanged. In the absence of any agreement
solving the problems arising out of the probable renascence of
German and Japanese competition, and out of deflationary pressures
developing even before the end of Marshall Aid, it would have been
prudent to contemplate more determined efforts. Moreover, a
bolder British plan would have facilitated such agreement. It
seems that the Government were impelled by their desire to relax
controls. Whatever the reasons for the particular estimate eventually
adopted, its consequences on inter-European co-operation were
grave.

The greater the expected increase in productivity in Britain, the
more favourable the chances of a direct or indirect satisfaction
through exports of the dollar-requirements of this country and the
closer knit the European plans, the more naturally multilateral can
be the character of the restored world cconomy. Conversely, the
greater the immediate effort at increasing productivity at home, the
more multilateral can be the character of the British plan, and the
greater are the chances of the eventual favourable solution of the
whole problem.

If the British Government were actuated by the desire to take
account of a possible U.S. slump without saying so, this procedure
was certainly misguided. A setback in the U.S. would certainly upset
all European and especially British planning to a far greater extent
than the estimates implied. On the other hand, the targets put
forward failed to provide the basis for any substantial contribution
to the European problem and thus were bound to fail to elicit any
support. They fell between two stools.

Other O.E.E.C. Countries

The production targets of the other European countries—and
especially of Western Germany—were much more ambitious. The
average rate of growth was estimated at some §-6 per cent per
annum. The report of the O.E.E.C. commented with commend-
able frankness that

“The achievement of the national programmes is conditional on
an increase of some 15 per cent in output per man-hour during
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the next four years. This is a bold assumption. Yet no other
assumption is more important. ... Whether it can be fully
effected in the period of three and a half years is, however,
doubtful, and therefore no effort should be spared to secure as
great an increase as possible.”

TABLE X1

39

ESTIMATES OF THE LEVEL OF AGRICULTURAL AND INDUSTRIAL
PRODUCTION IN O.E.E.C. COUNTRIES

(Index numbers based on 1938 and 1947)

1938 =100 1947=100
Country 1947 1952-3 1952-3
Agri-  Industry| Agri-  Industry| Agri-  Industry
culture culture culture
Denmark 76a 111 1104 138 1424 124
France .. .. 81 96 114 151 141 157
Germany: U.K./U.S.

Zone .. 8obe 40c¢ | 1000 1100 125d 27§
Traly .. .. 80 81 105§ 140 131 173
Netherlands .. 88h 101h | 102 134 1164 133d
Norway .. 80 108 110 140 138 130
United Kingdom 123 114¢ | I50 140¢ 122 123¢

a Animal products only. b 1948. ¢ Base of the index numbers: 1936.

d Base of the index numbers: 1948. e Manufacturing only.
1E.C.E., Report 1949, Table 99, p. 179.

Source: The figures are derived from the long-term programmes published by
the member countries of the O.E.E.C.

But given the grave disturbance in the balance of productive
capacity, and the consequent artificial depression of productivity, a
well co-ordinated plan should easily be able to achieve this progress.
The Report discussed some of the measures (c.g. standardization,
specialization) needed to obtain rapid expansion, but the examples of
certain preliminary preparations quoted (e.g. railway wagons) are
clearly insufficient. Moreover, as we shall see presently, the tendencr
towards national autarchy is hardly conducive to increased overall
efficiency. Longer hours and the re-deployment of labour which
are discussed at great length are not impossible, but would demand
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a much closer social coherence and unity than obtain on the
Continent.

Nor is there any attempt made to indicate the means of ensuring
the achievement of these aims. An uncontrolled economy open to
unfavourable influences from abroad, and subject to spasms of
speculative bouts can hardly guarantee steady progress. The
scepticism of the Report might be justified, but it is partly in the
inhibitions in the discussion of the essential details of the implementa~
tion of the plans that the cause of the pessimism must be sought.
The limitations of the procedure adopted are laid bare by this
failure. Without assurance that the continental European plans,
especially the French which are both quantitatively and qualita-
tively the most important, will, in fact, be cxcecuted, consequential
modifications in other programmes are pointless, and might even be
dangerous.

(i) The International Aspects

Much the same comments can be made in respect of the inter-
national aspects of the production programmes and the plans to
retrieve balance in international payments, both overall and in
relation to the dollar arca. The problem was made almost insuper-
able by two factors:

(a) The U.S. Government resolutely refused to give any indica-
tion of any measures it intends to take in order to mitigate the
incquality of opportunity of the non-American countries and at the
same time mitigate the dollar crisis. Such measures might take the
form either of non-tied U.S. loan or grant aid to non-European
countrics to help in their devclopment, of a permission to introduce
or secure preferential trcatment for European exports in Europe and
clsewhere, or of unilateral tariff concessions to promote European
cxport to the U.S.; and

(b) most European countrics are unable to give binding under-
takings on the implementation of plans mutually agreed upon
because they have dismantled all apparatus of control and are
subject to the vagarics of the monetary swings of uncontrolled
markets subject to foreign shocks and governed by the changing
short-term profit expectations of entrepreneurs.

Unfortunately, the British Government, mainly looking to its
problems, not only failed to win the co-operation of other Euro-
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pean countries in favour of its conception of Eurapean recovery,
but invited hostility and isolation for what was termed to be
the ‘nationalistic’ narrowness of its plans. American disapproval
could and should have been anticipated, not so much because all
European planning necessarily implies discrimination against
American exports (unless, indeed, a planned investment programme
for the Western World as a whole could be elaborated with U.S.
co-operation), but because the British plans in European relations
were frankly bilateral (though they were based on a multilateral
closing of the dollar gap). This procedure, which was inviting the
charge of hypocrisy, was exceedingly shortsighted. It can be mainly
attributed to the failure of the British Government to grasp the
essentials of democratic planning.

Be that as it may, the British Government hoped to turn the
deficit in the balance of payments of some £6s0 million in 1947
into a surplus of £ 100 million by 1952. The projected pattern of
recovery was interesting.

TABLE XI

U.K. BALANCE OF PAYMENTS BY AREAS, 1952-3 ($ MILLION)

Western  Other  Sterling  Partici-  Total
Hemisphere noti-par-  Area pating

ticipating countries x

Outgo:
Imports .. .. .. 1,888 1,177 3,216 1,749 8,030
Shipping .. .. .. 267 46 162 303 778
Travel .. .. .. 40 4 121 200 365
Interest, Profits, Dividends 255 38 153 100 546
Normal amortization .. 95 .. 29 .. 124
Total .. .. Lo 2,545 1,265 3,681 2,352 9,843

Income:
Exports and re-exports ..  L455 990 3,402 1,440 7,377
Shipping .. .. .. 351 47 478 261 1,137
Travel .. .. .. 150 s 65 40 260
Interest, profits, dividends 20§ 25 430 40 700
Normal amortization . .. 13 .. 56 69
Other reccipts (net) .. 93 11 32 564 700
Total .. .. .. 2,254 1,001 4,497 2,401 10,243
Balance .. .. .. —29I —174 +816 +49 +400

x Non-sterling. + Surplus. — Deficit.
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A comparison with the first half of 1948 yields the following
results:

(a)
(®)

~

the value of imports would be permitted to rise by 10 per
cent only?;

invisible expenditure (net) was to be cut by £70 million
(despite an increase in expenditure on travel of some 100 per
cent), i.e. mainly Government expenditure;

debt interest and scrvice was to be allocated £170 million
instead of /120 million;

exports werc to increase by roughly /300 million p.a.; but
exports to Europe were to be actually cut;

shipping income was expected to rise by .£so million;
other reccipts were to rise by /100 million.

he progress towards thesc aims is shown by the following table.

TABLE XII

U.K. BALANCE OF PAYMENTS ON CURRENT ACCOUNT (£, MILLIONS)

Imports Exports  Balance on Invisibles  Total
fo.b. and re- visible (net)
exports trade
fo.b.

1946:1 15t half .. .. 502 392 —1I0 —I20 —230
2nd half .. .. 690 498 — 92 — 48 —140
1047: 1st half .. .. 725 SII —214 —I121 —133§
2nd half .. .. 815 $91 —224 — 71  —295
1048:2 1st half .. .. 896 730 —156 + 16 —I150
2nd half .. .. 872 820 — 52 + 8 + 30

10493 1st half .. .. 950 905 — 45
1952/34 (half-yearly rate) 1,000 920 — 8o +130 4 50

! Ref. Hansard, Vol. 456, No. 8, September 23, 1948. Columns 137 and 138.
2 Cmd. 7520, p. 3, Table I. 3 Hansard, July 14, 1949. Columns 803—4. Provisional.
4 Planned. Cmd. 7572.

The geographic redirection of imports and exports, however, has
not been as successful, and for good reasons. The Western Hemi-
sphere deficit in the first half of 1948 was almost at an annual rate of
£,400 million as against the contemplated £150 million in the last
year of the Plan. The surplus towards the sterling area was at the
annual rate of £ 140 million as against £225 million. The favour-

! The general assumptions quoted above should be remembered (p. 35).
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able balance with O.E.E.C. countries was at the rate of £80 million
as against £ 10 million. So far as British policy is concerned these
figures do not seem to support the contention that a stricter control
over exports, the case for which was discussed elsewhere;! is not
needed. Yet there seems to have been further relaxation even in
this direction.

Autarchy. The plan envisages an increase of national output by
some 30 per cent above pre-war, with manufacturing output leading
the expansion with 4o per cent above 1938, and a reduction in
imports to 80-85 per cent of pre-war as compared with 68-3 per
cent in 1946 and 77-4 per cent in 1947 (886 per cent in the third
quarter). Thus the ratio of imports to output is roughly to be cut
to 60 per cent of pre-war. Increased autarchy might become
inevitable. But it was surely ill-advised at that stage to put forward
plans which imply that little regard was to be paid by Britain to the
needs of the other members of O.E.E.C. The explanation, some-
what too complacent, that ‘in the first place the United Kingdom is
making a major contribution to the solution of the European
problem as a whole by surmounting the United Kingdom dollar
problem’ does not provide any solace for other Western countries.
The maintenance of the present standard of life in Western Europe
depends on a co-operative increase in European productivity as a
result of pooling European resources and markets. The British
contribution to the solution of their problems can hardly consist in
attempting to make sterling a hard currency, which would un-
doubtedly be followed by retaliation in kind.

Multilateral European trade cannot be restored without conscious
planning, and that planning must fulfil two conditions: greater
sccurity must be given that other European nations will in fact fulfil
their programmes and deliver the exports they promise. And it
must be made perfectly clear to all, including the U.S., that Britain
can only provide dollars for imports into Britain if those dollars
can be earned by her exports, i.e. in fact only if the U.S. is willing
to finance development abroad.? This does not mean, however, that
at the preliminary stage British plans should have been drawn up
on the basis that these conditions cannot be satisfied. The British
plan, even as it was formulated, involves a multilateral acquisition

1 “The British Balance of Payments.” Oxford Institute of Statistics, Bulletin, July 1947.
2 Cf. below.
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of dollars: it assumes that an (at present non-existent) import surplus
of, or forcign lending by, the U.S., will permit the conversion of
Britain’s export surplus to the sterling arca into dollars. The same
approach was not adopted for our dealings with Europe.

This procedure has been defended on a double plea. It was argued
that ‘it is not convertibility that produces a balance of trade, but
rather the existence of a balance of trade that alone makes converti-
bility possible.”? If this statement is to mcan that a policy aiming at
the immediate restoration of general convertibility without strictest
controls and planning demands a restrictive monetary policy, i.c. a
sharp deflation, which would decrcase the standard of life far more
than any gain that might result from the ‘“frecr’” payments system,
it seems incontrovertible. If, however, it is to mean that Britain
cannot collaborate in minimizing the fall in the standard of life of
Continental Western Europe which would incidentally follow if
British imports from thosc countries were to be restricted—which it
obviously intends to convey—it proves too much. The balancing
of payments can be worked in difterent ways, and it was extremely
short-sighted to abandon a priori hope of obtaining effective U.S.
co-operation in solving this problem which indeed Britain alone
can no longer solve. The fact that Britain cut its demand for aid
by 25 per cent (as it secms, against American advice) did not
diminish European suspicions and hostility. This was to have grave
consequences.

It secms, therefore, that a case could have been made for planning
for an increase in ‘uncssential’ imports from the ‘participating’
countries and budgeting for a greater increase of British overseas
exports. The fact that British cxports need only to increasc from
the contemplated 150 per cent to 160 per cent of 1938 (as against
an initial post-war target of 175 per cent) or by 17 per cent of the
1048 volume is an additional reason: Britain was in a far better
position than most other European countries and could help to ease
the readjustment of others. On the other hand, Britain stood more
in danger as a result of a renewed change in the trend of U.S.
policy and would have been wisc to demonstrate to her utmost her
determination to contribute to its success, even though explaining
frankly the conditions which must obtain if she is in fact to be in a
position to co-operate.

1 The Economist, January 1, 1949, p. 4.
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Was the plan not running the danger of giving the impression
that the United Kingdom intended to treat the minor sterling
problem of Europe in the same mistaken way as the United States
has treated the major dollar crisis prior to 19472 This aspect of the
plan had to contribute to the rupture of European solidarity, which
should have been avoided.

The European plans follow an identical pattern. We find the same
striving for greater self-sufficiency. This shift towards autarchy
would be natural if it were on a regional basis. But while Western
European exchanges with their own dependent territories are to
increase to almost 140 per cent of 1938, the level of intra-European
trade is barely to be restored to that level.

The international specialization in manufactures is to be seriously
cut even within Western Europe, and the (insufficient) increase in
intra-European trade will be restricted mainly to raw materials
(agriculture, petroleum, timber). There is no sign of a co-ordination
in these plans. The E.C.E. prepared an interesting measure of the
attempted national (as contrasted with regional) self-sufficiency.

Continental European countries wish to earn a surplus of some
£ 50 million in their trade with the U.K. to be uscd for purchases
in the Commonwealth. The U.K. programme does not accept any
deficit in its relations with Europe. The British plans are obviously
sceptical about the feasibility of, first, increasing primary supplies
from the Commonwealth, and, secondly, increasing British exports
to the sterling area. But for the Pacific Dominions the restriction
of their markets in Europe such as the British targets imply would
be as unfavourable, as the inability of Britain to finance her purchases
from Canada by dollars earned by triangular trade with the U.S.
was for the North American Dominion. Thus a wider plan should
have been aimed at, which solves the sterling problem as a minor
aspect of the dollar ‘shortage.” An attempt to force Western Europe
to compete with the wide plains of other continents in agricultural
bulk products would certainly decrease value productivity and
should, if possible, be avoided except as a by-product of a plan for
increasing total world agricultural production.!

1 This was only one among several nconsistencies in the diverse national programmes.
For a thorough, 1f rather devastaung, review of these plans cf. the E.C.E., Report 1949,

pp. 177-201. E.g. the export programmes of textiles, machinery are not matched by the
unport programimes, etc.
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TABLE X!

THE TRADE OF THE O.E.E.C. COUNTRIES IN CONSTANT PRICES
(Thousand millions of dollars in 1948-9 prices)

Change from
Ttem 1938 | 1047 | 1948-9 | 1952-3 | 1947 to
1952-3
Imports from the outside
world .. .. .. 1300 12°§ 12+4] | 129 +0°4
Index .. .. .. 100 96 95 99
Imports of the United King-
dom, France, Benelux and
Portugal from their own
dependent overseas terri-
tories .. .. ..l 16 17 20 2°2 +0°5
Index .. .. .. 100 108 12§ 138
Imports of O.E.E.C. coun-
tries from other O.E.E.C.
countries and their depen-
dent overseas territories .. | 9-5 62 7'8 96 +3°4
Index .. . . 100 65 82 101
Total Imports .. .| 241 204 2272 247 +43
Index .. .. .. 100 &5 92 102
Exports to the outside world | 8-0 54 62 10°6 +52
Index o 100 68 78 133
Exgorts of the United King-
om, France, Benelux and
Portugal to their own de-
pendent overseas territories | 12 I3 2°0 24 +1°1
Index .. .. .. 100 10§ 165 194
Exports of O.EE.C. coun-
tries to other O.E.E.C.
countries and their depen-
dent overseas territories .. | 9°3 62 77 99 +37
Index .. .. .. 100 67 83 107
Total Exports .. .| 185 129 15°9 22°9 +100
Index .. .. . 100 70 8o 124

1E.C.E., Report 1949, p. 185, Table 102. For sources cf. that Report.
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TABLE XIV
CHANGES IN THE LEVEL OF TRADE IN RELATION TO PRODUCTION IN
0.E.E.C. COUNTRIES
(Index numbers—1938=100)
Germany: ,
Item France Western Kanted Total b
Z ingdom
ones
1047 1952-3{1947 1952-3(1947 1952-3|1947 1952-3
Indices of Production and Trade
Industrial and agricul-
tural production 90 140! 43 108 [ 109 141 | 85 129
Trade with the outside
world: ¢
Imports 139 107 | 43 114 | 81 78 | 96 99
Exports 65 145 3 128 | 101 146 | 68 133
Trade with member
countries: d
Imports 72 110 | I9 81| s3 78 | 65 101
Exports 74 118 | 24 78 | o8 110 | 67 107
Ratio of Trade Indices to Production Indices
Trade with the outside
world ¢ in relation
to production:
Imports 154 76 | 100 106 | 74 55 | 113 77
Exports 72 104 7 119 | 93 104 | 80 103
Trade with member
countries d in rela-
tion to production:
Imports 80 79| 4 75| 49 ss| 76 78
Exports 82 84 | s6 72 | 90 78 | 79 83

b Including other member countries not specified.

¢ Excluding trade with the dependent overseas territories. .

dIncluding trade with the dependent overseas territories. The exports and imports of
those O.E.E.C. countries which possess dependent overseas territorics to and from their own
dependencies are, however, excluded.

1E.C.E., Report 1949, p. 188, Table 105. For sources cf. that Report.
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The cardinal question of a Western European plan in this respect,
too, is the capacity of its members to implement their undertakings.
It is unfortunate that O.E.E.C. has not devoted more space to the
positive aspect of its duties: the proposal of policies instead of
acquiescing in rather vague if outspoken criticism.

Similar considerations apply to the relations of Western to
Eastern Europe. If we could assume that peace will be assured, and
that a strengthening of Eastern Europe will not be militarily dis-
advantageous, the dependence of Europe as a whole on overscas
supplies could be considerably reduced.! The possibilities of in-
creasing primary production are great even if we accept the fact
that the industrialization of those countries will be speeded up. The
national plans and the O.E.E.C. Report both give the impression of
an unresolved dilemma: on the one hand they envisage a volume of
trade which, on the worst hypothesis, would be distinctly dangerous.
On the other hand they are not prepared to go as far as was, e.g.,
envisaged in the first Report of E.C.E., and thus reduce the problem
of the extra-European unfavourable balance to really manageable
proportions.

Considerable success was achieved in increasing intra-European
trade. The clearing agreements negotiated and the scheme of grants
based on Marshall Aid have broken the complcte deadlock, but were
too rigid to encourage a rational development? In 1946 trade
between participating countries was only so per cent of pre-war.
By the fourth quarter of 1948 it had recovered to 9o per cent. The
gold-clauses ofc‘1 the payments agrcements, however, continued to
exert a restrictive pressure on trade as most members (and especially
Belgium and Switzerland) preferred to receive gold or dollars to
goods obtainable even in the sterling area. Only if quantitative
reciprocal agreements could be negotiated could this effect be
obviated so long as the serious difference in the monetary tension
prevailing between the different countries does not permit the con-
clusion of agreements which provide for the reciprocal holding of

! Though the extent of substituting Eastern for Western supplies, without first undertaking
or facilitating Eastern European investment, should not be exaggerated. Total trade between
Eastern European countries including the U.S.S.R., the development of which was pursued
with determination, was only $1,104 million in 1948; the exports of Eastern to Western

Europe in 1938 were $1,152 million, and in 1948 $1,275 million. The overseas imports of

the O.E.E.C. countries amounted to $13,900 million in 1948, of which $4,600 million from
the U.S.

1 Cf. above and my article ‘Intra-European Clearing,” Bulletin, September 1948,
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currencies without limit, agreements which would, therefore, have
an expansionist and not a restrictive bias.! The ‘grant’ scheme, on
the other hand, was not based on the relative real needs of countries
on the basis of a co-ordinated plan. It was based on their current
balance of payments which is a function not merely of their relative
poverty but also of their monetary and financial policy. It certainly
did not give any incentive to the restoration of solvency by their
own exertions. No scheme would contribute to recovery, however,
in which competition for scarce dollars is enforced by general
deflation and unemployment? The dilemma can be resolved by
grants followed up by a co-ordination of national plans.

So far as the balance with the outside world, and more especially
the U.S. is concerned, the O.E.E.C. Report had a salutary disillusion-
ing effect. The imperfect organization of Europcan co-operative
planning rendered its task exceedingly difficult: ‘the examination of
the national plans has been confined to 1949-52,” thus ‘little allow-
ance could be made for the possibility of developing trade by
systematic co-operation between Europe and other major economic
regions; it may be desirable to stimulate production outside the
participating countrics.” It is noteworthy that up to so per cent of
exports are to consist of metals, equipment and other engineering
and related products. The demand for these products is notoriously
unstable. Hence without extra-Europecan planning the European
programmes are necessarily subject to qualifications which the
O.E.E.C. duly records. But more important and urgent than the
qualification of the report would have been an authoritative analysis
(surely possible without even first waiting for the details of the
national plans). of how stable markets for Europe are to be secured.

The O.E.E.C. doubts whether the export programme, providing
an increase in exports from $6-2 billion to $10°6 billion between
1948-9 and 1952-3, is possible without an increase in the share of
Europe in total exports, and implies that in South America this could
only be done at the expense of the U.S. If this were indeed true, the

! The Belgian case shows, however, that a balance without controlled adjustment might
have to be obtamned at the cost of very heavy unemployment. )

# A measure of the folly of the deflationary policy can be found in the inability of many
countries to accept free gifts due to internal monctary stringency. Owing to the intricacy of
the accounting of Marshall Aid it was not known at the time of writing how much of the
U.S. appropriation was not utilized. Only $677-2 million of the total drawing rights of
$832:4 million (dollar cquivalents) were utilized in intra-European payments. Germany
used relatively the smallest proportion of the aid granted.

D
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doubts cast on the feasibility of the plans would be more than
justified. But is this necessarily so? If the volume of equipment
contemplated even in the reduced estimates of O.E.E.C. can be sold,
that implies so vigorous an expansion of the world economy as a
whole, that that particular consideration would hardly arise. Even
total exports of $8,500 million (as against $6,200 million in 1948-9
and §$5,400 million in 1947) are impossible if the expansion is to
take place through an international free-for-all fight (mainly by
private firms) for normally expanding markets (not to say if a
depression supervened). The contemplated $10,600 million are
certainly beyond any reasonable expectation, though not beyond
physical capacity. It represents only 20 per cent of the planned
increase in European output and is only one-third above the actual
level reached in 1948. But this does not mean that the very con-
servative British ‘target’ for 1952 of an export volume almost
unchanged as compared with the end of 1948, is ‘sounder.” If
overseas development and co-operation cannot be organized even
that figure is too optimistic. At the stage reached at the end of 1948
the O.E.E.C. would have performed the best scrvice if it had given
a factual analysis of the measures needed to enable the restoration
of an expansive, multilateral world economy in which Europe can
play its part.

Unfortunately there was at no point either strong British leader-
ship or a clear realization by most other European governments of
the issues involved. The latter hoped to regain solvency by an
international scramble in which the countries pursuing the most
reactionary social policy and having most unemployment would be
bound to ‘win.” The national plans show that even on the basis of
unduly optimistic assumptions a substantial dollar deficit of $1-3
billion must be expected. If the view of O.E.E.C. is to be believed,
imports would have to be restricted to 75 per cent of the volume
anticipated in the national programmes or a deficit of $3 billion
faced. A ‘radical’ change in European domestic policy would, in the
view of O.E.E.C., increase exports by some $1-1-5 billion to $9-s5—
10 billion. But even this achievement would necessitate serious cuts
in imports. Nor has O.E.E.C. stated what the repercussions of such
policy would be on business activity and production both within
and outside Europe. Clearly a ‘radical’ change in policy would
involve large-scale unemployment. It is impossible to agitate for
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‘disinflation’ and then greet with astonishment the advent of the
buyers’ market and comment on the difficulty of exporting, which
is the direct consequence of the policy advocated.

This brings us to the chapter on the use of resources in Western
Europe. The ratio of gross investment to total national output as
projected, varies between 12 per cent of the national income and
23 per cent in the Bizone of Germany. In most cases it is 19-20 per
cent.

As could be expected, the rate of investment is, except for Bizonia,
more or less proportionate to the level of national income per head.
Given the incquality in the distribution of available income, this
rate of investment, however, represents in most countries a heavy
burden on the poorer classes (with a parallel gross excess in luxury
consumption) and will lead to continuous unscttlement. The
O.E.E.C. Report recognizes that inflation will threaten throughout
the period if anything like this programme is attempted, despite the
continuation of a substantial U.S. aid which will hardly fall short of
s per cent of total European production; but the Report does not
discuss the measures by which the necessary ‘voluntary or compul-
sory savings’ are to be secured. Nor is there any reasoned statement
on the relationship between the level of aid approved and the
investment programme. Thus it is impossible to judge how, and
how correctly, the total plans were drawn up. Despite growing
unemployment at the end of 1948, the O.E.E.C. did not fecl
impelled to call attention to the deflationary threat to these plans.
Yet it was this aspect of the problem which began to assume the
gravest importance at the beginning of 1949.

The lesson of the bitter inter-war years seems to have been
completely forgotten. The European governments have clearly
arrived at a dead end.



CHAPTER 3

THE PROBLEM OF ‘CLOSER’ UNION IN
WESTERN EUROPE

THE difficulties in the way of claborating a comprehensive
European Recovery Programme and national plans or policies
have proved to be formidable. This was only to be expected, asit was
impossible to devise a European programme without having first
elaborated national plans and the national plans had to be devised
without real knowledge of the intentions of the other members.
The negative character of the first O.E.E.C. Report need not there-
fore be taken too tragically. It should have performed a very
necessary function of dispelling certain dangerous illusions about
the quantitative aspect of our problem. Unfortunately it had
exactly the opposite effect. And the fact that nothing tangible
emerged in the fateful seven months since its appearance, a period
in which the deflationary crisis has made some headway, shows that
further disappointments must be expected if a radical new departure
cannot be secured with full American consent and collaboration.

The negative and sceptical character of the activities of O.E.E.C.
has strengthened those voices in Europe and the U.S. which demand
(not seldom as a cloak for selfish and anti-social policies) something
‘spectacular’ and ‘apt to capture American imagination.” On the
other hand, developments in the United States, in combination with
the ‘disillusionment’ of hopes encouraged at the passing of the aid
mcasure, have once more brought to the fore thosc forces and idcas
which were responsible for the misguided and bankrupt inter-
national agrecements concluded at the end of the war. The discussion
of these tendencies is necessary before a more constructive solution
can be outlined.

THE EUROPEAN MOVEMENT

Few dominant political ideas have undergone such startling
changes in substance and in the composition of their protagonists
as the movement for a closer Western European Union.

52
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A closer Western Union (after the magnificent but abortive
gesture of Mr. Churchill at the end of the battle of France of 1940,
which had little if any detailed political or economic programme
behind it, and should only be regarded as an extreme sign of deter-
mination to resist the Nazis) was envisaged at first, in the latter part
of the war, by a small minority on the Left who were disturbed by
the emergence of two supernational Mammoth Powers of extreme
antagonism. It was clear that Europe would finally lose its hegemony
of world power. The traditional basis of British policy, maintaining
naval supremacy and preventing the domination of Europe by any
one Power would consequently also be destroyed. It was equally
clear that a loose association of independent sovereign states could
not guarantee peace as the potential intcrnational political differences
between the victorious powers were far too acute for them to be
prepared to trust ‘majority votes’ to judge impartially in possible
disputes. No absolute code of behaviour can be elaborated to deal
with political issues between parties whose basic convictions are
fundamentally dissimilar. The protagonists of Western Unity in
those days hoped, therefore, that a Western European Union might
emerge under British leadership, strong enough to mediate authori-
tatively between the two extremes. As Europe would be primarily
—and almost exclusively—interested in avoiding armed conflict
which would finally ruin her whatever the outcome, it could
rcasonably be hoped that this réle of mediator would be accepted as
springing from genuinely non-aggressive motives. It seemed at that
time likely, moreover, that Britain and Western Europe would
adopt an economic and social system different both from the
American economic and Russian political ‘way of life” The
strengthening of the economic basis of Western Europe was there-
fore essential if the attempt at a compromise solution embodying
both political and economic democracy was to succeed.

The hostility of the Soviet Union at the closing stages of the war
against the proposal of a Western Union was immediate. Com-
munists wrongly conceived it as a camouflage for preparations of a
renewed attack. Their wrath was concentrated on Britain, and they
hoped to come to some direct agreement with the U.S. This
hostility, whatever its reasons,! had catastrophic consequences. The

1 Cf. Professor Blackett’s analysis of the aims pursued and methods selected in using the
atom bomb just prior to the collapse of Japan. The ‘Political and Military Consequences of
Atomic Energy.” No convincing answer has yet been made.
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period in which the Left was potentially dominant in Continental
Europe was exhausted by the stultifying resistance of the local Com-
munists against closer co-operation with Britain. The Soviet
animosity, on the other hand, weakened all those in Britain who
demanded a break with Mr. Churchill’s policy of backing every
bankrupt reactionary regime. They were not only morally shocked
at the ramshackle collection of new ‘allies’ which the Labour Govern-
ment was acquiring, but were also convinced that successful resis-
tance against revolution could not be based on a return to the
corruption and injustice of the pre-war regimes in a growing number
of countries. The effectiveness of their protests declined, though
their fears were fully justified by events. In one country after another
Social Democracy succumbed: once the choice between extremes
was posed, the centre found little support cither internally, or from
Britain. The continuity of Mr. Churchill’s policies was made
possible, and in certain instances even inevitable by this vicious
circle. Compromised figures of the pre-war days and of collabora-
tion with the Nazis revived.

Nor was a progressive Western European Union opposed by
Russia and the Communists only, though, in the event, it was that
opposition which sealed its doom. It incurred also the concentrated
wrath of the United States and all ‘internationalists’ who, undeterred
by the ghastly failure of the Leaguc, were still searching for ‘absolute’
principles (which, like ‘non-aggression’ or ‘non-discrimination,”
have a knack of turning out to be disguises for the defence of far
from ‘moral’ vested interests). The United Statcs, freshly established
as the paramount power in the world, was in no mood to accept
modifications of her traditional policy of ‘equal access’ to markets
(however unequally huge her competitive strength had become).
Nor was she prepared to sce a spread of ‘Schachtian’ State-interven-
tion and Government trading at the very moment of the collapse
of the Nazi regime. It was useless to argue that the acceptance of
the ‘rules of the game,” imposed by the United States at Bretton
Woods and subsequent conferences, did not mean that there would
be no ‘blocs’ but only ‘one world’; that it meant that two huge and
opposing blocs would arise and that the non-Soviet bloc would
come under the complete domination of the United States. Nor
did the argument make any appreciable impression that the rules of
the game would leave the non-American countries in a position of



The Problem of ‘Closer’ Union in Western Europe sS

hopeless struggle, unable to catch up with her economic develop-
ment and forced into periodic crises by her overwhelming economic
power. ‘Internationalism’ thus turns out to be the negation of
the socially positive state. Without similarity in political outlook,
economic endeavour and social desire, it necessarily deteriorates into
a fecble agreement with the highest common platitude of the most
reactionary Great Power.

Ironically enough it was Soviet policy which transformed the idea
of Western Union as an association of progressive European
communities pledged to full employment, social justice, and a
planned reconstruction and reorganization of their economic
systems to attain higher levels of productivity and standards of life,
into a politico-military coalition against Communism, having no
common approach to domestic social problems.

The so-called United Europe Movement was not launched as a
struggle for economic rchabilitation in Europe. It was conceived
as a political gesture of defiance to Russia, gestures for which—at
his ‘fimest hour’—Mr. Churchill has become so famous. It inciden-
tally captured the imagination of the masses of Europeans hoping
to find a way out of the certain decline of their status in the world.
They had been twice ravaged by wars in one generation. They
longed for peace and felt that peace could best be sccured by unity.
They did not—and could not—weigh carefully the implications of
the proposal on their everyday life. The cconomic aspects of this
Defensive Union were elaborated subsequently, and bear the im-
print of an awkward afterthought. They do not even envisage
clearly the implications of the expectation of a Russian attack, which
initially gave rise to the agitation.

If the policy of the U.S.S.R. were similar to that of Nazi Ger-
many, if, therefore, it consisted of active war preparation with the
intent of overrunning or overawing countries by violence, or the
threat of violence, from the outside, the logical economic policy of a
defensive union on its borders must necessarily be based on strategic
estimates. ‘Defence is greater than opulence’: no matter what the
cconomic attractions of a balanced reconstruction might be, they
will have to be rejected in favour of military considerations. Thus
an estimate would have to be made of the probable depth to which
the prospective enemy attack could penetrate. In this glacis there
would be no sense in erecting expensive capital installations, for they
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would have to be destroyed if they are not to benefit the enemy.
Given the discrepancy between the land-power of the Soviet Orbit
and Western Europe, it would be rash to assume that any territory
north of the Pyrenccs or east of Dover could be defended. Indeed,
in the hottest and most hysterical period of the ‘cold’ war, American
commentators adopted exactly this point of view. They therefore
argued that any help extended to Western Europe and even to
Britain was a waste of resources better employed in building up
arsenals and defence systems in North Amcrica.

This attitude cannot consciously be adopted by Europeans, as it
would condemn them to perdition. But it explains the continued
loss of capital through illegal manipulations which has been esti-
mated at $200 million in the case of the Western Zones of Germany,
and must reach a multiple of that sum in the case of the administra-
tively weak Latin countries of the West. If we remember that this
represents up to 10 per cent of total net investment, we might begin
to grasp the dangers of the spread of such views. It is regrettable
that a considcrable body of opinion maintains and diffuses it, in the
—perhaps subconscious but certainly mistaken—hope, that it will
induce the U.S. to further military and economic help. The fact
that if the United States adopted it, the logic of this view would
certainly not have bencficial results for Europe, scems psycho-
logically repressed.

From this major inner inconsistency of the beginnings and of the
rise of the demand for political union in Europe follows its cconomic
and social stultification. If one is only united in storming defiance
and thundering challenge to an outer ‘foe,” it is unlikely that har-
monious collaboration can ensue in details, except within a com-
munity bound together by strong ties of tradition, when danger is
imminent. Even then, as Mr. Churchill should remember, con-
cessions to the dissatisfied must be made to procure union. More-
over, heroic postures are rather fatigning—especially in peace—if
not buttressed by concrete material results. Unfortunately none of
the more or less vociferous adherents of a closer Western Union have
considered in detail the material consequences of their proposals.

The plain fact is that even the five Brussels Powers, not to speak
of the O.E.E.C. countries, have exceedingly varied economic and
social systems at very different stages of their development. This is
clearly brought out by a comparison of their national income and
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the division of their working population between agriculture and
manufacture:

TABLE XV!
COMMODITY OUTPUT PER HEAD

(Dollars of 1938 purchasing power)

Country 1938 1947 1948
United States .. .. .. .. 22§ 323 331
United Kingdom .. . .. 182 181 200
Total Europe, excluding Germany .. 97 94 104
Total Europe, including Germany .. 113 90 101
Ireland .. . .. .. .. 11§ 115 131
Sweden. . .. .. .. .. 203 236 237
Denmark .. .. .. .. 167 156 179
Norway .. .. .. .. 133 141 148
Netherlands .. .. .. .. 132 108 124
Belgium-Luxemburg. . .. .. 147 143 154
France .. .. .. .. .. 136 124 139
Switzerland .. .. .. .. 185 234 233
Italy .. .. .. .. .. 71 55 58
Austria . 101 53 73

1 E.C.E,, Report 1949, p. 21, Table 16.

It is seen that the diffcrence between the output per head even
before the war was proportionally greater between Italy and Great
Britain than between the latter and the United States. Even if we
leave out Turkey and Greece! it is difficult to conceive how imme-
diatc unification between such vastly different areas is to be brought
about without grave social and economic disturbance. A vast effort
over a generation at least, and imaginative planning as well as a
will to sacrifice would be needed. What is even more disconcerting
is that even on the basis of Marshall Aid they seem in no position to
raise their investment in fixed capital to levels which would indicate
a gradual alignment of their standard of life (Table XVI).

Not only do these countries differ considerably in the level of
their economic development, but they are, unfortunately, con-
fronted with similar problems; they are, apart from certain
potentially important exceptions, competitive rather than comple-

1 The inclusion of which into the O.E.E.C. was dictated entirely by politico-military
reasons. This was in any case a mistake, as their problems proved to be entirely different
from, and complicated the solution of those of, the rest, and might have been dealt with

cither by a separate military aid scheme or in conjunction with a scheme for the Middle East
which is overdue on any count.
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mentary in character. And economic development in the past fifty
years has rendered thein more rather than less competitive. Nor,

TABLE XVI!
NET INVESTMENT IN FIXED CAPITAL PER HEAD OF POPULATION
(Dollars in 1938 prices)
1938 1946 1947 1048

Norway .. .. 38 40 59 55
Sweden .. .. .32 41 52 42
Denmark .. ..o27 25 31 32
UK. .. .. .. 31 1 33 36
Netherlands .. .. 34 13 25 27
France .. .. .5 12 16 16
Belgium. . .. o= 12 16 —
Italy .. . .12 10 9 10

1E.C.E,, Report 1949, p. 48, Table 35.

as we have seen, will this trend be altered by the proposals put
forward by the member governments to O.E.E.C. if they remain
unchanged. Yet it is acknowledged that onc of the important causes
of the rclative backwardness of Europcan productivity is the
growing national autarchy, the effort to produce everything, how-
ever incfliciently, within the national borders. A stop must surely be
put to this drift towards collective economic debility which renders
Europe incapable of competing in third markets with the United
States at equal terms, i.e. without cutting the standard of life, and
thus reintegrating herself in a world economy. There is much to be
said for the impatience with the fiddling attempt hitherto made and
for the yearning for a ‘full solution.”

Customs UNIONS

The most widely canvassed of the schemes for a closer economic
integration of Europe, which is to bring salvation, is that of the
formation of a Customs Union. It has already led to the conclusion
of a pact between the Belgo-Luxemburg customs area and Holland,
which is to come into being in 1950, and another somewhat more
tentative agreefnent between Italy and France.

These proposals ignore that trade between countries is no longer

1 Even the International Socialist Conference of Vienna in 1948 favoured such union.
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automatically regulated by prices, and that the price-level is no
longer automatically determined by the flow of gold from one
country to another. So long as the world believed that :n economic
matters Government intervention merely frustrated itself, customs
unions could indubitably bring about ‘unification.” Tariffs were the
only barrier between the competing firms in different countries.!
Should one of the countries experience a boom which would carry
incomes relatively above those in other countrics, its purchases
abroad would increase, its sales possibly diminish because of the
increase in incomes, imports would rise above exports, and the
demand for foreign currencies would rise. As its currency, as
well as other countries’, was firmly linked to gold, it would
become profitable to ship gold to make those excess payments.
This would force the autonomous Central Bank of the gold-
losing country to restrict credit, the boom would cease, incomes
would fall away again, and ‘balance’ would be re-established
at the cost of losses and unemployment. True enough, even in
the nineteenth century powerful countries, especially Britain,
would exert an unusual influence. Its booms and slumps would
be propagated in the whole world economic system,? and the
smaller countries in the peripheries would be put at some dis-
advantage by this instability. But the United Kingdom was a
relatively small part of the world economy specialized on industry,
and its international transactions played a rather large, if not
determinant, réle in influencing her own internal cconomic con-
ditions.* No tariff barrier kept imports of any kind of goods
out of her markets. Moreover, Britain was not merely the largest
market for the products of other countries, but also the main
source of capital for development. Her imports, unlike those of
the U.S., increased sharply with increasing national income.
Complementary trade between lender and borrower was estab-
lished, instead, as after the 1920s, a growing competitivencss. The
resilience of the system was buttressed by the increase in population
and by migration. Thus the resultant pattern of economic evolution
was not intolerable even to the weaker nations. In any case only

! Their consequence on the weaker economy might be devastating even in that case, of
course. Only the mechanics are discussed here.

® Cf. Triffin, ‘National Central Banking and the International Economy,’ Review of

Economic Studies, 1946~7, No. 36, p. 53.
3 Cf. “The U.S. and the World Economy,’ op. cit., and above table p. 6, n. 2.
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‘Utopians’ and ‘extremists’ believed that successful intervention m
the ebb and flow of economic activity was possible. If some
countries on the periphery at times slipped from grace and defaulted
on their obligations, or let their currency slip, it could only be
regarded as a regrettable incident. As the ruling class even in these
countries depended on British and European loans and connections,
such defaults did not constitute systematic transgression.

After the First War the ideology of this blissful state persisted. Its
basis had already been undermined by the loss of economic hege-
mony by Britain. It was smashed by the Great Depression and
finally buried by the Second War. Foreign trade is now subject to
direct quantitative regulations which completely overshadow the
effects of tariffs. Thesc are an essential counterpart of the State
control of domestic economic activities to secure stability. In the
case of European countries devastated or weakened by the war they
fulfil a further twofold function: they prevent a flight of capital in
face of an uncertain future, a flight which would endanger the value
of the national currency and thus the basis for orderly reconstruction.
And they conserve the scanty foreign exchange holdings for
essential imports. As European productive capacity is both weak-
ened and unbalanced; as it has been cut off from its overseas markets
and finds it difficult to secure outlets quickly in the face of very
great sales resistance (imperfections), it would be intolerable if such
foreign exchange as becomes available were wasted on non-essential
imports.

It might be argued that the same purpose could be achieved by
mcasures which do not interfere with the ‘normal” working of the
price-mechanism by changing the distribution of wealth and
income. But such measures would have to be very drastic. A
wholesale expropriation, or at least complete freezing, of capital
assets, which could be sold to indulge in wasteful expenditure, and
heroic direct taxation of incomes, would have to be employed.!
Nor is it certain that if these methods were employed, the private
enterprise system could at all function, as it is based on net profit-
expectations, i.c. profits after taxes. The perfectionist argument in
effect boils down to the proposition that if a Utopian working of
the economic system could not be safeguarded, harshest social
injustice should be permitted. There is not the slightest chance of

1 Cf. Chapter 5.
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drastic action to abolish inequality even in Britain, far less on the
Continent. Under these conditions, quantitative regulations, rough
and rcady though they must be, serve to maintain a tolerable
equality in the use of scarce resources and prevent at least the most
outrageous inequalities in those countries in which the majority of
the population is in favour of this policy.

We have, moreover, come to understand that the readjustment
of the balances of payments of countries, like their economic
activity, is not subject to predetermination by a higher will. They
can be influenced and their instability mitigated by conscious action.
We have already seen, when discussing the implications of Bretton
Woods,! that it is not true, as it is usually assumed, that, given eco-
nomic resources, there is a set, of prices and incomes determined by
‘free’ markets which will give everyone his ‘due.” After the destruc-
tion of the mediaeval concept of a justum pretium,” of a fair price,
decided by some theological or ethical principle, economists tried
to prove that the ‘“free price mechanism’ will procure something
equally acceptable and harmonious, an ‘optimum.’

But prices are increasingly subject to monopoly control. Demand
is decisively influenced by the social structure of society, and the
carc it extends to its weaker members. The new ‘balance and
harmony’ could only be left to be established by the market if the
distribution of wealth and income were ethically unimpeachable.
They are not.? And there are vast differences in the degree to which
they differ from what socicty would regard as satisfactory. Socicties
differ in their estimate of what should be considered satisfactory;
and in each society the concept changes in the passing of time.

Last but not least, it is not true that ‘competition’ between societies
will always determine the ‘natural’ advantages which these societies
possess in producing goods and services. It would be true only if,
over and above certain complicated conditions which cannot be
discussed here,® full employment were always maintained. By
causing unemployment a country can always depress its prices by
cutting wages and lowering the standard of life of its masses. And,
provided the crisis did not lead to a widespread collapse, certain

1 Cf. above, Chapter 1.

% Or even the least evil. On the implication of high taxes on the working of an unplanned
system cf. below. The result brought about by an uncontrolled price system would be the
best possible only if the consumption of essentials could not be modified by direct intervention
(e.g. rationing) without the same unfavourable consequences.

3Cf. Appendix: ‘The Concept of a Dollar Shortage.’
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people might not even think the price of this restoration of ‘disci-
pline’ and ‘incentive’ too high. Full employment raiscs awkward
problems between the members of different classes. For those who
(not unlike the Nazis) confound ‘freedom’ with ‘power to dominate’
full employment has few advantages. We have even in this country
been subjected to a wearisome campaign against ‘inflation’ which
was nothing but the obverse of ‘full employment.” In many
European countries there is mounting and desperate unemployment.
But unemployment, by keeping wages low, enables manufacturers
to compete abroad at advantage. Morcover, sales of other countries
to the “depressed’ country diminish. If there were no quantitative
restrictions which can be applied against a country pursuing an
anti-social and unneighbourly policy, the rest of the trading world
would lose reserves to it and would, under certain circumstances,!
have to follow it in creating unemployment and cutting demand.
Thus even the abolition of quantitative regulations can be safcly
attempted only between countries which keep fairly well in step in
domestic economic and social policy. Tariff agrecments are for
longish periods and do not possess cither the flexibility or the
swiftness in action which is nceded by war-weakened countries
which do not possess ample reserves. If they are dismantled before
time the consequence will be to give an undue premium to the most
unsocial policy, if not to enforce this policy on all. It is wrong,
thercfore, to assume (as it is increasingly done in the United States,
often with the highest motives) that quantitative controls are an
especially obnoxious form of protectionism to home producers, of
economic nationalism. These producers have to conform to the
gencral social policy of the ‘protectionist’ country. In addition, in
many cases price-regulation or taxes (e.g. purchase tax) prevents
the home producer from making use of the undoubted ‘protection-
ist’ effect of the exclusion of his foreign competitor. This is particu-
larly true in cases in which the restrictions are applied to prevent
the squandering of scarce resources on unessential uses. Thus
quantitative controls, far from being a noxious new form of the
old-fashioned protectionism, are essential elements in a system of
balanced planning in a single country or group of countries, faced
with an unstable world economy. The argument that devaluation

1i.e. if the export surplus corresponding to the gain of gold would not create an expansion
before the reserves of the deficit country are exhausted.
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—which is similar to a uniform tariff on imports combined with a
uniform subsidy on exports—would perform the same function as
direct regulation without, because it is uniform, ‘distorting’ the
productive structure, and the pattern of trade, is based on the
self-same fallacy which asserts that internal ‘optimum’ is attained by
the ‘free’ working of the price-mechanism. Only if the ‘inter-
national’ distribution of resources were the ‘best’ possible and
unalterable by policy; if prices and wages really expressed real costs;
and, finally, if these costs did not show a decreasing tendency as
production expanded, could this argument be accepted.

The reasons against a full customs union between countries at
different stages of their social and cconomic development are even
stronger. A violent clash would occur. In the industrics which use
much labour the poorer (low-wage) areas would win, especially in
those fields in which—for historical reasons—an unemployed excess
capital equipment exists. In other fields, where capital equipment
confers a decisive advantage, the poor country would be over-
whelmed. In an Anglo-U.S. customs union not much would
remain of the British automobile industry, to quote an example.
On the other hand, Italian agriculture and perhaps even textile
industry would pose awkward problems to Britain. The relation-
ship between labour and capital would suddenly alter. It is difficult
to imagine that in the longer run there would be no shift of capital
to the poorer area. But the richer, and in the casc of a European
Union especially Britain, would see a decomposition of their
accustomed social structure. The grave position in the textile areas
of New England which have to face the Southern competition
based on cheap labour is a warning cxample: the migration from
the areas ruined to other localities, in which industry is developing
which can maintain the workers at their carlier standard of life,
would not be easy when it comes to communities very different in
language and customs, and presupposes far-reaching planning if it
is not to disrupt the national members of the Union.! If migration
were permitted all round, the poorer areas would disgorge that
surplus of their population which cannot earn at home wages
attainable in the formerly richer countries.

It might be said that such equalization of the national incomes of

1The Anglo-Scottish Union had exceedingly scrious cconomic consequences on_the
latter, only later offset by the consequences of the phenomenal success of Scots in England
and skilful investment the world over.
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the constituent units would be in accordance with the best principles
of economic policy. After all readjustments have been accomplished,
the region, as a whole, would achieve a higher average productivity.
It might then be able to compete with the United States on cqual
terms. It would not be logical, and might be described as hypo-
critical, to plead for a more even international distribution of
income between European countries as a whole and the United
States, and ask the latter for considerable sacrifice, and oppose a
similar policy in Europe itself. No one supposes, however, that the
United States would consider abolishing her tariffs. Intra-European
equalization of income must also be accomplished without
devastating shocks. Western Europe as a whole has been consider-
ably impoverished as a result of the war. It suffers from grave lack
of capital equipment. On the other hand, its political balance is
extremely unstable. Hence any policy, however ultimately bene-
ficial} which would throw out of work capital cquipment and
result in prolonged uncemployment in the richer areas, which can
most easily contribute to the re-equipment of the Continent as a
whole, must even cconomically be deplored. Politically it would
distupt the Union before any of its beneficial effects could make
themselves felt.

Morcover, a Customs Union would demand a complete re-
shaping of the whole financial and budgetary system of its members.
It amounts to a complete unification of tariffs: a common quasi-
political organ (Customs Parliament or a Council) would have to
be entrusted with its management. Even if the representatives of
the members were not directly clected (thus avoiding the possibility
of differences between the government of a member country and
its representatives in the common body), political decisions of the
first importance would have to be delegated to the common body.
Nor would it be easily possible to separate the whole system of
domestic indirect taxation from tariff policy, as indirect taxes
(especially in more primitive countries where tariffs serve not
primarily for their protective cffects but as an easy way to collect
revenue) represent a similar impost on home-produced goods.
Thus an important aspect of social policy will be removed from the
competence of the member states. It will be difficult, if not im-

1 Whether or not it will be beneficial at all depends to a considerable extent on the way
it is attempted.
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possible, therefore, to keep general fiscal policy out of the hands of
the Union. Nor can tariff policy be separated from general social
policy: it will partly depend on the tariffs what will be produced
within the Union, and once a tariff union has been concluded, and
quantitative regulation within the area abandoned, it would be
impossible to institute new social reforms in any one of the member
countries as this would have similar repercussions on economic
activity of that country as the differences in economic and social
structure in the period after the Union. Any country which through
progressive policies ‘gets out of step’ would be confronted with
grave economic problems.!—2

Equally ingenuous are those proposals which envisage the
salvation of Western Europe through some monetary union. First
of all they attributc far too much importance to the denomination
of monetary units. For example, all countries on the Gold Standard
are in a monetary union. It does not matter what the currency unit
is called, so long as it is interchangeable at will and at fixed rates with
other currencies, it can be regarded as the same currency. Transport
costs will always cause some small diffcrences in exchange rates
between distant localities. It does not matter whether they are
expressed in terms of the price of the ‘foreign currency’ or in terms
of collection costs in the 1dentical currency. Secondly, they forget
that the maintenance of unrestricted payments between different
countries will force all of them to follow the policy of the country

1 The awkward problems which would arise for the British Commonwealth from a
Customs Union in Europe have received full attention and do not have to be discussed in
detail in this context. It would be impossible to sccure the adherence of the Dominions to
such a Customs Union as they were not even willing to give up protection against British
industry. On the other hand, it would be detrimental to the existence of the Commonwealth
to charge duties on their products and permit European goods to enter frec of duty. Clearly
a double preferential system is needed and/or direct control of imports.

2The two alternatives provided by the Havana Charter of LT.O. would be a
‘substantially’ ‘free trade arca’ under para. 44 or ‘preferential agreement for economic
devclopment and reconstruction’ under para. 15 suffer from these drawbacks. In both cases
the trade betwcen the countries concluding the agreement must be free (at least any duties
charged low) though the members to the agreement retain the right of charging different
rates of dutics on 1mports from non-members. It has been suggested that Britain_might
escape the difficulty by charging ‘offsctting’ duties on imports which originate outside the
‘free trade area’ and thus permut a preferential rate for the Commonwealth at least in the
case of these ‘outside’ imports. But this device does not eliminate the objection that Dominion
producers would be discrimuinated against 1n favour of Europeans and that home producers
could no longer be protected against European competition, even when this competition 1s
unfairly advantaged by anti-social policies. Yet it would still run up against the principle of
non-~discrimination’ cherished by the U.S. And, as weshall argue below (pp. 174-192), it would
contribute httle to the solution of the problem of the relative competitive power of Europe

E
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which is least progressive and most restrictive. Progressive policies
tend to ‘increase costs’ and ‘inflate demand’: the poor save less and
consume more than the rich. The same thing is true of bold invest-
ment policies: they increase demand. Unless the ‘creditor’ country
is willing to lend, the ‘debtor’ country must fall in with its policy.
A cumulative downward spiral might result, spreading unemploy-
ment and distress, without benefiting anybody.

If the protagonists of a currency union mean the establishment of
a common Central Bank, however, the objection against the
proposal would be even stronger. It would not be possible to
establish such a Central Bank without giving it far-reaching auto-
nomy, unless the members of the monetary union are fully federated.
But this would lead us straight back to the position which obtained
prior to 1929, or rather 1914. The bankers would pursue a ‘sound’
policy of maintaining the stability of the currency in terms of
foreign currencies irrespective of the internal consequences of such
a policy. Any other task would prove intolerably complicated, and
there would be no common political organ which could impose its
will on the monetary authority. Without energetic control, how-
ever (and often despite it), Central Banks are not apt to pursue
social policies. Nor should this be expected of them. They are the
guardians of the currency, and could not properly fulfil any other
task. In many countrics, however, budgets are still unbalanced.
Unless the Bank permitted them to go bankrupt, which is hardly
conceivable, it would have to come to their aid. There is no reason
to belicve that the establishment of a currency union would alter in
this situation, which has deep-seated social reasons. This would
mean that a premium is given to the governments least able to put
their house in order.! Either all countries would try to snatch such
advantage as they could, and thus endanger the common currency,
or the more prudent ones would have to carry the others. No union
could stand up against the strain and stress which this entails. In
the coming period, critical for Europe, moreover, payments outside
the union could not be permitted frecly, if for no other reason?
because, as we have already mentioned, we live in a military glacis.
The capital flight which would ensue if complete freedom were

1 A similar problem to that encountered 1n allocating Marshall Aid.

* And there are many other reasons: the desire to cvade taxation, the dislike of (progressive)
governments would all add to the flight of capital. Nor can Western Europe give up
exchange control if it 1s to correct the balance with the U.S. without serious unemployment,
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permitted would certainly entail ruin. But countries in Western
Europe, as we have scen, differ considerably in administrative
capacity. A unification of exchange control which monetary union
would require would, once again, pull the more efficient on to the
level of the more backward (or anti-social and lawless). A much
more deliberate and slow process of adaptation is needed in Europe
before any such far-reaching schemes could be contemplated.

We have seen that behind the high-sounding proposals to ‘unite’
Europe there lurks cither ignorance of the economic and thus social
consequences of the plans put forward, or a less ignorant desirc to
check or at least embarrass more progressive governments—and
primarily the British Government—by seemingly ideal schemes in
carrying out their programme of social and economic development.
At this juncture an cffective customs union could only be estab-
lished on the basis of sharp deflation in this country, and a
violent redistribution of income in favour of the well-to-do.
Planning would have to be given up. And the position in the
relatively richer countries, especially Britain, would undergo a sharp
deterioration. Whatever the eventual advantages of such a pro-
gramme might be in the long run through increased specialization
(if the imperfection of markets and the natural inclination of
entrepreneurs at the present stage of economic development to
monopolistic compacts would in fact lead spontaneously to such
specialization) the disastrous short-term consequences through
uncertainty and deflation which would probably restrict investment
all round, should rule out any such attempt.

Even a general and unplanned suspension of quantitative controls
over intra-European trade cannot be contemplated as long as
Western European countrics pursuc such divergent policies as at
present, and show such profound differences in their attitude to
social and economic problems. Clericalism has triumphed, partly as
a reaction to the Communist threat, and partly as a consequence of
the Communist tactics in concentrating their attack on the Left-
Centre parties, especially on the Social-Democrats. But this
triumph let loose in Europe a wave of mass-unemployment and
social injustice. It has resulted in a position in which those countries
which still maintain the social principles accepted during the war
would in a close union have to tolerate their forcible reconversion to
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the pre-war economic and social system, which could hardly claim
great successes.

Those who advocate sweeping political changes, such as a Federa-
tion of Western Europe, hardly ever stop to give detailed explanation
as to exactly what sort of economic and social measures the new
political organ is supposed to carry out and the consequences on the
member countries. They do not specify in detail what sort of
re-shaping of industrial organization is to be attempted and by what
means. Are existing firms to be expected to change their character
and relationship to one another? What system of taxation and
subsidies is to be envisaged to help in the transition? The fact that
the customs union is not to become effective for some years is no
excuse for this levity and ignorance. Once a decision is taken, it
will not be easy to protest and impossible, without a formal break,
to veto unfavourable action by the Federation. Under present
circumstances, the advocates of political reform are in fact pro-
tagonists of reaction. The sole credit which might be given to these
proposals and movements, is that they call attention to the urgency
of the problem and the failure of O.E.E.C. to devise a solution.

Military and political agreement on limited questions of defence
there might be. Even with respect to these it is questionable whether
substantial contribution of strength can be expected from countries
in which a large discontented class would regard outside help in aid
of their aspirations not as an armed attack, but as an act of liberation
in what they consider their struggle for freedom. The temporary
eclipse of the revolutionary threat should not suggest that the
political ‘equilibrium’ reached is anything but precarious, that the
internal tension is not, once more, on the increase. Nor could a
forcible suppression of this unsettlement through the rise of openly
totalitarian regimes represent more than a short-term solution,
except in the unlikely event that a parallel development overtook the
United States, as otherwise the moral basis of the resistance to
Communism would be weakened, and with it the will to material
sacrifice. The American friends of Gen. Franco are not steady allies.
Nor are they willing to support a long-term drain on their pockets.

These observations seem fully borne out by the experiences in
connection with the two schemes which have been promoted: the
Benelux Union between Belgium, the Netherlands and Luxemburg,
and the projected Franco-Italian Customs Union. They also apply
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. to the recent change in the attitude of part of the U.S. Government
and Congress which represents a regrettable retrogression towards
the earlier dogmatism in matters of international economic policy.

The Netherlands maintains a high level of employment and,

through a careful combination of control and stimulus combined
with an investment programme buttressed by foreign aid, increased
productivity by almost 20 per cent since 1946.! Belgium, though
in a more favourable initial position, has not made any progress in
increasing productivity between 1946 and 1948. But its luck in
producing scarce necessities, together with a sharply deflationary
policy, which was partly responsible for its lack of progress,
resulted in export pressure. Had the Netherlands not retained
import controls, this pressurc would certainly exhaust the Dutch
currency reserves and enforce the Belgian policy in Holland.
The Netherlands have already been forced to undertake various
changes in economic policy, all of which (e.g. the suppression of
subsidies to stabilize the price of essentials) tend to depress the
standard of life of the mass of the population. The divergence of
the tax system, which is much more progressive in the Netherlands,
has also made its effect felt. If Marshall Aid had not been voted with
relative profusion to the combined area, even that small relaxation
of restrictions which has been cffected would not have been possible.
The preliminary stage of the union had to be postponed for a year,
and will become less possible as time passes, unless cither of the two
main partners were willing to revise its policy drastically. It is
improbable that the Belgian adherents of laisser faire, strengthened
by their recent electoral victory, would make concessions. Though
the basic Belgian position, as the above figures show, remains
exceedingly unstable, the short term ‘success’ of their policy (partly
explained by capital imports and income derived from pseudo-legal
commercial deals) has secured them an undue prestige on the

Continent and the U.S.

In the case of the Franco-Italian compact the vitiation of the
essential condition of the success of a customs union is even more
apparent. The agreement officially encourages conversations be-
tween interested private parties to ‘avoid disturbances in production
and marketing’ consequent to the establishment of a customs union.
But these ‘disturbances’ are required if the customs union is to

1E.C.E., Report 1949, p. 7, Table 4.
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become effective, as they constitute the increase in specialization
which is the cause of increased productivity. It should have been
obvious that in agriculture and even light industry, France and
Italy arc competitive rather than complementary. Yet the French
standard of life is decidedly superior, partly because of the relatively
higher degree of industrialization (only 29 as against 44 per cent of
the population are dependent on agriculture' and output per head
in agriculture is more than twice as high as in Italy) and also because
of the relative shortage of manpower. While a generous migration
policy, combined with a co-ordinated investment plan, might benefit
both countries substantially, a brusque ‘opening’ of frontiers to
commodities is likely, as it seems, to lead to a further strengthening
of cartels which might benefit the entrepreneurs concerned, but
which are likely to add to the pressure on French wages without
increasing productivity. Instcad of cheapening of goods—if the
project were to be implemented—a further increase in profit
margins might well take place.

Some, at least, of these considerations lead to the adoption of a
much less ambitious programme in framing the Statute of the
Council of Europe, which, perhaps, might later be followed by a
Council of the Atlantic Pact. Questions of defence arc altogether
ruled out of its purview. And cconomic questions arc for the
moment reserved for O.E.E.C. to avoid overlapping and conflict.
As the O.EE.C. takes its decisions by unanimity, the rights of
member countries are safeguarded. A further safeguard is provided
by the division of the Council into a governmental element, the
Committec of Ministers, in which cach State has one vote and on
important matters unanimity is required (with the majority of
members present). The deliberative organ, the Consultative
Assembly, must obtain the consent of the Committee of Ministers
before it can discuss a subject. Its membership is appointed by the
governments of the member countries. However careful the
preparation of the Statute, it is probable that a new parliamentary
tradition will grow up through its own practice. In view of the
embattled position of Social Democracy in Europe and the isolation
of Britain, the personnel of the British Government’s representation
—in distinction to that of the Opposition—will be of the utmost
importance. They are the repositories of all immediate hopes for a

LE.C.E., Report 1949, p. 225, Table 121.
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turn to the better in Europe. The Assembly, whatever its constitu-
tional powers, will perform a most important function as a sounding-
board of European public opinion, giving guidance to governments
on what problems agreement can be reached on a governmental
level. Attempts to decide controversial issues by majority vote
would merely undermine its authority and the goodwill which it
now undoubtedly possesses. As the ignorance in each of the Western
nations about political trends in others remains profound, the
former task, however limited, is of the utmost importance. The
leadership of progressive opinion will, once more, inevitably fall to
the representatives of the British Labour Party, and it is to be hoped
that they will rise to the occasion. They will, after so many missed
opportunities, once more have a splendid opening to explain to
Europe the full meaning of British policy and help to retricve the
cause of social progress. Thorough knowledge of European trends,
a burning conviction about the essential function of Western
Europe in combining political and economic democracy, great tact,
dialectical ability, and powers of cloquence of a high order are
required if Social Democracy and the British Government is to
regain its initiative and reform the ranks of its foreign allies. Only
the highest moral and intellectual qualifications will enable to turn
the full tide of deflation, of the return to ‘normal’ and the fulfilment
of the yearning for unemployment which would crown the efforts
of those who have forgotten the lesson of the inter-war period. It
is questionable whether the British Government realized the im-
portance of the occasion.



CHAPTER 4
AMERICAN TRENDS

NE might have hoped that the practical demonstration of
Osuccess of the first year of the Marshall Aid would stimulate an,
at least tentative, exploration of its extension, both geographically
and temporally, as a full solution of our troubles. After all, industrial
production in Western Europe increased by almost 10 per cent
(including Western Germany over 15 per cent!) in one year, and
Western Europe as a whole succeeded in cutting the overall deficit
by so per cent and substantially reducing cven the dollar gap in the
balance of payments.2 This success, much beyond expectations,
should have strengthened the hands of the Administration and other
sponsors of the European Recovery Programme. This hope was
disappointed, and for several reasons.

First of all the Communist danger in Europe, which early in 1948
gave risc to a paroxysm of fcar, has somewhat abated. In France and
Italy the power of the Communists in the Trade Unions is slightly
weaker, and the physical power of the Trade Unions themselves has
diminished with increased production and stocks. Since the end of
1948 there has been little manifestation of Russian aggression. The
so-called American way of life—or rather its least attractive features
—has madc some headway in Europe, without even causing much
domestic trouble. And it has been carried, cxcept perhaps in
Germany, without dircct American intervention. Marshall Aid was
freely flowing, and the improvement in production cnabled an
increase in the inequality of the distribution of income (and con-
sumption), incvitably associated with decontrol, without a decrcase
in the absolute standard of life of the masscs.

It is, on the whole, difficult to belicve in the Macchiavellian
subtlety and far-sighted cunning of Russian diplomacy, after its
performances at various international conferences. In particular

1 O.E.E.C. Report on the Progress of European Recovery, p. 53.

2 The Western O.E.E.C. countries reduced their overall deficit from $6,520 million to
$3,282 million, i.e. by $3,260 million. To this improvement Britain contributed $2,160
million, Belgium $250 million. Only the French deficit increased (by some $30 million),
despite the devaluation. Ibid., Table 31.
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their refusal—on formal grounds—to participate in, or even explore
the detailed possibilities of, the European Recovery Programme,
and brusquely prohibiting their satellites to participate, bas certainly
saved Western Europe from a painful crisis. It is hard to imagine
that the European Powers could have produced an agreed pro-
gramme at Paris—even if it had only contained a hazy outline of the
policy envisaged for rccovery, accompanied by a much more
substantial shopping list—had the U.S.S.R. or any of the ‘orbit’
countries had a voice at Paris. It would be even less easy to picture
the passing of a substantial appropriation by Congress if the suspect
countries had been its direct or even indirect beneficiaries. No
doubt some formula or other could have been found to eliminate
unwanted sharing. But time would (and could) have been wasted
through the necessary manoeuvres, and public opinion would
certainly have been confused.

The Russians completely misjudged the temper and motives of
the United States in 1947. Thinking in terms of an impending
Amcrican depression, they thought they could bring it on by
refusing to participate in recciving Marshall Aid. They probably
also misjudged the position in those Western arcas where the Red
Army had not penctrated, and thus could not assure the local
Communists a hegemony of armed force. But at that moment the
war-time pent-up demand in America was still sufficient, and the
main worry of the Administration was to convince Congress that
America would not starve or suffer acute inflation as a result of the
Marshall Aid.! Russian hostility, incidentally, resulted in a decisive
expansion in American military expenditure, and these two factors
were sufficient to prolong the American high prosperity for cighteen
months. In consequence, rapid recovery took place in Europe and
the Communists were much weakened. The violent reorganization
of the Eastern Europcan Governments, and the concomitant perse-
cution of non-Communists consolidated their opponents in the West.
The speed of political and military agreement in the West became
even greater than economic consolidation.

The imposition of the Berlin blockade by the Sovict was the
culmination of this policy. With its ending and the agrcement on a
modus vivendi in Germany we see—however unjustifiably—the first

1 The rathet generous regulations in respect of off-shore purchases can certainly be attri-
buted to this factor.
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and strongest of the emotional props of E.R.P. seriously weakened.
The Russians, even if they decided on this change in policy as a
result of developments inside their sphere, have certainly found the
most effective method to bring about a decomposition of Western
solidarity. As in Berlin, they merely have to refrain from overt
aggression to put their adversaries into an equivocal position. The
achievement of the air-lift is more difficult to reproduce on a non-
technical, cconomic plane in which the agreement among the
Western partners is necessarily more shaky.

The second, though hardly as immediate, development weakening
the original impetus behind E.R.P. was the growing disappointment
at what, despite the success of 1948, appeared to be the failure of
Europe of solving the problem of ‘viability,” of the re-establishment
of a dollar balance without ‘wicked practices.” To some extent, as
we already mentioned, this was due to the lack of imagination and
tactical sense of the Europcan Governments, and more especially of
the British. But perhaps it was also due to the growing split between
American desires and ideals, for which, comprehensibly, the blame
is often shifted on to the foreigner. The theological fanatics of
‘multilateralism’ made their second bow.! It might, perhaps, have
been possible, through rational discussion, to dispel some of these

! Their attitude is illustrated by Professor F. D. Graham’s additional and poetical review of
Miss Barbara Ward’s restrained book, The West at Bay in the American Economic Review
(March 1949). Miss Ward, like most thinking Europeans, accepts the view that if a serious
deterioration of the Western European standard of life 15 to be avoided (and thus a grave
threat of 1nternal decomposition), some effective means must be found to achieve an econom-
ically better co-ordinated Europe. Professor Graham thinks that he can effectively dispose
of Miss Ward’s argument by saying that both the United States and Japan have gained n
industrial competitiveness on Britain 1 the inter-war period. Hence, he argues, there is no
reason to suppose that the creation of a large market, incrcased standardization and mass
production would be essential for the salvation of Europe. The fallacy of this objection is
palpable. Professor Graham, who at times held critical views of orthodox theory, argues as
if the United States, when producing one type of commodity, would at any moment have
to forgo the production of others: i e. he argues on the basis of static assumptions and full
employment. As the United States, except in war and immediate post-war periods, is prone
to mass-unemployment, and as it is, in any case, a highly dynamic economic system (even
when plagued by unemployment), his arguments can hardly convince except those already
convinced. He quotes the example of Japan to show that a country, despite low productivity
per head, can be competitive. This, he believes, is a sufficient argument to prove that com-
parative costs ‘work’ and that Europe should rely on the market mechamsm as producing
‘optimum results,” A more unfortunate example for what would happen if we were to
adopt his nestrums could not have been chosen. The problem of Western Europe is to
become competitive without having to lower its standard of life or at least to keep the
reduction to a minimum. The attempt might fail. But a large part of the blame will lie
with those who, on the basis of implicit assumptions which have nothing to do with reality,
conduct campaigns for political action, the consequences of which they do not trouble to
investigate and have no imagination to divine.
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persistent misapprehensions and contradictiors. Unfortunately, the
third factor, the decline in American economic activity ~after
November 1948, considerably aggravated the European, especially
British, difficulties and thus lent plausibility to earlier United States’
prejudices. It also precipitated the usual confusion in American
public opinion. This is nothing short of calamitous, as all these
problems are deeply charged with emotion because they affect the
basic tenets of American ideology and thus are exceedingly difficult
to handle.

There is no dispute any longer about the facts of the U.S. position.
The President’s authoritative Midyear Economic Report* has, at last,
set an end to the acrimonious disputes of the earliecr months of
1949. Twice before already U.S. business activity showed signs of
hesitancy after the violent inflationary boom of 1946. Both early in
1947 and early in 1948 many competent observers predicted an
impending fall in production. In both years these fears were shown
unjustified. The vast increase in the export surplus from $7,799
million in 1946 to $11,278 million in 1947, the increase in Govern-
ment expenditure on goods and services from $28,000 million in
1947 to $35,500 million in 1948 mainly on account of foreign aid
and armaments, and the consequent expansion of private investment
to the unparalleled level of $43,600 million in the fourth quarter of
1948 (as against $26,500 million in 1946) steadily increased industrial
output to a peace-time record of 195 (1935-9=100) in November
1948.

At the turn of the year production began to decline and the rate
of fall has accelerated. By June 1949 it had receded, according to
preliminary estimates, to 169, or all but 15 per cent. A decline of
this magnitude in a relatively short period is certainly exccedingly
serious, even if account is taken of the highly scasonal character of
American business. In terms of nineteenth-century business cycles
it would be characterized as a major depression, though, of course,
it docs not approach 1929-32. But 1929 was a major catastrophe due
to exceptional mismanagement. The drop in the samc index
between 1937 and 1938 was from 113 to 89, i.e. 24 points or some
21 per cent. Nobody doubted, then, that that was a major down-
swing.

1July 1949. U.S. Government Printing Office. Together with a report, ‘The Economic
Situation at Midyear 1949,” by the Council of Economic Advisers.
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Employment in manufacturing in June 1949 was 1 million below
last year, or 6 per cent. This accounts for the increase in unemploy-
ment officially to 3-7 million, to which, perhaps, roughly 1 million
should be added as escaping statistical observation. Employment,
however, which fell continuously since the autumn of 1948,
increased slightly in June 1949. Total national income has declined
from the peak rate of $236,000 million p.a. in the fourth quarter
of 1948 to below $221,000 million p.a. in the sccond quarter of
1949, or by some 6's per cent. Factory payrolls, however, fell
more steeply. Nevertheless, personal savings increased from s-1 per
cent in 1947 to 107 per cent of the disposable income, thus once
more confounding the prophets'—unfortunately in an unfavourable
sense. The tax-concessions decreed in 1948 and favouring high-
income classes only explain part of this shift. The fear of instability
and the hope of being able to buy more cheaply must have played
an important part.

None the less, sales did not decline in anything like this propor-
tion. The explanation must be sought in the heavy liquidation of
stocks at all stages of production, which was mainly responsible for
the decline in the rate of gross investment from the level of $43,600
million p.a. in the fourth quarter of 1948 to $32,400 million p.a. in
the second quarter of 1949, or over 20 per cent. The rate of expendi-
ture on plant and equipment only declined by $s00 million p.a.
between the second half of 1948 and the first half of 1949. Building
construction, while first moving considerably bclow 1948, by May
1949 almost recovered to that level, mainly as a result of an increase
in public building. The value of contracts has even risen above the
average of 1948.

Contrary to sensational newspaper reports, prices (other than
sensitive raw-material and food prices) have fortunately not fallen
substantially, so that there is no immediate danger of a violent
cumulative downward spiral. The relative stability of wage rates
exerts a dampening influence. The cost-of-living index has only
declined 2 per cent from the monthly average for 1948, food being
some 4 per cent lower. The miscellaneous items are in fact some-
what highier than in 1948. Wholesale prices have not declined by
anything like the proportion indicated by some sensitive prices

1 Cf. e.g. Mr. Colin Clark in the Oxford Institute of Statistics Bulletin, 1944. Mr. Clark’s
other attempts to establish immutable statistical laws in respect to highly dynamic problems
were not more successful.
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which reccived so much publicity. The general index at 154-0 is
only down 11 points from its 1948 average, or just over 7 per cent.
Food is down from 179'1 to 162'9, but commodities, other than
farm products and food, have only declined from 151-0 to 145-0.1
While projected investment still remains at a high level, new
orders for durable goods have fallen by over 30 per cent from the
peak reached in 1948, iron, steel and products being the hardest hit.
Unfilled orders have also declined substantially. As profits had to
bear the first brunt of readjustment (falling from an annual rate of
$21,200 million (after taxes) to $15,300 million in the period) it
would, to say the least, be optimistic to assume that the trend will
reverse itself without some Government action, especially as the
U.S. psychology will not regard the rigidity of prices (due to the
new rigidity of wages) as a favourable indication for the future.
This turn of events necessarily had serious effects on European
recovery, trembling on the brink despite its initial success, and
itself menaced by deflation and a threatening decline in investment
and production. According to the most sanctified of orthodox
canons, a country gaining gold as a result of a favourable balance of
trade should experience an automatic expansion, thus contributing
its share to ‘readjustment.” If the ‘surplus’ country suffers from an
acute deflation, the process of readjustment as conccived by the
classical school of economists is completely vitiated. Instead of a
see-saw movement around a fixed level of total real income in the
world system as a whole, a competitive up- and down-swing of
business activity, affecting them all, will be experienced which will
render the task of the deficit countries extremely difficult.? The
poorer and weaker countries at the periphery of the world econom
are bound to feel the blast of the change in climate at the centre wit
redoubled force. A readjustment enforced without planned expan-
sion might result in competitive cutting of the standard of life of all,
without helping anyone. Each cut in costs imposed by deflation
represents ipso facto one of demand through a shrinking of income
and of employment. Hence deflation in a dominant country will be

1 All these comparisons are between the monthly average of 1948 and May 1949.

2 My essay, ‘The International Implications of Full Employment,” op. cit. In view of the
only too normal pattern of the Unuted States downturn, the loud protests of the United
States defenders of Bretton Woods who insisted that there was no reason to anticipate that
the slump would start 1n the United States despite the fact that she had suffered no war
damage and her national income per head was far higher than anywhere elsc, appear tragi-
comic.
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followed, or even anticipated, by the others unless they are willing
and able to suffer a diminution of their gold reserves until the cver-
increasing losses stop any further shrinkage in demand. These
competitive cuts in prices by deflation or devaluation, far from
increasing demand and turnover, accelerate the speed of the down-
ward slide. It is this competitive beggar-my-neighbour policy, as
futile as it is dangerous, which is now once more advocated by the
conservative experts of the U.S. Treasury and the Federal Reserve
Bank—despite all the experiences of 1929. Yet, for a country with
weak reserves, it might be difficult to stand out against a strong
deflationary wavel It is for the strongest country, the United
States, to take measures to stop the rot.? It seems extraordinary that
the immediate and violent consequences of even a relatively slight
American recession on countries still fully employed should excite
such astonishment. The whole dispute of Bretton Woods concen-
trated round this point. It is comprehensible that interested parties
should use the British difficulties to run a campaign against the
social and economic policy of the Labour Government. What is less
evidentis the ease with which they could gain even reputable support.
It is one of the strangest phenomena that the very economists who
voice their steadfast belief in the efficacy of the sce-saw machine of
readjustment are most to blame for its breakdown. Whenever there
is a chance of the export-surplus and gold-gaining country doing its
bit towards readjustment, loud crics of warning against inflation are
heard, and the creditor is scen to take hasty action to check its
demand from rising further than its productive capacity. Thus the
natural way of promoting import surpluses is barred in the name of
self-righteous monetary soundness. It would be interesting to
analyse the psychological motives which at one and the same time
insist on Europe ceasing to rely on borrowing or aid, i.c. on paying
for imports by current exports including services (‘viability’),
irrespective of political and moral considerations,® and nevertheless

’This does not mean that single countries, e.g. Britain, may not have over-expanded at
the same time. It merely means that in a generally deflationary situation, when unemploy-
ment in the whole system is increasing, attention must be concentrated on stopping the
decline. The readjustment of the deficit country must be co-ordinated with re-expansion
elsewhere.

3 Cf. the Report of the Statutory Advisory Council of the President on International
Economuic Policy, June 1949. As reported in the Financial Times, July 12, 1949,

3 Cf,, however, above p. 14, on the advisability of maintaining a surplus in the U.S.
balance of payments from the point of view of a better international distribution of income
and wealth.
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conduct a violent campaign against the maintenance of conditions
in the U.S,, ie. a slight excess of monetary demand over home
supply, which are necessary if Europe is to pay.!

It is, unfortunately, impossible to divorce foreign and domestic
economic policy, and the desiderata of foreign policy seem to clash
with vital needs of the home economic system. A slight inflationary
tension at home inevitably upsets the ‘normal’ working of the free-
market system as it gives more power to the Trade Unions in their
negotiations and consequently frightens the entrepreneurial class at
the threat of an invasion by labour into the rights of management.
There is certainly also some truth in the assertion that in the absence
of some unemployment and its counterpart, the competitive pressure
for sales, efficiency and disciplinc suffer, and a cumulative inflationary
spiral is prone to start. A substitution of other, social or govern-
mental, devices to attain these vital ends would come up against the
resistance to ‘totalitarian’ encroachment into the ‘American way of
life.” This was the fate of Mr. Truman’s earlier, rather modest
requests for power to control the inflationary pressurc emanating
from the pent-up demand which accumulated during the war.
The distastc of the managerial class for any State intervention is
certainly comprehensible, however beneficial it may be in the short
run even for them. It opens up a vista of a society in which their
confidence in the Government is no longer the ultimate arbiter of
economic destiny. To prevent this they are quite rational in oppos-
ing policies which might mitigate depressions, i.c. their own losses.
What is certainly less understandable, though tolerably certain, is
that this attitude is shared by wide circles in the U.S. whose raison
d’étre would not be threatened by a positive Government policy.?

1 Cf. below, p. 89, however, on the difficulties facing European exporters cven if favourable
genceral conditions obtain in the U.S. .

2 The domestic sociological aspects of full employment cannot be investigated in this
context. Cf. the brilliant article by M. Kalecks, ‘The political aspects of full employment,’
Political Quarterly, 1943. Domestic policy to stabilize employment, ¢.g. redistributive taxation
and social services, or government investment, are perhaps even more objectionable than a
foreign aid programme. The former will be opposed because of their implication on mternal
affairs, while the latter only incur hostility for their financial consequences. It 1s questionable,
however, whether full employment 1s really 1n the interest of the entreprencurial classes.
True enough, risks are dimmshed. But the worry about supples, especially labour, the
accumulation of work, tends to offset this relicf. The orthodox assumption that the entre-
preneur never prefers leisure to work, even at a loss of income, seems based on a singularly
inept psychology. Moreover, 1n the present monopolistic organization of industry, profits
will probably be lower at full employment than with some unemployment. The increase in
costs due to a fuller uuhizaton of (less suitable) capital equipment and labour, in many
cases, cannot be passed on to the consumer. It might, therefore, be suspected that even from
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There are various interesting psychological explanations for the
ease with which adherents to the principles of ‘sound’ finance can
be recruited even among those who suffer from the policies they
advocate. Bona fide ignorance is certainly involved. It is difficult
for most to differentiate between the financial affairs of the individual
and the State. One must not forget that even President Roosevelt
in his campaign against Hoover made use of this misapprehension.
And when he learned better, some of the most progressive of his
early advisers deserted him on this issue.? It is, perhaps, not un-
interesting to note that the first progressive economist to be elected
into the U.S. Senate, Professor Paul Douglas, in his maiden perfor-
mance demanded a cut in Government expenditure at a time of
slipping business activity. Equally impressive for the outsider is the
success with which pleas for the need of State intervention in favour
of maintaining effcctive demand can be dismissed or effectively
weakened by reference to the ‘American way of life’ while measures
against monetary expansion are not as strongly opposed.

These fears and prejudices were much more prevalent in the
United States than even in Britain. They led to the almost complete
emasculation of the Full Employment Bill, sponsored by Senator
Wagner, which was, significantly enough, enacted under the title
of ‘Employment Act,” with the subversive word ‘full’ omitted. A
further hardly less important factor in shaping American attitudes
and policy is the fact that no administration would admit at a date
sufficiently early for action that business activity is slumping. This
might be taken as proof of its own failure even by its own adherents,
however much they would dispute, in good times, the older view
that business ‘when left alone’ is ipso facto able to provide maximum
(desirable) employment. Even if they do not subscribe to the view
that any ‘measure’ to remedy this ‘failure’ must be negative: i.e. the
reduction of government expenditure and taxation, they will be
afraid to aggravate the decline. Thus the first reaction is always to
deny the existence of a ‘crisis’ or ‘slump.” The speed with which
economic, as contrasted with political rcasons, entrepreneurs—and professors—prefer a
certain amount of unemployment. Even such ‘slight,” 5 to 10 per cent, unemployment in
the United® States, however, ‘restoring flexibility’ might well prove fatal to Europe if
concerted action is not taken to mitigate its consequences on the balance of payments.

1 Only to rejoin him when deficit financing started in earnest, at the beginning of the
war—but war-economics, it seems, has completely different ethical and technical criteria

from Feace—cconomics——apart from its quantitative and teleological aspects (hence also the
réle of compulsion)—for many, otherwise intelligent, observers.
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President Roosevelt and now President Truman faced the decline
differs remarkably from President Hoover’s years of search for a
recovery round the corner.

There were, however, certain fortuitous reasons for the apparent
reluctance of the U.S. Administration to recognize the turn of the
trend at even an carlier date. One of these originates in the mis-
carriage of Mr. Truman’s attempt, alrcady mentioned, after his
spectacular victory in 1948, to fortify his powers against the possible
recurrence of inflation. His programme was almost entircly
expansionist. A housing measure to remedy the shocking living
conditions of the poorer classes in most urban areas of the U.S.,
a new health service scheme and other social services as well as the
expansion of already existing benefits were the backbone of his
programme, which he carried at the polls against all expectations,
and against the bitter antagonism of the previous Congress. The
consequent increase of Government expenditure, together with
the heavy armaments and foreign-aid programme, would certainly
increase total demand even if it were financed out of taxation.
Some, if not most, of the proposed incrcase in taxes would tend
to reduce not so much spending as saving, becausc it was to be
collected from the better-to-do. Morcover, it was thought that this
increase in demand would induce additional private investment,
thus further swelling probable outlay. Even if the initial projects
were relatively modest, at a certain point the economy would begin
to feel the tension.

The fear of inflation was further accentuated by the sympathetic,
if largely erroncous, apprchension that a U.S. expansion and rise in
prices would further aggravate the problems of Western Europe: it
1s particularly regrettable that this misinterpretation of the position
was strengthened by the British Government, which might well
have had the quantitative aspects of this all-important problem?
investigated at a sufficiently early stage. The importance of the
terms as distinct from the volume of trade were cxaggerated and
insufficient attention was paid to the fact that Europe’s (and
Britain’s) exports were likely to suffer severely from a decline in
world income. This was yet another consequence of the disrcgard
of the large and increasing imperfections of the markets for manu-

1To this particular aspect of the failure of the Bnitish planning staff, and its consequences
on bulk purchase policy, we shall return presently.

F
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factures in which the effectiveness of price-competition is vastly
exaggerated. It is true that the sudden decontrol of prices in the
U.S. in 1946 and the consequent violent speculative boom in
primary products represented a grave burden to Europe. But this
was the consequence of the exceptional need for primary supplies,
including even coal, from America due partly to war damage and
the disorganization of production. With the recovery of European
production and the diversion of demand for primary commodities
towards non-dollar sources the réle of the U.S. as a source of these
supplics diminished.! At the same time she regained her importance
as the largest market for (mainly tropical) primary commodities.

Moreover, the American internal primary markets were no
longer unprotected from those sudden price-falls which character-
ized them prior to Mr. Roosevelt’s reforms. However much she
opposed restrictive compacts, bulk-purchase and other Govern-
mental measures of stabilization generally, the U.S. has a compre-
hensive agricultural price support system. No similar schemes exist
in respect to her primary imports. A depression, therefore, is not
mercly likely to depress the volume of imports but also their price.
So long as the world is in nced of U.S. primary products, a depres-
sion is more likely to aggravate the dollar balance now than before
the war, especially as in a number of potential sterling area exports,
of which rubber is the most important, the U.S. has become more
rather than less sclf-sufficient and maintains this sclf-sufficiency by
deliberate measures.? The renascence of orthodox economic preju-
dice would, in the case, at any rate of forcign supplies, render the
U.S. Government less inclined to accelerate counter-cyclical

1 As we shall see, this fact accounts to some extent for the discrepancy of prices between
the sterling and dollar area. The cxpansion of United States agriculture somewhat mitigated
the consequences of the decline of agricultural production on Europe’s terms of trade. It
might be added that the Marshall Plan, ceferis paribus, maintained agricultural prices by
permitting Europe to buy in America. If, of course, the Umited States would burn or feed
wheat to livestock domestically, the cessation of aid would not even have the offsetting
consequence of turning the terms of trade in favour of Europe. If, on the other hand, the
United States dumped its agricultural surpluses in foreign markets, Europe’s terms of
trade would improve. Whether that would in fact represent a net gain in the long run is
much more questionable; the rumn of primary markets would impoverish the customers of
Europe. In view of the difficulties involved in the consequent shifts of demand and produc-
tion, 1t might be feared that some of Europe’s ‘gain’ would have to be taken in the form of
unwanted leisure, i.e. uncmployment, as i the 1930s.

3 This self-sufficiency has been buttressed by deliberate protective measures. Synthetic
rubber consumption is stimulated by a quota regulation. The tin-smelter erected in Texas to

protect war supplies has also been retained in production by ‘restrictive’ practices. Further
‘artificial intervention’ is practised with respect to merchant shipping.

.
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measures such as stockpiling. ‘Losses’ might be incurred. And
expenditure must be kept down. Nor could the ‘frec market forces’
be relied on to restore equilibrium without grave troubles outside
the U.S. Hence a decline due to de-stocking might have devas-
tating immediate effects on the supply of dollars. As the sterling
area is a main source of such supplies it would cxpericnce a violent
fall in exports. This certainly could not be attributed to cither
‘inflation’ or ‘reckless social expenditurc.” Indeed, the failure to
institute ‘artificial’ support schemes for these primary products
would, in fact, diminish dollar supplics.

As far as direct European exports to America are concerned, it is
not probable that Amecrican demand would expand sufticiently if
they were made generally (in contrast to selectively) cheaper, e.g.
by devaluation, so as to morc than offsct the consequent fall in
dollar prices, especially if Europe tried to force the pace during the
active downward phase of a depression.? It is, not mainly, a simple
question of price. The American markets for e.g. British products
are mostly limited because outlets to, and knowledge on the part of,
the final consumer in the Middle and Far West of America arc
lacking. Even in the Eastern Seaboard they are little known. It is
the imperfection of markets, the consequences of U.S. markcting
techniques, which limit European sales apart from U.S. protection-
ism. To open up a market represents a heavy capital investment,
and this capital investment would only be practicable if the extreme
uncertaintics consequent on the vagaries of American customs
procedure and tariff policy could be climinated.> Even then it seems
unlikely that the typical small firm in Western Europe could do
much. If it successfully establishes itsclf in the U.S. market, how-
ever, it is more likely than not to emigrate completely. The

1 In case of a sharp devaluation of foreign currencies the possible increase in supply conse-
quent on a speculative increase in forcign prices nught even cause a further, temporary, fallin
total dollar proceeds, as demand is not likely to increase with a declining dollar price. There
1s no appreciable competitive supply of most of thesc commoditics avatlable in the Western
Henusphere which could be displaced by increased non-dollar supphics. In any case, even
a threatened displacement (c.g. of wool) would result 1n violent U.S. reactions. )

2 Nor must it be forgotten that the import content of exports to the U.S. is rather higher
than average, especially if U.S. sales costs are included.  The price of exports would therc-
fore not ‘benefit’ proportionally by depreciation. )

2 The importance of customs procedure 1s shown by the fact that while average duty
collected on dutiable commodities has decreased from 35 per cent i 1938 to 255 per cent
in 1946, 194 per cent in 1947 and 13+7 per cent in 1948, the volume of dutiable imports did

not increase more than could be expected from the increase in non-American production
and in the U.S. national income.
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attraction of the U.S. market and the importance of direct contacts
with customers are more important than the possible advantages of
production (lower wages) clsewherc.! The larger firms have their
own factories or are allied to American factories and will not
compete there.

A collective (trade or state) financed sales campaign and the
establishment of collective representation of British or even Euro-
pean industry in the U.S. is a much more hopeful method. If
successful, however, it would come up against vehement hostility,
especially in a period of declining prices and output. These observa-
tions would seem to hold good for any situation in which there is
no over-employment, in which, that is, U.S. demand does not
increase at a rate faster than U.S. productive capacity, or other
measures are not taken to canalize U.S. demand towards European
products.

It might, theoretically, be possible to displace American goods
sufficiently to obtain dollars in a ‘triangular’ fashion in third markets.
In practice it is not possible to do so in the short run to any consider-
able extent, as supplies now obtained in the United States are cither
not available clsewhere or, if available, arc severcly handicapped by
market imperfections (taste, etc.), in favour of the U.S. products.
Nor is it evident that piccemeal devaluation and deflation necessary
to displace the U.S. by straight price competition will result in
achicving the greatest possible real income for Europe. The
consequent Josses might amount to a multiple of the ‘gain” which
might conceivably flow from buying in the ‘cheapest—the Ameri-
can—market. A general and sharp devaluation of all non-dollar
currencies would not be subject to the latter objection, at any rate
in the longer run. It is, however, difficult to arrange and would,
if sucessful, meet United States opposition. There arc, moreover,
good, domestic, reasons in the case of Britain against this course
of action.

The U.S. advocates of devaluation seem to be led by ideological
and political rather than economic motives. They hope that de-
valuation will be the first step in a dismantling of the “Welfare State’
and planning. No doubt they would be the first to protest against
increased ‘unfair’ British competition if their advice were accepted.

Unfortunately the slackening of the domestic demand for U.S.

1 Cf. U.S. attempts made to capture French female fashion industries.
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products is likely to increase the resistance of short-sighted vested
interests against either accepting competitive non-dollar imports
from Europe, or tolerating discrimination against Amcrican
exports.! The recrudescence, on the top of all this, of the resistance
against deficit financing, especially the financing of foreign aid,
while revenue is declining, closes the last escape route from this
impasse. The fact that U.S. sales are limited only by the supply of
dollars and that ‘competition’ for these dollars does not increase
their total supply during an American slump is still not realized.

The overwhelming majority of the non-Communist world
consists of countries which have no sizeable dollar earnings or
which spend such dollars as they have on U.S. supplies. How much
they buy in the U.S. is thercfore determined by their dollar earnings.
They cannot increasc their purchases in the U.S. beyond that level,
however ‘cheap’ American supplics may be. If they want to buy
foreign goods (mainly manufactures) beyond the level permitted
by their dollar earnings (even of the same general type as those
which they buy from the U.S.) they can only buy these from
countries to which they can scll and earn forcign exchange, i.e.
Britain and Europe. Morcover, it is more important for them to
sell at relatively attractive prices than to snatch transitory profits by
buying cheaply because they must be well aware of the fact that the
inevitable and ultimate consequence of the transitory gain by
‘buying cheap’ will be that their export prices will also be cut. This
is shown by the successful conclusion of a five-year agreement with
Argentina which circumvents the dollar shortage.?

It might be objected that they will refuse to buy the same goods

1E.g. in the immediate post-war period a quota regulation was enforced on Swiss watch
exports to the U.S. Attempts to restrict Australian wool exports were all but successful.
Various ‘surplus’ commodities are bemng liquidated through the Marshall Aid and ‘offshore’
purchases—so important in financing Bntish imports from Canada—are restricted. Congress
barely failed to earmark further large parts of the aid for the purpose of buying up American
surpluses 1rrespective of European needs. A bitter dispute developed about the reservation of
Marshall Aid shipments for the U.S. merchant marine. Tied loans, morcover, are reserving
overseas markets for heavy equipment for U.S. firms. Cf. my articles on the LT.O. Charter
and the Geneva Agreement on Tariffs in the Oxford Institute of Statistics Bulletin, 1946 and
1947. The operation of ‘comparative costs’ is further impeded and pressure abroad increased
by the farm support programme which might eventually promote dumping of agricultural
surpluses. Cf. above.

* The reported protest of the U.S. against this agreement shows a regrettable lapse back
to the Hull-Clayton theology. Nothing that Britain has done will diminish Argentinian
purchases in the U.S. On the other hand, no dollars are availablc to finance Argentinian

purchases in the U.S. except by cutting British purchases. The Marshall Plan recognized that
Britain would have to expand her sales to South America.
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‘dearer’ elsewhere than they can obtain them in the U.S. But these
countries cannot obtain all the goods they desire from the U.S. (over
and above their dollar carnings), for they have no dollars. An
attempt to extract dollars from their trading partners—as, for
example, Belgium has tried—would merely result in retaliatory
decrease of their exports, for no country has ‘surplus’ dollars. It is
the dollar shortage which forces a decrease of U.S. exports and not
the ‘wickedness’ of ‘planners.” The only question which is open is
whose purchases from the U.S. will be reduced. This question can
be answered by planned distribution of available dollars (by those
countries having relatively greater supply, paying for some of their
imports from their less favoured partners in dollars) or by an
internecine struggle for dollars through competitive deflation and
devaluation, hoping to achieve extra-U.S. surpluses convertible into
dollars.? In the latter case they might try to snatch transitory gains
by insisting on being paid in dollars in order to buy in the U.S.
The consequence inevitably will be a further narrowing of trade.
Thus gains obtained by buying ‘cheap’ will fade as every country
will find itsclf unable to export. Their own prices will begin to
drop cither because of an enforced deflation in Britain (and Europe)
or because the value of their currency, in terms of stetling (or other
European currencies) has appreciated. The U.S. contagion will
spread. On the other hand, by concluding reciprocal purchase
agreements and maintaining a tolerably stable price-level, the
consequences of the U.S. slump can be restricted to the losses
suffered by not being able to sell to U.S. at better prices and in
larger quantity. Even this will be inconvenient and might be
extremely damaging; but the real catastrophe of a multiple shrinking
of foreign trade could be avoided. There is—it should be repeated—
all the differences in the world, however, between a sudden, sharp
and general devaluation of most, if not all, non-dollar currencies,
and a creeping piecemeal attempt to extricate dollars from other
non-dollar arcas. Apart from everything else, the latter method
gives time for United States exporters to readjust themselves to the
new position.

If we bear this in mind the clamour for European devaluations to
defend their ‘third’ markets against threatening U.S. export competi-

! The loss of gold by Britain of ,4£12+2 million to Belgium, £5°6 million to Switzerland,

and £4+7 million to Germany suggests that too little attention has been paid in the flush of
recovery of 1948 to these questions.
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tion during a decline in U.S. business activity is difficult to under-
stand (with the exception of those few markets which still have
dollar surpluses, or in the case of which controls work so badly that
dollars are used to buy non-essential goods or goods obtainable in
other markets). There is not the slightest reason to doubt that
even a partial convertibility of European currencies into dollars
would now cause a wholesale restriction on European trade,
especially if the American deflation continues. The interconverti-
bility of currencies in Europe is practicable as soon as a greater
monetary and financial unification has taken place in Europe.
Intra-European payments and trade should be encouraged. But this
can be done most effectively by a tentative relaxation of quantitative
restrictions. Even that would have to be accompanied by a much
closer co-ordination of investment and general economic policies
than has hitherto been the case. Dollar convertibility can be restored
—even partially—only after European reconstruction has succecded
in diminishing the incquality of opportunity between the two
continents, and the U.S. regained her equilibrium. Until then a sane
course would be to advocate a strengthening of controls.

The problem of the third countries is exactly analogous to that of
Britain. The import requirements from the U.S. at a tolerable
standard of life are far higher than dollar earnings. In the short run
the ‘free’ play of the price mechanism will not make available non-
dollar supplies in sufficient quantity to take the place of goods now
supplied by America. This is as much truc of machinery and
manufactures, which South America needs, as it is of the food and
raw materials we need. The decrease in the standard of life needed to
match U.S. competition without discrimination might be so drastic
as to be ruled out for political reasons. Without a comprehensive
settlement and a reversal of the trend in the United States, even a
simultaneous and general devaluation would not provide a satisfac-
tory solution in the short run, because of its very doubtful immediate
effect on direct dollar earnings. Itis, as we shall see, especially in the
case of Britain, only the shortcomings of exchange and other
controls which counsel the course of even general devaluation.!

1 Cf. my paper ‘Should Sterling be Devalued?” in the Bulletin of the Oxford University
Institute of Statistics, 1949. A devaluation of sterling might have to be undertaken as a result
of the speculative attack much encouraged by loose talk in the U.S. (including official

circles) which, given the shortcomings of British—and even more European—exchange
control, results in heavy capital flight. There 1s no reason to hope that it will *cure’ the dollar
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The decline in American business activity, therefore, even though
‘slight’ in terms of the employment and output fluctuations experi-
enced in that country since 1929, must have devastating results
abroad because of its shocklike aggravqtion of the basic long-term
disequilibrium due to the faster increase in productivity which we
have already discussed, and because of the sudden fall in purchases
of raw-materials. The fear of a deflationary bias being imparted to
the world economy seems by the U.S., despite violent assertions to
the contrary, only too much justified.

Nor can the view be accepted that private U.S. investment, at
rates of return which could possibly attract American private
investors, could restore balance. It involves ignorance of the
mechanism and of the limits of private foreign investment, and of
the quantitative aspects of the problem. Private investment neces-
sarily demands some sccurity. This sccurity involves not mecrely
security from the risk of a transfer crisis which itself is a function of
the policy, i.c. stability of the creditor country—in this case the
United States—but also one of risk of individual default. The
former is already formidable, and since it has becomc acutely
patent during the Great Depression, it has prevented any sub-
stantial non-Government guarantecd foreign lending. But even the
usual ‘lender’s’ risk is a serious obstacle: there would have to be
private concerns of sufficient strength available willing to borrow.
The order of magnitude of the capital flow required even to main-
tain the present rclationship between capital intensity in the United
States and clsewhere is of formidable proportions. As we have seen,
we face in this respect an unprecedented situation. Such strong
private firms outside the United States which could undertake
borrowing at the required pace do not exist, for the investment
capacity in the United States is so enormous relative to the existing
capital stock elsewhere that private borrowing of this character, as
in Germany after 1924, would soon involve the borrowers in ruin.
The limits to direct American investment abroad are perhaps less
crisis, it might even aggravate it. It would be a costly defence measure against a speculative
attack which the exchange control could not hold. A gencral devaluation of European
currencies, however, is probably unavoidable, in any case, as a long run measure 1n conjunc-
tion with a comprehensive scheme to settle the unbalance between Europe and the Western
Hemisphere. The short- and long-term aspects of devaluation are unfortunately not dis-

tinguished in most discussions. Cf., however, below on the domestic aspect of devaluation,
especially in view of the profit inflation in Britain.
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narrow, if the political risk is disregarded.! But a rate of investment
sufficient to equalize capital intensities and incidentally ease the
dollar problem would seem to involve, because of the concentration
of wealth in the U.S., the passing into U.S. absentee ownership of
the most important industrial installations of the world. Foreign
countries would be burdened with a transfer problem which could
under no conceivable circumstances be solved. The only question
would be what sort of economic and social convulsion would be
caused in the process of default. No charter, no guarantce, would
stand up against the social and political tension generated. It is
questionable, indeed, whether the debt obligations alrcady under-
taken can be fulfilled in an orderly manner. According to official
estimates,? the various post-war settlements involve payments of
about $450 million p.a. after 1951 to the U.S. Together with post-
war loans and the income from private investments ($1,263 million
in 1948), the total might well increase above $2,000 million. An
unprecedented change in the U.S. balance of payments is required
to carry this burden.

The impression was created, first at the time of the grant of the
U.S. loan to Britain, and repeated at the time of the passing of the
Marshall Aid Programme, that ‘this would be positively the last
measure of aid.” We have scen in an carlicr chapter that the dis-
cquilibrium between the U.S. and Western Europe is of a deep-
seated dynamic character, which once-for-all grants, even if stretched
over a period of a few ycars, cannot overcome. A depression in the
U.S. or even the slackening of the growth of internal demand
below the possible rate of expansion of her productive capacity
would certainly aggravate the basic long-term disequilibrium. But
it should not be confounded with it. The disappearance of U.S.
unemployment and sclling pressurc would not necessarily cure the
problem of Europe.

A glance at the relative investment performance and prospects in
the United States and Europe respectively—despite Marshall Aid—
should have taught people to be cautious and face facts. The United
States’ rate of current industrial investment is roughly three times
higher per worker than that of Britain. The other European states’
investment was in most cases a fraction of that of Britain, despite

1 Direct investment abroad amounted to $1,312 m. in 1948, mainly in oilfields. They
could hardly be said to contribute to the solution of the problem of Western Europe.
3 International Transactions of the U.S. during the war.
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their tremendous effort and U.S. help. Under certain not improb-
able circumstances this discrepancy might lead to a depression of
the European standard of life, if cither European progress were not
speeded up, or measures taken to isolate Europe from the effects of
this process. It was this problem the Marshall Plan was to remedy.
The advice now given to Europe to ‘accept the inevitable,” adjust
herself to the position created by the decline in U.S. business
activity, to lower her standard of life and to undergo prolonged
unemployment in order to achieve ‘balance in her payments’ is a
denial of the essence of the Marshall Programme. It is to be hoped
that President Truman’s enlightcned views would prevail over this
short-sighted attempt to destroy the first fruits of the collaboration
in the West initiated by the Europcan Recovery Programme.



CHAPTER §

BRITAIN AND THE PROBLEM OF
WESTERN EUROPEAN PLANNING

THE renewed, and obviously uncxpected, severc loss of gold
reserves in the second quarter of 1949, and the defensive
measures devised at short notice, bearing too obviously the imprint
of an emergency, have, much like the fuel and exchange crises
of 1947, once more led to widespread charges that a planned
economy and controls cannot work. Not only in Britain, but in
the United States and in Continental Europe, a determined effort is
made to usc this opportunity to smash the experiment of combining
political freedom with economic democracy, on which the British
Labour Government has embarked. We are exhorted to return
to the uncontrolled sway of the price-mechanism, abandon ‘arti-
ficial” props, ccase to live beyond our means, abandon the stabiliza~
tion of incomes, cut Government expenditure, reduce direct
taxation, let the rate of interest play its old rdle, and devalue the
pound. The whole conception of a balanced social system is in
danger of succumbing—and for the wrong reasons.

In cconomic and social policy the British Government has become
almost completely isolated. Military compacts and political engage-
ments should not lead anyone to conclude that there is anything
approaching full agrecment on these matters between the main
O.E.E.C. countrics, the U.S. and Britain; only in Scandinavia and
Holland can the Labour Government hope for co-operation in a
policy of controlled expansion. Dwindling gold reserves incvitably
weaken the bargaining position of a government. There is a grave
danger that it will be forced in domestic matters to fall in with
policies which it had steadily and rightly opposed. Morcover, the
immediate exchange difficulties might well obscure the naturc of
the more fundamental long-term problem of Western European
economic relations with the U.S., with serious consequences for the
future.

Such an outcome of the crisis would be lamentable not merely from
a British, but also from a general Western point of view. It must
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not be forgotten that during the first year of Marshall Aid, Britain
achieved something like overall balance in her foreign transactions.
The dollar aid was matched by unrequited exports of one sort or
another.r A one-sided approach to the present exchange crisis,
either by a sharp dose of deflation, or even by devaluation, would
exert a sharp pressure on the position of those countries in Europe
which now bask in self-rightcousness, having already undertaken
restrictions, and suffering from heavy unemployment. It might be
worth while to recall the startling change in the position of the gold
block, of which Belgium was a member, after Britain left the gold
standard in 1931. The tone of superior wisdom about the need for
deflation, about the British exchange difficulties, about the danger of
an inflationary collapse of Britain, soon changed into pained dismay
at the blast of competition and loss of markets. The scrious social
and political consequences of that crisis in Continental Europe and
the whole world should be a warning against trying to escape from
the present predicament by similar policies. We should firmly bear
in mind that the British economic balance of 1948 and the first
quarter of 1949 was not upset by a change in British policy.

A sudden worsening in the balance of trade of a country does not
necessarily prove the need for a deflation, i.c. for a cut in spending
power, in that country if other countries at the same time suffer
from uncmployment. Its unfavourable balance of trade might
well be the consequence of the decline elsewhere. In that case it
should certainly not be tackled by further doses of deflation or by
devaluation by the country which has experienced the deficit, but
by countering the fall of employment and income which has
occurred elsewhere.

Unlike some British commentators, who scem to delight in
convicting the Government of reckless social extravagance even at
moments when delicate international negotiations are in progress
which might be unfavourably influenced by such attacks, President
Truman, as we have seen, has recognized the problems created
abroad by the decline in U.S. business activity. Unfortunately, this
recognition does not seem to have dawned even on all parts of his
Administration. Some have even seriously aggravated the problems
which the British Government will have to solve by their public
discussion of the need for, and possibility of, an early devaluation of

1 Cf. Table VII, p. 25, and below, pp. 113-121.



Britain and the Problem of Western European Planning 93

sterling. Nor can anyone be certain that speedy action can be
obtained from Congress, beset as it is by so many and so contra-
dictory pressures.

This does not mean, let us anticipate, that no action on the part of
Britain is required. One-sided action in a deflationary, restrictive
sense, however, unaccompanied by measures to secure expansion in
those countries which at one and the same time suffer from un-
employment and show an excess of exports, might well induce a
self<inflammatory, cumulative downward slump which would
contribute nothing to the re-establishment of a balance in the world
economic system and might exact a high price from the Western
World.

Nor does it mean that the Government could and should not
have anticipated a worsening of the international economic position.
Alternative plans envisaging a defence of the gold reserve, to be
put into effect in a smooth and elastic manner, ought to have been
prepared. Consultations with the rest of the sterling area should
have been continuous. This would also have strengthened the hand
of the Government in its efforts to persuade other countries, especi-
ally the U.S., in elaborating a co-ordinated policy to safeguard the
economiic position of the West.

It would, moreover, be unjust and shortsighted to blame others
exclusively for the invidious position in which the British Govern-
ment finds itself. Nor is there any chance of an improvement, of
a constructive and social solution of the problem of the West, if the
British Labour Party and the Government do not re-examine
certain of the principles and the administration of their domestic
and foreign economic policy. They have failed to use their political
prestige and influence after their clectoral victory in furthering the
progressive cause in Europe. They failed to securce effective allies
for the rcorganization of Western Europe, when all those in Europe
who were convinced that a return to the pre-war social system could
provide no solution looked to them for a lead. Their comprchen-
sible eagerness to tackle domestic problems has led to a neglect of
forcign problems. The dependence of Britain on economic develop-
ments abroad does not permit such insularity. Social democracy
cannot be established sccurely in a single country only, when that
country is Britain.

The present isolation of the Labour Government in Europe is a
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proof of failure. It is not sufficient to claim that this outcome is the
inevitable consequence of political and economic factors over which
the British Government had no influence. Admittedly the position
at the moment of their accession to power was extremely difficult.
The rift between the East and West had begun, and was developing
rapidly. We have already discussed its impact on the problems of
a Western Union. It was to overshadow policy in all other direc-
tions and determine the political position in almost every continental
country. Morcover, a great many decisions shaping the post-war
position in Europe had been taken under Mr. Churchill and led to
consequences which were not easy to reverse. The Anglo-French
disagrcements were at an acute stage. The plans for the administra-
tion of Germany were already in operation. In Greeee and Italy a
definite British policy had been initiated. Nevertheless, the question
might be legitimatcly asked whether in many detailed questions a
new initiative could not have been taken after the great electoral
victory, and, perhaps cven more, whether a new, more enlightened
and human approach could not have been evolved with considerable
success in the treatment of those who expected, and were prepared
to accept, British lcadership.

Perhaps even more striking is the lack of success in co-ordinating
domestic and foreign cconomic policy, which so much contributed
to the crisis of 1947.) Indced, the Government, as we have seen,
even failed to make full use of the opportunities presented by the
fact that the U.S. was, at onc moment, not merely prepared to
accept European planning, but was pressing for it, and that only
the British could conceivably give a start. Their failure in main-
taining the initiative they had gained at the Paris Conference, after
the inauguration of the Marshall Plan, was discussed in an earlier
chapter. We have seen that the British approach to the solution of
their national problems substantially contributed to the failure to
cstablish an effective common programme. This would have
offered immense diplomatic advantages to all. So long as the British
Government docs not succeed in giving an effective alternative
which induces other countries to co-operate with Britain, it can
hardly complain of their policy.

Equally little effort was made to overcome the distrust of their

! Cf. Appendix below, ‘Britain’s Economic Problem,’ on the influence of foreign commit-
ments in the convertibility crisis of 1947.
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programme bywide circles in the U.S., and to counteract the massive
impression created abroad by the stcady stream from Britain of
books, periodicals, newspapers, or even broadcasts, unfairly hostile
to the policy of the Government, which must have increased
prejudices in any case prevalent in America. A spate of charges
were stimulated by the devastating, if supetficial and misleading,
impressions created by the fuel crisis. The great achievements of
the Government were suppressed. In the absence of statistical
information, for which the Government bears some responsibility,
it was rather freely and airily suggested that production and con-
sumption were slumping, that inflation was rampant, that wage
demands were running away with the stabilization policy, and that
food subsidies were adding to the infladon. The fact that most of
the failures were due to the concessions of the Government to the
policy of their critics was equally firmly drowned in silence.* This
palpably partisan and largely untrue presentation of developments
was not duly dealt with on a scientific—as contrasted with political—
plane. The Government’s surveys were largely handicapped by the
Government’s strange distrust or lack of realization of the full
implications of democratic planning.?

In the longer run such charges discredit the accusers, however
unfavourable their immediate effects abroad. Unfortunately, the
Government has tolerated an administrative system which resulted
in the Cabinet and the country being taken completely unprepared
by two serious exchange crises in two years. There can be no excuse
for this.

The blow to planning and to the attempt to maintain full employ-
ment and achieve social progress must not be minimized. The lesson
must be thoroughly digested and apposite reforms instituted. The
reason for this ill-success can primarily be found in the lack of
assurance and definition of the Government’s conception of the
nature and means of democratic planning, and the consequent

1 Cf. ibid.

2 Even at home the Government did little to secure a balanced discussion of their economic
policy even where, as in the case of broadcasting, they had the power and duty to insist on
fair trcatment apart from the fixed share-out of “party political’ speeches. Political propaganda
might win clections. But it cannot produce informed public opinion on which the ultimate
success of a new social system ultimately depends. The obvious bias of most economic
commentators inevitably raiscs the question of how the problem of securing a balance in the

presentation of opposing points of view is to be secured in traming future administrators and
technicians.
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inability to perceive that constitutional conventions, including

conventions on the relations of the Government to Trade Unions,

evolved in the heyday of the negative, laisser-faire State, must
thwart positive State initiative. If a2 more constructive domestic and
international approach to economic problems is to be adopted, the

Government will have to re-examine:

ga The nature and means of democratic planning.

b) The statistical basis and procedure needed to ensure rapidity
and flexibility in action.

() The administrative organization needed to give effect to policy
as the existing machine is obviously incapable of carrying
the weight of the new tasks.

Let us examine these points in detail.

(a) DEMocrATIC PLANNING AND FurL EMPLOYMENT

The policies of reinforced yet balanced fiscal and direct controls
adopted after the breakdown of ‘convertibility’ in 1947 have been
vindicated in 1948 more completely than anybody dared to hope.
We have, in an earlier chapter, discussed the salient features of the
British recovery of 1948. We must now throw a glance at the
relative position of Britain in Europe to counter the renewed
campaign of denigration. Industrial production in 1948 was 21 per
cent higher than in 1938, the highest level achieved by any of the
Western belligerents.? A comparable recovery was not achieved
throughout the inter-war period. Industrial productivity increased
at the rate of almost 5 per cent p.a., as against 3 per cent p.a. in the
best phase of the inter-war period, and was 8 per cent above pre-war
in 1948.2 Comparable figures, for example, for Belgium are nil and
minus 3 per cent. In this respect, also, Britain was first among the
Western belligerents. Net investment (taking into account the
balance of payments) at 11 per cent of the national income was
almost double the 1939 rate and the highest in Europe.? The volume
of exports was 36 per cent above pre-war, while, for example,
Belgium was 4 per cent below that level, and no other country
except Switzerland had even reached its pre-war export volume.
So much for the charge that the British performance was behind all
other European countries.

1E.C.E., 1949 Report, p. 4. 2 ibid., p. 6. 3 ibid., p. 46.
4 e.g. Mr. Churchill, the Observer, July 24, 1949.
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But it seems that the Government itself was not completely
convinced by its own success. The approach adopted in the British
Memorandum to O.E.E.C. on the Four-Year Programme is very
similar to that of the Economic Survey for 1947 Planning, it was
said, cannot be considered as an end in itself, but only as a means to
an end. This might mean that the Government considers planning,
i.e. co-ordination of policies for a given end, as an essential feature
of our economic system because frec-market economics cannot be
trusted to achieve a balanced and justly distributed increase in the
national income, in the present position in Britain. Alternatively, it
might be interpreted as meaning that the Government regards
government intervention merely as a transitory measure necessitated
by the exceptional circumstances caused by the war, and that, as
prior to 1947, and again in 1948-9, it will be discontinued
whenever it seems that ‘scarcities’ have disappeared.

Those who reject laisser-faire and the so-called ‘planning by the
price-mechanisin’, base their rejection on the bitter experiences of
Britain in the inter-war period, which is reinforced by all that has
happened since the end of the war. This experience shows that, at
any rate in Western Europe and Britain, an uncontrolled market
economy cannot in the essential matter of capital investment and
saving give effect to the wishes of individuals, far less of the com-
munity, and that its functioning involves injustice, inefficiency,
wastage and unemployment. ’

As the Government’s policy has unfolded in the last years, it was
becoming clear that they adhered to the second, more restricted
interpretation of policy, and assumed that the need for preserving
consumers’ sovereignty precludes planning in detail, or the re-
inforcement of control to ensure the fulfilment of plans. This view
seems based on the fallacy of applying to the present situation the
tenets of a highly abstract theoretical model which never existed,
and cannot exist. It disregards first of all the overwhelming impor-
tance of Government decisions in determining the magnitude of
demand through its budgetary and monetary policy. It should be
remembered in this connection that the existence of controls has a
direct bearing on financial policy. Shortages, if distribution is not
controlled, cause a rise in prices, and the rise in prices might spread
throughout the economy.

1 Cf. Worswick and Burchardt, Bulletin of the Oxford Institute of Statistics, 1947.
G
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Thus the concept of shortage is itself ambiguouns. Apart from
certain goods, the demand for which does not increase, or even falls,
as income increases, shortages will depend not merely on the state
of supply, but also on the level of demand, i.e. national income and
spendable liquid reserves. The theoretical argument showing that
rationing decreases enjoyment as compared with that obtained from
the same money income at identical prices without rationing is
incontrovertible. It neglects, however, the fact that in the absence
of controls it might not be possible to maintain the same level of
money income without leading to a rise in prices and/or to worsen-
ing of the balance of payments. If the demand for certain com-
modities must be reduced, and the demand for those goods is very
intense, the general lowering of incomes required in order to achieve
the desired cut in consumption might have to be very sharp. In
order to dispense with rationing and other physical controls, money
resources will have to be made the narrowest bottleneck in the
economy. In the short run, when resources cannot be shifted with-
out undue social cost, the abandonment of controls might have to be
paid for by sharp unemployment, or at least the under-employment
of resources which at the margin do not absorb factors of production
in proportion to the outlay, e.g. entertainment, travel, etc.

To give a physical illustration: if someone were to desire to dry
up part of a lake, he could put up a cofferdam and pump out the
water behind it. The water in the lake would rise, but if the sides of
the lake were well buttressed, nothing catastrophic would happen
and the operation could be accomplished with the least physical
disturbance to neighbouring areas. If the same undertaking were to
be attempted by a lowering of the level of the water in the lake,
enough would have to be pumped away to leave the area enclosed
by the cofferdam dry. It would be an accident if other land would
not lie above the level of the strip to be drained. If so, it would get
parched in the operation, whether we want it or not. The lesson is
plain.

If viewed from this angle the reputed lack of subtlety of direct
controls does not appear to be so great as compared with general
financial controls. In a country such as Britain, in the economic
structure of which foreign trade plays a large réle, this consideration
is of special importance. Controls over production and consumption
represent the most effective and flexible means of imposing selective
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pressure, equivalent to localized deflation, on industry without incurring
the need for a general cut in incomes, causing unnecessary hardship
and unemployment. It will be possible to isolate internal purchasing
power from interfering with the export drive in individual essential
export industries! We shall be able to cut the consumption of
certain goods which most depend on relatively expensive imports.
We could concentrate measures in those lines in which success is
most likely, without having to curtail expenditure and employment
unnecessarily in others. By direct controls demand can be cut to fit
in with productive or import/export bottlenecks, and the resulting
excess demand directed to innocuous uses, i.e. uses which do not
absorb additional factors of production, e.g. entertainment and
travel.

The second and even more serious objection to decontrol in
European countries is that the war has unbalanced the productive
structure and the readjustment can proceed only slowly. If we
attempt to cut demand by general measures to fit in with the
narrowest bottleneck, this will result in unemployment elsewhere,
and, what is even more important, it will necessitate a decrease in
investment, i.e. a decrease in the rate of progress and in particular in
the rate at which a balance of the productive structure can be
achieved. Controls can adapt demand to the existing productive
structure, using the latter to the full. General monetary measures
cannot accomplish this task, hence cannot guarantee a high level of
investment and full employment. The fact is sometimes quoted
against the use of controls that they maintain artificially a structure
of production which has become inappropriate. This is perfectly
true, but does not constitute an argument against controls. Adapta-
tion is bound to be slow, as has been shown in the inter-war period.
While maintaining full employment, special steps must be taken to
promote readjustment. But nothing is gained by imposing a general
deflation. This will retard the emergence of a new equilibrium as it
discourages investment generally. Controls are therefore far less
inimical to an adaptation of the economic structure to a new
situation than the free working of the price mechanism. If disinfla-

1 The success of the export drive was an ironical comment on the simultaneous publication
of countless books and articles complaining of the stifling of the export drive by ‘infladon.”
It would also be interesting to know how some writers imagine the maintenance of anything

like the present national income without controls while imports are throttled to some 80-85
per cent of pre-war.
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tion does not cause large-scale unemployment, the pressure on
individual firms seems hardly adequate to force them to engage in
an all-out price struggle which would further worsen their position.
It is more likely to strengthen the trend towards tacit or explicit
restrictive practices. If, however, the Government were prepared to
pursue a policy of ruthless deflation—and face the immense social
loss involved—it is unlikely that no efforts would be made to lower
wage-rates; expert economic opinion could be easily secured
showing that British wages had risen faster than the average increase
of the productivity of labour. Instead of reorganization, standardiza-
tion, and new investment in order to increase productivity, a cut in
wages is surely more likely in a period of deflation and unemploy-
ment. Thus the aim of all progressive economic policy woufd be
vitiated. The former reluctance of the trade unions to countenance
measures increasing productivity would certainly revive with
redoubled force.

It should not be forgotten, moreover, that changes in foreign
demand more often than not represent short-term fluctuations in
the absolute level of effective demand abroad, and not structural
changes. The free working of the price mechanism would enforce
losses on the community without any apparent gain in the long
run. As Britain imports necessities and exports mainly luxuries and
capital goods, the demand for which is notoriously unstable, the
deflation necessary to achieve a given result in limiting imports and
forcing exports might have to be very sharp. Decontrol, therefore,
limits the capacity to maintain employment and social justice in the
face of foreign complications.

Cyclical fluctuations are in the main associated with the tendency
of capitalist economics, if uncontrolled, to develop cumulatively in-
creasing speculative investment once an expansion has started. Thus
once expansion has started, it is self-inflammatory. As investment
increases, prices and profits increase, which induces further invest-
ment. Violent fluctuations in stocks—working capital—further
distort and exaggerate the movement. In the end the misjudgement
of durable profit opportunities induced by the inflation results in
a disappointment of original expectations, further investment is not
undertaken, and the whole system is involved in a cumulative
deflation. Stability is therefore dependent on effective controls over
investment. It can be shown, however, that financial controls, even
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direct financial controls, cannot be made effective. A large part of
the investment does not depend on the capital market, nor is it
financed through the banks. Indirect means such as variations of
the rate of interest are, however, ineffective, because, once an
inflationary spiral starts, the profit opportunities are far too high to
be influenced by slight changes in the rate of interest. In order to be
effective the rate of interest would have to be wielded like a battle-
axe, indiscriminatingly putting a stop even to such investment as is
needed for steady progress. It does not seem to be either a discarded
sieve or an old corset, as some people affectionately call it.

The checking of periodic inflationary bouts would require
increasing rates of interest. The long-run trend towards increasing
capital intensity, however, requires a steady decrease in their level.
It has been shown conclusively by past experience that it is not
possible to combine an anti-cyclical interest policy with a policy
calculated to stimulate the steady expansion of capital investment.
Thus stability requires the maintenance of direct controls over the
main field of investment so as to prevent inflationary spirals and
maintain an even trend of investment. As capital accumulates; the
enforcement of a fall in the rate of interest appropriate to the
increased volume of capital becomes more and more difficult. The
problem arises, therefore, how to maintain demand. This can be
done partly, especially in rich countrics, by stimulating capital
export so as to mitigate the international differences in capital
intensity and the standard of life. Steps can be taken, secondly, to
redistribute income by progressive taxation so as to decrease the
inequality in the standard of life and thereby at the same time
maintain demand (as the rich save more than the poor and thus the
redistribution decreases saving). This, indeed, is the main method
by which those who believe in the effectiveness of the price
mechanism without controls hope to achieve full employment and
social justice. Unfortunately, the establishment of greater social
equality interferes with the working of an economic system based
on risk-bearing and profit expectations.! Plans based on progressive
taxation to reduce inequality of income do not usually take into
due account the effect of taxation on the willingness to invest.
Without measures calculated to reduce the risk of fluctuations and

. 1Cf. e.g. the review by R. F. Kahn of Professor Meade’s ‘Planning and the Price Mechan-
ism,” Economic Journal, March 949, p. 3.
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losses, redistributive schemes are hardly likely to achieve their
object. What is needed to secure stability and greater social justice
is not the mitigation or counter-balancing of business cycles, but
their elimination. There is no reason to doubt that if the steady
increase in the basic minimum standard of life were to be the first
charge on economic progress, that is to say, if mass consuming
power were to be always kept high enough to cause a slight infla-
tionary tension, and if this inflationary tension were kept in check
by direct controls, this object could be fulfilled. Once there is little
risk of a certain collapse of markets, even relatively small net profits
after taxation will be sufficient to induce investment. One of the
most important of the measures to increase the basic standard of life
is the provision of increasingly better standards of housing at cheap
rates. In so far as this involves large investment, it also represents
the most powerful sustaining factor in an economic system. Any
fluctuation from abroad or other unforeseeable changes in output,
e.g. crop failures, can, in this controlled system, be put on the
shoulders of those who can most casily bear it, i.e. it will fall mainly
on luxuries. Foreign fluctuations, instead of causing unemployment,
will be offset by a worsening of the terms of trade (in so far as they
are not isolated from the system by reciprocal bulk purchase
agreements).

Certain choices, which, moreover, form an increasingly impor-
tant part of total activity, can only be taken collectively. They are,
on the one hand, acts of collective consumption, e.g. redevelopment
of towns to ensure suitable environment, education. Free market
economics tends consistently to undervalue the relative importance
of these needs. On the other hand, it encourages—especially as
competition is limited and product differentiation prevails—large
diseconomies of consumption. Conspicuous waste, changing styles
are stimulated by the attempt of firms to secure for themselves
exclusive markets. Experience in America suggests that it is im-
possible to deal with this phenomenon by negative legal sanctions.
No act of overt collusion is necessary to encourage or maintain this
trend towards social waste. The consumer is thereby deprived of
his freedom of choice as an alternative is not offered. State competi-
tion and control over quality, at least, the provision of standard
products whose price is controlled so as to provide an effective
alternative, seem the only means of bringing about that state of
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affairs which orthodox economic theory describes as in being. The
case for the permanent retention of controls is very much increased
in those countries which, like Britain, have been subject to asteady
decline of competition and which, moreover, suffered from a
large-scale distortion of their economic system, in the case of
which, therefore, the extent of the required readjustment is very
large.

Finally we come to the problem of determining the rate of
progress. Classical theory postulated that an optimum distribution
of resources will take place not merely as between alternative uses,
but also between current consumption and accumulation, by the
interplay of supply and demand on the capital markets. This view
disregards not only that the rate of savings will depend mainly on
the level and distribution of national income, but also that indivi-
duals, when making their decisions, cannot be in possession of all
relevant facts, and even if they were, cannot be certain that their
savings decision will become effective and not be frustrated by the
failure of investment to balance savings decisions. The claim of the
adherents of free market economics that that mechanism automatic-
ally establishes a unique position of equilibrium and secures an
optimum rate of progress fails.

The decision as to the rate of progress must be taken collectively
with due consideration to the relevant factors affecting the com-
munity as a2 whole. In the case of a country such as Britain, being
largely dependent on foreign trade, much the most important of
these considerations is the relative rate of progress in the dominant
country of the world economy to which Britain is linked, the U.S.

It secems essential, therefore, not only to reserve the decision on
the rate of saving to the community as a whole, acting through
constitutional channels, after due discussion of the relevant issues,
but also to render this decision independent of the distribution of the
national income. It would be intolerable if the need for quicker
progress should result in promoting a greater inequality of income
distribution so as to bribe the rich into saving—having first increased
their conspicuous spending—as actually happened in Germany by
deliberate policy. Both aims require the maintenance of direct
controls. If the second is to be attained, savings will have to be
cither collective, i.e. through a budget surplus, or collectively
enforced, i.e. by maintenance of rationing. A budget surplus alone,
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however, would not guarantee that a degree of dissaving would not
ensue, sufficient to reduce net savings below the rate desired. More-
over, the increase of the rate of taxation beyond a certain point is
likely to have unfavourable effects on incentive, though the inter-
relationship is more complicated than is usually assumed. It can be,
and has been argued, that rationing by diverting excess purchasing
power towards innocuous uses has the same disincentive effect as
taxation. While, in the one case, net income after taxation is
reduced, in the other the range of choice of the commodities or
services for which the income can be used is restricted, i.e. income
is made less attractive. It has been shown during the war, however,
that the public regarded taxation measures, including forced saving,
as a greater deterrent than the lack of opportunities to spend. The
argument which assumes that a restriction of choice immediately
decreases effort also seems to imply that only the middle classes
have any desire for accumulating reserves for retirement or against
unexpected contingencies. This may be so, but no proof as yet has
been furnished that it is in fact the case. Until such proof is given
it would be reasonable to act on the hypothesis that rationing as an
alternative to taxation is less inimical to incentive and progress.

We may conclude, therefore, that in our present position controls
must be regarded as an alternative to a sharply deflationary policy.
In the relatively favourable international situation of 1948 the policy
of decontrol merely resulted in a premature dissipation of the
increasing productive capacity for an increase in luxury consumption
and the relative worsening of the distribution of effective consump-
tion. The rich began to bring their capital to bear in buying
consumers’ goods. The gravest danger of this policy was the
threat of this development to the maintenance of wage stabiliza-
tion. The Government did not have to envisage the logical
conclusion of its policy of decontrol, the forcible reduction of
mass-consumption, so long as the international position remained
favourable. They were brought face to face with the basic dilemma
as soon as foreign demand fell away.

Full employment by deliberate action ensures a social balance and
is therefore the sole basis for democracy. It is noteworthy in this
respect that the need for deliberate safeguards in the defence of
social harmony have been, almost without contradiction, accepted
for some hundreds of years in the political field. It has been equally
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consistently denied in economics. Yet it is perfectly clear that this
denial has been based on the assumption, long ago confounded, that
the mass of the population, the working class, is subject to certain
immutable economic laws. Any interference with these economic
laws was regarded as self-defeating. Unless this assumption is
defensible, the moral basis of the policy disappears. In point of fact,
the operation of these laws depended on the existing legal system
concerning property rights on the one hand, and the lack of econ-
omic power on the part of those not possessing capital on the
other. Once the social inequality and political impotence of the
worker as an individual is removed by his right of association and
political representation, this one-sided relationship depends entirely
on the economic power of the entrepreneurial class to inflict un-~
employment and thus weaken the power of resistance of trade
unions, once its ‘confidence’” has been shaken, e.g. by any measure
which impinges on the ultimate economic power of the entre-
preneurs. The resistance of the entrepreneurial classes to State
measures calculated to maintain full employment is based on their
cotrect intuition that such measures, while they safeguard their
short-run profits, would, in fact, undermine their ultimate source of
power, the power to decide the level of business activity and thus
their relative bargaining power as a class.! In this they have a better
appreciation of the true inter-relationship in the present economic
system than those economists, including the late Lord Keynes, who
regarded the resistance of the bankers against anti-deflationary
measures as a consequence of suicidal stupidity. Once the power of
inflicting slumps is removed, the entrepreneurial classes lose their
role as absolute rulers; a balance is established which will force
deliberate measures and decisions on matters of economic policy
which was hitherto their sole prerogative. In particular, deliberate
decisions will be needed on the distribution of the national income
and consequently also on the rate of investment and progress. The
fact that in a complex economic system correct decisions cannot be
made on the rate of accomplished (ex post) investment by indivi-
duals acting as individual savers and investors respectively (as the
failure of the mechanism does not provide a guarantee of maintaining
full employment) has been the most potent cause of the fall of
orthodox economic theory and with it of liberal economic policy.
1 Cf. the previous chapter.
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The maintenance of full employment is equivalent to a slight
inflationary monetary tension, and cannot be dissociated from it.
In an uncontrolled economic system it would, ipso facto, give rise to
a cumulative inflationary spiral. Thus the maintenance of full
employment, or any state of employment which would evoke a
feeling of full employment on the part of trade unions, cannot in
the long run be maintained without some system of direct controls.
The extent and the character of the minimum controls necessary is
a matter on which no pronouncements are possible a priori. It will
depend entirely on the nature of the economic system to be con-
trolled and its historical situation. In a country such as, for example,
the United States, which is largely independent of foreign fluctua-
tions and which, through the historical accident of being the arsenal
of the major part of the world in two world wars without suffering
any economic loss in her own territory, has become by far the
richest country of the world, with an enormous potential capacity
for investment and accordingly of rate of progress, controls can be
restricted to a minimum. It is possible in that country to maintain
full employment by fiscal measures alone, and bring about a juster
distribution of incomes and consumption by taxation, so as to
secure the compliance of organized labour in a policy of stabilization.
In the countries of Europe unbalanced by the war, and having no
reserves, direct controls of varying degree would be necessary to
prevent full employment from resulting in a cumulative inflationary
collapse. Controls are the alternative of unemployment induced to
hold the workers in check.! Those who oppose controls, indeed,
openly yearn with varying intensity for a varying measure of
unemployment.?

Increased efficiency through industrial reorganization, as well as
the maintenance of full employment in an unstable world, would
therefore seem to depend on the reinforcement of controls. This
does not mean that existing controls should not be overhauled and,
if possible, simplified. They were established during the war

1 This has been shown by the German experiment,

2 In most cases they merely state that the 3 per cent unemployment contemplated by the
Beveridge Committee was too low. 5 to 8 per cent is the usual guess of the minimum needed
to ensure stability or 1-1+8 million in Britain. In point of fact the experience of the inter-war
period suggests that much higher figures would be needed. At 10-12 per cent unemployment,
definite wage pressure made itself felt in the 1930s. And Trade Union organization has

improved since. Few of these authors, the inverted followers of Marxist teaching, have
given detailed reasons for the modesty of their estimates.
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exclusively for the purpose of concentrating productive resources
for the war effort, and are ill fitted to cope with new tasks. The
excessive preoccupation of the authorities with ‘fairness,” due to their
overwhelming desire to escape responsibility for discriminating
decisions, inevitably imparted unnecessary rigidity to direct controls.
The method of basing allocations or production on base periods is
one of the outstanding examples of this failure. The removal of
raw material allocations, at least of the more important ones, will
come last, as they involve imports. The entreprencur therefore need
not be afraid of an increase in competition. Precious time has been
lost without evolving methods which enable a selective stimulus to
be given to efficiency and exports. The example of steel allocations
to the automobile industry, which ensured a volume of exports held
to be impossible by the producers and speeded up standardization,
shows what could have been done if more imagination had been
applied elsewhere. Part, at least, of the responsibility lies in the
unsatisfactory method of selecting the personnel of controls, in-
herited from earlier governments.

True enough, price controls have in most cases been maintained.
With the relaxation of the utility schemes, however, and the failure
to undertake a reform of other controls, their effectiveness has been
sharply diminished. It would hardly be possible any longer to
enforce productive reorganization by price control alone without a
considerable reinforcement of the controls over production. The
history of the first two years of the war has conclusively shown that
partial control of this character (i.e. having no direct influence either
on consumers’ demand or on the successive stages of production)
can easily be evaded. Unfortunately, little if any attention seems to
have been paid to these wartime experiences. In the process of
derationing, all those mistakes, which retarded the war effort during
the initial period of the war, have been repeated. Instead of gradu-
ally relaxing controls by administrative changes, rationing was
altogether abolished in parts of a connected field, thus putting
additional strain on the sector which remained rationed and causing
considerable disorder in the higher stages of production.! All avail-

1 This happened not only with respect to textiles but also to points rationed foods. In the
case of sugar certain end-products were freed, e.g. sweets and preserves, while the rationing
of sugar remained. The distortion of the consumption pattern and the resulting irritation
was considerable. In many cases considerable shop-shortages arose, and the same sort of
favouritism and haphazardness in distribution could be observed as those which gave rise to
criticism during the war.
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able evidence suggests that labour costs in Britain have not increased
out of proportion to costs elsewhere.! We must suspect an increase
in monopolistic profit margins because available controls were not
wielded with sufficient energy. It seems that especially the laxity
of export controls, and the permission to sell in the home market
export goods, has had serious effects on the efforts of entrepreneurs
to sell abroad. Such laxity in detail might make a general deflation
inevitable.

Unfortunately, opinion has been bedevilled by the dispute
whether controls should be regarded as an alternative of the price
mechanism or not. As Sir Hubert Henderson has shown in his
witty presidential address to the Economic Section of the British
Association,? no control could, or should, attempt such an insensate
task. What is required of them is the prevention of short-term
speculative exaggeration of price movements and of fluctuations in
investment and employment which such price movements cause,
only to be accentuated by them. By checking a sudden increase in
stocks, a cumulation of investment projects due to bottlenecks, they
ensure stability. On the other hand, the stabilization of the cost of
living through subsidies to the pricc of essentials permits the restric-
tion of wage demands and with it a cumulative inflationary spiral
which could only be checked by sharp deflation and unemployment.
Finally, a properly working pricc and quality control applics steady
pressure on monopolistic profit margins, and togcther with a flexible
method of allocation of certain key raw materials, promotes
efficiency. Controls in Britain—and in Europe—arc needed not in
order to replace the price-mechanism, but to make it work as
it is said to work by an abstract theory, which does not stop to
consider whether the price-system in present conditions can fulfil
its functions. No perfection can or should be claimed for its per-
formance. As any other human institution, controls will certainly
be mismanaged at times and will never work smoothly. What
might be claimed is that they are capable of improvement so long
as they are not regarded as stopgap measures to be discarded at
the first occasion and not worth much thought and effort. By
eliminating a one-sided pressure on the working class, they hold out
some hope for the diminution of social tension and the establishment

1 Cf. the E.C.E. statement on labour costs, op. cit.
3 “The Price-System.” Reprinted in the Economic Journal, December 1948.
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of a balanced society. Experience in Europe both before and after
the war shows that given some understanding on all sides, dcliberate
action might be capable of preventing the appalling waste of large
scale unemployment, and of mitigating the unequal distribution of
income without revolutionary upheaval.

Public opinion and even the Government did not seem to have
had sufficient opportunity or information to explore these problems
and the implication of the choices facing the country. The short-run
attractions of discontinuing controls were great and therefore
insidious. Both the consumer and the producer seemed to benefit.
Decontrol was, thercfore, taken as a triumphant sign of progress
well accomplished. The unfavourable effects of the discontinuation
of controls were slower to materialize and difficult to connect with
the original policy.

As demand is liberated, prices necessarily tend to rise because the
well-to-do are free to use accumulated wealth for current purchases.
Hence the distribution of current consumption becomes less equal
and the policy of stabilization is endangered. Any foreign shocks
can no longer be met by special measures exerting selective pressure
on entrepreneurs and consumers in those sectors which can most
contribute to the balancing of the position, but enforce general
measures of deflation.!

The Government’s statements® on its basic conception of the
inter-relation between democratic institutions and dircct controls
seem, therefore, to move on a plane of abstract generalizations
which do not take account of the realitics of the position. This
conclusion is strengthened if we consider the methods of elaborating,
presenting and securing parliamentary acceptance for the economic
programme of the Government which must prevent an active
participation through public discussion of the community in the
decisions. Democratic planning cannot mean the elaboration of a
series of disjointed targets, on the basis of more or less random

L This is clearly exemplificd by the German experiment in decontrol. The abolition of
controls resulted in a surge of purchasing power towards certain bottlenecks. This in turn
necessitated general deflation. In consequence, stability was achicved at the cost of heavy
unemployment and the throttling of investment in housing, despite the crying need to
re-house refugees and incorporate them in the productive process. The slowing down of
German recovery has been considerable and might affect even industries, e.g. steel and coal,
the demand for the product of which should be secure for long years to come.

2 These were reaffirmed as recently as the policy statement prepared for the Labour Party
Conference in June 1949, and published under the title Labour believes in Britain. Cf. my
paper ‘Stability and Controls,” Socialist Commentary, April 1949.
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guesses of a few officials of what the consumer (and autonomous
departments each jealously defending its own ‘interests’) is likely to
‘stand,” with an anxious eye on possible retrospective criticism.
Democratic planning cannot mean that these targets, having been
hurriedly assembled in the last minute, generally leaving insufficient
time for digestion even to the Cabinet, should then be presented as
unalterable plans to the Commons under the threat of a vote of
confidence. What democratic planning should mean, if it is to mean
anything, is a conscious choice between clearly-stated alternatives,
based on a thorough exploration of the implications of the choice
on the present and future position of the individual. A much closer
interaction between public opinion and Government planning is
needed, and this can be achieved only by consistent publicity and
serious discussion.

This would enable the Government and Parliament to make their
choice consciously, weighing the alternatives as they affect the
individual. It would force all concerned to face critical issues,
instead of, as at present, indulging in incoherent wish-dreams and
shirking vital decisions. In particular it would face the various
vested interests, including the rank and file of the Trade Union
movement, with a clearer realization of the implications of the
choice before them, instead of leaving it to recurrent crises to force
the unwilling acceptance of belated measures, the harshness of which
is bound to increase with the delay.

It is at least doubtful whether public opinion would have favoured
the policy which the Government pursued if the issues had been
presented clearly. The restrained attitude of most of the leaders of
the Trade Union movement shows how much can be accomplished
in this respect by courageous clarity. It is noteworthy, moreover,
that even during the war it was public opinion which prodded the
Administration into more complete mobilization of economic
resources for war, while the Government hesitated to apply strong
measures for fear of appearing ‘totalitarian.”

So long as the Government regards democratic planning, not as a
means to secure enthusiastic collaboration, but as a system of nega-
tive restraints which must be kept to a minimum, Britain is unlikely
to avoid recurrent crises.

1 Cf. e.g. Mr. Bevin’s statement on the Emergency Powers Act in June 1940. In 1941-2
he was forced to take the measures advocated by his critics.
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(b) THE STATISTICAL BaSis

The Government itself emphasizes the fact that it does not regard
its plans as definitive. They depend on certain assumptions. It is
invariably hoped to better the performance. Given the uncertainty
of the foreign situation, this to some extent is inevitable. But
surely it would be better to give some estimates of possible alterna-
tives or at least the range of quantitative relations based on alternative
hypotheses. The economic plan, unlike the budget, does not give
opportunity for speculative gains.!

Moreover, the continued failure to secure up-to-date information
on a vast range of strategically vital points of the economic system
must be regarded as an odd reflection on a Government pledged to
full employment and a planned maximization of the national effort.
The weakening of controls should have been an incentive for
strengthening the intelligence at the disposal of the Government, as
the action of the indirect—monetary—devices is much slower and
weaker and therefore demands prompter action. A comparison
with the Economic Report of the President of the United States to
Congress invites comment. The statistical tables accompanying that
report occupy more space than the whole of the British Survey.
Not only are the figures for the national income and output as well
as its constituent parts available quarterly in the United States, with
a lag of less than a month for a preliminary estimate which seems
accurate enough for general policy decisions (e.g. the report on
1048 was submitted on January 7, 1949), but detailed information was
given on productivity, stocks, retail and wholesale trade, of which
little is known in Britain. Field studies were available on the liquid
resources of the community and the anticipated ways of spending.
The investment programme of the great corporations was tabulated
and digested. A prodigious feat of statistical analysis has been
performed without much fuss.

In this country we are still in the dark about the more important
results of the 1946 partial industrial census. The full industrial

1 The loosening of the control machinery, in any case, imparts some unreality to any
plans, just as the programmes submitted to O.E.E.C. by most Continental countrics cannot
be regarded as more than informed (and optimistically biassed) guesses. Unfortunately the
political consequences of missing targets are distinctly disagreeable. Hence the officials
franung the Survey would, in this country, have a tendency to understatement to safeguard
ministers. As alternative plans are not prepared, with varying assumptions on foreign
conditions, the ‘Survey’ figures nevertheless have given cause to much criticism.
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census might not, perhaps, be available for a few years. Character-
istically, we are unable to form views on the rclation of costs of
firms in any one industry and of gross to net profits, matters which
would be fundamental for price control and anti-monopoly
mcasures.! The census of distribution has been postponed until
1951, though the Government seems to regard the rationalization of
the unknown structure of the retail trade as one of the most impor-
tant aims in the next five years. There are no comprehensive figures
available for the volume of commodity stocks at each stage of the
distributive process, though it is agreed on all sides that the filling
of the bins is one of the most important measures to increase pro-
ductivity. Morcover, the short-term variations of the circulating
capital might represent potentially the most disturbing factor in
maintaining stability and preventing speculative attacks on the
currency. Only the scantiest information is available on produc-
tivity; a large part of it is carcfully kept from the Government.
The work of the Anglo-American Productivity Council seems to
proceed in secrecy. Even the analysis of the economic implications
of Government receipts and payments is rudimentary in comparison
with the United States. The seeming confusions of, and the delay
in, the presentation of the balance of payments statements is also
disturbing.

Under these conditions the experts responsible for elaborating the
White Papers on the British economic plans must be congratulated
on their ingenuity and patience. But the system of government
which methodically starves the intelligence and statistical services,
and conducts negotiations with the representatives of the various
important organized groups in the community as if they were
sovereign great powers, can hardly be excused. In consequence,

1 Cf. T. Barna, ‘Those “frightfully high” profits,” Bulletin, Oxford University Institute of
Statistics, 1949, for a review of the curious problem encountered on a vital point which,
above all, should interest a Labour Government. Even the Trcasury reccives the statistics on
true profits only since Lord Keynes insisted on and carried the point during the war. The
discrepancy between home and export prices in favour of the latter continues and in present
conditions suggests that insufficient pressure 1s exercised on entrepreneurs. Otherwise export
prices would have declined with the cessation of sellers’ markets abroad. While a general
decline in British prices in terms of foreign currencies brought about by devaluation would
cause unnecessary losses, such selective declines must be brought about to maintain the
volume of trade. No one suggests, however, that home prices are not remunerative. The
failure to obtain and publish facts on this matter has considerably contributed to the un-
jusltliﬁable campaign against sterling which endangers the whole structure of the Government’s
policy.
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both the framing and the criticism of Government plans is subject
to a grave margin of error.

It is an astonishing fact that such defence of the Government’s
policy as could be offered had to be based mainly on the Reports
claborated by the Economic Commission for Europe, which was
consistently starved of information by the British authorities. The
linking up of the pre- and post-war production index was first
accomplished by that organization;; calculations in respect of produc-
tivity, relative wage-levels, comparisons of net and gross investment,
rest mainly on those reports. Nor was an objective defence of the
bulk-purchasc arrangements possible until their work was published,
owing to a complete lack of statistical information.?

A greater realization of the importance of the work, and fuller
use of its powers, ought to have enabled the Government to produce
much more detailed and accurate statements of the position and
prospects, and thus stimulated a much greater concentration of effort.
Once the pressure of unemployment and hardship is removed, only
an intelligent appreciation of the dangers and possibilitics can induce
full co-operation. The basic administrative needs of the programme
to which the present Government is pledged have been strangely
neglected.

(¢) THE RENEWAL OF THE DOLLAR DRAIN

As we have scen in an earlier chapter, the British plans for the
next ycars were based on a cautious optimism regarding the imme-
diate outlook for world economic activity and the level of foreign
trade. In this they followed the instructions of the American
Administration. The programmes claborated, however, did not
fully utilize the favourable general background implied in these
assumptions, nor point with sufficient firmness to the fact that

! Characteristically, the British Government expressed dissatisfaction with the work of the
Commussion, the only nternational agency whose statistical investigations directly supported
Britsh policy, and demanded a sharp cut in its Budget (Report in Sunday Times, July 10,
1949). American and Europcan reports on this strange mcident emphasize the fact that
Britamn was not supported cven by the other Western Powers 1n this unjustified and un-
dignified attack. The unfavourable comments 1n the foreign Press were not reported by
most British newspapers. This shows an aspect of the problem of the Press which received
wsufficient, 1f any, attention by the recent Royal Commussion, the growing influence in the
treatment of news, of suggestions by official spokesmen sustained not by censorship but
other, equally powerful means. Many hardly less glaring examples could be found i the
presentation of other important 1ssucs of foreign policy.

H
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their implementation would depend on these assumptions being
fulfilled. Thus they incurred acute hostility not only in Europe but
also in the United States. The sharp cut in the British request for
Marshall Aid for the second year by as much as 25 per cent did not
win plaudits. The remainder of the participating countries either
did not reduce their requests (some actually increased it) or reduced
them by much smaller proportion. This misplaced virtue—appar-
ently contrary to U.S. advice—was not rewarded. It would,
perhaps, have been more prudent to maintain the request for
Marshall Aid and intensify investment programmes and also to plan
for a greater contribution to the expansion of multilateral trade with
Europe. A reserve could thus have been formed to act as a shock-
absorber if any of the assumptions of the American Administration
were to be proven too optimistic, without having to cut consump-
tion immediately.

The rigidity of British planning methods was also shown by the
fact that little notice seems to have been taken of the acceleration of
decontrol measures in evolving financial policy. So long as direct
controls over imports, production, and consumption are maintained,
it is, as we have argued, possible to divert consumption demand
towards innocuous channels. This escape from any pressure eman-
ating from abroad was steadily closed in 1948-9. The pressure on
selected industries to sell abroad rather than at home, even at less
remunerative prices, was reduced by the relaxation of control. And
consumers were less restrained from consuming commodities which
absorb a large proportion of scarce commodities and manpower.
Calculations mistakenly made at the time of the first balance of
payments crisis of 1947, connecting the deficit dircctly with the
statc of Government finance and investment, have become more
apposite. The 1949 budget did not draw the logical conclusions of
this policy—it would have had to be drastically deflationary to pave
the way for the further ‘bonfires of controls’ or even justify those
already lit.

Nevertheless, it would seem that the conclusion that profligate
Government expenditure on social services, especially on food
subsidies and the health service, the ‘Welfare State’ and far too
ambitious investment programmes, are responsible for the recurrent
discomfiture of the country is a dangerous oversimplification. As we
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have seen,! the British balance of payments showed a steady im-
provement since the first half of 1947. In the second half of 1948,
not only no net contribution from the U.S. was reccived, but a net
export of capital of /30 million was recorded.? In the first half of
1949 total exports further increased some 10 per cent, and the visible
adverse balance of trade was reduced to /45 million, or the smallest
yet recorded. It is more than probable that an overall balance has
been maintained. In particular, the volume of exports to the United
States and Canada almost doubled as compared with pre-war, while
imports were considerably reduced. This was not the case in any
other European countries. Obviously the United States’ slump
would affect British exports much more than those of other states
which have not made similar efforts.

These figures for the whole of the first half of 1949, however,
hide a serious deterioration in the sccond quarter which came after
the most favourable post-war performarice in the first three months
of the year, and they obscure a worsening of the deficit with the
dollar area. The average deficit on visible trade,® which was reduced
to well below /£ 40 million per month, increased once more towards
£ 50 million per month in the second quarter. The deterioration is
explained by a heavy increasc in imports, cspecially in the imports
of raw materials. These exceeded the high figure reached in the
fourth quarter of 1948 by 25 per cent. The expansion in the import
of manufactured articles was somewhat smaller, while the import of
food,. etc., remained all but unchanged. As manufacturing output
has not increased in anything like this proportion, and import prices
remained largely unchanged, this indicates a considerable antici-
patory buying of goods to guard against the possibility of devalua-
tion. The controls in their weakened state did not secem to have
worked satisfactorily.

The dollar deficit increased from /76 million in the third to
£06 million in the fourth quarter of 1948. It then fell to /82 million
in the first threce months of the year and suddenly rose to not less
than £ 157 million in the second quarter of 1949. At this level it is
more unfavourable than in any quarter of 1948 and hardly less
alarming than in 1947. The loss of gold reserves was £66 million:

1 Table XII, p. 42.

8 Cf. below, however, on possible shortcomings of thesc statistics.

3 Imports c.i.f,, exports f.o.b. These figures differ from those in Table VII, which reduced
to f.0.b. terms. The discrepancy in import values was roughly 15 per cent in 1948.
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the dollar deficit seems to have been twice the rate of the Marshall
Aid.

Official explanations! attribute the worsening less to direct exports
(only L12 million below estimates) than to the deterioration in
invisible and financial items (£ 18 million), and a fall in the dollar
receipts of the sterling area (/22 million). If direct exports are
further analysed it appears that the greater part of the decline
occurred in items the successful sale of which depended either on
exceptional shortages in the U.S. (c.g. tractor and car exports
declined from a monthly average of over /600,000 in the first
quarter to under /130,000 in June 1949) or the demand for which is-
exceptionally sensitive to income changes in the U.S. (e.g. the export
of'linen goods fell in the same period from /234,000 to £75,000).

The decline in invisibles, and also the loss of sterling arca exports,
can be attributed, to some extent, to loopholes in the exchange con-
trol. It is also certain that- the failure to take measures—either on
the international plane or even by the sterling area (possibly in
conjunction with Western European countries, especially Holland
and France)—to stabilize the non-dollar price of raw materials,
contributed considerably to the loss of dollar proceeds. The U.S.
demand for these commodities is not sensitive to price, as the price
of the finished product into which thesc raw materials enter is little
influenced by the price of the latter. It is also probable that earlier
statements of the balance of payments (as they are based on actual
receipts and expenditure and not on shipments or the performance
of services) have given a somewhat misleading picture of the net
movements in the balance of payments. Unlike the U.S., the
statistics on foreign balances currently held in London, which
originate from current transactions and arc therefore convertible,
still seem unsatisfactory. The sudden withdrawal of such balances
might therefore give the impression of a much sharper crisis than
actually threatens, just as their accumulation might stimulate false
hopes. The repeated and misleading method of lumping together
the sterling area figures in a net sum (as in the case of government
expenditure abroad) instead of giving both sides of the account,
might hide further loopholes in the exchange control, thus exagger-
ating the réle of British current transactions in the sudden worsening
in the balance of payments. This is yet another instance of the

1 Sir S. Cripps in the House of Commons. Hansard, July 14, 1949, Col. 677-685.
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insufficient attention paid by the Cabinet to the political implications
of the technical presentation of cconomic statements and their far
too trusting reliance in this respect on their experts.

It is difficult to form an opinion on the nature of unrequited
exports which continue to plague the British balance of payments.
Detailed statistics are not available. The policy actually followed of
permitting the export of capital to the sterling area would be
justified only if it could be shown that the investment undertaken
was in the short run far superior to any home investment in reducing
the country’s dependence on foreign aid (and/or in increasing
national income). Another equally weighty purpose of a non-
economic character would be the grant of drawing rights to less
fortunate members of O.E.E.C. under the conditional grants scheme
or the repayment of sterling balances to poorer areas. The invest-
ment in British-controlled oilficlds and in food production schemes
in the British Commonwealth represent the first category. The
grant of drawing rights and rclease of some /100 million of old
sterling balances in the period July 1948-July 1949 comes under the
second heading. Nevertheless, it is doubtful whether the Govern-
ment has been wise not to establish some control over private
capital movements within the sterling area (if only for statistical
purposes). The net change in ‘old’ sterling balances—less than
L150 million—of the sterling area countrics to which so many
writers attributed an overwhelming importance in causing the last
exchange crisis, was relatively modest. It certainly does not appear
to be greater than what poorer countries, ¢.g. India or Pakistan,
could rightly expect under the circumstances. It is doubtful,
however, whether a greater part of the massive private investment
of almost £ 400 million in the sterling area really fell into the two
permissible categorics. It scems to have been much more in the
nature of a capital flight which, directly or indirectly, resulted in the
loss of dollar earnings. The indefatigable efforts of the Bank of
England to preserve ‘freedom’—in however a restricted area—seems
once more to have contributed to the defeat of the rightful aim of
maintaining multilateral payments on current account within the
sterling area! As on many previous occasions—only to mention the

1 The transfer of capital to South Africa, which came to an end with the victory of Dr.
Malan at the polls only, directly diminished gold receipts. Other flight capital soon found
loopholes in the regulation of some members of the sterling area and also resulted in absorbing
what otherwise would have been dollar receipts.
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return to gold and the refusal to institute a tight exchange control
at the beginning of the war—false considerations of prestige were
helping to destroy the real basis of true prestige. The sterling area,
the intimate linkage of which with the pound in pre-war times
cushioned the unfavourable effects of a depreciation of the pound on
the terms of trade, has developed into something like an incubus on
the British balance of payments. Indian and South African imports
were especially on a scale wholly unjustified by the position in those
countries. If British exchange control cannot be made effective in
this respect and thus losses of resources occur on account of capital
movements and/or if the cxchange controls of other member countries
cannot be tightened, the continuation of the drain from the sterling
area, despite British austerity, may well force the hand of the
Government in monetary matters and lead to a devaluation, ir-
respective of whether economically and politically such a step is
justified. It is an intolerable situation that unessential dollar imports
by other members of the sterling area should lead to an import
crisis and unemployment in Britain. Yet without effective controls
only a substantial undervaluation of sterling might stop the dollar
drain on account of unessential imports from America, which it is
difficult to suppress by price movements alone. Such undervalua-
tion, however, would have unfavourable repercussions on the
distribution of income at home, further increasing profits. It might,
at any rate in the short run, possibly worsen the direct balance with
the United States. A much closer co-ordination of policies of the
Commonwealth is needed if the present degree of multilateralism
and convertibility, as well as freedom of capital movements, are to
be maintained and an effective stand is to be made on behalf of the
sterling area in negotiations with the United States and Europe. In
any case the Government must reconsider the freedom of export of
capital to the sterling area from this country.

We have scen that the Government failed to take energetic
measures to increase productivity both by insisting on an adequate
expansion of investment and by enforcing a speedy reorganization
of production by an appropriate pressure of controls and the
establishment of Industrial Development Councils. Indeed, the
relaxation of controls in the main resulted in reducing competition.
The high profit margin, especially in export trade, might cushion
the economy against the adverse movement. But much cannot be
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expected from increased productivity in the short run. The lost
opportunities have to be paid for, before remedial measures can
become effective. At the same time, consumption, especially con-
sumption absorbing scarce resources (and of exportable commodi-
ties) increased substantially. Had economic progress been adequate
and foreign conditions propitious, the expansion of production—as
in 1948—could have possibly carried this burden without worsening
of the foreign deficit. As it was, it scems that in the absence of a
drastic overhaul of controls only a substantial deflation could have
maintained balance. But the Government found itself in a more
than awkward position. Revenue of an income character (which
had been seriously underestimated in 1948) could not be expected
to increase much further.? Capital receipts were bound to decline
with the end of the liquidation of wartime assets. Expenditure, on
the other hand, was rising. Defence was estimated to cost some
£,67 million more than last year’s estimate (though only /6 million
more than actual payments). Social services would absorb some
£274 million (£ so million) more, despite the limitation of food
subsidies. Unless the Government increased taxation, the budget
surplus was bound to decline. The changes in the last budget
resulted in a net decrease in the revenue of small proportions for the
current year (about /20 million), with a subsequent much sharper
decline (over /83 million). It should be noted, however, that some
of the proposed increases in taxation included in that estimate were
subsequently abandoned and that some of the increases in taxes
accepted (death duties yielding 11 million in the current, and
£20 million in a full year) fell on capital and not on income and
were most unlikely to diminish current outlay. It is also probable
that a greater portion of total national income was being used for
direct social services, e.g. health service, than would be spent if
consumers had to pay for these scrvices. This would not in itself be
a conclusive argument against the policy pursued as the distribution
of income is still unequal enough to prevent adcquate health
services. On the other hand, the sudden introduction of the scheme
resulted in some abuse, not merely by encouraging unnecessary
demands for spectacles and dentures, which has received so much
attention, but also in an increase of the absentecism of an unjustifiable

11t is interesting to note that taxes on petroleum were not increased despite the growing
difficulties of the railroads and the possibility of a substantial revenue.
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nature. This is the sound core of the vastly exaggerated charges of
profligacy voiced against the Government.

The Government, however, had certainly not drawn the conse-
quences of its catlier policy of decontrol. The estimated overall
surplus at /14 million, as good a figure as any! to show the orders
of magnitude, was /338 million smaller than the actual surplus
achieved in 1948-9. No doubt the end of restocking would permit
an increasc in investment in fixed capital, and the private saving
might have incrcased as the payment of a capital levy was not
repeated. It is obvious, however, that the financial pressure was not
being reinforced. The rescrves of the economy were fully engaged.
Only a continuance of a ‘high level of demand in the world econ-
omy’ could justify this policy. At the same time the increase in the
inequality of distribution and the slight increase in the cost of living
undermined the policy of stabilizing wages. Truly, the Government
was tempting to have the worst of both direct and indirect controls.
Their close inter-relationship was not sufficiently kept in mind.
This bad to place the Government in an awkward position if a
deflationary pressure should develop in foreign countries, as it
should have been discernible in Continental Europe by the end of
1948, and even in America at the time of passing the Budget.

The charges of inflationism and profligacy against the Government
thus do not stand closer investigation on the basis of facts. They
seem to be derived from hearsay and strengthened by prejudice.
Those who make these charges do not stop to consider that a cut in
Government expenditure, as we have argued, would not, in the
first instance, release scarce resources at all and certainly not increase
exports or decrease imports to any appreciable extent. No doubt a
sharp dose of deflation, involving mass unemployment and a fall of
consumption, would improve the foreign balance—if it did not
cause social trouble or unleash an even bigger deflation abroad. In
any case it could not stimulate economic progress, which depends
on investments and would leave the country basically in an even
weaker position than she is at present. Much more subtle means are
needed if ‘'we are to succeed in compressing unduly high profit
margins yet maintain investment, and put selective pressure on
entrepreneurs to export. The co-operation of the Trade Unions is

1 The various alternative estimates all suffer from various drawbacks. Even the most
refined does not (because it cannot) take into account the effect of taxation on intended
outlay on consumption or investment,
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no doubt an essential clement in the success of a balanced economy,
but it cannot be secured by brandishing the big stickof unemploy-
ment. The British problem can be solved only if all are willing to
make sacrifice in accordance with their capacity, and if the case
against wild deflation can be put over successfully in the world at
large. We are clearly in grave danger, as in 1929-33, of falling
helpless victims of long exploded fallacies.

(d) THE EXECUTIVE AND PLANNING

The difficultics facing a government pledged to a reform pro-
gramme amounting to a substantial, if not revolutionary, change in
the power-relationships in a country by cvolutionary measures are
admittedly formidable. The venomous attacks on the policy of full
employment and redistribution of national income both at home
and abroad, the attempts, hitherto fortunately unsuccessful, to enlist
American aid to reverse the verdict of democratic elections, all show
the length to which a well-knit and shrewd ruling class might go
in the defence of their privileges even in Britain, which hitherto
provided a sharp contrast with the Continent. Before embarking
on an ambitious and possibly perilous programme of this kind these
difficulties must be realized if success is to be achicved. The admir-
able desire to maintain continuity should not blind anyone to the
fact that large-scale changes, however much traditional forms are
preserved, raise problems not encountered in more placid periods.
Unfortunatcly a number of factors combined to reduce the effective-
ness of the Administration at a juncture when the greatest vigilance
and energy would have been required.

The vitality and effectiveness of deliberative government depends
on a vigorous interaction between the Executive and the Legislature
branch in debate, on the effectiveness of criticism in preventing large
mistakes. The public discussion and scarching analysis of the
problems with which the country is confronted should also secure
a positive desire on the part of the community to participate actively
in the solution of these problems. Without such a positive attitude
the self-restraint necessary to solve difficult economic problems by
agreement rather than one-sided political or economic dictation—
either by the threat of police-power or that of the sack—can hardly
be imagined. Britain at the moment is engaged on onc of the most
important, if not the most important, soclo-economic experiments
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ever undertaken of finding higher incentives than naked compulsion
or necessity, of combining economic with political freedom. Itshould
be an exciting and absorbing experience, binding the enthusiasm of
large masscsand providing a sense of exhilaration. And for the success
of the experiment nothing less is needed. Can anyone honestly say
that, with one or two outstanding exceptions, the Government has
succeeded in arousing cven the enthusiasm of their own followers

In the interwar period the rise of powerful party machines, com-
bined with crushing parliamentary majorities, have seriously
weakened the control of the Legislature over the Exccutive. The
misfortunes in that period of strong personalitics in their relations
to their parties are too well remembered to need elaboration. The
leaders of the governing party acquired powers over their followers
which were not necessarily derived from the exccllence of the
principles or policics they propounded, but were rather buttressed
by the brute force of the machine, which can easily annihilate critics
singly. In a more balanced composition of Parliament this would
not be possible to the same extent. Parliamentary debate and in-
fluence becomes subtly distorted. Personal loyalty to the leaders is
encouraged which has little to do with the content of the policies
pursued.? The weakness of governments clected on the basis of

1]s it not interesting that the great success Mr. Priestley had in arousing with his wireless
talks cnthusiasm and collective determination at the most fearful juncture of the war has
not been repeated under the Labour Government?

3 Public School education might have had some influence in this respect.

Cf. also an interesting wartime speech of a back-bench Member of the House of long
standing:

‘I should like now to refer to the question of Loyalty. I have been loyal to my leaders
ever since I have been in Parliament. Perhaps blindly loyal, perhaps wrongly loyal, but, at
any rate, loyal, and I still think loyalty is a great virtue.

‘I like to judge a policy very largely by the personality of the man who is putting it across.
I am absolutely loyal to the Prime Minister and I intend to remain so. . . . There is only one
thing that we in the House have to do, and that 1s to maintain the prestige of the House
and the Government. Any man who damages that is making a vast contribution to the
enemy’s war effort. . . .

‘In conclusion, I have not made any important contribution to the Debate, I have not said
anything that is new or particularly interesting, and I am going to repeat another platitude.
The Prime Minister’s position is so tremendous, not only in this country but throughout the
world, that any honourable member who tries to nibble away at it and reduce it by any
remarks to spoil that position and hurt that prestige, is not only doing a great disservice to
this country and to the world in general but is eventually gomng to bring down upon his
head that enormous world-wide opinion which holds that the Prime Minister is the man
who matters at the present time and that the privileges of certain Members and the ambitions
of certain Mcmbers are of no importance at all in comparison with the war effort and with
the effort which the Prime Minister is making. He is the only man who can carry on winning
this war and bring us peace.’
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proportional representation have obscured the grave drawbacks of
mammoth majorities usually resulting from the British system.

A further hardly less important factor in reducing the effectiveness
of democratic control is the growing complexity of the problems
under discussion. Parliamentary control cannot be effective if it is
not backed by expert knowledge. The importance of this fact can
be appreciated by the evident nced for cxpert briefs felt by thosc
members of the Opposition who have been Ministers. The lack of
effective and expert opposition has much increased the danger of
failures by the bureaucracy as Ministers increasingly dismiss objec-
tions to policy and can sustain their defence against fumbling
criticism. The pressure on departments cxercised by parliamentary
questions is steadily diminishing, further curtailing current super-
vision of policy by the Minister himself. The impatience felt with
ill-conceived or obstructive questions has not led to a reconsideration
of the mechanics of parliamentary control, but to a limitation of the
right to question. Nationalized industries which should be under
constant scrutiny have to a large measure been altogether removed
from the scope of inquiry.

The problem of declining effective responsibility of the Exccutive
would not be so acute if the character of the Executive itself had
not undergone an equally profound alteration. Ministerial responsi-
bility and departmental autonomy are as impeccable doctrines as
the impartial loyalty and anonymity of the Civil Scrvice, so long as
the problems dealt with are mainly non-cconomic, and so long as
those which are economic are simple and mainly consist in limita-
tions (or at most slight correctives) to individual initiative. As the
number and complexity of decisions increase, it must reducc respon-
sible democratic government to a farce. The escape to ‘freedom’
which some advocate to be able to avoid dealing effectively with
this problem is not open to those who believe that that road leads,
in Europe at any rate, to misery, inequality and social disintegration.
They must face this issue and not be misled, as the Government
undoubtedly has been misled, by conventional platitudes.

The first condition of successfully dealing with the problem is a
drastic increase in publicity and a limitation of the present complete
secrecy to the sphere where it belongs: military sccurity, the need
to retain bargaining power in international deals, and the prevention
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of illegal speculative gains on the basis of inside knowledge.! The
present secretiveness which extends far beyond the Government and
the nationalized industries is a sign of inferiority, which it must in
turn increase. Without vigorous and informed debate and criticism
no progress can be achieved. It cannot be stated often and emphatic-
ally enough that neither Parliament nor outside bodies with expert
knowledge are now in a position to make their full contribution,
which is only too patently needed.

Experiments in new forms of parliamentary control, permanent
committees, public hearings and a strengthening of the Civil Service
at the disposal of the Legislatiure have always been dismissed with
scorn in Britain. The history of war-mobilization—and by no
means only in the so-called phoney war period—and of the post-war
years demonstrates that this airy fecling of superiority is by no means
well-founded. Those who belicve that the community organized
as a State must necessarily take over functions which a more dis-
persed organization of power, private firms and individuals, can no
longer fulfil, or can only do so at disproportionate economic and
social cost, must not take refuge in conventions which were based
on the fact that power was dispersed. A strengthening of the
advisory permanent staff of Parliament with powers to obtain
information for the members of the Legislative, the constitution of
standing committees dealing with the current, and not past, conduct
of business? and, probably, the establishment of permanent cxpert
investigation committees which periodically report to Parliament on
nationalized industrics and can receive complaints from the public,
is probably thc minimum required to re-establish the effectiveness
of democratic control.?

Secondly, steps must be taken to make the basic principles of
Government policy operative in a co-ordinated manner on all stages
of governmental action, especially in industrial and intcrnational
matters. It cannot be maintained by even the most favourable critic
of the Government that their efforts—if any—in this respect were

1Even in these cases, however, means ought to be found—possibly by extending the
Official Secrets Acts over members of certain parhamentary committees—to restore some
control.

3 Cf. 3rd Report of the Select Committee on Procedure (1945). Meetings of such Com-
mittees should be held in camera to obviate temptation to use the occasion for political
vexatiousness and sensationalism.

3 Periodical Royal Commissions might also play a réle. But in their case the natural play
of checks and balances, which ensures in legislative committees effective supervision, cannot
be counted upon. Hence the choice of personnel is of the gravest importance.
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successful. To some extent this was due to the fact that the present
Government issued from a Coalition Government in which the
representatives of the minority party, Labour, loyally co-operated
in a policy which was, not unnaturally, mainly determined by the
Conservative majority. As the latter were in favour of the status
quo, this meant that ‘controversial questions,” questions of change,
were left as much alone as possible. So far as the main task, the
winning of the war, was concerned, differences of opinion were not
those of principle. In any casc Mr. Churchill’s ascendancy was
decisive.

The grave consequence was that the divergence of attitude
between the political and permanent personnel of the Executive was
largely hidden. The tradition of ‘impartiality’ was accepted, as it
could largely be accepted on non-controversial issues, during a fateful
war. Once the political battle was joined this heritage of policies
and policy-makers became ominous. Ministers are not, with certain
cxceptions, experts on questions concerning their departments. It
has been shown that this has advantages. A fresh mind, in touch
with political trends, will be much more likely to give appropriate
decisions in matters which affect the public. Their feel of the
possible must be more acute than that of the expert, or the adminis-
trator. In those cases, however, where an expert happens to be at
the head of a department, he is necessarily overwhelmed by daily
work, and cannot follow questions of detail on the basis of all
available data for himself. Thus in order to be able to give a decision
in full accordance with the declared long-term policy, a Minister
must have accurate information of the alternatives as he would see
them, on the basis of his principles, and not those of others.

Once the differences in the basic political and social principles
between political parties arc acute, the grave danger will arise that
the majority of the higher officials might be out of sympathy with
the views of the government in being. If these officials, as has
happened in Britain, have been nurtured on ideas and ideals in
violent opposition to those of the Labour Government, frustration
and failures are certain. However loyally they might strive to
implement policy, they are bound subconsciously to present prob-
lems from a point of view different from the origin of that policy
which they are called to implement. A slight bias in setting out
issues, an almost imperceptible but cumulatively important hesita-
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tion and admonition to caution, might vitally affect decisions. The
intellectual background of most high civil servants makes them, in
most cases, unable to see problems in quantitative terms. The
recruitment, especially in the past, favoured men of classical educa-
tion, dialectically skilled rather than those who are inclined towards
a constructive and analytical approach. Recent changes have done
little to remedy the defect or to ensure that the administrator at a
later stage of his career should be made systematically aware of
the social implications of his administrative functions. The re-
organization of the Civil Service under Lloyd George (with the
intention, apparently, of making the Service more efficient) which
makes permanent secretaries, like ministers, flit from department to
department and tend, therefore, also to be inexpert in the details
of the problems with which they have to deal, has not increased the
sureness of touch in carrying through reforms, or gauging their
effect on other parts of the system. The system of promotion did
not much favour energetic or progressive minds.!

11t is interesting to recall that during the war temporary civil servants made remarkable
carcers despitc the continued cfforts of the ‘regulars’ to keep them under control. It might
not be out of place to quote from a wartime study on the problem of the influence of per-
sonncl on policy prepared for a parliamentary group formed to press for an mcrcase in the
war cffort:

*Yet, criticism from outside can in no way serve the purpose. The answers in Parliament
show how futile, 1f not dangerous, criticism is, unless 1t leads to a successful change of the
system itself. Ministers, past and present, sincerely believe in their success in solving the
problems, and they must, in order to secure the loyalty of their staffs, be loyal to their staffs,
quitc apart from the fact that otherwisc they would condemn themselves. Each of their
subordinatcs in his turn invests himself (at least for debating purposes) with the same cloak
of infallibility. Each Mimster must be able to show magnificent results, whether they in fact
exist or not. This necessarily results in a certain lag 1n remedying blunders and altering
policics. The denial of a problem, the non-admission of a fact, becomes more than Parlia-
mentary tactics, it becomes by a strange necromancy the fact itself. The advantage over the
Dictators which springs from fruitful criticism 1s thereby much reduced, and the handling
of the Official Secrets Act, calculated to render informed crticism impossible, plays more
mto the hands of the cnemy than it hinders him by obstructing his intelligence service.
Miunisters thus tend to be the first to be persuaded by the publicity on which their reputation
is built and attach unduc importance to their Publicity Experts. It is not without significance
that Public Relations Officers seem now to be the only Civil Servants who faithfully follow
their masters in their peregrination in the game of “Musical Chairs.” Indeed, these experts
in mass-reaction seem to exert some influence on policies—not altogether to the advantage
of the country in times when unpopular measures might be necessary.’

‘The Departments which have to prepare the answers to any embarrassing questions asked
in Parliament will take care not to give themselves away, even at the cost of misleading
indiscreet interrogators. The Public School spirit triumphs. The Minister cannot be an
expert in the manifold offices to which the political storms of the past years blew him. He
cfnnot, in most cases, judge for himsclf. He is, in many cases, also misled. Many instances
can be quoted: one of the most blatant is the problem of Foreign Exchange Control. Sir
John Simon, in March 1940, assured the House that the pound was not unduly depreciated
at the outbreak of war. In June 1940 the pound was revalued. He refused stricter control.
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In departments where the problems are clear~cut and the handling
of policy easy to supervise, that is, mainly the spending departments
concerned with social scrvices (or even with tax measures), and
where the problems can be solved by legislation, Ministerial respon-
sibility is still a valid principle. But the most important problems
are not of this character.

Unfortunately it is exactly in thesc fields of administrative action,
of planning and co-ordinating, that the Labour Movement has
always been at its weakest. The problems of industrial policy are
complicated by the traditions of Trade Unionism which favour

He assured the House that no financial considerations limited pre-emption or other parts of
the war effort; since then it has become well known that the Treasury exercised, 1n the first
seven months of the war, an unfortunately effective control on purchases of war material in
the United States and in the Balkans. Sir John Simon also assurcd the House that the losses
due to the loopholes in the control of Foreign Exchange were negligible. Mr. Morgenthau’s
figures quoted above show that the actual loss was almost £100 mullions.

‘Much the same had happened in the Services. Initially handicapped in contrast to countries
such as Nazi Germany, Japan or even Russia, in the selcction of man-power on which to draw,
the system killed all initiative there was. Liddel Hart (Defence of Britain, Chapter 19, p. 138):
“Prefcrence was given to the officers of the older arms (in promotions) who were immune
from suspicion of dangerous thought,” and he continues, “It was the most certain way to
convince the most keen mien that 1t (the army) was still an unpronusing career for men of
ideas. Further, it was likely to convince the younger men already scrving that it was still
‘unhealthy’ for them to take up any of the newer lines of service or to become known as
progressively minded soldiers.” Consequently (page 374) n the tactical sphere the tendency
“to adopt an inadequate inner compromise has been still more marked” and he adds that
“numerical superiority still counted much more than equipment. One of the chicf experts
on Tanks when promoted was sent to India to command an unmechanized division. Another
was transferred to Anti-aircraft, whilst a third was given the administration of barracks.
When the first mobile division was formed a gunnery expert was appointed to head it after
a driving instructor having been seriously considered for the appomtment.”’

The ‘modern’ method of recruitment which uses ‘psychological tests’ has aroused much
controversy. Its really important consequence, which, significantly enough, has completely
escaped notice, is that 1t has in fact resulted in the exaggeration of the importance of the
interview as compared with written intellectual tests. It must therefore be regarded as a
dangerously retrograde step which permits a much wider range to personal prejudice and
ncpotism than the old competitive cxamination. The educational standards, especially in
the Foreign Service, might be neglected in the determination of selections. Cf. the
scathing minutes of Mr. Churchill on the practical implications of the mterview system in
the contemporary British setting. The Second World War, Vol. I, Appendix I, pp. 608-10.

Cf. also the comments on the State Department by a wartime collaborator of President
Roosevelt:

‘Stettinius, at Roosevelt’s direction, made a detcrmined effort to rcorgamze the State
Department and bring it up to date. He drew up an enormous and impressive chart with
myriad boxes in orderly array. But he found out that this rearrangement could produce no
real change in the character of the State Department as long as the occupants of the boxes,
particularly on the upper middle level of divistonal chiefs, remained the same; and they did
remain the same, for these were the permanent career men who knew that they would still
be there when the Franklin Roosevelt Admunistration had been replaced by another one,
which might well be reactionary and isolationist in accordance with the inexorable ebb and
flow of American politics, and they were determined to kecp their records clean of New
Deal or One World taints agamnst that hughly possible day.” The White House Papers of Harry
L. Hopkins, by R. E. Sherwood, Vol. II, p. 753.
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tripartite negotiations tending towards corporative solutions hardly
compatible with stability or efficiency. It has always regarded
problems arising out of power and force, that is, questions of inter-
national dispute, with distaste, and tended to dispose of them by
formulac such as peaceful arbitration and collective security and the
like, which do not stand dispassionate analysis as practical norms.
It could never quite resolve the contradictions between its domestic
aims and its policy in international relations, including relations with
the Colonies. Nothing could be more dangerous than a combina-
tion of ambitious commitments in foreign affairs and social better-
ment, of socialist consumption policies, which might be very costly,
with a failure to pursuc ruthlessly industrial reorganization and
increase production so as to creatc the capacity to sustain the burden.
Yet this is the most likely outcome of the combination of definite
social aims with hazy and often contradictory views on production
and international policy.

A greater part of the failures which have been discussed in a
previous chapter can be traced to this source. It is impossible in this
paper to relate this inability to its various social causes. The tendency
of Ministers to rely on their Civil Servants is natural. It is increased
if the Minister, for one rcason or another, feels insecure 1n facing his
subordinate, or is specially flattered by his attentions. Memoirs
concerned with the history of previous Labour Governments have
emphasized the importance of this fact. It docs not appear that it
has completely disappeared yet. In any case the pressure of daily
business is such that choice of their chief advisers becomes of the
utmost importance. It is noteworthy that the two most powerful
Prime Ministers whom this country has known in this century both
had a large personal staff, mainly, if not entirely, recruited from
outside. Without some such arrangement there is little chance that
the whole field will be surveyed, all alternatives explored and, above
all, that executive action will be supervised in the spirit required.

This personal relationship is the more important because the
carcer of a regular civil servant is only partly (and to a lesser degree
than before"the reform) dependent on his political chief. Young
men in a hurry, with ‘wild’ ideas, will sce themselves rapidly
excluded from the approbation of those circles where reputations
are made. When outside tests, the failure of policies, show up the
hollowness of these reputations, at worst promotion follows in
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order to sustain ‘face.” A department can do no wrong. There is to
be no victimization—except for the victims of the policy. Changes
in personnel, analysis of past mistakes is not a form of scapegoat
hunting but an essential preliminary to changes in policy. No
vested interest is so tenacious and therefore dangerous as the intellec-
tual one. Evasive formulae so dear to public life should at last be
recognized for what they are. The tribal taboo which condemns as
unfair all criticism of the constitution and leanings of the chicf body
of policy-makers in the state cannot be sustained on objective analy-
sis. Its consequences on shaping policy are frightening.

At international expert committees Britain is often represented
by people who spend their time at home in denigrating the policies
and efforts of the present Government. On international economic
matters vital decisions in its first years were based on advice of
economists who are bitterly opposed to the aims of the Labour
Party. It is not, it seems, realized that economics is a normative
science in which ‘non-political’ statements might often cleverly
cloak violent prejudice. The unimaginative approach to the
Marshall Aid problems at a time when the U.S. was in a favourable
mood, the consequent diplomatic isolation of this country in
O.E.E.C,, the half-hearted and sceptical handling of the relations
with O.E.E.C. which must have contributed to U.S. disillusion-
ment, these and many other difficulties are to a large extent due to
the fact that policies are influenced by many who fundamentally
dislike and distrust anything but the orthodox approach.

In Germany, the fatal policy first of financial chaos, incompetent
control and the discouragement of Trade Unions,* and subscquently
of the iniquitous currency reform, was not due entirely to U.S.
dictation, as it is often suggested, though the U.S. has by now
acquired complete ascendancy and seems to justify these complaints.
Nor was it due to wartime mustakes in policy or the Potsdam Agree-
ment. At times the U.S. was willing to entertain comparatively
enlightened plans, for example, the Colm-Goldsmith report. The
currency plan as adopted and the subsequent deflationary policy
were influenced and encouraged by the British Authorities.?

1 One provincial bill requiring the assent of Trade Union officials to the movement of
goods which could have checked black-marketeering was disallowed by the British Military
Government. The law nationalizing the heavy industry of the Ruhr was equally vetoed on
the most flimsy pretext. o , .

3 Cf. the approval given to the scheme by Sir Cecil Weir in an address on ‘Economic
Developments in Western Germany’ (International Affairs, July 1949). Sir Cecil Weir, until

T
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Wherever British influence counted in shaping policy, e.g. during
the war in India, afterwards in Greece, in Central Europe and else-
where, the same type of old-fashioned laissez-faire approach is
discernible. It has cost this country hundreds of millions of pounds
in inflated war-debts or unrequited aid, without achieving any
purpose. Yet the causes of the failures are not carefully investigated,
nor steps taken to prevent their recurrence by a careful selection of
experts who understand the reasons for, and merits of British
domestic economic policy.

In the serious military, diplomatic and economic crisis of the
British Middle-East policy which is now clearly admitted on all
sides,! it is the intellectual failure which is perhaps the most appalling.
Political and moral conceptions might be changed on the political
plane, but the frightening aspect of the experience is the incom-
petence of the instrument of execution. Relations with the Eastern
European countries might not have had a chance; but there, again,
the consistent disregard by the British represcntatives of the centre
parties—now unhappily defunct—was a factor of grave discourage-
ment to the true friends of Britain. In Colonial matters there is also
a wide discrepancy between the excellence of aims and the tactless,
unimaginative, haggling, niggardly and belated cxecution on the
spot. It took three years to call a Colonial Conference which proved
a real psychological success. The usual pattern of a sequence of
refusal of demands, followed by commotion, and ending in un-
requited concessions, has hardly been broken.2

In domestic matters the position is equally disturbing. The

recently the British President of the Economic Sub-commission of C.C.G., does not scem
to be aware of the social and political consequences of the policy pursued, nor of the fact
that it was exactly the opposite of the domestic policy pursued by the British Government.

Several of the most important members of C.C.G. who resigned and returned to this
country have immediately actively attacked the Government’s domestic policies.

The following report appcared in the Continental Daily Mail, September 9, 1949, of an
article written of Lieut.-Colonel Patrick Miller, who was formerly on the Brtish staff in
Germany, in one of Germany’s leading weekly papers, Die Zeit, published in Hamburg
(of September 8, 1949):

‘The Labour Government, he says, is carrying out dismantling in order to hinder German
competition, not in the interests of British businessmen but in order to protect its Socialized
industries.

¢ “Germany to-day can produce more cheaply than Britain,” says Colonel Miller. “The
reason for this lies not in the system of private enterprise but in the “welfare Statc” of the
Labour Government, whose sole effort is directed at raising wages and increasing leisure.” ’
It should be added that the periodical was then still under British control. No comment
seems needed. 1 Cf. Economist, July 16, 1949, p. 115.

2 Cf. the Report of the Select Committee on the failure to evolve coherent economic plans
for the colonies. The lack of any stabilization scheme for colonial produce has seriously
aggravated the dollar crisis.
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administrative machinery has not been reorganized to conform with
the change of policy. There seems to be no realization that the
spirit of legislation can be frustrated by the day-to-day approach
and influence of the administrators, even if, as we said before, they
believe that they are loyally carrying out the orders of the Govern-
ment. Is it not significant that the Bank of England still seems to
pursue the false quest of monetary prestige and to be reluctant to
tighten the mesh of exchange control though the flight of capital,
facilitated by the still legal export of capital to the sterling area, is
among the main reasons for our monetary troubles? And is the
unopposed rise in the rates of interest not indicative of the power of
pre-war financial prejudice?

In four years of the present Government’s office there has been
little attempt (apart from steel) to reform the controls over industry
s0 as to render them capable of enforcing efficiency which the market
mechanism was incapable of doing because of monopolistic restric-
tionism. The considerable increase in profits,? due to the methods
of fixing allocations and prices, seems to show that controls are
almost indistinguishable from cartels. Controls which might
encourage efficiency go by the board. ‘Voluntarism’—the self-
control of vested “interests by voluntary compacts—which is as
horrid a word as it is a muddled concept, is encouraged. What can
the result be but sluggish vegetation? A thorough public investiga-
tion of the problem of controls is called for by experts who are
aware of the permanent role of controls in a mixed economy and
therefore wish for their reform, not abolition.

In the First War, Lloyd George tried to establish a system of
excluding the vested interests from controlling themselves; this
example has not been followed. Since the inception of controls
under Chamberlain a kind of self-government was established and
this odd anomaly has not been changed since. The ill success of
centralized buying, the importance attached to short-term advan-
tages instead of using bulk purchasing for strengthening the long-
term position of the country (by promoting the increase of supplies)
—these are some of the mistakes which were to a large extent due to
this system.

1 Cf. Mr. Bevin's attack on the Bank of England, House of Commons, February 13, 1946,
Col. 400/1.

1 Cf. Barna, op. cit. After ten ycars of control no authoritative report has appeared on this
vital topic.
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Nor is this a new problem. .
“These are specific points arising out of the export problem.
But behind it all remains the unsolved question of total-war
organization. As a sample of the whole war-economic organ-
ization, the history of our foreign economic war policy presents
a melancholy picture of delay, lack of imagination and lack of
initiative. The Government (and in this very complicated field,
as in others, this exclusively means the Civil Service) were
unable to free themselves of their peacetime prejudices, weré
unable to analyse afresh the new problems wlgich were thrust
on them by the war and which they could not escape. They
resisted all change. They denied that problems existed. They
countered criticism by statements as complacent as they were
misleading. Finally, when they were driven in a sector to
accept their critics’ policy, in their fundamental resistance to
that very policy they robbed it of most of its merits by a con-
tinued lack of imagination and planning.
‘The outworn divisions between the functions of Departments
clearly demand an early review. It seems hardly tolerable that
matters which are inherently interconnected and which demand
unified decision and specialized expert knowledge, imagination
and initiative should be dealt with by two or more Departments,
the permanent staffs of which, and more especially their Senior
Officials, are overburdened by other tasks and, owing to their
peacetime traditions, have divergent outlooks and methods of
approach, and that an uneasy compromise should then be
laboriously worked out. It is uscless to blame Ministers who
cannot in the nature of things be expected to know the back-
ground of the problems or to form an opinion on the soundness
of the solution. There is a basic conflict to-day between the
facts of the position and the constitutional fiction of Ministerial
Responsibility for which a solution must be found.
‘A system in which the concept “administration” is separated
from, and in most cases opposed to, “theory,” in which “intelli-
gence’ is not equivalent to “action,” seems to suffer from grave
handicaps when confronted with a system in which central
planning is made elastic by decentralized execution.™

These sentences were written to sum up the Treasury’s foreign
1 “The drift towards a rational foreign exchange policy.” Economica, August 1940.
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exchange policy during the phoney war period, which cost the
country the better part of £ 100 million in dollars and the accumula-
tion of a vast sterling debt to India. How often could these observa-
tions have been repeated during and since the end of the war? So
long as the basic principle remains that a gentleman can effortlessly
handle any probfgm, so long as Old Buggins must have his turn
and OId John his job, Britain’s difficulties are not likely to diminish.
Between the lust for purges to which the Communists seem to have
fallen helpless victims, and the failure even to realize that the
exccutive must somchow be made positively effective, some
compromise should be possible.

All this may not be serious in each instance. A resolution of an
obscure committee of the United Nations adverse to the policy of
the British Government; a sharp attack in a report of the B.LS.,
which is partly owned by the nationalized Bank of England, based
on long exploded fallacies; the spread of unemployment in Western
Europe, might not each have an immediate catastrophic result for
this country. Cumulatively they have rendered the position of
Britain equivocal and difficult.

There are valid arguments against disrupting the corporate
existence of the Civil Service by changing all higher officials, as
usually happens in the United States whenever there is a turnover of
parties. But there can have been few examples in history—such as
perhaps Mr. Roosevelt's second term—when the cleavage between
those in power and those in powerful intellectual and economic or
social positions was as complete; there is no parallel to it in which
so little was done to buttress the position of the ruling majority and
secure its own Clite. If the Government believes in its approach to
the great problems of the country and the world, it must try to
secure hearing and respect for it, and not try to borrow respectability
from its opponents. It has succeeded in neither. Nor should
respectability be confounded with conformity. One is almost
tempted to paraphrase Lord Keynes: ‘a “sound” (man) alas! is not
one who foresees danger and avoids it, but one who, when he is
ruined, is ruined in a conventional and orthodox way along with
his fellows, so that no one can really blame him.” It is probable that
the wish not to alienate ‘respectable’ public opinion and maintain
national unity has played an honourable role in this muddle. If so,
it has had ill success. Charges of political nepotism are rife. Yet an
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analysis of the composition of the most important Government
boards and even committees of inquiry shows a majority opposed
to the Government, only lightly relieved by Trade Union represen-
tatives.

Many things have changed in Britain since before the war. The
one solid factor which threatens to remain with us is the refusal of
the entrepreneurial classes to live by competition instead of by
compacts; and the amateurish and slightly flippant approach of the
bureaucracy to vital questions. In former periods Britain paid for
this in terms of unemployment and a low standard of life. Now,
when socialism has been victorious with respect to consumption and
social services, we pay for it in terms of periodic crises in the balance
of payments, unexpected by all who should know about it first.
We may yet be forced to revert to the former method of payment,
spreading deflation still further. So long as the fundamental cause
of the malaise is not remedied, it will break through from time to
time, however generous international agreements may be concluded.

The minimum requirement as an interim measure is to revert to
the well-proven system of such statesmen as Lloyd George and
President Truman and assign to all important Ministers a staff of
experts who are not members of the Civil Service, but who act as
his advisers on long-term policy and see that the spirit as well as the
letter of his instructions and policies is carried out. An inquiry on
the methods of recruitment and further training of Civil Scrvants
should also be undertaken without further delay. It is essential,
however, that those who belicve in planning should be adequately
represented on the committee appointed, as otherwise we shall
only get yet another report shirking contemporary problems.
Finally, the statistical and intelligence services of the Government
must be strongly reinforced and steps must be taken to secure an
adequate opportunity, especially on the wireless, for unorthodox
views on current economic problems. Freedom of speech must be
made effective.

Appeals and exhortation without effective reform of the adminis-
trative machine will not secure the increase in efficiency and invest-
ment that is needed. Nor can we succeed by squinting hopefully
towards the uncontrolled play of the price-mechanism. The massive
experience of war economic mobilization and of the inter-war
period give an unequivocal answer in this respect even if the horrid
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example of the Continent is disregarded. A new system of quickly-
effective incentives and deterrents must be found if Britain is to
regain her economic balance without grave hardship. Before
Britain will be in a position to approach others to collaborate, it

must put its own house in order and prove that it is worth collabor-
ating with.



CHAPTER 6
BEYOND THE MARSHALL PLAN

THE AiMs oF WESTERN PoLicy
IT is quite clear that we have reached a dangerous turning point in
the relations of the Western countries. This is to some extent due
to the fact that dangerous illusions have been promoted about the
character of the Western European crisis, and they are being shown
up for what they always were. But disillusionment does not promote
will to sacrifice. Moreover, the decline in U.S. business activity,
which renders the need for help greater, and the willingness less,
coincided with a slight reduction of the international tension, due
to a more reasonable attitude by the Soviet, which further decreases
the emotional pressure behind U.S. co-operation with Europe.

In carlier chapters we have come to the conclusion that the
fundamental economic weakness of Europe, which is of long
standing, is not a problem which can be eradicated quickly, by a
once-for-all operation. The productive unbalance between the
Western Hemisphere, but especially the United States and Europe,
is of a dynamic character, due to the higher rate of cconomic
progress in the former, combined with its natural self-sufficiency,
buttressed by protection. Because it is dynamic it will re-create
itself periodically, unless some new equally dynamic counter-
balancing factor is introduced into the Western economic system.!

From what is sometimes rather oddly termed the ‘economic’
point of view no ‘problem’ exists. If we disregard relative standards
of life, and the possibility, indeed probability, that mass unemploy-
ment and starvation may well ensue if conscious measures are not
taken to promote a more even international distribution of wealth
and income, ‘equilibrium’ in the sensc of a balance of payments is
perfectly easy to produce with or without devaluation, with or
without ‘controls.” ‘Freedom’ of trade could also be re-established
in Europe. Perhaps even capital movements could be permitted
frecly without any blocking of pre-‘liberation’ financial claims.?

1 Cf. below, Appendix, ‘The concept of a dollar shortage.’
3 Thus, as in Germany, shifting the burden of readjustment away from the owners of real
assets.

136
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Provided monetary demand is appropriately reduced by raising the
rate-of interest sufficiently? and reducing Government expenditure
by cutting social services and State-initiated investment, causing
mass-unemployment and an abrupt fall in the standard of life,
external ‘equilibrium’ without controls could certainly be re-
established.

All this can be freely admitted. Nor is it open to doubt that the
United States could enforce almost any policy for a time—even
without recourse to more forcible means, by economic pressure
alone. The question is what the cost of the exercise would be, first
to Europe, and subsequently also to the United States; and whether
there are any moral arguments in favour of this policy.

A nasty medicine need not be the most beneficent, the Victorian
convictions of its proponents notwithstanding. Only if it could be
demonstrated that Europe would benefit relatively to the United
States, which is by far the richer community, and one which did
not suffer from war devastation, would there be an ethical basis for
this approach. References to ‘liberty’ and ‘equality of treatment’
sound hypocritically hollow in this context. The Nazis, when
howling for ‘freedom’ in the days of deflation and appeasement, were
really demanding power to dominate.

Now, as we have shown, ‘non-discrimination’ and convertibility
would—ceteris paribus—at least in the short run result in a sharper
deflation, unemployment and lowering of the standard of life than
would be necessary if more selective methods were used. In so far
as Europe in any case remains on the brink of dangerous social
commotion, an attempt to enforce the orthodox ‘rules of the game’
would be dangerous, even if the United States were fully cmployed.
An attempt to achieve a forced dollar balance would run counter
to all sound canons of international economics and would result in
an unnecessarily restrictive bilateralism of the worst kind (i.e. of the
kind which brings about a balance of trade between pairs of countries)
and a sharp fall in the standard of life of Western Europe, based as
it is on converting raw matcrials and foodstuffs into products of
high specific value. And if single European countries tried to close
their own dollar gap and restricted imports from each other in the
hope of not losing ‘gold or dollars,” the series of haphazard stopgap

1 In certain Communist-dominated countries, e.g. Hungary, internal (nog external) .control
was attempted by monctary means alone, prior to the phase of confiscating factories, etc.
The rate of interest rose above 15 per cent.
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measures of 1947 would be clevated into a sort of sauve qui peut
bilateral restrictionism. The alternative is a cumulative deflation
leading to a complete chaos. Only as long as there are countries
which accept, for example, Belgian exports, can Belgian unemploy-
ment be kept even at the present shocking level of some 15 per cent
of the working population, and Belgium enjoy a surplus in her trade.
The adoption by others of the Belgian policy.now so heartily
commended by some ‘experts’ would soon lead to a spiral down-
wards from which Belgium would not be exempt. The shocking
experiences of the ‘gold bloc’ of the 1930s, not to mention the
fall of the democratic Weimar Republic, originally the staunchest
advocate of deflation, should be a warning.

But even sub specie aeternitatis little can be said for the orthodox
arguments. They consistently neglect the consequences of their
proposals on the international distribution of wealth and income.
And there can be no doubt that they would increase inequality.
They would make the richest country certainly richer.! Whether
they will actually make the poor poorer is not so certain.? But even
in the more distant future it is possible to imagine so large a super-
iority in U.S. technical progress over Europe, as to turn the terms
of trade sufficiently against the latter to cause an actual fall in the
standard of life. In any case, most of Europe’s efforts to raise herself
might be perpetually stultified by this pressure on the terms of trade
even if her standard of life did not actually fall. At the same time
the growing difference in relative wealth would undoubtedly tend
to increase the instability of the United States, thus leading to
periodic sharp crises in the peripherics. ‘Readjustment’ in these
circumstances would undoubtedly necessitate a sharp reduction of
the average standard of life, whether through unemployment or a
general decrease of wages (e.g. through devaluation). The political
consequences on the cohesion of the Western world and on the
stability of its institutions would be fatal, even in the more favourable
case.

These considerations rule out the various, often ingenious, schemes
which propose once-for-all injections of dollars into the Western

1 The ‘riches’ might, of course, take the form of enforced leisure, i.e. unemployment, with
less than proportionate fall in the standard of life.

% There can be no doubt that this would be the case at present, especially if the U.S. Govern-

ment were prevented by orthodox propaganda from taking measures to arrest and reverse
the present downward trend at home.
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system, the magnitude of which is estimated on a more or less
arbitrary basis. This limitation, this fixity of means—quite apart
from their total insufficiency—contrasted with continuity of needs was
the fundamental ground for holding that the Bretton Woods
agreement and the U.S. loan agreement did not provide a satisfactory
solution to our problem. The suggestion, e.g. that the blocked
sterling balances accumulated during the war should be taken over
by the U.S. and sterling then made convertible represents a palliative
of this kind. It would also be exhausted by the relentless pressure
of American competition.

It is this limitation in time, and the fixing of the size of E.R.P.
on the basis of present needs, given present monetary and industrial
policies, instead of inquiring how much investment and readjustment
is required to sustain a given standard of life, and planning accor-
dingly, which has caused the present disillusionment with the
Marshall Plan. It is most regrettable that the failure of O.E.E.C. to
plan effectively, to go beyond and behind the national “plans,” has
led to a break with the original concept of the Marshall Aid of
testoring European productivity sufficiently to avoid a dangerous
lowering of the standard of life.

Admittedly the problem is as novel as it is formidable. Rich and
poor nations co-existed before, just as rich and poor lived side by
side in national communities. The growing social conscience within
national territories has led to the elaboration of a complex system
of progressive taxes and the establishment of social services to
relieve injustice and inevitable social tension. This development was
not paralleled in the international field. The divergence in the
standard of life of various countries and continents continued to
increase, only somewhat mitigated by emigration. The flow of
capital had a more mixed consequence. On the one hand it tended
to increase the revenue of the rich further; on the other it undoubt-
edly assisted under-developed areas, especially when it was in the
form of loans carrying relatively low rates of nterest. The frequent
defaults on both public and private foreign loans also had a re-
distributive effect.? But in general it is true to say that no demand
for onc-sided help based on human compassion or moral duty has
been voiced before General Marshall expounded his plan or Presi-

1 In view of the continued Malthusian danger in a large part of the world, it is difficult to
see, moreover, how a lasting improvement in the standard of life of areas of large population
increase could be brought about.
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dent Truman propounded, as the fourth point of his inaugural
speech, the need to help consciously and as a free contribution the less
fortunate parts of the globe.

It would be calamitous if exclusive preoccupation with the need
to resist Russian encroachment, however justifiable, would obscure
these aspects of the European, indeed the world, economic problem.
It is, indeed, more than likely that the American internal economic
position will worsen sufficiently to cause serious upheaval elsewhere
even before Marshall Aid ceases. The discrepancy between Ameri-
can productivity and that of the rest of the non-Communist world
is so great that a relatively small decline in the U.S. might strike
like a tornado elsewhere. A return to the time-honoured orthodox
remedies of economy, cuts in expenditure at home and on foreign
aid coupled with an insistence on non-discrimination and- the
abolition of quantitative controls would undoubtedly smash the
beginnings of European recovery. Nothing would promote the
spread of Communism more certainly than this sequence of events.

Viewed from this angle, the purpose of U.S. help should be
regarded as first enabling Europe to undertake an intensive invest-
ment programme and initiate the organization of an effective
economic unit in Europe and, subsequently, promoting equally
far-reaching development plans in overseas countries. Thus the
problem of the present growing international inequality of wealth
could be mitigated and at the same time the United States assured
of stability. The greater U.S. help now and the larger the U.S.
aid or foreign investment subsequently, the more easily can the
world return to the pre-war pattern of multilateralism, and the less
necessary would be discrimination to obtain the same degree of
international redistribution of income, because the easiecr will the
UK. find it to provide dollars for sterling and at the same time refrain
from limiting imports all round. There is no doubt, however, that
it was on the convertibility of sterling—even if controlled—that the
pre-war pattern of multilateral settlements depended.

Clearly, then, we should make a reassessment of the long-term
aims of Western policy and arrange detailed policy measures
accordingly, instead of elevating prejudices in favour of certain
means (i.e. laisser-faire) to be the aim of all policy, irrespective of its
human consequences. Much has to be done even in this respect.
It is easy to criticize the naiveté of those who wish to bring about a
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‘unification’ of Europe. It is equally facile to prove that retrogression
towards the theological cant of non-discrimination, convertibility,
coupled with deflation and devaluation, and followed by hopes of
restoring private investment, would in fact lead to an economic
breakdown involving a fatal weakening of the will to defend or
even to maintain democratic institutions in Western Europe. The
weakening of the cohesion of Western communities might not cause
civil war. But cven sullen decay of the evolutionary Labour
movements would, without any doubt, fatally weaken the power
and the potential military value of Western Europe. It would not
be difficult to demonstrate that in many Western countries it was
more the revulsion from the intolerable indignity and insecurity of
life for the individual under Communism, than positive conviction
of the certainty of progress under Democracy, which consolidated a
majority of the Western nations in their resistance against legal or
illegal advances of the former. How far are we to trust a negative
factor?

A much more positive approach is essential if Europe is not to
suffer from that moral disintegration which paralysed most Conti-
nental countries in their resistance to Fascism and Nazism.

It is in this respect that American policy, or rather prejudice, has
much to answer. In almost all countries—though not in Britain—
the American representatives have, despite vehement criticism from
better-informed quarters, pursued a policy of appeasement and
aggrandisement of circles and interests which had not, even in all
cases, been on the side of the Allies in the war and whose lack of
constructive conceptions were responsible for the general breakdown
in Europe after 1933.1 It is shocking to see people whose lack of
judgement, or worse, was responsible for so much suffering and
damage, now again raising their heads, and once more putting
forward policics which lead to social and economic disintegration.

The main safeguard of the strength of the Western conception
of political organization must be looked for in the establishment of
a more balanced community in which the power of the purse and
the sack would not reduce the majority of the population to an

1 Cf. the excellent survey of this aspect of the problem as seen by an expert U.S. observer,
Professor Galbraith: Beyond the Marshall Plan, National Planning Association, 67, esp.
pp. 11-16; also Professor S. Harris, The European Recovery Programme, Harvard, 1948, pp. 74-5.

Unfortunately the representatives of the British Government only too often associated
themselves or even took the lead in this respect.
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inferior status and thus vitiate political democracy. Nor can it be
expected that this dichotomy could persist for long. Once the
majority understands that employment and the distribution of
income can be mastered by collective action, just as natural resources
have to a large extent been subjugated, this halfway-house will be
menaced. Those who have savoured the Keynesian knowledge will
no longer bow to orthodox myths. Either the adult vote has to be
abolished—or tamed—or equality of opportunity granted. This is
particularly certain in Europe, which has no comparable resources
to America, where opportunities are rarer, and class structures more
rigid, and where, above all, the historical basis of privilege has been
undermined by incompetence, sluggishness and, on the Continent,
by corruption and collaboration with the totalitarian enemy.!
Anti-Communism, like patriotism, is not enough.

First and foremost, therefore, we must reconsider the fashionable
views on the nature of the Communist threat. This is dominated
by the rise of the Soviet Union to the position of military pre-
dominance on the Continent of Eurasia, and the conscquent, almost
panicky reactions in the West which promoted quick military and
political agreement, leaving basic economic and social differences
unresolved. The political agitation needed for the successful con-
clusion of the Atlantic Pact, in the passing of the Military Aid
measure have all contributed to the prevailing confusion, which
prevents effective action in other directions.

The fact cannot be strongly enough emphasized that Communism
outside the military confines of the Soviet is a reaction of desperate
masses to economic subjugation and social injustice which looks to
the Soviet Union for liberation. This conception of the character of
the threat, however, forces a profound alteration in the policy of
defence as at present conceived. No doubt Communism must still
be regarded as aggressive. But the nature of the aggressiveness is
no longer confined to threats of, or even preparation for, the use
of force. However misguided we might regard the protagonists of
the extreme Left, we must accept that we are confronted here with

1 The fact must be strongly emphasized that the European economic system and social
background differ so much from those in the United States that conclusions based upon the
analysis of one cannot be applied to the other. Investment capacity in the United States,
for example, is so vast, technical progress so quick, the agricultural man-power ‘reserve’ still
so considerable, that the elasticity of the system, even without unemployment, ought to
suffice. Unfortunately, little attention is paid to these differences in many of the current
controversics.
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a super-national movement which originates within national com-
munities and does not (as the Quislings did) depend on the existence
of the Soviet alone. We might think that the movement is manipu-
lated in the interest of Russian nationalism and imperialism; but it
will prove impossible to prevent its spread, if the social and economic
causes are not eliminated which led to the rise of revolutionary
movements already prior to the establishment of the present system
of governance in the Soviet Union.

Nor must the solid economic achievement of the countries under
Communist domination and its influence on the attitude of broad
classes in the West be under-rated. The Eastern European countries
have not merely been the poorest before the war; their economy, if
not stagnating, was developing relatively slowly and they were,
with the exception of Czechoslovakia, in the grip of ruthless dictator-
ships which enjoyed the support of those circles which now seem to
be the staunchest advocates of political and human liberties, including
the Catholic Church. They were shattered by German occupation,
guerilla warfare, air-attacks and the land-fighting antecedent to
their liberation. Incomparison with Western Europe they started with
handicaps hard to imagine by the population of the less unfortunate
areas. '

The determination of their Governments, and the successful
mobilization of their populations for the work of reconstruction has
already achieved formidable results. In most of these countries
commodity production is already above pre-war level, having sunk
in 1944-5 to a small portion, despite the large reparation liabilities
of some of them (e.g. Hungary) and the massive removal of capital
equipment by the Russians as war booty. In contrast, in the western
fringe countries, e.g. Italy or Austria, though in a better initial
position and largely supported by U.S. aid, output is still well below
pre-war.! Moreover, planned investment, especially investment in
mining and manufactures, is on a far higher level in proportion to
national income than in comparable arcas in the West and steeply
increasing with output. At the moment the concentration on heavy
industry due to the political tension with the West has retarded the
effect of this investment on national real income. Should the tension
relax and these countries obtain equipment from the West or, if no
war intervened, after these investment plans have been completed,

1E.C.E. 1949 Report, p. 21.
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the standard of life in these countries will increase steeply, and for
the first time in history the broad masses will be the main benefici-
aries of this expansion. This might reduce opposition to the new
regimes, and lead to a more liberal administration of security measures
which constitute the most repulsive feature of these regimes
to Western minds. In any case the material progress in these
countries contrasts vividly with the stagnation, or even recession,
especially in the poorest, most vulnerable countries, e.g. Italy and
Austria—not to speak of Greece. If, as time passes, the contrast
became even stronger—particularly if ‘sound’ policies are generalized
and intensified—the attraction might come to outweigh those fears
which have hitherto prevented the fall of democratic regimes by
a victory of the Communists at the polls.

Repression of Communists might be practised for a long period
over a large part of the world. But by itself it will not succeed in
stamping out the idea. Moreover, its cost might prove so onerous
that disillusionment on the part of those who must bear it—in the
main the United States—might ensue with violent change in the
personnel of the oppressors of the abandoned country. China might
well be the first of a series of retreats. A final armed clash would
then prove unavoidable, as successive national triumphs of Com-
munism would inevitably evoke the feeling of its limitless inter-
national ambition and spreading. At a certain point—whatever the
cause of fall of that particular area—an attempt would be made to
end the intolerable strain by atomic action.

Conversely if we accept the challenge of Communism nationally
and internationally on the plane from which it draws its strength,
that is, the economic and social degradation of life for the majority
in wide areas even of Europe, not to speak of the undeveloped
continents, the argument for an intimate collaboration of the non-
Communist communities, not merely on the social and economic,
but also on the military field, is immensely fortified. Military
strength will be a deterrent shield behind which the reasons for
social discontent can be mitigated without revolution. It should
prevent any military adventurousness on the part of the Russian
leaders—of which there is in any case little sign indeed so far. The
violent commotions in the East of Europe have only been possible

11t is unfortunate that the need to secure appropriations for the rearmament of Europe
has led to exaggerated statements in this respect.
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in areas where the penetration of the Red Army has assured the
local Communists of absolute hegemony of armed force (and in
Finland and Austria it was unsuccessful even by way of such limited
intervention). Inno casc has the Red Army transgressed the frontier
of a sovereign country since the conclusion of its drive against Nazi
Germany. In Persia the U.S.S.R. evacuated strategically and
economically highly important areas, in which she was, in all equity,
entitled to secure limited rights of exploitation.

Thus the deterrent military preparation must be used wisely, and
merely as a deterrent, not as a menace, if conflagration is to be avoided,
and a tolerable equipoise is to be achieved. One cannot strongly
enough deplore bellicose statements by political generals and mili-
tant politicians which suggest an impending crusade against the
US.S.R. Coming from Europeans, they certainly represent a
dangerous form of suicidal mania. However demobilized, the Red
Army represents a weapon which can be brought to bear far quicker
than any help from outside Europe. It is hardly conceivable that
atomic bombing, however destructive it would be, could prevent
military operations, at any rate, without the indiscriminate killing of
friendly populations. Thus European defence, if a conflagration
started, especially if it were not based on solid moral cohesion in the
West, would hardly be successful. An armed conflict is therefore
bound to be disastrous to European existence.! This does not mean
that Russian pressure should not be resisted. But it means that
firmness should not be confounded with threats.2 The Soviet must
be made to feel that the West equally dreads war as it also is deter-
mined to resist attack. At the same time measures must be taken to
convince the leaders of the U.S.S.R. that they cannot hope for a
disintegration of Western solidarity and stability as a result of

! Recent statements of high U.S. officers on the strategy of the Atlantic Powers assigning
land fighting primarily to the French, and to a lesser extent to the British, are likely to under-
mine morale in Western Europe unnccessarily. It is hardly comprehensible how the lesson
of the so-called phoney war period could be so quickly forgotten. The delivery of atom-
bombs is no substitute for dcgfnce. The whole episode shows a tragic misjudgement of the
problem of Western relations with the U.S.S.R.

* Nothing shows more clearly the difficulty with which military experts seem to adapt
themselves to new situations than the suggestion that, in order to be able to possess power of
retahation independent of the consent of the U.S. Congress, Britain should attempt to
manufacture atom-bombs. As an island, Britain’s exposure to atomic attacks is of a different
order of magmtude than that of continental empires, c.g. the U.S. and U.S.S.R.. Even if her
stock of bombs were a multiple of such an adversary, the basic geographical handicap prevents
effective retaliation. To invite attack by attempting to manufacture bombs is therefore
nothing short of folly. It is, above all, in Britain’s interest to outlaw indiscriminate atomic
butchery.

K
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economic disaster. Having demonstrated military and social
strength, there is good hope for a peaceful settlement of differences
on an equitable basis. The Russian leaders have always shown
themselves realists, willing and able to change their policy at short
notice.

It would be completely destructive to the conception of Western
policy if Western Europe were to devote so much of its manpower
to military preparations as to impinge on the essential task of social
and economic recovery. Western European armaments cannot in
any case achicve more than less extensive but more intelligently
co-ordinated arrangements could equally attain, i.c. the moral
certainty on the part of any aggressor of being exposed to unlimited
retaliation by the unconquered territories of the alliance. It is to be
hoped that the military and conspiratorial aspects of Communism,
admittedly serious problems for any libertarian state, will be treated
with more detached objectivity, and less as excuses for demands for
American aid.

The growing importance of distinctly political, anti-Communist
and anti-Russian aspects in Western European co-operation, and
what is of greater consequence, in American help, might, in the
longer run in any case, have unfavourable repercussions on pro-
gressive governments in Western Europe, even if they were the
outcome of Soviet policies and mistakes.! The fact that the U.S.
Congress, in distinction to the Administration, was largely influ-
enced by the tension with Russia in voting aid to Europe, imparts
an unfortunate factor of instability into the Western European
system.

Western Eurape, and especially Britain, must beware of giving the
impression of being fearful of a settlement with Russia. American

1 Already Continental, even German, Right Wing partics are offering themselves as more
trustworthy allies to the United States. The folly of encouraging German nationalism as a
counter to Communism which the Allies committed in 1919-21 with bitter consequences
for the future is again rampant. The campaign against trial of people accused of mass
murder and the dismantling of a small number of factories which are capable of producing
military supplies is a symptom of how far the German position detcriorated. After three
years of almost complete paralysis for which the Soviet were only so far responsible as they
did not agree to a currency reform (but it is not certain whether the Western Allies had
made any serious proposals to which the Soviet could reasonably have been expected to
assent), continued deflation and unemployment combined with the fear of Russia have
powerfully contributed to the renascence of Nazi 1deas on foreign affairs. Concessions to
a nationalist Germany under blackmail would certainly have the opposite result from that
expected by the strange new sponsors of Germany in Britain. Unfortunately the Western
Allies even are not united in their policy towards Germany.
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Isolationists on the Right and Left might otherwise be given a most
damaging weapon against the continuation of aid on its own merits,
for the reason that the two world wars have completely smashed the
delicate balance of the world economic system.!

Another, hardly lesser, danger lies in putting forward proposals
whose burden falls one-sidedly, and not justifiably, on American
shoulders. Schemes which treat the U.S. as a milch-cow instead of
putting forward simple moral principles applicable to all, must
defeat themselves. The U.S. is by far the richest country in the
world, and it has shown itself remarkably generous in granting aid
to other less fortunate nations. But it would be intolerable if
Europe, and especially Britain, were to try to escape its duty to much
poorer areas. Only a scheme much wider than E.R.P. can now
possibly appeal to the U.S. and escape the fatal charge of wishing to
make her a ‘sucker.’

In the following, concluding, section of this essay we shall argue
that:

I. mass-cmigration cannot solve the problem of the highly
industrialized areas of Western Europe (unless a large portion of the
population is eliminated) though it could contribute to that of the
poorer arcas. If mass-emigration is not followed by or used for a
planned increase in agricultural and raw-material production the
position of the former countries might be aggravated;

2. an international scheme to ensure the maintenance of high
employment and expanding demand would necessitate the trans-
formation of the International Monetary Fund into an International
Central Bank with powers to create purchasing power accepted as
lawful rescrve by all Central Banks of the member countries. But
even such a scheme would not solve the long-term dollar problem
which is of a structural and not cyclical nature. Moreover, even the
best of such schemes would create serious problems in under-
developed areas. It would imply the creation of international credit
whenever one of the major countrics is threatencd with unemploy-

le.g. Senator Taft’s specch against the Atlantic Pact. The growing fear in the U.S. of
being dragged into a conflict with the U.S.S.R., however odd it may appear to a European,
should be a warning that appeals to violent anti-Commumsm in the U.S. might have reached
the point of decreasing returns. The constant pinpricks which seem to serve the British
Foreign Office as a substitute for policy, neither increase British prestige nor do they have the
intended effect in the U.S. The dignity of the country, 1n any case difficult to uphold in the
r8le of a lesser ally, would be better preserved—even if no power-political intrigues were
attempted—by keeping in the background, hoping to mecditate rather than exacerbate
Western relations with the Soviet Union.  *
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ment and an increase in investment in under-developed countries.
Credit creation—and investment—would have to cease, however,
whenever prosperity in the depressed areas is restored, because
otherwise inflation would ensue. Hence the under-developed areas
—which are economically and politically the weakest—would
periodically experience a sudden slump—inverse to the prosperity
of the wealthiest areas;

3. a solution of the dollar crisis and of the problem of inter-
national inequality of opportunity could be found in expanding the
International Bank for Reconstruction and Development into an
International Investment Fund. This would represent a generaliza-
tion of the conception of the Marshall Aid into an international
scheme for development on the basis of the IVth point of President
Truman’s Inaugural Address, and the return to President Roose-
velt’s programme for the United Nations Relief and Rechabilitation
Administration, which came to an untimely end because of the
growing tension between East and West. With the end of E.R.P.
several European countries should be in a position to participate in
this approach to the solution of economic instability, which should
by then have a well-tried technique.

The Fund would be alimented by contributions of the richest
member countries. It would undertake investment projects on the
basis of loans and grants. The former should aim at reorganizing
wider regions to increase productivity. Intercst payments and
amortization should be applicd—together with part of the contribu-
tions—to make free grants to the poorest areas to render them fit to
participate in schemes of the first type. There should be closest
co-operation between the Bank and the Fund, and anticyclical
credits should be channelled through the Fund so as to minimize
disturbance to the continuous development schemes.

The contributing countrics should possess veto power over the
use of their contributions and the usc of cash created by the Bank.
This power should be exercised publicly and accompanied by a
reasoned statement. The political character of the reformed institu-
tions should be frankly recognized.

4. The acceptance of this double scheme does not entirely
eliminate the need to grant Western Europe temporary help
through changes in commercial policy which represent an alterna-
tive to free grants. Unilateral tariff concessions and preferential
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arrangements will be needed if the reorganization of the Western
European structure and balancing of her payments is to be accom-
plished without undue worsening of her terms of trade.

5. Western Europe, and especially Britain, must reconsider the
mechanism of planning for a better co-ordinated economic system,
capable in the longer run of competing on equal terms and without
external aid with the United States. The method of distributing
Marshall Aid should be reconsidered and the objective needs of
increasing European productivity more closcly borne in mind. The
resuscitation of controlled off-shore purchases might be one of the
means of escaping the dilemma of having either to reward the
improvident and inefficient or to enforce cumulative deflation.

Such reforms should enable the Western World to overcome the
deflationary bias in the intcrnational market economy already
prevalent in the 1930s, and considerably strengthened by the un-
balance caused by the war.

THE MEANS OF WESTERN PROGRESS AND STABILITY

If these ultimate aims for the Western World find acceptance, the
solution of the dollar crisis follows almost automatically. The
shortage of dollars—which is merely an expression of the unbalance
in the foreign payments of the rest of the world—is the result of
dynamic causes, partly historical and accidental, such as the effects
of two World Wars, partly technical and cconomic, which tend to
widen the discrepancy between the productivity and the standard of
life of the United States and of other, especially industrial, countries.
This trend, combined with the American capacity for lending, tends
to press upon less favourably situated manufacturing exporters. As
the United States at the same time is also grosso modo an agricultural
surplus country, the rest of the world—even the agricultural
countries—are subjected to a deflationary tension. Moreover, as the
sheer impossibility of receiving U.S. supplies without aid must lead,
one way ot another, to the elimination of U.S. exports, the danger
of severe short-term deflationary bouts even in the U.S. arises,
whenever the readjustments due to these long-term causes are
attempted by the other countries.

Three intertwined and interacting problems arise which should be
distinguished:

(a) There is, first of all, the periodic recurrence of the dollar
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shortage due to the basic, structural unbalance, between the rates of
dynamic growth, whenever the discrepancy in productivity has
become too great to be managed by minor adjustments. This we
may call the structural problem.

(b) Secondly, there is the problem of the increased instability of
the world economy due partly to the vast productive power and
the consequently very high investment capacity of the United States,
and partly to her peculiar position in the world economy—unlike
anything hitherto experienced. In consequence, foreign countries
stand the risk of being subjected to strong sudden shocks as the U.S.
purchases diminish and export pressurc increases. This cyclical

roblem intensifies the first but should not be confounded with it.

(c) Finally, Western European recovery has not yet eliminated all
the consequences due to the war. Even the period contemplated for
Marshall Aid has not ended. Much has yet to be done. But, as we
have seen, this special problem (unlike in 1947) plays a rclatively
minor role. European production has by and large regained, or even
surpassed, its pre-war level.

The basic cause of the unbalance, the disproportionate wealth and
income of the United States, however, rule out or, at least, should
ethically rule out, solutions which do not bring about a better
distribution in the material wealth of the world. Hence the orthodox
approach to the problem must be repudiated. This, in fact, is what
has already been accomplished by, despite the pseudo-learned
propaganda against, the conception of the Marshall Aid, and what
the orthodox school now so desperately attempts to reverse.

We shall first deal with the first two problems which will be with
us for many years and then try to discuss the more immediate ques-
tions created by the recent changes in the economic background of
the Western World.

I. MIGRATION

There can be no doubt that the interruption of international
migration virtually since 1914 has considerably contributed to the
present discrepancy in living standards between the new and the
old world. In the overseas countries, moreover, it has appreciably
slowed down the rate of investment and thus aggravated the
tendency to slumps. Both consequences must weigh heavily on
Europe in its present debilitated condition.
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The investment requirement for an immigrant of working age—
if the capital intensity of the U.S. industry is to be maintained—is at
least $7,000 per head, but it might be as high as $10,000. Moreover,
if we take into account that equipment with modern machines,
houses, etc., would be much costlier than the average value of
equipment per head, it might even be higher. The immigration of
1 million workers from Europe would, therefore, necessitate
$7-15,000 million of investment, which would go some way in
maintaining business activity in the U.S. At the same time Europe
would receive the benefit of remittances which are drying up (recent
immigrants would send home a larger part of their earnings than
settled people). And the insistent demand for foreign food and raw
materials in Europe would be eased at the same time. Here, then, we
might see a complcte and dynamic solution of our problems.

There are many factors which rule out this solution, and detract
from its effectiveness even if it could be managed against fierce
political opposition. The success of the scheme depends from the
point of view of the recipient country on whether the immigrants
will in fact be integrated into the economic system on the basis of
the same amount of capital equipment as the average. If not—and
in an individualist economic system there is no guarantee for it—
the relative share of wages in national income will decline. This is
the reason for the fierce opposition of Trade Unions to mass-
immigration in an economy where full employment is not secure.
Immigrants, moreover, are not merely consumers but also pro-
ducers. Should investment activity increase as a result of their
immigration, the dynamism of the U.S. would soon produce a yet
greater increase in efficiency and sharper competition with Europe.
A faster increasc in the population would further stimulate saving in
production costs in industries which are dependent on large-scale
markets. In case of mass-immigration this might become an impor-
tant factor. The rapid evolution of the U.S. into the mammoth she
now has become, was, after all, to an appreciable extent the result of
migration.

There are countries in Europe, especially Eastern and Southern
Europe, which are so overpopulated that emigration would not
reduce their total production. Hence any emigration would increase
world production and ease the global European problem. Britain,
however, could only hope for a consequential improvement in her
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position, if the addition to population overseas would increase
primary rather than manufacturing production. Otherwise the
increased consumption of immigrants from most European
countries—as compared with their consumption at home—will
reduce primary supplies available to Europe by more than Europe
saves in imports as the result of their emigration. There is little
reason to believe that the emigrant would tend to enter primary
production unless deliberate action is taken. Thus the terms of trade
of the European manufacturing nations might be menaced rather
than relieved by a movement of population. Wide open spaces
suitable for settlement without considerable previous investment
and planning no longer exist. The repetition of the tremendous
increase of primary production in the nineteenth century cannot be
looked for so much by scttling new areas as by intensified produc-
tion. This, indeed, is one of the main avenues which necd be explored.
But it does not demand as much migration.!

It seems, therefore, that mass-emigration could hardly easc the
overall European problem considerably. It would probably make
the position of Britain more difficult; but it would contribute to
the solution of the problem of poorer Western European nations.
Scepticism about its economic consequences to Britain, however,
should not encourage opposition to a liberalization of migration.
The welfare of the emigrants would undoubtedly increase and there
are other, non-economic (e.g. military), reasons for the support of
such a policy. But emigration can only contribute to the solution of
the troubles of the more industrialized countries of Western Europe
if the dynamic character of the European problem is firmly kept in
mind and if it is carefully planned in connection with other schemes.

2. INTERNATIONAL BALANCE AND FurL EMPLOYMENT

Schemes to mitigate international economic fluctuations are
based on the consideration that, if full employment were main-
tained by supra-national arrangement in the world economy as a
whole, steps could more easily and securely be taken by debtor
countries to readjust their unfavourable balance of payments
without having recourse to discriminating measures. These debtors
could no longer plead that their import surplus was not due to their
misguided (or over-enthusiastic) policy, but to deflation clsewhere,

1 Some migration might be required to provide public utility and other services.
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which pressed unduly on their exports, and tended to increase their
imports. Nor could they excuse their failure by arguing that a
deflationary policy would start a world-wide downward spiral.
The classical sec-saw movement of international readjustment—
the surplus countries expanding, the deficit countries contracting,
with the system as a whole remaining in overall equilibrium—
would at last be implemented in practice.!

The Bretton Woods scheme was a misconceived attempt to
achieve this aim. It failed because its authors under-rated the magni-
tude and misjudged the nature of the problem they intended to
solve. Its rigidity and the insufficiency of the means were the two
main reasons for the failure.

In an essay written in 1943, the conclusions of which do not seem
to require any modification, the following methods of international
stabilization were distinguished :2

“Theoretically the problem of maintaining full employment in
any single country, or a group of countries, can be solved in
two ways by international agreement:

(a) Schemes can be elaborated which enable single countries to
maintain full-employment irrespective of the consequences of
this policy on their balance of payments, by creating inter-
nationally acceptable means of payment, and restoring the
liquidity of member countries. We might call this the liquidity
approach.

(b) Alternatively schemes could be elaborated which maintain
the external balance of full-employment countries by offsetting
the induced® surplus of under-employed countries, either by
creating additional demand and diverting it away from the
surplus countries, or

(c) by imposing obligations on the depressed surplus countries
to eliminate the induced surplus.

In the following we shall attempt to discuss the most important
of the proposals put forward in recent years. Institutionally they
can be divided into those which hope to maintain demand by inter-
national action, i.e. by creating an international Central Bank, and

1 Cf. Chapter 3, on the complication of the problem of readjustment by business cycles,
also my essay, ‘The international aspects of full employment,” in the Economics of Full Employ-
ment, Oxford, 1944. o

? op. cit., pp. 158-9. 2 j.c. induced by the deflation in the surplus country.
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those which wish to achieve stability by co-ordinating national
measures.!

(a) The modus operandi of an international Central Bank is
identical with that of a national Central Bank financing an anti-
cyclical Government deficit. Whenever a slump starts and, as a
result, the balance of payments of the countries suffering from the
depression show increasing surpluses which threaten to absorb the
reserves of other countries, and force deflation on them in the
defence of the remaining gold or other liquid holdings, the Inter-
national Central Bank intervenes. It creates purchasing power? by
rediscounting the debt certificates of member governments and of
creating international currency which is accepted by all member
countrics as reserve, i.e. cash equivalent to gold, against which
national currency must be issued by the national Central Bank. The
difference between those schemes which rely on the creation of cash
alone and those which attempt to direct demand in a preconceived
fashion is in that the first type of plan provides for the grant of credit
to the debtor countries without regard to their wealth or stage in
economic development, while the second reserves the credit to
countries which are in nced of economic development and take
steps that the credit granted should be used to make purchases in

1 Combinations between the two types are, of course, possible. Lord Keynes’ original
Clearing Union hoped to reduce the volume of balances which had to be dealt with by his
Central Clearing Office through co-ordinated national action. Cf. below.

2 In the essay quoted the scheme is analysed in the following terms (p. 159): ‘Schemes of
this type—i.e. which permit single countries to maintamn full employment, irrespective of
the consequences of this policy on the balance of their mternational payments, by creating
and placing at their disposal internationally acceptable mecans of payment—represent the
introduction into the international plane of modern Central Banking. They do not create
or direct demand so as to maintain or help to maintain full employment where it is threatened
by shortsighted policy. They enable a country which wishes to maintain its international
demand (i.e. deficit) to do so by putting at its disposal the necessary means.’

“The late Lord Keynes’ high hopes for his multilateral clearing scheme (cf. House of
Lords, May 12, 1943, column 531) seem to be based on a similar misapprehension for which
he took Professor Cassel severely to task (Treatise on Money, Vol. I, pp. 188-9). This mis-
apprehension amounts to equating the volume of money with demand. Lord Keynes in
the relevant passage of his speech explains that the principle of multilateral clearing means a
generalization of domestic banking to the international field, thus converting hoarding into
lending and preventing deflation. But the failure of the clients of the banking system to use their
deposits, i.e. the fall in their effective demand, docs not increase the cash reserves of the
banking system; hoarding of bank deposits can only be “‘offset” if there exists an outside
body, ie. the central bank, which creates new cash and either induces entrepreneurs to
increase their outlay, or if the Government increases its outlay. Correspondingly on the
international plane there must exist an ‘outside’ (supra-national) body which creates new
international cash, whenever international effective demand flags, and this body must induce
a country or a group of countries to use this newly-created cash and thus convert it into
effective demand. The automatism postulated by Lord Keynes is non-existent. It could be
created only by a special scheme.’
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those deficit countries which are rich and industrialized. The deficit
countries are thus enabled to balance their payments without having
to restrict their imports from the—depressed—surplus countries, and
the depressed countries are helped in so far as their surplus helps in
maintaining their domestic employment. In all these cases the
multilateral character of international trade is maintained.

By creating a truly international Central Bank with discretionary
powers to create cash—with certain safeguards for the creditor
countries—the expansionist bias of the world economy of the
nineteenth century would once more be recreated. It would be able
to absorb the international ‘hoarding’ which finds its expression in
deficit and surplus balances. These balances arise because unemploy-
ment cuts the imports and encourages the exports of the depressed
countries. It is essential, therefore, for the successful working of
the scheme that

(i) on the one hand there should be no a priori limit to powers to
create currency, and

(i) on the other hand credit should only be created in the
measure to ensure full employment and no more, i.e. any tendency
on the part of the debtor countries to continue their policy which
creates import surplus after full employment has been restored must
be firmly checked unless it is the result of long-term loans or
development schemes.!

The failure of the Bretton Woods Fund can be traced to the
neglect of the first of these conditions.? A fixed fund was created

1 This is yet another aspect of the recurrent dilemma of how to stimulate readjustment
while preventing actual deflation.

3 Cf. Appendix and The International Aspects of Full Employment, op. cit., p. 162: “If this
type of scheme 15 adopted it can be successful only if the amount of reserves available to
member countries in case of need 1s in all circumstances large enough to permut the continua-
tion of the full employment policy by all countries who so desire, during any depression that
is likely to develop in the countries not adhering to a full employment policy. (The internal
stability of the system—e.g. the flexibility of wage rates, political conditions, etc.—will be
the decisive factor in this respect.) The size of the reserve is the determining factor, as such
schemes do not provide a mechanism for the continuous redistribution of the reserves, if
discquilibria stenlize them in any one country. They are not “public works” schemes but
“central banking” schemes. The required volume of liquid reserves will depend:

(a) on the importance of the potential areas of depression in the world economic system;

(b) on the possible maximum severity of their depression; ) )

(c) on the effects of the depression (and their economic policies followed in a depression)
on their balance of payments. o .

“The larger the share of the arca of potential depression in the moncy income of the world
at current prices and exchange rates, the greater their potential instability, and the stronger
their bias to develop export surpluses, the wider must be the Limits for the creation of addi-
tional reserves. The size of the total means required for the successful working of a scheme
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instead of a Central Bank. Moreover, political considerations
limited the volume of the Fund while little attention was paid to the
probable magnitude of international balances which would be likely
to emerge from the unbalance created by the war in a possible U.S.
depression. Its action can best be illustrated by the refgrence to the
so-called National Banking System in the U.S. prior to the establish-
ment of the Federal Reserve System. The National Banks also
represented an ‘additional’ (i.e. additional to the gold supply) source
of cash. They could not prevent appalling financial crises, however,
because their powers of creating cash were fixed by the volume of
certain outstanding types of U.S. Government obligations. When-
ever cash requirements in the U.S. rosc above a certain level, a
purely financial crash could always be predicted. Similarly the total
of the Fund at the end of April 1949 was $8,000 million, of which
only $2,800 million were gold or dollars. In a period of unparalleled
stress it ‘sold,” i.e. lent, foreign currencies only to the extent of
$725 million, i.e. a tiny portion of the U.S. aid extended in the same
period and judged necessary by competent observers and even the
Appropriations Committees of the two Houses of the U.S. Congress.
As help to members is, as a general rule, limited to 25 per cent of
their quotas and the non-North American quotas are just five-cighths
of the total of the Fund, the help in any one year is limited to roughly
$1,250 million. Even in the short depression of 1937 the fall in the
supply of dollars to the rest of the world was greater; it now seems
probable that the decrease between 1948 and 1949 in the amount of
dollars available will also be higher (nor must it be forgotten that
the first impact of a depression hits the rest of the world unequally,
and that therefore deflation might be imposed on certain members

of this type is thercfore a function of the future home employment, of the commercial and
of the international lending policy of the countries which are parties of the agreement. A
currency agreement of this character cannot safely be negotiated 1n 1solation, irrespective of
agreement or otherwise on policies which affect the size of the possible balances with which
the scheme is to be called upon to deal.

“The working of the scheme will, it must be remembered, mitigate the depression in the
unstable area as the export surpluses, which it permits, have the same effect as home invest-
ment. It will, therefore, depend on the quantitative relationship between foreign trade,
(this, again, will depend on the relevant income and price clasticities of demand and supply
in the depressed area and the full employment countries respectively, and the initial position
of the balance. Cf. Mrs. Robinson, Essays, pp. 193-5 and abovc) and that level of home
investment which is necessary to obtain full employment in the potentially depressed area,
whether an export surplus due to depression is likely to reverse or merely to mitigate the
fall in cffective demand in the unstable area. But even if export surpluses are insufficient to
restart expansion, they will speed recovery.’



Beyond the Marshall Plan 157

before others have exhausted their annual drawing rights). The
authors of the Fund realized this weakness of their scheme and tried
to overcome it by permitting member countries to discriminate
against, and so diminish the demand for, the exports of such surplus
countries, the currency of which had become exhausted in the
Fund.!

Unfortunately the size of the U.S. contribution and the stringent
safeguards against too rapid a use of the facilities offered by the
Fund render this clause ineffective in safeguarding the world against
a dollar shortage. Most countries might already be exceedingly
short of dollars without the Fund having parted with its holdings.
In any case the invoking of the scarce currency clause would in itself
represent a breakdown of the original purpose of the Fund, the
safeguarding of full employment without monetary discrimination.

The establishment of an international Central Bank would
certainly overcome this fatal weakness of the International Monetary
Fund in its present form. But it would have two serious short-
comings. The first, and main, is that it would result in the haphazard
accumulation of debt by countries which are objectively in no need
of foreign borrowing? and such debt might not be easily reduced
because, even at full employment, the erstwhile creditor might
not be willing to receive import surpluses. Secondly, it might
encourage reckless policies by debtor countrics which could not
be easily reversed after full employment has been restored in the
country whose depression had been the proximate cause for creating
additional international reserves. This consideration led to the

1 The so-called scarce currency clause, cf. Appendix.

2 Cf. op. cit,, p. 161: ‘To allow depressed countries to run up export surpluses which
would permit the mamtenance of full employment policics everywhere, has the drawback
that the cumulative debit balances would be distnibuted haphazardly. Unless they are
periodically waived they would tend to force mature deficit countrics to adopt deflationary
policies, as such countrics will not 1n the long run tolerate a growing indebtedness, however
vague the obhigation to “‘repay” these “cychcal hiquidity” debts. ) )

‘Steps against deliberate attempts by single countries to indulge in inflating cffective
demand beyond their productive power, without voluntary agreement to obtain foreign
loans, must be taken as soon as the whole system is in 1tself fully employed, for the continua-
tion of true inflation in any one country then would tend to result in inflation of the whole
system. As long as a large number of member countrics are unemployed, however, the
expansionist policy of a member country will merely help to re-employ 1dle capacity in the
depressed countries. It would, therefore, not force them to forgo any productive oppor-
tunity. (Forcign investment leads to “inflation” in the borrowing country, but this “infla-
tion,” if the foreign loan was well conceived, is matched by an increased productive capacity.)
In the absence of full employment policies, the countries with excess capacity havg h'tt]c
reason to complam of an expansionist, or even “inflationary,” policy in other countries.
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elaboration—much before the Bretton Woods Conference—of
plans which try to deal with the problem by direct action.!

The most logical and effective scheme—elaborated by Messrs.
Schumacher and Kalecki*—creates not only liguidity but demand. Tt
creates it in that area of the world where it is most needed—in the
immature countries—by granting them loans and placing at their
disposal liquid funds created for the purpose by an Intcrnational
Investment Board. This demand is canalized towards thosc countries
which have a deficiency in their balance of payments which they
wish to readjust because, being ‘mature’ countries, they must not
rely on foreign loans for capital development.

In this way, additional world demand is created which permits
the balance of payments of fully employed mature deficit countries
to be restored to equilibrium. Without this help these countries
would have to cut their purchases abroad, thus causing a depression
elsewhere. This solution is far more complete than the ‘liquidity’
approach in so far as the cumulative ‘induced’ deficits due to the
depression of a large ‘mature’ country would be canalized to
under-developed countries. These countries would use the supplies
so obtained to increase their productive capacity. The mechanism
of long-term lending would be restored in an improved form.
Deficits in the balance of payment of fully employed countries
induced by the ‘depression’ in other countries not maintaining full
employment, would be wiped out if they were not needed for
accelerating capital equipment. Full cmployment would be main-
tained by diverting products towards those countries most nceding
them: products which, without this intervention, would not have
been produced.?

(b) The political difficultics involved in creating an international
Central Bank with powers to create cash have led to a search of
alternative methods which try to achieve balance by acting through
national policies.

Libid., p. 159.

2 New Plans for International Trade, op. cit.

3 The International Board will therefore only utilize or develop resources which would
otherwise not be utilized. It should be noted that, in view of the vast discrepancy mn the
standard of life between different countries, especially after the war, this method 1s not a
sufficient answer to the problem of international investment. International lending beyond
these limits, however, would necessitate restriction in the immediate consumption of the
rich countries and must therefore be undertaken (with or without the intermediary of an
International Investment Board) by a conscious policy of collaboration of the rich and poor
countries. Cf. below.
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The simplest and most ‘orthodox’ of these is a periodic revaluation
of gold in terms of the currency of the greatest surplus country.!
In this way the surplus country would not only increase the value
of the annual gold production until it reaches the level of its surplus,
but it would also make large paper-profits on its existing gold
reserve and thus be able to pursue an expansionist budget policy
without ‘unbalancing the budget.’

It would be a silly and wasteful way of solving the problem of the
dollar shortage, but far preferable to the artificial encouragement of
competitive deflation. If, for example, at present the U.S. were to
increase the price of gold from $35 to say $100 an ounce fine, the
supply of dollars from newly-mined gold would probably increase
to some $1,500 million or more (as gold production would rise).
The U.S. Treasury would, moreover, make a profit on its existing
holdings of gold of some $50,000 million. Thus a large programme
of public works could be started without budget deficit and an
increase in the national debt—of which so many are so terrified in
the U.S. Politically, the fact that it is by no means certain that a
rise in the price of gold would benefit Western countries only,
represents an additional handicap for its acceptance by the U.S.

An alternative approach—which seems to have been envisaged
by Lord Keynes in the original form of his International Clearing?
scheme—would be to insulate the world economic system compul-
sorily from the consequences of a slump in any one country by
forcing that country to undertake rcadjustments. This approach
would demand that the surplus country should automatically
appreciate its currency, and/or that it should increase its imports for
any given level of national income by way of reducing tariffs and
other impediments against imports, or increase the level of its money
wages and thus act both on its exports and imports.® Alternatively,
it might be suggested that forcign claims, if these have come about
as a result of the internal deflation in the creditor country and not

1Cf. ibid., p. 162. _

2 And subsequently revived by the London meeting of the Preparatory Committee of the

U.N.O. Conference on Trade and Employment. Cf. “The Charter of LT.O., Institute of

Statistics Bulletin, op. at., 1947.

3 These suggestions were dropped at an early stage of the Anglo-U.S. conversations.
Under certain conditions an increase 1 moncy wages would aggravate the problem, i.. if
foreign demand for the exports of the surplus country is intense and if the increase in incomes
is not spent to any appreciable extent on imports.
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the conscious granting of long-term loans, should be periodically
wiped out.

Either alternative could, in fact, work. They could largely neutral-
ize the effects of a slump in one country on the world, or would at
least reduce or wipe out the surplus resulting from the reduction of
effective home demand on the balance of payments.2 But the first
alternative would automatically aggravate the depression in the
surplus countries, as it would eliminate the improvement in the
balance of payments, which had arisen as a result of the slump and
which tended to offset the fall in the effective demand in that
country. If the depressed country does not increasc home demand,
by deficit spending or otherwise, the vicious deflationary spiral
might continue and thus necessitate further doses of the same
external readjustment, each of which would give further impetus to
internal deflation. The second method of forgiving surpluses would
be opposed not merely because it could be claimed—unjustifiably?—
that goods would be ‘given away,” but also because it increases the
internal national debt of the surplus country.*

Finally one might gencralize a proposal made by the U.S. State
Departments for the regulation by the International Trade Organiza-
tion of relations with members having a complete State monopoly
of foreign trade to achieve much the same aim. These countries
would have had to pledge themselves to take at least a certain
guarantced minimum quantum of imports over an agreed period.
If this were to be applied to all countries—at least in respect to food
and raw material imports—a long step would have been taken to
apply internationally the methods of domestic price stabilization for

! Cf. H. Feis, Foreign Affairs, 1942.

2 If its claims on other countries, fixed in terms of its own currency—e.g. interest—repre-
sent a large fraction of the total balance of payments, then an appreciation of the currency
may aggravate the problem rather than help it, if the countervailing measures increasing the
foreign trade multipher do not more than offset this effect.

3 Unjustifiably if the alternative to the export surplus 1s unemployment. Indeed, in so far
as the export-surplus will, because of its multiplier effect, increase home demand, its social
cost would be negative.

4 The British Scheme tried to meet this last objection by limiting the size of additional
liquidity quotas to be granted to would-be debtors. If quotas are hmited to such an extent
as to appease the would-be surplus countries, the danger arises that their volume will be
fixed so low as to lead to their exhaustion at the first severe depression. (This is, in fact, what
happened. The safeguards must be so constructed as not to paralyse the equilibrating
mechanism.)

8 Suggested Charter for an International Trade Organization of the United Nations, Department of
State, September 1946, p. 22, para. 28.
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primary products now accepted and practised by the United States.
Thus one of the most potent causes of instability would be elimin-
ated. It would, however, be politically probably more difficult to
secure acceptance of this proposal than for an expansion of the
International Monetary Fund to a full Central Bank. It would also
be less easy to manage and adapt to changing circumstances.

We have surveyed the various proposals made in the last few
years to limit, if not eliminate, the spread of international depressions.
Those acting through national policies have the grave drawback of
being uncertain in timing, cspecially because they are bound to
provoke serious sectional opposition in the creditor countries. This
opposition will partly be stimulated by ideological-mythical reasons,
(e.g. the opposition against a revaluation of gold in so far as it does
not arise out of the fear of strengthening R ussia) or it might originate
in the threat to existing vested interests implied in such proposals
(c.g. the proposal that creditor countries should deliberately try to
worsen their balance of payments). In any case it is sufficiently
serious as to lead one to discount this type of solution.

Among the plans involving the creation of an international
Central Bank, the Schumacher-Kalecki scheme, which combines
the establishment of such an institution with a limited degree of
planning the economic development of backward areas, would offer
not only substantial economic but also political advantages over all
other proposals. As a method mainly aimed at offsetting cyclical
fluctuations, even this plan, however, suffcrs from one overwhelming
disadvantage. The international Central Bank’s powers to create
credit is restricted to periods in which the (richer) countries suffer
from unemployment. Once its measures promoting balance of
payments deficits have restarted expansion in the depressed countries
through credits or investments to under-developed countries, the
policy has to be reversed. Thus there will be a tendency to inverse
cyclical fluctuation in the weaker and under-developed countries
which are least able to stand them. Measures to smooth or mitigate
cyclical fluctuations do not avoid periodic large-scale shifts in the
direction and pattern of trade and employment. This is the exact
international equivalent of the domestic difficulty involved in the
‘liberal’ Keynesian countercyclical domestic public works or similar

L
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spending schemes,! which necessitate a periodic change of occupation
among workers. Hence they do not provide a complete solution
either of the full employment problem or of the problem of facili-
tating readjustment.

It would be far preferable to achieve international full employ-
ment and a better international distribution of wealth by a sufficiently
large international investment scheme which would energize even the
richest country, with the largest savings rate, to sustained activity.
It might be emphasized, however, that so long as each important
member country does not provide for its own internal stability, any
permanent international settlement should also envisage the creation
of an international central banking and investment institution. The
organization created at Bretton Woods would provide an admirable
nucleus for the purpose. We shall deal presently with the required
modification of their charters.

3. A BOARD FOR INTERNATIONAL ECONOMIC DEVELOPMENT

The malaise of Western Europe, the erstwhile workshop of the
world, is due not to cyclical but to structural causes, though a world
depression would aggravate its ills. A satisfactory solution of its
problems can only be cnvisaged by bringing into being a better
co-ordinated, more specialized, hence more efficient, Europcan
economic system capable of matching U.S. competition on equal
terms in third markets. Morcover, measures will have to be taken
to provide these markets for manufactures.?

All evidence points to the conclusion that spontaneous growth on
the basis of private domestic saving and international private invest-
ment will not provide, under modern conditions, sufficient markets
for European manufactures while facing the full blast of U.S.
competition. World production of manufactures doubled between
1913 and 1937. The volume of international trade in them, however,
remained unchanged. Despite an almost equally stringent regula-
tion, international trade in primary products increased considerably

1 Such as, for example, elaborated by the White Paper on ‘Employment Policy of the
Coalition Government.” The increase of the depressed countries’ demand for the exports
of the under-developed countries as the result of their recovery is hardly likely to offset this
effect.

2 This is increasingly realized by enlightened U.S. observers, e.g. Mr.W. Lippmann in the
New York Herald Tribune, July 16, 1949.
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in the same period, even if not quite as much as their production,
i.c. by 25 as contrasted with 45 per cent.!

The war has increased the self-sufficiency of most overseas
countries. If measures are not taken to sustain and increase demand
for manufactures, a cut-throat competition between manufacturing
nations for markets would probably induce deflation among them;
the primary producers will, in all probability, not gain either. The
demand for their products does not vary much with price. If
incomes fall they may well find themselves in the same position as
in the 1930s. It is a mistake to suppose that the discomfiture of
suppliers who are also customers benefits their trading partner. A
cumulative deflation ruins all, and benefits no one. Moreover, in
the competition in third countries with U.S., Europe would have to
try to gain ascendancy over the U.S. in precisely those fields in
which the U.S., as we have seen,? has special advantages in produc-
tion but in which the U.S. would be successful even at identical costs
and prices: in standard capital, and durable mass-manufactured con-
sumer goods, taste and prestige—not to mention lending capacity—
now favours the U.S. Nor should it be forgotten that an enforced
balancing of exports and imports between Europe and the U.S.
would divert U.S. manufacturing capacity now engaged in supply-
ing EBurope to third markets. The clash would be a formidable one.
Europe would be already at a disadvantage in that she would have
to forgo using modern U.S. equipment not available elsewhere.
Nor must it be forgotten that the present high level of British exports
is not due to an increase in the volume of world trade, nor yet of the
transformation of the U.S. into a ‘high-living and high-spending’
community and one which spends abroad, but to the decline in the
German and Japanese share. The policy pursucd by the U.S. at
present, which implicitly tries to reduce U.S. exports to Europe,
which stimulates revival in the production and exports of the former
enemy countries, yet docs not take steps to expand overseas demand
for manufactures, must end in extreme monetary unbalance.

Nor must the consequent difficulties of the U.S. be under-
estimated. Not only would a number of her industries be appreci-
ably harmed, but she would have to reduce the calorific content of
her final agricultural output considerably and divert industrial
production. Her exports would have to be reduced by some 40 per

1 League of Nations, Industrialization and Foreign Trade, 1945, p. 157. 3 Chapter 1.
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cent or even more if service and repayments on investments and
loans are to begin without further capital export in bulk.! A loss of
income of $4~-5,000 million p.a. would not be serious in an economy
with a national income of over $200,000 million. But some of the
loss will be cumulative as it might undermine the stability of U.S.
internal markets and intensify the need for Government support.
There is no indication in the various agricultural price-support
schemes now under violent discussion that this problem has even
been faced, far less solved. Such transition could no doubt be
accomplished. Her construction industries would have to be greatly
expanded. This is shown by the fact that even in 1948, when a
relatively small part of her resources were devoted to domestic
construction (as contrasted with equipment and exports), serious
bottlenecks appearcd. Full (or even a high level of) employment in
the U.S. without appreciable forcign lending would demand
housing, social amenities and public utility schemes of colossal
magnitude. Her agricultural production would have to be deliber-
ately reduced and diverted into high-value commodities, such as
meat, dairy products, etc., which use much more land for a given
calorific value. Conversely, steps would have to be taken to increase
domestic mass-purchasing power to find markets for a greatly
increased supply of these products. Unless the transfer of resources
is planned and managed carefully, a sharp and prolonged deflation
is only too likely.

However desirable these measures might be from a purely
American point of view, they can hardly be introduced quickly.
And even if they could be, it might be questionable whether the
richest country should deliberately enforce such a total readjustment
at this juncture. It would result in a nutritionally less efficient use of
land, a shift of man-power from industries with high (heavy and
mechanical industries), towards those with relatively lower efficiency
(consumer goods and construction). Moreover, this policy would
probably result in a general crisis at home and certainly abroad, as
the path of rcadjustment will not be smooth. The U.S. could well
afford an exceedingly high rate of social advance and domestic
investment even if she contributed with unique generosity to the
development of less fortunate countries, and thus would be able to

1Cf. Chapter 4 on the possible r8le of private investment, and on the possibility of
dumping agricultural produce, and its consequences to Europe.
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escape the need for such large-scale internal economic readaptation.
The American economic system is one of which it might be said:
to him who gives, shall be given.

There is a further point. Western Europe has no doubt suffered
a damaging blow against the very basis of her existence. But in
comparison with Africa and Asia her standard of life is still im-
mensely superior. A scheme which tries to syphon aid from the
U.S. exclusively, or even mainly, for helping Europe has a weak
moral basis and would probably be short-lived. It is dangerous to
basc a long-term programme on political or military expediency.
Only a general plan in which all countries with a high standard of
life participated according to their ability, could possibly evoke the
will to sacrifice which is required if the Western World is to rise to
its responsibility.

The basis of such a programme was given in the Fourth Point of
Mr. Truman’s inaugural address. The President demanded action to
speed up the economic development of backward areas by makin
available to them the great technical facilities at the disposal of the
United States. It is regrettable that the British Government did not
respond immediately to this suggestion and offer to participate in it.
The quick reaction to Gencral Marshall’s Harvard speecch much
contributed to the successful launching of the European Recovery
Programme. And the Fourth Point contained the seed of an even
further-reaching new departure in constructive economic policy.

A long-term programme to deal with the miserable poverty of
the greater part of the world can, of course, not be restricted to
sharing of what the Americans term ‘know-how.” In order to make
the under-developed areas capable of utilizing the superior technical
knowledge of the West in a measurable time, immense capital
investment would be needed. Schools, health, and public utility
services are in most cases a condition to quickened progress. Effec-
tive action to carry out President Truman’s suggestion would seem
to entail a broadening of the scope and a change in the methods of
operation of the International Bank for Reconstruction and De-
velopment to which the Bretton Woods Final Act assigned the duty
of assisting in the promotion of greater international equality in the
distribution of capital. A full programme of development would
demand the reorganization of the Bank into an International
Investment Board to which a rising proportion of the national
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income of those countries would be assigned whose output per head
has increased beyond a certain level. The Board would have the
duty to expend these grants in the poorer areas of the world. The
investment programmes must not be selected necessarily or narrowly
on an economic basis. They should consist of a judicious mixture of
two general aims: on the one hand they should attempt a planned
increase of productivity in large regions by stimulating rationaliza-
tion and co-ordination of economic plans. On the other hand the
establishment of minimum standards of health, education, communi-
cations and public utilities, primarily irrigation and connected
electrification schemes should be envisaged to prepare the poorest
countries for an eventual participation in plans of the first type.
Need and economic progress should be the twin criteria to be laid
down. In most of these cases direct yields which private investors
would obtain are either negligible or subject to very great risks.2
Without an International Board such investment would therefore
either not be undertaken or the loans contracted for it would be
subsequently defaulted upon, with catastrophic results on the
regularity of the flow of investment, and thus on international
stability. Moreover, as the possibility of repayment would largely
be determined by the policy of the creditor nation—i.e. to an over-
whelming extent the United States—and as the willingness to
receive repayment is very questionable, the outcome of an attempt
to rely on private investment is to court certain failure.?

1 Cf. my article on ‘Problems of post-war international investment policy,” Oxford Econtomic
Papers, No. 7, 1945. It is interesting to recall that this paper was subjected to severe criticism
by adherents of laisser-faire because it was sceptical about the scope or desirability of private
international investment and about the ncwly-founded International Bank in ensuring
international stability or increasing the speed of development of poorer arcas. It therefore
proposed the establishment of an International Investment Board. The hostile reaction to
this proposal in Britain is typical of the failure to realize the magnitude of the change in
Britain’s international economic position and therefore in her true interests.

3 The total insufficiency of the means at the disposal of the International Bank is only
matched by their immobilization due to its charter which lays down that only ‘cconomically’
(i.e. financially) sound single projects should be financed. Even after a broadminded re-
interpretation of this clause the Bank did not succeed in its first three years of existence to
grant $500 mullion of loans. Its loan charges were relatively high (3} per cent, plus com-
mission, bringing the charge above 4 per cent) for the aim of large-scale development. The
maximum effective (i.e. dollar) loan capacity is less than $4,000 million, which—if the average
currency of loans is 12} years (i.e. if they are redeemable in twenty-five years) limits the
eventual annual lending power to some $300 million—if no defaults occur. Yet the late
President of the Bank (‘The Lesson of the World Bank,’ Foreign Affairs, 1949, p. 557) stated
that the means of the institution werc ample and that it experienced difficulty in finding
‘sound’ projects. The inauguration of the Marshall Plan no doubt limited its field of activity
in Europe. It could hardly be said, however, that there were no other urgently-needed
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The development credits granted should carry a modest rate of
interest and eventually be amortized if compatible with stability,
preferably paid in services and commodities, used together with
current grants for the promotion of further ‘non-economic’ schemes.
The grants should be free from such obligation, but their counter-
value in the home currency of the recipient should be subject to the
same control as now exercised by the U.S. Administrator over the
counter-value of Marshall Aid supplies. Certain minimum condi-
tions might be laid down in respect of social and economic policy
for eligibility for such grants.!” This is particularly important in
backward areas where governments often find themselves unable to
carry through essential reforms because of local political pressure
and irrational prejudice.

There is no reason whatever why Britain, along with other of the
more fortunate countries of Western Europe, should not participate
in such a scheme. Its commitments to colonial welfare schemes and,
possibly, that part of the liquidation of frozen sterling balances
which is the result of the wartime economic policy in the Middle
East, might be included in its contribution. It has been shown last
year that Britain cari stand on its feet without any net aid, provided
an artificially restrictive policy is not pursued the world over under
the slogan of ‘disinflation.” There is no reason why she should not
increasingly contribute to the development of the poorer areas, the
hopeless misery of which is a standing accusation against the pro-
fession of high ideals by the West.

Should it be decided—to give an example®—that countries should
participate whose national commodity output per head exceeds
$150 per head per annum, Sweden, Switzerland, the U.K., Den-

development problems to be tackled eisewhere. It is the conception of the réle and methods
of an international institution for economic development which requires reform. Inciden-
tally it is interesting to observe that over 75 per cent of the loans granted were spent in the U.S.

! The need for such conditions is suggested by the anomalies which have become apparent
in the administration of Marshall Aid. As a result of favouring laisser-faire solutions, individual
American taxpayers even 1n relatively modest conditions contribute to the maintenance in
many countrics of ruling classes of questionable character in a state of luxury (often directly:
the import of luxury cars in bulk) of the very existence of which few Americans can possess
a notion except perhaps from cinema performances. In the northern countries the U.S.
contributor can at least be certain that his sactifice will be used to maintain minimum standards
of those most in need. But such is the logic of many that more complaints have been voiced
in the U.S. against health services, food subsidies, etc., than against conspicuous waste
financed by foreign aid. Indeed, some obviously are eager for Britain to follow the Continent
in purchasing Cadillacs rather than infants’ food out of the Aid. )

4 On the basis of E.C.E. Report, op. cit. p. 21, in terms of $ of 1938 purchasing power.
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mark, would be called upon to make contributions. As income
increases the percentage contribution should rise. Funds rising to
at least $3-4,000 million per annum should be made available as
Marshall Aid declines. The automatic expansion of the scheme
through the increase in world real income would carry it at a steady
rate towards much higher figures. At a later date it might be
modified in the light of circumstances and experience. Suitable
formulac are not difficult to claborate. They should take into
account the fact that as income increases, savings increasc more than
in proportion.! Hence economic stability would seem to demand
steadily increasing investment outlets which will not necessarily be
automatically available. Thus contributions on progressively in-
creasing scale would be needed. The establishment of an Investment
Board on this basis would by itself reduce the probability and
amplitude of economic fluctuations, though, as the present recession
in the U.S. shows, it would not eliminate them. It would have to
be coupled therefore with the international stabilization scheme
discussed in the last section. As it expanded it would provide the
basis of a true international full employment policy without creating
inverse cyclical fluctuations in the poor areas. It might be objected
that if booms develop in the contributing rich countries in conse-
quence of the inauguration of the scheme, fluctuations might still
occur. This is true. But it is less difficult to curb booms than stop
slumps, and the scheme itself would provide an element of buoyancy
which was the saving characteristic of the nineteenth century and
the absence of which after 1929 was responsible for much of our
troubles. The expansion of the scheme should be gradual because
its success would seem to require a vastly increased supply of tech-
nical and managerial staff of high competence, and this takes time.
An international body with powers to grant or to withhold
aid for economic reorganization and development must necessarily
be political in character. The insufficiency of means and thus
the excecdingly limited usefulness of the two Bretton Woods
institutions is,. perhaps, directly traceable to the refusal of its authors
to face the fact that they were grappling with political problems
which cannot be disguised as purely technical cconomic questions

1 The rate of saving tends to fall in time—provided that fluctuations and growing risk do
not enforce caution. Unfortunately the initial increase of savings might well cvoke the
fluctuations in activity which prevent the decrease of savings needed to ensure stability
without planned intervention and management. Cf. Chapter 4.
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and handled on the basis of set critcria. Nor did they face the fact
that no government and legislature, and, especially not the U.S.
Congress, would at this moment give an unlimited authorization to
an international body to create purchasing power and thus use U.S.
resources without retaining an ultimate veto power. The Bretton
Woods Conference tried to escape this dilemma posed by the
existence of the sovereignty of the member countries by limiting
the volume of, and meticulously circumscribing the use to which,
the funds entrusted to the international institutions can be put. This
stultified the purpose of the new organizations. The experience
gathered would seem to indicate that it would be preferable to
acknowledge the limitations of international organizations at the
present stage of evolution. No contributing country should there-
fore be expected to forgo power to veto any proposal concerning
the use of its own contributions. The experience of the first year of
the Marshall Plan has shown that, despite much political intrigue,
nothing seriously untoward—certainly no sabotage—need be
expected from this right. A reckless use of the veto power would
—after the experiences at U.N.O.—incur such censure as to secure
the co-operation needed. As a further safeguard it should be
provided, however, that the exercise of the veto over a scheme of
development grants or credits should be published with a reasoned
statement of the arguments, and also the rejected scheme or request
of credit. The common interests of the Western countries should
be sufficiently strong, their public opinion sufficiently alive to their
problems, to prevent a capricious use of this right. In any case, the
alternative, the limitation on the volume and use of funds has shown
itself far more destructive of stability than the retention of veto
power.

Apart from this special safeguard for contributing countries,
membership of the Board should be open to both contributors and
recipients. Its members should be appointed by the governments,
preferably from among politicians and administrators, not bankers,
though it must be supported by a strong secretariat of technical and
economic advisers.

In fact the scheme proposed is nothing more or less than a
generalized and internationalized form of the Economic Co-
operation Administration which could easily be formed by a
reorganization of the International Bank. The directors should,
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however, not be composed of bankers but of men of administrative
experience in economics and social development. The problem of
international investment is not a banking but a social, political and
technical problem. The fact cannot be emphasized enough that no
institution, however admirable its character, is worth more or
capable of performing better than its personnel.!

To sum up. The proposals outlined here aim at the reorganization
of the International Monetary Fund into an International Central
Bank and of the International Bank for Reconstruction and Develop-
ment into an International Board for Economic Development. The
former might aid countries in overcoming temporary balance of
payments difficulties by short-term loans. Credit balances thus
created would count as legal tender in the reserves of the Central
Banks of the participating countries and would be the equivalent of
gold. Its main function, however, should be the offsetting of
international cyclical fluctuations. While the Board would normally
be charged with initiating a steadily expanding volume of inter-
national development schemes, financed by progressive contribu-
tions of the richer countries, the Bank would, in case of need, putat
its disposal sufficient international cash to expand its activitics until
the danger of cumulative deflation has passcd and direct the pur-
chases towards those deficit countries which arc in no need of
foreign lending. Intimate relations must thercfore be maintained
between the two institutions as the Central Bank’s activities would
have to be curtailed once the depression has been stopped. The main
contributing countries (and, in the case of the Central Bank, the
recipients of the deposits created) should have veto power over any
transaction which might involve their contribution, but the use of
veto must be public and reasoned. The new institution would in
many respects be similar to UN.R.R.A., the untimely demise of
which (together with the sudden cessation of lend-lease) has so
much contributed to our present problems.

The experience derived from functional international collabora-
tion during and since the war encourages some hope. When actual
problems have to be solved instead of defending abstract principles

! The British influcnce in the existing bodies with notable exceptions shows the neglect with
which the Government has tceated the problem of creating an atmosphere in international
orgamzations in which British policies might be expected to win an increasing assent. It is
not unfair to suggest that in many instances British views were far less progressive—to the
detriment of longer-run British interests—than those of their American colleagues.
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and ideologies, the results have been far superior to anything which
could be reasonably expected. A strong tradition of practical
collaboration has grown up in almost all international bodies on
the official (as contrasted with the governmental) level, even in those
rent by the dissensions between East and West. As progress is made
with economic reconstruction there is no ground to fear that this
tradition will not grow stronger. The obligation to explain and to
defend national policies before an international expert body itself
modifies and improves national conceptions and makes collaboration
relatively easier. Even the natural disappointment caused by the rift
between O.E.E.C. countries in economic and monetary policies does
not invalidate this conclusion. It was caused, as we have seen, partly
by the feeblencss of the British initiative in Europe and especially
at O.E.E.C. and partly by the encouragement of dogmatic laisser-
faire by the U.S.

It might be asked how such a Board would aid in solving Europe’s
dollar problem, as most European countries would not qualify for
grants. The answer is obvious. The problem of Western Europe is
not so much that of an overall as of a dollar deficit. The despondency
about the success of the methods pursued at present arises from the
fact that the measures necessitated by an attempt to close the dollar gap
individually might easily setup acumulative deflationary process which might
aggravate the overall balance, and is almost certain to lead to frustration.
Once a reasonable certainty is achicved that markets will exist
overseas for European products, which enable Europe to earn dollars
by multilateral trade, the rationalization of European production,
which is now impeded by the restrictive trends due to the desperate
concentration on the single task of climinating the dollar gap by
1952 nationally (instead of by European co-operation), could be
successfully tackled. By the time the proposed scheme is ready to
function, the European economy, on the basis of Marshall Aid,
should largely be in a position to stand on its own fect even if
suffering from a specific dollar shortage, even without those ominous
policies of deflation which are advocated in the O.E.E.C. Report.
There will be certain countries, especially Greece, Italy, and possibly
Germany, which will still be in need of some net aid. Their case
could certainly be accommodated within the new scheme.

The international readjustments which would still be required
would no longer offer insuperable difficulties. The export of
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European capital goods to third countries would be buttressed by
the immense stimulus of a consciously created demand which might
be judiciously directed by the influence of the Board. Nor should
it be forgotten that Europe will, by that time, be in no mean position
to supply heavy manufactures as economically if not as efficiently as
the U.S. because of its lower wage level. In most of these, mass-
manufacture is not possible in the same way as in light durable
consumption goods. Hence the relative advantage—apart from the
overwhelming importance of the capacity to grant credits, which
would, however, be overcome by the establishment of the Board—
which the U.S. enjoys is, even now, not very marked, despite the
failure to devote as yet any appreciable cffort to increase Western
European specialization and efficiency. And development schemes
envisaged, at least at first, will demand much relatively non-standard-
ized goods, though the U.S. industry would also benefit through the
increase in the standard of life and the consequent increase in the
demand for U.S. products.

The Board should not interfere with internal fiscal arrangements.
Whether the budget charge arising out of the annual contribution
to international development is raised through taxation or borrow-
ing is left to each participating government to decide. Should any
of the contributing countrics slide into an inflation the Board should
have the right to ask for cxplanations and publish both these and its
own observations. This should be a sufficient safeguard against
unilateral attempts to evade international obligations. Those receiv-
ing aid, however, should be required to submit their fiscal and
investment budget plans to the Board, so as to prevent the emer-
gence of a permanently and unduly unbalanced position.

The proposal outlined has the advantage of cnlisting the tremen-
dous increase in U.S. productive capacity which is the direct result
of two wars, for speeding economic progress. This excess productive
power could not be maintained once ‘normalcy’—in the sensc of the
frustrated efforts of the 1920s—was re-established. It would restore
the essential multilateralism of world trade which makes use of the
high productivity not only of U.S. industry but also of agriculture
for a world in need, instead of stifling it in the name of ‘equilibrium.’
Indeed, it could concentrate on increasing the rate of primary
production unfettered by the recurrent fear of gluts amidst con-
tinued starvation of a large portion of mankind. Not only could the
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problem of maintaining soil resources be tackled, but the fear that
Europe will be left starving as a result of an increase in the standard
of life of other continents would be laid at rest.!

Bulk purchase agreements which secure guaranteed markets over
a long period would in no way be ruled out. Indeed, they might
well be concluded under the supervision of the Investment Board
prior to the approval of schemes which aim at an extension of
primary production. In a world of expanding demand there can be
no objection to thesc agreements as they do not ‘discriminate’
against anybody. They permit general progress.

On the other hand, the under-privileged areas of the world
which are steadily becoming political and social storm centres
would at last be shown that there is hope for them through inter-
national co-operation instead of being stcadily driven towards
despairing and sullen revolution. The recurrent Communist taunt
that all aid measures are really inspired by the desire to expand and
intensify cxploitation, and get rid of surpluses which arise out of
under-consumption enforced the world over, would be finally laid
atrest. The peaceful reform of the system of teeth and claw competi-
tion which tries to triumph, not so much through cfficiency, as
through poverty enforced by unemployment and wage cuts, would
have been accomplished. As Lord Keynes put it in one of his
characteristic passages: ‘So, if they (the bankers) are saved, it will be,
I expect, in their own despite.’

Instead of indulging in Utopian demands for_political union, for
which the countries of the West are in no way rcady, the Western
countries should get down to extend the practical work of recon-
struction which they have begun so auspiciously and work out

1 The Malthusian problem, however, must receive more serious attention than it has
hitherto been possible for the local governments to devote to it, subject as they are to local
political pressure. .

2 Essays in Persuasion, p. 178. Another passage should be read by those who once again
wish to have ‘competitive’ prices through an attack on the ‘Welfare State’ (p. 176): ‘They
have not seen what was coming. Some of them have cven welcomed the fall of prices
towards what, in their innocence, they have deemed the just and ‘natural’ and inevitable
level of pre-war, that is to say, to the level of prices to which their minds became accustomec}
in their formative years. In the United States some of them employ so-called ‘economuists
who tell us even to-day that our troubles are due to the fact that the prices of some commodi-
ties and some services have not yet fallen enough, regardless of what should be the obvious
fact that their cure, if it could be realized, would be a menace to the solvency gf thel.r institu-
tion.” Unfortunately, thc number and scope of those ‘economists’ has alarmingly increased
of late. We are back fighting once more the same old Cabal, and the progressive cause is
with its back to the wall. The same arguments are again used which were controverted
only a decade ago.
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measures to help those who are in gredtest need. It is from such
functional collaboration with its inevitable compromises that com-
mon interest and tradition might arise later, which is the condition
of closer political ties. These development schemes will, moreover,
soften the differences in economic status and social organization
which are the most important obstacles in the way of an abrupt
unification, a federalization of the countries of Western Europe or
of the members of the Atlantic Alliance. It should be emphasized,
however, that the personnel of the Institution and the directives given
to them by the most powerful Government, the U.S., will be the
decisive factor. If, as it happened in many countries, the representa-
tives of the Board make common cause, and derive their information
from the most conservative clements of the population, few produc-
tive outlets for investment will be found and the funds will be
wasted in buttressing inefficient and iniquitous social and economic
systems.

4. ComMeRrciAL Poricy AND INEQUALITY!

It was argued above that organized large-scale international invest-
ment financed by loans and grants, represents a far superior alter-
native to commercial discrimination as a means of reducing the
growing inequality in the international distribution of wealth and
income. In the shorter run, when neither the proposed investment
scheme nor the stabilization plans are yet mature, direct measures to
diminish the extreme unbalance of trade between Western Europe
and the U.S. might seem advisable.2 Even in the longer run the
U.S., which must necessarily have a decisive voice in the establish~
ment and administration of an International Investment Plan, might
prefer to deal with the problem of inequality and unbalance to
some extent directly, without the recourse to a relatively larger
scheme of gifts or loans. So long as it is firmly borne in mind

1 Cf. Sir Hubert Henderson, “The Havana Charter,” American Economic Review, 1949; also
my papers on “The Charter of LT.O.’ and ‘Britain and the Geneva Agreement,’ Bulletin,
op. cit., 1947 and 1948, for detailed criticism of the ‘rules of the game.’

3 The rather dramatized manner in which the recent dollar drain suffered by the UK.
was publicized obscures the fact that Britain covers a greater proportion of her dollar require-
ments by exports and services than other European countries. It is the magnitude of the trade
which singles her out for criticism. Attempts to force all-round balancing would soon
uncover the weakness of the whole Western European system, not the least that of Belgium,
which now profits from her beggar-my-neighbour tactics.
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that only unilateral tariff concessions! and permission to discriminate
against U.S. goods represent an alternative to grants and invest-
ment schemes in reducing inequality, the size of the latter can be
varied without additional? unfavourable effects on the standard of
life of Western Europe and the rest of the world. Any decrease of
aid would, of course, represent a loss and raise problems of readjust-
ment. But the direct loss is bearable if new markets are created
either by investment schemes or by commercial concessions. It is
the secondary loss and the struggle concomitant to the expansion
of European exports against active U.S. opposition which threatens
monetary disorders of severe dimensions.

If we bear in mind that a solution which attempts to avoid a cut
in European imports from the U.S. and to balance visible trade
directly, would seem to imply trebling of European exports to the
United States, the difficulties in the way of a solution which does
not represent a shrinkage of world trade would seem insuperable
without a scheme of investment grants. Nor is there, as we have
argued, much chance of displacing U.S. exports to third areas in
sufficient volume without such a scheme to balance trade triangu-
larly. In those—heavy—goods where Europe has a relative chance
(the prospects for an expansion of trade in labour intensive light
products are exceedingly dim as most overseas countries try to in-
crease their own output) the lending power of the U.S. would seem
to bar progress. It is evident, therefore, that the worsening of Euro-
pean terms (or reduction of imports) would have to be serious,
resulting in a considerable further deterioration in Europe. It might
be added that the establishment of an effective International Invest-
ment Board, coupled with a stabilization scheme would go a long
way in reducing domestic resistance.in the United States against
raedjustments involving an increase in the competitive power of
European industry at home and elsewhere, which now render
devaluation or any other kind of European readjustment aiming at
a high level of exports rather than a low level of imports in the
longer run so dangerous an undertaking. It would provide a high

1 Or their equivalent in lessening the market imperfections militating against foreign goods.
A campaign to help European products has exactly the same effect as tariff concessions.

3ie. the loss will be restricted to the loss of supplies due to the reduction of the grant (or
loan). The additional loss resulting from the worsening of the terms of trade would be

avoided.
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internal demand, and thus permit shifts in production which are
impossible to enforce politically in a period of general depression.

The reciprocal trade agreements sponsored by the U.S. Govern-
ment have consistently disregarded the unbalanced state of trade
between the U.S. and foreign countries. They have contributed
little to the rectification of the excess of exports of the U.S. Indeed,
the U.S. Administration in defending these pacts has proudly
pointed at its success in obtaining concessions from other countries.
Moreover, as we have seen, the escape clause which permits the
raising of tariffs should imports come in on massive scale and injure
U.S. domestic industry (which they are bound to do, unless U.S.
demand increases faster than supply) has imparted such uncertainty and
risk into export trade to the U.S. as to render its expansion—which
demands large new capital investment in plant and designing as well
as in advertising and marketing—impossible. The peculiar U.S.
customs procedure has only set the seal on this.

The U.S. will have to recognize the need for one-sided tariff
concessions to Europe, but also for a preferential treatment of
European products in intra-European trade, as well as in the trade
of Western Europe with complementary overseas countries. Other-
wise Western Europe will continue to be at a grave disadvantage
with the United States, the industrial devclopment of which was
assisted not merely by the existence of a vast domestic market, but
also energized by a war which did not touch her territory.

An attempt to lessen the need for U.S. assistance without actually
worsening the position of less favourably situated countries would
require:

(a) one-sided tariff concessions cspecially in respect to consumption

0ods; ,

(b) standardization and clarification of customs procedure;

(c) toleration in third markets, including in Western Europe
itself, of a limited degree of preference for European manu-
factures, the gradual abolition of which (outside the areas
which'have political connections, e.g. Imperial Preference; or
which entered into agreements of close economic collaboration
like the O.E.E.C. countrics) should be arranged as the develop-
ment plans elaborated by the new Investment Board mature.!

1 Thus the present short-term problem could be jointly tackled with the preparation for
longer-term schemes.
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The establishment, first of all, of a more co-ordinated Western
European economic system will require certain temporary safeguards
to preserve the process of co-ordination in Western Europe from
outside shocks. We have seen, however, that this relative protection
in Western Europe itself cannot be managed by a straight Customs
Union because of the grave differences and unbalance between these
countries themselves. Thus a preferential tariff system (or a dis-
criminating use of quantitative import regulations) is required. But
simple preferences within Europe will not fit the complex relations
of Britain with her colonies and the independent dominions. Nor
could it give a start to European products against American com-
petition in third markets. Thus the elaboration of a double or treble
tier preferential system will be required—in so far as the price system
is to be permitted to work—to accommodate the various complex
requirements of European reconstruction. Alternatively, discrimin-
ating long-term bulk purchase agreements will have to be employed
in Europe’s relations with overseas countries which would secure
analogous advantages of security to European producers. The fact
that Europe can provide guaranteed markets for many of the third
countries which might grant it preferential treatment, is the reason
for hoping that they would be quite willing (provided the U.S.
consent could be obtained) to conclude such arrangements with
Europe.! In this connection it should be remembered that Germany
and Japan, not to mention France, are engaged on similar general
policies as Britain. A precipitatc increase of the international supply
of manufactures, especially of capital and durable consumption
goods, without a planned expansion of markets might easily lead
to such worsening of the terms of trade of Western Europe as to
involve, subsequently, a collapse of the reconstructed world econ-
omy. If we accept the aim of E.R.P,, i.e. that the equilibrium in
the Western European balance of payments should be restored as
Marshall Aid declines without a severe fall in the standard of life,
and should an effective International Investment Board not be
established in its continuation, unilateral tariff concessions by the
U.S. and also the degree of preference for Western European
products would have to be larger.2 We shall return to this problem

1 Cf. above on the Argentine Agreement and U.S. reactions. . .

2 As the discontinuation of Marshall Aid might easily cause a short-term deflationary spiral
in the U.S,, further aggravating the crisis all round, the importance of these concessions is
even greater.

M
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in connection with the short-term problem created by the mounting
deflationary wave in the Western World.

5. INTERNAL EUROPEAN PLANNING

The establishment of a strong Western European economic
system is not possible on the basis of piecemeal planning by member
countries with a subsequent co-ordination of the plans in committee.
The result would remain, in the best of circumstances, as it has been
in the two years that have passed since Mr. Marshall’s speech, a
series. of unsatisfactory compromises which would leave the Western
European economy basically unchanged.! The increase in European
productive capacity in the last few years has reduced the emergency
demand for American supplies. But the real aim, the establishment
of a viable European economic system in a well-working world
economy, has not been approached and cannot be accomplished by
the present methods.

These considerations might have indicated that a strong organiza-
tion was required to shape and co-ordinate Western Europcan
economic policy. The difficulties would in any case remain formid-
able. The divergence in political and economic viewpoints between
the sovereign governments of the member countries is a grave
obstacle to any coherent economic policy. Moreover, extremely
wide differences exist in the willingness and the capacity of the
various member governments to implement any policy commonly
agreed on. This is a further obstacle to supra-national rcgional

1 Cf., for example, the British Steel Federation’s comments on the procedure adopted in
the ‘functional’ committees.

‘Clearly the Steel Committee can at present consider only propositions submitted to it by
its national dclegations. Its powers so far have been limited to approval or disapproval, and
it has hitherto failed to approve only one project. It has been clear that, once a complete
national programme is presented, its component parts have already achieved a measure of
rigidity which requires considerable pressure 1if alterations are to be made.

“The Committee, by virtue of the fact that every action must be taken on a basis of mutual
agreement, is finding it difficult to rcject any particular project; and unless some procedure
be found to amalgamate development plans on a European basis, the actions of the Committee
will tend to become purely formal recognition of political pressure, and bargans made
behind the scenes. If such is the outcome, the O.E.E.C. will fail in its objective.” (British
Iron and Steel Federation Monthly Statistical Bulletin, May 1949, p. 6.) Thc Reports of these
bodies seem even more sterile statements of the obvious without any sort of material addition
either to knowledge or to action than the worst products of intcrnational committees when
faced with intractable problems. Surely immense advantage could have been gained if the
Secretariat had submitted reports on the requirements of the region as a whole. The veto

power of the member countries in Council must be retained at this stage. But steady public
discussion and pressure must be exercised 1n order to secure modifications in the national

plans or at least enforce a public discussion of those plans.
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co-operation because if there is no guarantce that certain vital
supplies will be forthcoming from within the region as planned,
countries such as Britain (but also Belgium and Germany), which
depend on foreign trade, would hardly dare to rely on paper
promises. Nevertheless, if Britain is to regain the initiative, certain
calculated risks must be run, provided that some safeguards are
obtained both in respect to U.S. policy and European production
lans.

The first need is to establish an effective organization to undertake
the necessary work. A committee cannot do a job even if ably
assisted by a secretariat. It was clear at the 1947 Paris Conference
that if Britaii so wished she could effectively initiate European
planning and obtain U.S. aid in its enforcement. The opportunity
then not taken will now be much more difficult to recreate. The
menace of a complete breakdown of European recovery might,
however, help in persuading the U.S. authorities to throw their
weight behind this reform.,

‘There is no possibility, however, for success in persuading
others if ‘soundness,’ niceness, or, at most, the ability to ‘squarc’
will be the chief requirements in choosing British represcntatives.
The O.E.E.C. is not an inter-departmental committee on which—
subject to special loyalty to one’s ‘house,” the Department—a com-
mon loyalty to the ‘School,” the Government secures the basis for
compromise. The immense importance of choosing representatives
who believe in the basic correctness of the British approach can
hardly be exaggerated. The frivolous mood which ignores the
need of superior knowledge of modern problems and methodson the
part of the spokesmen of the isolated British Government when
it is of vital importance to modify the policy of European govern-
ments has no place in the present precarious condition of Britain.!
This country can no longer afford splendid disregard of foreign
opinions. Every opportunity must be taken to spread economic
enlightenment and avoid the disasters of 1929-31. It is a sad reflec-
tion on the memory of the world and the conscience of experts that
those are loudest in demanding deflation whose activities in that not
so distant period so much helped the rise of Hitler.

A more forward-looking plan on the part of Britain than that
published last year, envisaging some real sacrifice in favour of less

1 Cf. Chapter 5.
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happily-placed European and overseas countries, might serve as the
nucleus of a new departure in reorganizing the world economy.!
Unlike the Bretton Woods institutions and rules, the establishment
of an International Investment Board based on the Fourth Point of
President Truman'’s inaugural address gives a definite chance for the
re-establishment of a multilateral system, and one of which utmost
use should be made. The clear demonstration of the waste of hard
currencies and of the uncertainty of performance of the laisserfaire
approach to European reconstruction—even where, as in the case of
Belgium, it did not lead to social disintegration and scored some
unstable and transitory gains—might convince the U.S. Adminis-
tration that direct domestic controls are required to re-establish a
working European system. The British Government should, at the
earliest date, utilize these important changes in the background to
obtain a more secure foundation for European reconstruction on
which its plans depend.

The establishment of monctary or customs unions would, as we
have seen, inevitably cause large-scale dislocation, bankruptcy and
unemployment without any immediate tangible advantage. More-
over, so long as the relative monctary tension in different countries
is so largely divergent, a unification of currencies would tend to
transmit the inflationary tension of the weakest member to the rest.
A convertibility of currencies into gold would, conversely, tend to
spread deflation from one member to another. A premature attempt
to ‘liberate’ trade, however, would undermine the system of controls
of the country which has succeeded in maintaining stability, and,

1 There is reason to believe that the U.S. authorities were, in the autumn of 1948, willing to
accept a British plan involving a smaller decrease in Marshall Aid than was contemplated by
the Brtish Government, which subsequently had to be twice increased under the most
unfortunate diplomatic conditions. At any rate, the British statement on the Four-Year Plan
did not refer to any limitation 1mposed on its investment plans by the refusal of the U.S. to
entertain hugher figures. In that case a much more flexible approach could have been adopted
and U.S. criticism and disillusionment on account of the ‘bilateral’ character of the Brutish
plan avoided. The present acute crisis and disagreement might not have arisen. This shows
the importance of a reform and democratization of the planming machinery now exclusively
in the hands of a small circle of experts. The reduction by $300 mullion in Britain’s request
won no laurels in America. The reduction of re-equipment of industry by almost a third
and the effect on the European plans was exceedingly unfavourable. There 1s some indication,
of course, that additional borrowing and investment in colonial projects is contemplated,
for the programmes envisaged in the Colonies could certainly not be accomplished without
vastly greater investment than was contemplated in the balance of payments cstimates. But
even 1n this respect the approach to the International Bank was exceedingly languid. Some-
what greater care should have been taken in trying to persuade the Americans to underwrite,
at least in the form of a loan, this expansion.
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lqad to, in private cartel arrangements, to avoid the readjustments.
Sir Stafford Cripps’ firm stand at O.E.E.C. prevented irreparable
damage and limited the transferability of European balances to
manageable proportions.

The first condition of success in any European reorganization is
guarantce of the participants that the plan elaborated by common
agreement will in fact be executed. This is a point on which a strong
statement by the O.E.E.C. is indispensable without delay. The
attitude of doubt to which the O.E.E.C. report restricted itself,
however couragcous, is not a policy.

Secondly the dilemma between supplying needs as they arise and
the ultimatc aim of securing balance in international payments,
which has plagued the Economic Co-operation Administration and
O.E.E.C. since the beginning of Marshall Aid. How to aid the
needy, how to avoid competitive deflation without encouraging the
reckless is a problem which must be faced and faced immediately.
Some parts of the U.S. Administration and most of the laisser-faire
governments in Europe have a stereotyped answer to this problem.
Restore convertibility at least in respect of the ‘conditional’ aid (i.e.
that part of Marshall Aid which is granted subject to the recipient
country making an equivalent grant to other members of O.E.E.C.
in its own currency') and restore ‘competitiveness’ in European
trade and all will be well. The virtuous, the cheap and efficient
would be rewarded by increased dollar allocation; the sluggish
workers and reckless spenders bent on establishing a Welfare State,
thus destroying incentive while increasing consumption (especially
of spectacles and false tecth) would be duly punished. But this view
tends to neglect that some European countries were much harder
hit than others and thus objectively need more aid. And it argues
as if we lived in a barter economy which is fully employed, i.e.
where misguided monetary policy leading to unemployment cannot
produce the impression of high competitive ability through low
wages and lower consumption (because of spreading unemploy-
ment).? As we have demonstrated, it is the comparative, not absolute,
position of deflation (or inflation) that determines—in conjunction
with the U.S. position and measures—the short-term balance of
payments. The laisser-faire nostrum on closer analysis turns out to
be unjust, haphazard and destructive of any collaboration in Europe.

1 Cf. above, Chaptér 2. .
3 Cf. the comparison between the Belgian and Dutch performance in recovery, Chapter 3.
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It might have been invented by those who desire a breakdown of
the European recovery programme.

If we recognize the futility of enforcing the short-run balancing
in international payments as the criterion of European aid, however,
new norms for its administration and distribution have to be
elaborated. From the beginnings of the Paris Conference onwards,
the calculation and allocation of aid, including intra-European, was
based mainly on estimates of prospective balance of payments
deficits given the policies of the countries receiving aid. Neither the
possibility of using the aid to enforce the maximum increase in
European production, nor questions of equity between the Western
European nations were considered.

These are the criteria to be accepted. This presupposes a very
much greater degree of conscious economic planning and co-
ordination than seems hitherto to have been considered feasible.
But the present policies have left the European problem hardly
changed. While any suggestions that the Europeans could tackle it
unaided either by way of devaluation and other monetary manipula-
tions or by ‘federating’ must be repudiated, it seems both politically
and morally impermissible to hope for a solution coming entirely
from the outside by some form of U.S. help or other.

At the end of the war high hopes were entertained that substantial
advances could be obtained by regional planning in Europe. All
Western countries contemplated a substantial increase in total
production and planning for increased specialization, and a co-
ordination of investment plans would not necessarily have demanded
the displacement of existing vested interests, but merely a selective
increase in productive capacity.

The history of the last two years has shown that these hopes have,
to a large extent, been disappointed. There is no need to repeat the
thorough and scathing review of the E.C.E. of the Western Euro-
pean plans in this respect.! The analysis shows that little, if any,
discrimination has been used, even between sources of imports to be
substituted by home production, and that, in general, there has been
in all national planning a trend to national autarchy.

The difficulties which account for this disappointing trend are to
some extent attributable to the fact that planning means all sorts of
things to different people. Between the completely nationalized

11949 Report, op. cit., Chapter 8, esp. pp. 187-9 and Tables 105/6.
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econoxpies in the East, the economies of Britain and the Nordic
countries where investment and production is largely carried on by
private interests which are, however, effectively controlled, and
Germany and the Latin countries where a conscious effort to free
market economics is being actively pursued, we have extreme
differences. One of the consequences is that the implementation of
any plans elaborated will be uncertain. Other countries are therefore
unwilling to rely on theoretical plans in their own plans.

Thus the temptation to substitute home production for imports
is very great. Those governments who maintain controls will be
especially tempted, nor is the trend less marked in free market
economies. Here the high risk of retaining export markets will play
a role. The trend towards national autarchy has further been
increased for ill-considered military reasons. After the experience
of the last wars, a decided preference has been given, even in the
West, to the expansion of heavy industry, though effective sources:
of supply exist. The similar tendency in the East is somewhat more
justified objectively as such sources do not exist, and as the West
has introduced an export restriction policy.

The danger of national autarchy instead of regional planning has
increased by the fact that while food and raw materials imported
from overseas are difficult to replace, manufactures imported from
European territories could be more easily produced at home.
Moreover, the attempts of European producers to charge discrimin-
atingly high prices to other (European) ‘soft” currency areas renders
the displacement of such supplies by home products in the short run
profitable. The report of E.C.E. notes that such increase in intra-
European trade as has been planned by the O.E.E.C. countries comes
mainly from the expansion, surprisingly enough, of raw material
or similar imports, e.g. processed petroleum products. Trade in
machinery has to be reduced, cven within Europe, despite the fact
that the discontinuation of a large volume of such imports from the
United States is contemplated. Published plans of production and
trade show definitely a tendency towards diversification of industrial
production which is, on all accounts, already very much divers:1ﬁed
in Europe, and needs standardization and concentration. Only in so
far as this replaces imports from the United States and only if a
sufficiently large demand were available, could this process be
economically justified. It must be added, however, that the pre-war
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preponderance of Germany in most of the heavy industries, includ-
ing chemicals, seems politically intolerable for most of the Western
European countries for the future.

Nor must we underrate the disastrous consequences in this
respect of the combination of a serious distortion in the income
pattern in Europe through inflation, currency reforms and so on.
The result is that the distribution of income and money capital has
little, if anything, to do with the present situation and its require-
ments. Some economists suggest that these anomalies could be
removed and the pattern of monetary demand most cfficiently
adapted to requirements by a renewed monetary reform. Unfor-
tunately, this view does not take into account the present political
situation in most European countries which rules out such an
attempt. Indeed, we see in many countries, e.g. Germany and Italy,
a conscious attempt to increase the inequality in the distribution of
national income in the hope of increasing the rate of investment.
The result is that luxury trades are stimulated and overall produc-
tivity decreases. The productive structure in some, at least, of the
European countries has been adapted to mass consumption, which
the monetary consequences of the war and mistaken reforms have
destroyed. This also means a large waste of productive capacity.
The competitiveness of European industry in overseas markets is
further menaced. The only possibility to remedy this situation
without violent convulsions would be to institute effective controls
which would channcl demand away from certain industries and
concentrate it towards innocuous uses, i.e. uses which do not absorb
scarce real resources. It is obvious that this solution has been rejected
in most countries. On the other hand, it seems foolish to expect
that a return to price mechanism would enable us to make any
progress; even if vested interests would not oppose their ruination
(including Trade Unions) we would still come up against the
inherent difficulties created by oligopoly. The experience made with
Benelux and the Franco-Italian Pact shows sufficiently the hopeless-
ness of this procedure.

Even if the O.E.E.C. plans are viewed with due allowance to
these extreme difficulties, however, grave disappointment must be
expressed at the failure. The problem is how to stop this trend
which seems to be inherent in modern European development.

For the first period, regional planning and ‘unification’ must
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be restricted to measures which do not cause widespread losses
and unemployment in any of the participating countries. This
still leaves ample scope for increasing the complementarity of the
participating countries, as cach is engaged in increasing its production
by anything up to one-fifth, in the next four years.

An important step in this direction is to undertake a thorough
investigation of the possibilities of obtaining faster and greater
increases in productivity by switching investment. It is probable,
for example, that the general mechanization (as contrasted with the
introduction of special devices due to technical progress) of British
agriculture has long passed the point where returns decreasel A
switch towards helping French agriculture in increasing its produc-
tivity would unquestionably benefit Europe. Conversely, certain of
the heavy industrial expansion contemplated by France would
duplicate British production, or at least does not promisc an equiva-
lent increase. Within certain limits dictated by security and social
reasons, investment plans of each of the member countries could be
to modified as to result in a greater yet-balanced increase of produc-
sion of the arca as a whole while contributing to the balancing of
intra-regional exchanges. This latter is necessary since otherwise intra-
regional trade results in losses of gold to some countries while others
receive grants.” The dilemma might be solved by concluding long-
term supply contracts which secure part of the increase in production
to the country which made the original investment possible.

The basic principle of inter-regional European planning is to
concentrate on the export of high-value non-essentials to America
as much as possible, but not to restrict unduly inter-regional pur-
chases of non-essentials (subject to the above qualifications). Balance
of payments considerations should as much as possible be eliminated
within the region. Unfortunately, monetary divergences between
member countries will for some time limit the complete implemen-
tation of this principle, unless barter exchanges can be arranged to
eliminate monetary disturbance. Such reciprocal exchange arrange-
ments might promote investment projects as they give some assur-
ance of obtaining the products resulting from the investment.

In the division of Marshall Aid much greater weight should
therefore be given to the investment plans submitted as the ultimate

! Cf. K. A. H. Murray, ‘The Outlook for British Agriculture,” Lloyds Bank Review, January
1949, esp. pp. 62 and 72, '
leg. %t?tih payments to Belgium while French deficits are financed by grants.
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condition of increasing European productivity and restoring
economic balance. Instead of an automatic transfer arrangement in
respect of the conditional aid given, which encourages deflation, a
return ought to be made to so-called offshore purchases in Europe,
i.e. purchases by the E.C.A. Administration of essential supplies
against dollars from Marshall Aid funds. This would provide an
additional incentive to conform to plans laid down in co-operation.
It would avoid the present dilemma.

Certain general rules might be suggested: first, the attempts
should, in the beginning, be concentrated upon large investment
projects such as agriculture, stecl, engineering and textiles; secondly,
the arrangements must be made by governments and not by private
industry, and their execution supervised by governments; thirdly,
the criterion should be the increase in total production and inter-
regional exchange. Colonial development projects should also be
much more centrally co-ordinated to secure the economies of
large-scale production planning.

Apart from new investment certain measures of standardization
and rationalization might be attempted: first, it would scem impor-
tant to establish inter-regional standards, especially in capital goods
and components, similar to what is attempted in the motor-car
industry in Britain; secondly, certain research and development
schemes might be regionally pooled and specialization attempted,
e.g. in oil refining and chemicals; thirdly, a first beginning might
be made towards a regional export policy by establishing joint
export promotion agencies outside the region, especially in the U.S.,
instead of trying to engage in oligopolistic competition. All these
ventures, however, must be made under strictest Government
supervision and presuppose a complete reorganization of O.E.E.C,,
strengthening its authority.

Western European planning has, to some extent, come to grief
because in discussing ‘national’ plans two vital considerations have
been left out of account. The first is that of intra-European equity.
While immediate efficiency demands the strengthening of the
strong, equity demands that the less developed countrics should be
given a fair share in industrial expansion on which their ultimate
prosperity depends. The threatening dollar position should lead to
priority being given to the first criterion. But without some
compensation, which holds out hope for future progress and
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immediate benefit, compliance with the evident needs of the region
as a whole can hardly be expected.

The second, and perhaps even more important, failure was in
realizing that national investment, even in the so-called planned
economies, is mainly carried jout by individuals and firms at their
own risk, for their own profit. The disproportionate risk of trading
in foreign markets will tend to stimulate them to concentrate, so
far as possible, on building up secure home bases. There seem to be
exceedingly few industrics, e.g. Swiss watches, Swedish ball-
bearings, in the case of which a large volume of exports is sustained
without a considerable home market. In the home market, more-
over, as a rule existing firms developed on the basis of cartel agree-
ments or tacitly, instinctively refraining from all-out price competi-
tion (oligopoly). They limited their risk by distributing their
output over a large range of products, regardless of the fact that this
increased their cost of production. It is difficult to feel confident
that thesc firms will, without some outside intervention, pursue
policies radically different from those in the past which have
produced the present unsatisfactory position. Apart from the fact
that their present policy increases their profits, their desire for
greater security will lead them to distribute risk among different
products, or, at least, different types of the same product.

Wartime experience in Britain might perhaps suggest a method
of tackling this problem. The need to shift manpower from un-
essential industries to essential factories, combined with the necessity
to minimize imports of raw materials for less essential purposes,
enforced a large scale and quick reorganization of the industrial
structure during the war. At the beginning, firms were left to fend
for themselves. The result was that productivity fell gbruptly and
prices rose, as all firms, despite the curtailment of their supplies of
raw materials, tried to remain in business. As the release of man-
power in consequence was disappointing,. the Government was soon
driven to reinforce this policy by reorganizing industry. Concentra-
tion schemes were claborated under public supervision and selected
factories were closed down altogether, while others were pegnutted
to remain in full production, despite the decrease in supphe§ ar}lld
manpower. Compensation schemes were elaborated to permit the
closed down firms to exist. Some of these schemes were ill-con-
ceived because they did not take into account the advantages gained
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by firms which continued in production. But in certain instances,
where the individuality of all firms was, for the period of the war,
altogether suspended, even this difficulty could be overcome.

The present problem is of course radically different. What we
have to do is not to close down firms temporarily, but to modify
their structure or even to eliminate them altogether. Nevertheless,
it seems obvious that the wartime experience has some relevance in
this respect. During the amalgamation movement at the beginning
of this century the firms which took over and closed down smaller
and more inefficient producers, had also provided some compensa-
tion. Without some such special scheme, we shall not get very far,
despite the monotonous reiteration of excellent principles by all and
sundry. One of the functions of O.E.E.C. would be to establish
such reorganization and compensation schemes, financed by the
Marshall Plan counterpart funds. In this way, governments and
firms could be provided with an incentive to fall in with plans
elaborated from a regional, as against a strictly narrow national,
point of view. It may be argued that an ‘opening’ of trade would
accomplish the same end without ‘bribing” incfhicient and mono-
polistic interests. But the general deflationary repercussions would
probably do more harm than good. And in practice no government
would contemplate plans which result in serious dislocations in their
own country. Thus the elaboration of intra-regional and intra-
industrial compensation schemes will probably be an essential
condition of a closer economic co-ordination in Europe.

A ministerial council on the spot, supervising in detail the progress
of the implementation of the plgns is the first requirement. This has
been recognized by the U.S. authorities. It has yet to be acted upon.?
The periodic meetings of finance ministers is not equivalent to
serious co-ordination, but only to painful compromise, after prob-
lems already reached a critical impasse.

Provided some more definite and favourable picture emerges of
the prospective policies of the U.S. and our European partners, this
country should contribute its share in carrying the burden. The
British Government should aim at a much greater increase in
its investment programme and, consequently, of productivity than
is indicated in the published documents, even at the cost of limiting
consumption temporarily. This would permit the contemplation

1 The Council of Ministers established lately in no way mects this need.
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of a greater increase in the exports of capital goods to European
countries and of an increase in their dollar-earning capacity by an
increase of their exports to extra-European countries. Alternatively,
more imports could be planned from European countries and
balanced by a compensating increase of Brifish capital goods exports to
overseas countries. Of course, this procedure would leave extra-
European countries with a considerable dollar deficit, as they would
have to pay for British exports in dollars. The closing of this ultimate-

non~European-dollar gap would depend on U.S. policy in international
investment and commercial policy.

The advantages of this procedure are to show the Americans that
Britain is willing to do her utmost to promote European recovery,
but that this would mainly depend on U.S. policy. Such a British
initiative would have given some incentive to the Europeans and the
Dominions to co-operate with Britain; and their public opinion, a
factor of immense importance—as the Soviet should know to their
discomfiture—would have been mobilized in our favour.

If satisfactory agreements can be secured on the first two points
there is every hope that British productivity could be increased by
10 per cent more than contemplated and British exports attain a
level of 165-175 per cent of pre-war. Unless such agreement can
be secured it is questionable whether any of the major assumptions
of the plan and therefore its targets can be fulfilled. In particular
a continuation of the U.S. recession would certainly render the
export targets unattainable. A lack of co-ordination in Europe,
especially between Britain and the Bizone, would also destroy the
premise of unchanged terms of trade.! In any case it should be
obvious that Britain would have to make some sacrifices to help
poorer countries in order to lead in the establishment pf a more
orderly world. The devaluation of currencies, general or individual,
would in the longer run hardly modify these basic considerations.
A competitive sauve-qui-peut, whether it takes the form of devalua-
tions or deflation, does not provide a satisfactory solution, i.e. a
solution which minimizes the loss suffered by the poorer countries,

i i i itish Government
to hypothesis the strict bilateral balancing put forward by the Britis :
at thenc;léyogyl%%ki can only be deplored, however necessary 1t may be to allow for 1tbas da:
pis aller after all efforts at agrcement have failed to produce satisfactory gua.ra.ntess, o
within and outside Europe. In that case, however, much farther-reaching reconsideration

of policy will be required.
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including Western Europe, in consequence of the readjustment of
their balances of payments.

In particular the British Government should strenuously advocate
the co-ordination of international investment plans with guarantees
by Western Europe of markets for such increase in production as
will be achieved. There has been much incoherent and contradicto
criticism of what is falsely termed bulk-purchasing by the Briti:Z
Government.! Charges were made that such agreements were
exploitative? and at the same time that they resulted in ‘losses.’

Reciprocal purchase agreements permit the extension of produc-
tion in both regions and eliminate the social costs involved in
frequent readjustment. Unless extreme mistakes are committed in
the choice of the products the losses involved in this ‘increased
rigidity’ are lower than the gains resulting from the reduction of the
risk of extending production. And it is this extension of production
which is the crux of proposals to enter into reciprocal agreements. Britain
and Europe should try to avoid competing for a given world market
but organize for an increase in the production of primary products
against raw materials. It should not be forgotten in this context that
the inelasticities of demand and supply which characterize the
markets of primary products are only a source of strength for the
producers when there are scarcities. Abundance results in weakness.
This fact is well understood and results in a tendency to restrict—
or not to expand—production more than justified by current prices
for fear of overstepping the danger limit. The elimination of this
fear is essential, if the threat of continued shortages is to be overcome.
But it could only be overcome by long-term guarantees.

The period immediately ahead, when the extreme scarcities of
foodstuffs due to the crop failures in Europe have alrcady been

1 Cf above and The Times, June and July 1949.

2 The word ‘exploitation’ not merely has a strong negative emotive connotation but is also
normative. Whether or not British observers including eminent economists should use such
terms in this connection is a question which we need not consider from a political point of
view. It will be sufficient to show that the ‘scientific’ criteria imphed in its use as a noun will
not bear closer investigation. The charge that the policy of long-term reciprocal purchase
agreements is ‘exploitative’ must mean cither that Britain will try to buy under the free
world market price or.sell above it. But it would seem odd to assume that the actual ‘world
price’ is fair, unless it is based on full employment, perfect competition and perfect foresight,
and the other even less realistic assumptions (e.g. perfect income distibution, etc.). If the
world price 15 not determined in this way and if a long-term purchase eliminates uncertainty
(which at the margin of production is extremely high) a direct comparison of the guaranteed price
with the (uctuating) world market price is impermissible. This is one of those cases where
the thoughtless use of static economic models for the elaboration of practical policy recom~
mendations makes such mischief.
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eliminated and the increased competition of manufactured products
has not yet fully materialized, will probably provide a good oppor-
tunity to prepare the basis for such long-term arrangements and
dissipate ‘suspicions of ‘exploitation.” At the same time measures
should be taken to reduce as much as possible a head-on clash
between the European exporters manufactures by stimulating
planned development, i.e. demand for their products. It is in this
period that an occasion will arise to prove the superiority of long-
term planning. What Western Europe—in co-operation with the
U.S.—should attempt is to secure long-term arrangements which
continue development programmes with an increase in the volume
of mutually beneficial exchange of commoditics. The manufacturing
countries should refrain from making use of the possibility to drive
a hard bargain or even to acquire products at such lower prices as
they could obtain under comparable circumstances in ‘free markets.’
For Europe and this country the maintenance of a steady expansion
of foreign trade at equitable terms is far more important than any
gain they could obtain by buying in the cheapest market. The
goodwill which might be thus secured would stand in good stead
when it comes to the next phase of the development of the world
economy, i.e. the projected vast increase in manufacturing capacity
in Western Europe and Japan.

In particular the present equivocal policy towards Eastern Europe
will have to be cleared up. Should recent international tension
decline, the problems of the West could be eased by intensified
trading with the East. If the order of magnitude of Eastern surpluses
is small, and can be expected to decline as a result of the plans for
rapid industrialization which are carried out at present, in certain
key products, e.g. timber, meat, coarse grains, potential productive
capacity is substantial, even relative to the vast requirements of
Western Europe. It is unlikely, however, that these potentialities
can be made effective without at least short to medium credits to the
East. So long as a general settlement or at least a more extensive
modus vivendi is not reached, it is difficult to envisage such arrange-
ments. As soon as an agreement to disagree peacefully is arrived at,
these possibilities should be explored. They would materially lessen
the need of Western Europe for overseas supplies and at the same
time increase the scope of European markets, thus rehevmg the
pressure of the terms on which Western Europe can obtain food
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and raw materials from both sides at once. The sales pressure and
the pressure for supplies would equally diminish.

Energetic action on these lines should enable the countries of
Western Europe to remodel slowly their productive structure, lessen
their competitiveness, increase their complementarity and further
international specialization. In combination with the measures
already discussed promoting stability and development, this would
so recast the comparative cost structure in relation to the U.S. as to
permit Europe to balance her trade at a high. level of real income
and a high level of exports to overseas areas. This would cnable the
U.S. to discontinue direct aid to Europe without fear of such a sharp
decline in the standard of life of the population as to endanger
political stability.

There are indications that a growing section of opinion in the
United States realizes that the Marshall Aid Programme alone will not
restore harmony in the world economy. It is to that section that
Europeans must turn. The (temporary) measure of discriminating
preference granted to Europe—involving a double system of prefer-
ences for the Commonwealth—would be the exact equivalent to
public relief in internal social policy: they would cnable Europe to
obtain first, better terms of trade, subsequently to reorganize her
productive structure, and finally to dispense with all these special
‘props’ to her economic system. Europe’s position as the second of
the “great workshops’ of the world could be re-established.

Given an expanding world economy buttressed by international
measures to sustain economic activity and raise the standard of the
less fortunate areas of the world, given effective European co-
ordination, this is certainly not impossible. It is a delusion to hope,
however, that Western Europe can by itself solve the dollar problem
by returning to the ‘market’ system, increasingly vitiated by
monopoly, challenged by the Trade Unions and stultified by
restrictive monetary policy. An attempt to do so would—like the
Great Depression—set in train political and social movements which
would inevitably end in war and the annihilation of the Western
conception of life in vast and precious parts of the globe. The utmost
efforts must be made to obtain U.S. co-operation to stop by collec-
tive action the deflation which is threatening to overwhelm the
non-Communist areas of the world.
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6. Bririsu Poricy

_ It would be clearly impossible to sketch out in detail the changes
in British policy needed to make a full contribution to the implemen-~
tation of such a programme. The analysis of the policy pursued
recently suggests, however, that drastic reform will be necessary
even in the best circumstances if Britain is to play her part. Not
mercly must the British economic plans for the next few years be
recast so as to give a much higher priority to the need for effective
collaboration and especially for co-ordinating investment plans with
the other countries of Western Europe; it is also obvious that
vigorous measures would have to be taken to enforce at any cost
a much faster increase in investment and productivity than has been
contemplated.

1. Selective controls both over prices and allocation must be
re-cstablished, because they enable pressure to be exerted on entre-
prencurs without general deflation. But both these and the existing
controls must be put on a completely new basis which permits
incentive to be given to progressive and efficient managements. No
general rules can be indicated from outside the Government, as the
structure of industries varies considerably and the method used must
be adapted to meet the peculiarities of cach case. There can be no
doubt, however, that, given the will, sufficiently elastic and never-
theless far from arbitrary formulae can be elaborated—if the
determination is there. Nor can there be any question that that
determination has hitherto been lacking. The hesitancy in getting
Development Boards going must be overcome, and the tendency to
appoint respectable and representative rather than strong indepen-
dent chairmen reversed. An increasing part of the expansion in
productive capacity should be devoted to internal and external
investment including contributions to International Investment
Schemes.

2. The system of exchange control must be tightened and capital
movements which are of a flight character prevented even within
the sterling block. Action must also be taken to stop commodity
leakages to the dollar area. This certainly has not been pursued with
any semblance of energy. ) '

3. As a short-term measure, steps should be taken by m;emauonal
action to stabilize the price of raw materials. It is inexplicable why

N
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steps have not been taken either to secure U.S. co-operation in
intensifying Government purchases or in default of it to stabilize
prices through British intervention. The dollar proceeds would be
increased as a fall in price does not induce increased purchase. The
price of the raw material has little influence on the manufactured
product. This shows how little forethought was given even to this
vital problem of the sterling area.

4. Investment plans should be further rationalized and the
building programme used with greater determination to increase
labour mobility.

5. The stabilization policy should be broadened in agreement
with the Trade Unions and energetic action taken for a speedy
reform of wage structures and work conditions which prevent an
increase in productivity. The Trade Unions should by now have
recognized that uncorrelated collective bargaining cannot promote
an increase either in real wages or in the share of labour in the
national income.

6. Measures will have to be taken to direct exports so long as the
great divergence in the monetary tension between countrics remain.
Once the immediate danger of a cumulative deflation has been
overcome and a general agreement reached on the various schemes
to maintain employment and facilitate the closing of the gap in
Europe’s balance of payments, partly by investment schemes and
partly by changes in commercial policy, a general realignment of
currencies by devaluation against the dollar will have to be under-
taken. This will not render exchange control unnecessary for long
years to come, but it will, if undertaken as part of a general settle-
ment, ease the work of controls.

Britain went through the same hesitations in the phoney war
period as before these recurrent exchange crises. Even after Dunkirk
months were lost in making really full use of the enthusiasm and
determination of the masses by relying on futile appeals and exhor-
tations instead of giving a firm lead.

Unless Britain shows resolution in sacrifice, and capacity and
willingness in co-operation, she will not be able to regain her
initiative and the twin method of co-ordinated world expansion and
regional reorganization on which the unity and strength of the
Western World depend will not be realized.



THE ALTERNATIVE

YEARNING FOR UNEMPLOYMENT

‘The Chancellor scemed to rule out in advance any hopeful and constructive acdon—
except more import cuts. No reduction in wages, no reduction in the standard of living,
no unemployment, no economies . . . nothing.’—City column in News-Chronicle.

These proposals consist of nothing more novel or ambitious than
the extension and intensification of the policy inaugurated by
General Marshall and Mr. Dean Acheson, from which the Western
World is in grave danger of straying. That policy in its turn was
merely an application to the international scene of principles which
have long been accepted in internal economic and social policy of
mitigating the evil results on the distribution of income and wealth,
and on social security of the unfettered market struggle.! They are,
however, certainly more complicated and more difficult to admin-
ister than the ‘dash to freedom,’ the ‘setting the people free’” which
seem to be advocated with such fervour by the majority of econom-
ists even in Britain and greeted with enthusiasm by the Conservative
Party. The methods put forward here demand hard and intelligent
work in ascertaining the facts, and creative enthusiasm in devising
methods by which we can overcome the obstinate problems created
by the war, and the consequent revolutionary shift in the balance
of economic and political power. It is so much easier to say: ‘trust
the price-mechanism, resuscitate the rate of interest,’ and to proclaim
that ‘equilibrium’ must and can be attained without hardship, if only
we do nothing.

But the elegance and ease of that solution is a frightful sham. The
orthodox economists seem to use words not to elucidate but to
distort their meaning. The return to ‘equilibrium’ or ‘competitive
prices’ in fact means a struggle forcing all down a deep pit by
cumulative deflation. Prices, as one cannot emphasize strongly
enough, are also incomes. A competitive cutting of incomes does
not yield equilibrium in any meaningful sense of that word. The

1 One can as little (or even less) talk of ‘competition’ in the sense of the word usually
employed by econommists in the international as on the national scene. Monopolistic elements
far from being the exception must be regarded as the rule.
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money cost structure will not—as the German currency reform of
1948 shows—correspond to the real cost structure. What will
happen is that we shall begin to take part in the old dance macabre
of deflation which led from 1929 to 1931 and on to Hitler’s victory
in 1933. At the moment Britain and some other European countries
are sustaining by their deficit the laisserfaire deflationist economies.
Once they turn to the same tack and begin to cut incomes, only the
exhaustion of savings by losses in the strongest economy will check
the downward plunge. No one has the right to suppose and pretend
that during a deflationary spiral investment in Europe will increase.
Thus the true readjustment of the Continent through increased
efficiency will be indefinitely postponed.

Nor must we forget that we are now confronted with a large
Eurasian territory where they will not dance according to the
orthodox tune. If we are at the moment fortunate enough to be
buttressed against this influence because of the fear of the secret-
police-state, we must not tempt fortune by undermining faith in
the basic justice of the mixed economic system under which we live
and its efficiency in securing a stable prosperity. For all their war-
time professions the orthodox economists have suppressed or for-
gotten everything they have learned or ought to have learned in the
last twenty years. They do not even live up to the orthodox canons
in their mischievous propaganda. Those canons would demand a
sharp increase in demand in the United States to facilitate the
balancing of international trade. For all their posthumous reverence
(at any rate in this country) Keynes might not have lived at all.

At the approach of the twentieth anniversary of the great Wall
Street crash we are, once more, confronted with an emergency of
a similar potential nature. Indeed, the shift in economic power, the
enormously greater incquality in the world, combined with a much
smaller capacity to resist economic pressure could produce a far more
serious breakdown than in the carlier period. True enough, the
United States is in a ‘sounder’ condition, and there is no pressure
for liquidating a vast superstructure of banking loans to producers,
consumers and, not the least, speculators. On the other hand the
growth of that country was so phenomenal as now to demand high
statesmanship to preserve equilibrium even without such additional
handicaps. To achieve year in, year out, the net, additional invest-
ment oF some $30,000 million in the knowledge that success itself
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will cumulatively increase that figure, is a task almost impossible to
envisage. These considerations indicate also the weakness of the
liberal’ Keynesian approach to full employment through compen-
satory policies without a vast basic investment programme and
some key controls to check speculative excesses. While it might not
be difficult to speed up, or slow slightly existing projects, the fitful
exccution of ad hoc spending plans or even sudden changes in
taxation to fit the vagaries of private investment seem technically
difficult.

It would only be too casy to throw in the sponge and produce a
gloomy forecast on the inevitable self-destructiveness of the Ameri-
can so-called monopoly capitalism, and to prove by quotations from
Senator Taft or orthodox economic experts that the class structure
in the United States, the inherent social dynamism of a community
which is dominated politically by a broad class of small entrepreneurs
fecling menaced by Big Business, Big Labour Unions and the
extension of Government functions—the increase of taxation—
cannot produce economic enlightenment even on the domestic
scene, not to say in international economic relations. The writings
of those economists whom Keynes castigated so venomously and so
unsuccessfully twenty years ago seem fully to support a pessimistic
interpretation of what is to come. Despite the almost complete
unanimity about the possibility, indeed necessity, of Governmental
anti-depression measures, we can observe continued fumbling in the
dominant economy of the West. An incredible victory of obscurant-
ism threatens, parading under the guise of anti-inflationism. The
increase in the adverse balance of payments of Britain due to defla-
tion elsewhere is attributed to inflation without a shred of evidence
in price or wage-movements. The demand for the conscious
creation of mass-unemployment, for active deflation is cloaked in a
call for adjustments to a buyers’ market, as if the decline in pur-
chasing power and willingness to buy were not a direct consequence
of this unholy propaganda.? More than the most fanatical Com-
munists, it is the orthodox economists who preach class war and
wish to reverse the consequences of the rise of Trade Unions to

1 Cf. Chapter 4 on President Truman'’s endeavour to go beyond this concept and secure
adequate powers to control secondary speculative inflation.

2 It has been pointed out by Government spokesmen, e.g. Mr. D. Jay, that the demand of
the Conservative Party to end the policy of price and wage stabilization as a means of recti-
fying the balance of payments crisis can only be interpreted as a demand for mass-unemploy-
ment as otherwise 1t would result in higher wages and decreased competitive power abroad.
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equal power with the employers by deliberately producing misery.
The evolution of a socially balanced community in which conscious
agreement must take the place of one-sided dictation is to be
reversed. All this is served up in moderate language, with profuse
grotcstations to the contrary, and must obviously increase the con-
usion due to the inherent complexity of the problem of employ-
ment control in a mixed society.!

It would be a mistake to suppose, however, as some complacently
seem to do, that the ‘classical’ methods of ‘curing’ the crisis will not
‘work.” They will. Competitive deflation must also come to an end
one day. And the unemployment and general cutting of the
standard of life, the smashing of the “Welfare State’ now regarded
with such venomous hatred will certainly reduce imports. The fact
that exports will also be reduced because of the reduction of incomes
abroad only retards, but does not finally prevent, the balancing of
international payments provided the country keeps ahead in creating
unemployment and in reducing the standard of life. If the timing
were adroit, and no one need accuse the Right in Europe of lack of
tactical skill, it is probable that the attempt would lead not to bloody
revolution but to a sullen apathy and the disintegration of the
democratic Labour movements alrcady hard pressed by the Com-
munists. This has already happened in Italy. It is threatened in
Germany and France. A few more years of this cure, and even the
power of the Roman Church and the fear of the Dictatorship of the
Communist Party will not retain the loyalty of the majority of the
population for the Western social system. Those who are irked by
the greater equality now established in Britain, by the difficulty of
obtaining domestic service, by the pressurc of taxes, should ponder
over this before they continue their song of hate or cven those tunes
of coy reminiscence of the joys of high rates of interest and expensive
false teeth.2

! Cf., for example, the recent policy declarations of the Conservative Party in Britain, of
which Mr. Attlee could speak with full justification as the worst type of deception. Having
declared themselves cager to hft controls and promised large-scale tax-relicf, the authors of
this document proceed to assure the nation that no cuts in social services are contemplated.
As no measure is promised to achieve a substantial reorganization of industry and thus increase
national income, the value of such specious promises can easily be gauged. It will take its
place together with the Zinoviev Letter, the billion-mark notes and the promise to maintain
the old parity of the pound, the promise to uphold the League of Nations, Mr. Attlee’s
Gestapo, and the rest, in the muscum of electoral tricks.

3 Thus does not mean that abuscs of the present social service schemes should not be investi-
gated; but they must be investigated by people who are, in principle, favourable to their
continuance.
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Nor should the repercussions of these ‘readjustments’ on the large,
under-developed areas be underestimated. What has already hap-
pened through the sharp cut in prices and incomes is quite sufficient
to fan the dlscon.tent of the coloured populations of Africa and Asia,
unless the trend is promptly reversed. Hence there is a danger of an
increasing drain of military commitments in these areas instead of
their contributing to the common recovery of the world economy.
The consequent over-extension of European, indeed American,
means can only lead to a crash and further enforced withdrawals
which must in the end result in hysterical retaliation and a general
conflagration.

It would be well not to disregard the menace.! Indeed, only if it
is taken seriously can it be averted and an evolutionary, compromise
solution found. Yet, despite all these negative indications, despite
the fact that the Marshall Plan was carried, even though not
launched, as an anti-Communist measure, there is some hope that
the United States will not, once more, plunge itself and the rest of
the West into chaos. Mr. Truman’s inaugural address and his call in
July 1949 might be interpreted as the beginning of better things to
come. It is up to the British Government to crystallize public
opinion in favour of a more enlightened approach.

There is no immediate prospect for Britain of easy prosperity in
any event. If the United States forsook the magnificent departure of
Marshall Plan and reverts to the orthodox policy of restriction, if
she did not make tariff concessions and remained subject to severe
fluctuations, the immediate outlook becomes darker, even if Mar-
shall Aid, as is likely, will be continued on its present basis until

1 Significantly enough, one of the most conservative late members of Congress suggested
that ‘if we are not successful in Western Europe for any reason and should go into a depression
we mught make war to cover up our fallure’ (Mr. Tinkham quoted New York Herald Tribune,
Paris, August 13, 1949). While such statements need not be taken tragically they shed some
light on the general atmosphere, especially in Conservative circles. Equally §1gmﬁcar}t 1s the
converse tendency of certain ci-devant ‘New Dealers’ with progressive opinions on internal
policy to be out-and-out fanatics of international laisser-faire, hoping somehow or other
that the increase in sales abroad (presumably suppressing the fact that the limits are set by the
actual amount of dollars at the disposal of foreigners) would decrease the need for internal
deficit finance. . . . .

2 One of the most disturbing features of the political campaign against the Government is
that it might invite American intervention n the domestic policy of this country and thus
lead to an irresistible exacerbation of Anglo-American relanons. On the Continent such
American invention has already led to a strengthening of the extreme Left (and the extreme
Right), thus reducing the chances of a compromise solution. Should the U.S. economic

posttion worsen, this intcrvention might easily lead to social strife and possibly to serious
international complications.
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1952. If Western Europe for a time repudiates the lessons of a
common experience, the problems of each single country will be the
greater. The regional area for which long-term planning can
effectively be carried will be smaller with greater loss of efficiency.!
But even if alone, even if unaided, Britain can and must try to
uphold the principle that political freedom and democracy can only
survive if economic equity and equal opportunity are fairly safe-
guarded. For a time life might be difficult. But it will not take long
for her example to show that it is her policy which safeguards the
Western concept of human decency, and she will then no longer
need to carry an undue proportion of the burden of social progress.

! On the arrangements needed cf. above.



APPENDICES
I

THE PROPOSALS FOR POST-WAR INTER-
NATIONAL CURRENCY AND INVESTMENT!

1. THE PrioRITY OF MONEY

AS the first of a series of international agreements to restore the
shattered world economic system and create conditions in
which it can prosper without a periodic recurrence of grave crises
such as was experienced between 1929 and 1933, the Final Act of
the United Nations Monetary and Financial Conference ? merits
closest attention. The task of analysing the proposals is in any case
difficult because of the complexity of the problems dealt with. It
has, like some of its predecessors, not been made easier by the
method of presentation chosen. The world has been given the
statutes of two international institutions drawn up in legal style
which is unfamiliar to most. The implications of the complicated
rules are, therefore, extremely difficult to grasp, and have at least on
one point cluded the drafting experts themselves 13

The Conference was, moreover, severely limited in scope to
monetary and financial problems. In its resolutions it emphasizes
the fact that an ordered post-war world cannot be ‘completely
attained through the instrumentality of the fund alone.” It recom-
mends, therefore, that further agreements should be negotiated on
commercial policy, on the orderly marketing of staple commodities,
on the special problems arising out of economic demobilization, and,
last, but let us hope not least, on the maintenance of ‘high’ levels of
employment.

It would, therefore, be unfair to criticize the Conference for failing
to accomplish what has a priori been excluded from the scope of its
deliberations. Yet legitimate doubts might arise whether the
instruments establishing an international monetary fund and a bank

1 Written in collaboration with Mr. E. F. Schumacher for the Parliamentary Monetary
Policy Committee, August, 1944.

2 Bretton Woods, New Hampshire, U.S.A., July 1-22, Cmd. 6546, presented by the
Chancellor of the Exchequer to Parliament by command of His Majesty, August, 1944.

3 Cf. below, Article VIII, Section 2 and Section 4 b.V.
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of reconstruction and development, the acceptance of which was
recommended by the experts assembled at the Conference to their
respective governments, can safely be ratified by the different
countries before more definite knowledge can be obtained of the
intentions of at least the more important of the governments
represented at Bretton Woods on those other vital problems. A
monetary scheme could by itself only be ratified if it were so framed
that it would by itself enable the government of every single one
of the participating countries to pursue a full employment policy
irrespective of the attitude of other governments. This, as we shall
try to show below, the Bretton Woods instruments have signally
failed to achieve.

Indeed, there are good reasons for which it may be regretted,
from a European point of view, that the governments of the United
Nations made a beginning, so far as post-war international arrange-
ments on the economic field were concerned, with monetary and
financial matters instead of coming to an agreement about certain
urgent tasks of reconstruction.

Lord Keynes! argued that he saw ‘no particular rcason why the
understanding of the monetary scheme would be assisted by further
knowledge on the other matters. In fact, if we arc less successful
than we hope for in other directions, monetary proposals, instcad
of being less necessary, will be all the more nccessary.” It is quite
true, as Lord Keynes said, that ‘tariffs and depreciations are in many
cases alternatives.” This would have been a good reason to arrange
the talks concomitantly. But to give the monetary problem a priority
in time cannot be supported for ‘logical reasons.” It is evident that
the monetary talks have been accorded this priority because no
American administration in a presidential clection year could
participate in an intcrnational conference on commercial policy.
The American Government, possessed with a vast liquid reserve,and
on the basis of an economic position which seems to foreshadow
continuous export surpluses, cannot offer many concessions on the
monetary terrain. It cannot have any wish to depreciate the dollar,
nor does it wish to control the export of capital. It can only ask for
concessions without being able to offer any quid pro quo.?

1 House of Lords, May 16, 1944, Col. 778.

2 The comparison, in subscquent pagcs, between the Clearing Union Plan and the present
proposals show the far-reachung changes which have been mtroduced since the first 1dea of
an International Currency Agreement was mooted. All these changes were in what one
may describe the ‘orthodox’ direction.
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In the matter of commercial policy, on the other hand, America
would indeed be able to offer concessions which can logically be
weighed against any undertakings by other countries to forego the
obvious advantages which certain monetary means offer to debtor
countries and countries which are in danger of developing import
surpluses. Only simultaneous agreements, elaborated with due con-
sideration of the effects of each of the agreements on the problems
dealt with in the others, will have a good chance of successful
working, i.e. enable the maintenance of full employment which is
the declared aim of British Government policy, and at the same time
secure that it can be maintained under such circumstances that
concessions in one field are duly acknowledged by counter-con-
cessions in others.

2. FuLL EMPLOYMENT AND THE EQUILIBRIUM OF BALANCE OF
PAYMENTS

(a) The Quantitative Factor. The Final Act of the Conference
substantially repeats the Statement of the purpose which has been
outlined in the Joint Statement.! In earlier contributions® we have
discussed the importance of the quantitative factor in judging the
value of an international currency scheme. The Final Act, by fixing
the total amount of quotas at $10,000 million, constitutes a further
slight improvement on the Joint Statement which itself marked
some progress as contrasted with the original White Plan. Never-
theless, even this improvement leaves the Fund substantially below
the original British ‘Proposals for the Establishment of a Clearing
Union’ which not merely fixed the total reserves additional ly created
at a far higher figure—$21,172 million—but made the whole of
these reserves (except, of course, those of the creditor country itself)
available for payment to any of the member countries. The present
proposal accepting the constitution outlined in the White Scheme
still suffers from a double limitation criticized in our earlier memor-
anda.® In other words, Great Britain on the basis of the quotas
outlined in Schedule ‘A’ can draw upon the Fund to a maximum

! Cmd. 6519.

3 Institute of Statistics, Oxford, Bulletin Vol. 5, Supplement No.5: ‘New Plans for Inter-
national Trade,” T. Balogh; ‘New Plans for an International Investment Board,’ ibid., p- 254,
and ‘Intcrnational Monetary Fund,’ by E. F. Schumacher and I. Balogh, ibid., Vol. 6, p. 81.

3 Cf. ‘New Plans,’ op. cit., pp. 18-20, and Schumacher-Balogh, pp. 84-7.
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of $325 million per annum for four years, provided that the American
contribution of $2,750 million has not previously been exhausted
by other member countries’ requirements to cover deficits in their
balance of payments towards the U.S.2

It cannot be pretended that the amount of additional liquidity
thus provided could possibly be regarded as sufficient ‘to give
conﬁj)ence to members by making the Funds’ resources available to
them under adequate safeguards, thus providing them with oppor-
tunity to correct maladjustments in their balance of payments
without resorting to measures destructive of national or inter-
national prosperity.’? The fluctuations in the American effective
demand for foreign products between ycars of prosperity and
depression varied by a multiple of $§687-5 million (corresponding to
25 per cent of the U.S. quota). Past experience, morcover, is not
conclusive, as full employment was not maintained abroad when
America was suffering from depression, and if the attempt were to
be made to do so, the American export surplus would increase
faster than in past periods under the impact of the high effective
demand abroad absorbing more of the potential exports from
America.

The estimates published by Dr. Goldenweiser® on prospective
post-war full employment national income in the U.S. provide very
timely reading in this respect. Even under the favourable assump-
tions which he made,* not less than $27,000 million of private
investment or export surplus would be needed per annum to absorb
savings. It is this figure which has to be compared with the U.S.
quota of $2,750 million for four years or $687- s million p.a.5 On the

1 Proposals for an International Clearing Union, Cmd. 9437, Section 1, para. 1 (c) expressly
stated, “We need a quantum of international currency, which is neither determined in an
unpredictable and irrclevant manner, as, for example, by the technical progress of the gold
industry, nor subject to large variations depending on the gold reserve policies of individual
countries; but 1s governed by the actual current requirements of world commerce, and is also
capable of deliberate expansion and contraction to offset deflationary and inflationary ten-
dencies in effective world demand.” It cannot conceivably be claimed that the quotas
established, Annex A, fulfil these requirements, especially as the use of the resources of the
Fund is subject to penal charges.

2 Final Act, op. cit., p. 16, Article I, Purposes.

3 Federal Reserve Bulletin, May, 1944.

4 He assumes that unemployment will continue at the level of 2,000,000, that the ratio of
working to total women will not increase, that productivity per head will have increased
during the war 10 per cent only, but that government expenditure will continue after the
war at the level of $30 billion.

8 Cf. proposals for an International Clearing Union, Cmd. 6437, op. cit., Article IV,
para. 15. ‘The facilities offered will be of particular importance in the transitional period
after the war, as soon as the initial shortages of supply have been overcome. Many countries
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other hand, looking at the post-war balance of payments problem
of Britain, Lord Keynes announced that the undischarged floating
war debt of Britain mainly in the form of sterling balances will
amount at the end of 1944 to $12,000 million. It may be objected
that that matter is not to be dealt with by the International Monetary
Fund. As we shall sce, the problem whether those sterling balances
can be left unfunded within the sterling area, or have to be dealt with
by funding operations, is very germane to the chances of solving
the current balance of payments problems successfully.!

The prohibition of discriminatory methods for the balancing
of intcrnational payments, whether multilateral or bilateral, ceferis
paribus, increases the size of the balances arising out of these pay-
ments, unless full agreement is reached, not merely on full employ-
ment policy but also on a deliberate variation of the degree of
protection in cach of the member countries, so as to permit the
achievement of a balance in international payments without defla-
tion (i.c. in the case of certain creditor countries this can only happen
by the creation of over-full employment).

(b) Devaluation. The quantitative aspects of the scheme thus do
not provide sufficient additional liquid reserves to deal with balances
arising out of an attempt to maintain full employment in some
countrics when others are depressed. The proposals envisage
(Article IV, Section 5) a change in the gold value of the currency as
a means ‘to correct fundamental disequilibrium.” The Fund cannot
raise any exception to changes of 10 per cent or less of the initial
value of the currency as determined under Article XX, Section 4, of
the Agreement.? If the proposed change of the par value together
with all previous changes does not exceed a further 10 per cent of the
initial par value, the Fund must agree or object within 72 hours
after the members’ request. For more substantial changes (all prior

will find it a difficulty in paying for their imports and will need time and resources before
they can establish a readjustment. The efforts of cach of these debtor countries to preserve
its own equilibrium by forcing 1ts exports and by cutting of imports which are not strictly
necessary, will aggravate the problems of all the others.” How is this to be reconciled with
the présent statement, which expressly excludes all post-war problems from the purview of
the Fund?

1 Except on the basis of Article V/4. Cf. below, especially Section 3b.

# i.c. except for countries occupied by the enemy “while the territory is a theatre of major
hostilities or for such period thereafter as the Fund may determine the value ruling 60 days
prior to the entry into force of the Agreement.’ Unless a special agreement is made by the
Fund with a member apparently by majority vote, this ruling exchange value is adopted as the
initial par value of the currency.



206 The Dollar Crisis

changes must be counted) the Fund is given a longer time to declare
its attitude.

The Agreement thus restores fixed exchange rates at the level
ruling (as it appears by implication from Section 4j) some time
between March 1, 1945, and November 1, 1945, i.e. presumably
within a year of the end of the hostilities with Germany. It requires
a great faith in the omniscience of the experts to assume that ‘correct’
par value can be fixed on this basis, especially as the wartime rates
of exchange are wholly irrelevant to peace requirements on account
of the operation of mutual aid on the one hand, and the particular
character of wartime expenditure of governments abroad on the
other. It will, moreover, depend on the terms of the monetary
agreement, commercial policy, etc., as well as the future role of
the government or government-controlled agencies in foreign trade,
what level of the exchange can be considered as ‘satisfactory.” The
permission to exchange the value by 10 per cent does not safeguard
countries faced with acute problems in their international balance of
payments.

It has been provided by Article IV, Section sf, that the Fund shall
concur in a proposed change ‘if it is satisfied that the change is
necessary to correct a fundamental disequilibrium.” ‘In particular,
provided it is so satisfied, it shall not object to a proposed change
because of the domestic, social, or political policies of the member
proposing the change.” This safeguard, contrary to superficial
impression, is only of a limited value. It depends entircly on the
interpretation of the expression ‘fundamental disequilibrium.’
Deficits in the balance of payments may arise out of two basically
different causes. They may arise firstly because the long-term trend
of efficiency money wages in one country differs from that of
another country, while both are fully employed.! This particular
type of disequilibrium which might be called ‘the classical case’ may
indeed be susceptible to the curative method proposed.

There is, however, a different type of disequilibrium of much
greater quantitative importance in modern times. It is due to the
loss of balance in one country. Disequilibria of this character, due
to cyclical causes, are not likely to be cured by devaluation.? An

1 Or a change in long-run demand or supply conditions which may result in a permanent
change in the terms of trade.

2 Cf. Schumacher-Balogh, op. cit., and The Economics of Full Employment, Institute of
Statistics, Oxford, Part V.
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attempt to do so would in all probability violently turn the terms
of trade against a devaluing country, without increasing foreign
demand for its products. It is unlikely that this latter case has been
envisaged by the experts.

() Rationing of scarce currencies. Following Mrs. Robinson! high
hopes have been attached to the proposal of ‘rationing scarce
currencies.” This proposal, which originally was made in the White
Scheme, and then was taken over by the Joint Statement, recurs in
the Final Act (Article VII), though in a somewhat weaker form.
Lord Keynes attributed? the highest importance to this provision,
as he thought that a creditor country, rather than expose itself to a
discriminating restriction on its exports, would be prepared to
provide the Fund with additional resources in terms of the scarce
currency by lending.

Even if the creditor were to do this the second limiting factor,
ie. the insufficiency of the debtor quotas, would still make this
scheme inadequate to permit single countries to maintain full
employment unless the limits on borrowing imposed by the quota
regulations were to be waived, which is unlikely.® In any case, a
discriminating  curtailment of exports from the export surplus
country whose currency had become scarce would itself pose awk-
ward problems. The development of alternative sources of supply
could not be undertaken in the short run, especially if full employ-
ment was the declared policy in the majority of member countries,
and gencral excess capacity and unemployment was rare. The
imposition of rationing of scarce currencies is, therefore, in itself a
restrictive method of readjustment, and not one which is in accord
with the aim of maintaining full employment in the world economic
system. Together with the insufficiency of the quota of potential
debtor nations relative to the U.S. quota, this makes the clause of
more limited value than either Mrs. Robinson or Lord Keynes
suggested. ‘

Such value, however, which it may have possessed in bringing
some, however slight, pressure to bear upon potential creditor
countries has been removed from the Final Act. Not only can

1 Mrs. Joan Robinson, Economic Journal, 1943. 2 House of Lords, May 23, Col. 842.
3Especially as the Agreement provides that the waiver of conditions should take place
only ‘on terms which safeguard its [the Fund’s] interests’ and ‘especially in the case of mem-
bers with a record of avoiding large or continuous use of the Fund’s resources.” This definition
‘of deserving debtors’ 15 a somewhat odd application of private deposit banking considerations
to matters of international economic policy purported to aim at stabilizing full employment
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debtor countries not impose restrictions before the reserves of the
potential scarce currency are exhausted so as to minimize the even-
tual shock exerted by the sudden cessation of exports from the
potential scarce currency country, but even during the scarcity
period restriction ‘shall be no more restrictive than is necessary to
limit the demand for the scarce currency to the supply held by, or
accruing to, the member in question; and they shall be relaxed and
removed as rapidly as conditions permit.” Under these circumstances
the value of the clause in helping member countries to maintain full
employment demand at-home cannot be regarded as significant.?

One further point should be added—as long as the U.S. are
willing to purchase further capital assets in the debtor country (e.g.
the British Commonwealth), and thus provide the Fund with dollars,
the scarce currencies’ rationing clause cannot be invoked. The
inevitable smash of the scheme may thus be postponed until after
the debtor countries have alicnated the most important of their
assets and thus have given up the essential basis on which their
economic system and their standard of life was built up. Article IX,
if stringently interpreted, will prevent any counter-measure in this
respect under the pain of expulsion from the Fund.

(d) Enforcing deflation. Even this slight pressure on potential
creditor countries, however, seems to have been regarded as exces-
sive by the representative of the potential creditor countries. The
Final Act, therefore, provides that persistent debtors of the Fund
should be penalized according to the following Table, the rate of
charges increasing both according to the length and the level of the
borrowing in terms of percentages of the quotas.

Steeply increasing charges are operative, however small the extent
to which a country has been using the Fund.® This means that the
Fund can only be used in practice for seasonal movements in the
balance of payments, and every country will make desperate efforts
to repay the foreign currencies they may have bought from the
Fund. This is a somewhat odd application of the ‘principles’ of

1 Article VII/3/b,

3 Cf. Joint Statement, op. cit., Explanatory Notes, para. 9. ‘It was a feature of the Clearing
Union proposals that they introduced certain provisions for placing on creditor countries as
well as on debtor countries some pressure to share the responsibility in appropriate circum-
stances for maintaining a rcasonable stability in the balances of intcrnational payments.
These have been replaced in the new proposal by a different, but perhaps more far-reaching,
provision with the same object in view.’

3 The use of the Fund by a debtor country results in (and is measured by) the increase of
the Fund’s holding of the debtor’s currency above its quota.
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deposit banking to international economic relations, supposedly
aimed at maintaining full employment. The Fund is effectively
‘protected” against calls on it.

RATE OF CHARGES PER CENT P.A. ON BORROWING FROM THE FUND
Fraction Length 3 mths. 9 mths. 12 23" 34 4-5 56 6-7 7-8

of quota of years
of excess  Borrowing
holdings
up to 25% — B¢ 1 2 2§ 3 33 4
25-50% 13 2 28 3 3% 4 4t
50-75% 2! 24 3 3%k 4 4 s?
75-100% 28 31 3k 4 4 5?2
100-125 %! 3 3% 4 4 52 2?2
125-150 %! 3% 4 4 s?2 2 ?

The deflationary bias characteristic of the gold standard—so
eloquently criticized by Lord Keynes in the original Clearing Union
Proposals®—has been restored with vengeance. The rates of charges
are such that it would be certainly more favourable to undertake
borrowing from existing private institutions. Lord Keynes in his
defence of the Joint Proposal® commended the scheme because it
provided ‘a large addition to the world stock monetary reserves,
distributed, moreover, in a reasonable way.” The present scheme
cannot be held to provide additional monetary reserves; it provides
at best an insufficient amount of short-term credit facilities, on

1 Under Article VII/4.

? Cmd. 6437, op. cit., Section V, paras. 10-11. ‘The Clearing Union Plan aims at the
substitution of an expansionist, in place of a contractionist, pressure on world trade. It
affects this by allowing to cach member State overdraft facilities of a defined amount. Thus
cach country is allowed a certain margin of resources and a certain interval of time within
which to effect a balance in its economuc relations with the rest of the world. These facilities
are made possible by the constitution of the system itself and do not involve particular
indebtedness between one member State and another. A country is in credit or debit wath the
Clearing Union as a whole. This means that the overdraft facilities, whilst a relief to some,
are not a real burden to others. For the accumulation of a credit balance with the Clearing
Union would resemble the importation of gold in signifying that the country holding it is
abstaining voluntarily from the immediate use of purchasing power. But it would not
involve, as would the importation of gold, the withdrawal of this purchasing power from
circulation of the exercise of a deflationary and contractionist pressure on the whole world,
including in the end the creditor country itself. Under the proposed plan, therefore, no
country suffers injury (but on the contrary) by the fact that the command over resources,
which it does not itself choose to employ for the time being, is not withdrawn from use.
The accumulation of Bancor credit does not curtail in the least its capacity or inducement
either to produce or to consume.’ Can it possibly be claimed that the present provisions
which protect the Fund against ‘excessive’ usc fulfil these claims?

3 House of Lords, May 23, 1944,

(o]
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prohibitively expensive terms. The deflationary bias of the scheme
has been further increased by the provision (contrary to the original
British proposals) that creditor countries should not merely not be
penalized, but derive a benefit from the lack of success of their
domestic policy which resulted in their accumulating a chronic
surplus. Not only are they to receive a 2 per cent non-cumulative
payment on the amount of their currency which has been used by
the Fund,! but what is certainly more important, on questions
affecting the waiver of conditions (V/4), and the penalizing of
members by making them ineligible for using the Fund (V/s), the
persistent creditor receives additional votes, while the debtor is
penalized by having its votes reduced. A clearer proof of deflation~
ary bias does not seem to be required. It is a far cry from the
original British proposals.

(e) Conclusions. Having muddled the problem of long- and short-
term disequilibrium in the balances of payment of member countries,
disregarding the latter, and more important case almost completely;
having devised a method—devaluation—which might conceivably
be effective for the former, but certainly will not work in the latter
case, the experts have devised a mechanism—the Fund—which will
clearly enforce deflation in all countries whenever there is deflation in any
of the more important members. Unless, therefore, all members by
themselves not merely maintain full employment, but also manage
their foreign economic relations so as to keep their international
effective demand stable (i.c. in the ways indicated in the British
Clearing Union Proposals, by surplus countries decreasing their
tariffs and other protective measures), the acceptance of the scheme
can only have two results. It will:

(i) either lead to a perpetuation of international business cycles, or

(i1) lead to a promiscuous national autarchy, as potential deficit
countries must restrict imports from all countries in order to main-~
tain their balance of payments with the potential creditor country
which has lost its equilibrium. A more unfortunate way of im-
plementing the purported purpose of the Fund ‘to promote Inter-
national Monetary Co-operation,” ‘to facilitate the expansion and

! Article XII/6/b: ‘If any distribution is made, there shall first be distributed a 2 per cent
non-cumulative payment to each member on the amount by which 75 per cent of its quota
exceeded the Fund’s average holdings of its currency during that year. The balance shall be
paid to all members in proportion to their quotas. Payments to cach member shall be made
1n its own currency.’
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balanced growth of international trade,” and ‘to contribute thereby
to the promotion and maintenance of high levels of employment
and real income’ can hardly be imagined.

3. THE MONETARY PLAN AND REGIONAL ARRANGEMENT

(a) The implications of non-discrimination. Even more damaging
would be the consequences of the Bretton Woods proposals so far
as the establishment of regional arrangements between countries
having special ties of an economic or political character is concerned.
The implications for the sterling block, and more especially for a
reorganization of the European cconomic structure on rational lines,
arc incalculable. Lord Keynes has argued that ‘for a great com-
mercial nation, like oursclves, this [the general interconvertibility
of currencies] is indispensable for full prosperity.” The relevance of
this dictum on Britain’s Commercial Policy has been analysed in a
preceding memorandum. It was found that such multilateral
character as British international relation may have after the war
will depend entirely on U.S. commercial policy; and that, unless U.S.
commercial policy changes fundamentally as compared with pre-
war, Britain has cverything to gain by negotiating reciprocal
purchase agreements with its suppliers of foodstuffs and raw
materials. It has been emphasized that the reason for rejecting the
principle of non-discrimination in monetary affairs is not the desire
to introduce multiple exchange rates, or to drive hard bargains.
Except for a small group of interested parties, the critics of the plan
have the opposite aim in view. What they want is to be able to offer
stable and expanding markets at favourable prices to countries
which have a complementary rather than a competitive economic
system. Without knowing that exports will be practicable to pay
for imports, imports must be restricted.

Britain, if full employment is maintained here, will be a good
market to sell in; she will not, especially if other countries became
depressed, necessarily be a good market to buy in. Hence an uneasy
position will result, in which full employment policies will prove
difficult. A devaluation of sterling under these circumstances, and
for reasons explained in our earlier article, does not seem an adequate
safeguard. It will, for instance, if some of the sterling area countries

1 Lord Keynes, House of Lords, May 23, 1944, Col. 840.
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are not suffering from a deficiency in the balance of payments
(partly because of the deficiency of Britain hersclf), hardly be possible
to devalue all the currencics of the sterling area together. If our
suppliers, at the moment when Britain is ngtccd into devaluation,
are not forced to follow suit, the devaluation of sterling may not
only not improve, but might worsen, the situation of Britain—
unless full employment policy is given up, and thus the price
elasticity of demand for imports increased.

It must, moreover, not be left out of account that the theory
underlying the plan tacitly assumes that countries of about equal
importance facg each other; or rather, that trade is not conducted by
countries but by individual traders, and that therefore the fact that
countries are of unequal size and importance is irrelevant from the
point of view of a monetary agreement. This theory cannot be
sustained. The internal market of the United States is so vast, the
factors within America in favour of American firms so important
that, on the basis of that market, mass production methods can be
introduced which are unavailable to entreprencurs in smaller econ-
omic areas. If, therefore, reciprocal trade agreements embodying
definite planning of production are not permissible, areas smaller
than America are definitely handicapped. It may be objected, and
Lord Keynes (Hansard, May 23, Col. 870) holds this view (cf. also
his letter to The Times of August 25, 1944, immediately contradicted,
by an American correspondent on August 28, 1944), that a volun-
tary agreement for reciprocal transactions by two countries will be
permissible. But it is most doubtful whether this interpretation can
be reconciled with the American conception of discrimination, unless,
indeed, the two countries making the agreement have a complete
and direct control over foreign economic relations, i.c. the foreign
trade and payments monopoly. The discussions which centred
round the Soviet economic non-aggression clause submitted to the
League of Nations in the early 1930’s has shown that the United
States viewed government purchases with great disfavour, and was
unwilling to enter into any definition of ‘legitimate’ government
trading which would link purchase with sales. If, moreover, a
country retains an individualistic cconomic system, it is not the
State but individual traders who export and import; and it is not thosc
traders who export who also arc in charge of imports. Thercfore,
it will be difficult, unless direct barter agreements are entered into,
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to force members in a primary producing country to buy from the
countr{ to which the primary producing country has exported an
equivalent amount of manufactures, if the purchasing country is not
as cheap a market as a third country to which, however, sales are
impracticable.

When Lord Keynes said! that the expansion of British export
industries would be much easier if obstacles to trade could be
diminished or done away with, he enunciated a truism. It is not
suggested, however, that tariffs are to be substantially reduced or
done away with, or that effective demand in the countries with
which Britain is trading will be maintained. Hence the imports can
only be secured by effectively procuring automatic finance for
them. This is automatically achieved by reciprocal purchase and
payments agreements. The principle of monetary non-discrimina-
tion which, unless the U.S. interpretation is expressly modified,
outlaws voluntary payment agreements, not only amounts to
an obligation to abide by the unrestricted interplay of market
prices—however much they are a result of a loss of equilibrium—
but also to a unilateral acceptance of the bargaining power inherent in
export surpluses, i.e. in foreign loans, while renouncing the bargaining
power in the capacity of being able to provide favourable and steady
markets.

The Agreement proposed, unless the present meaning of the terms
used is reinterpreted in a revolutionary fashion, is therefore preju-
dicial to all long-term planning, except if a country institutes full
government monopoly over foreign trade and payments. No mixed
system could abide by these agreements and institute planning. By
accepting, moreover, the false thesis applicable only to conditions
of perfect competition with perfect foresight that the size of national
units is unimportant from the point of view of foreign economic
policy, the agreements prc;judicc the bargaining position of the
smaller countries which, if they have to bargain with America
singly, i.e. bilaterally (as was indeed the case in the negotiation
concerning the so-calledCordell Hull Reciprocal Trade Agreements),
are at the mercy of America.

The basic fallacy of Lord Keynes’ attitude is that he contrasts a
situation of being able to export and usc the proceeds of the exports
to buy anywhere, with the position of exporting and not being able

1 bid.
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to purchase except in the country to which the export was directed.
This amounts, however, to the implicit assumption that effective
demand is maintained in the system as a whole. If it is not so
maintained, the true alternative would be between being able to
export though restricted in the use of the proceeds to purchases in
the buying country, or not being able to export the same extent.
A reciprocal purchase or clearing agreement puts the onus of the
reciprocal transaction on the seller. Thus it creates conditions in
favour of the original purchaser; and if the purchaser pursues a full
employment policy this fact imparts an expansionist bias to the
whole system. Such reciprocal agreements therefore provide the
effective means by which the balance of international payment can
be maintained irrespective of the state of trade abroad.! They lead
to the organization of regional units which pursue common planning
in their economic development. The alternative is narrow national
autarchy.

(b) The Sterling Block. Apart from these generally unfavourable
consequences of the envisaged restoration of the general converti-
bility of currencies, without due safeguards, the proposed agreement
has an equally destructive implication on the specific problem of the
maintenance of the sterling arca. In the explanatory notes to the
Joint Statement? the U.K. experts stated, ‘Nor is the scheme in-
tended, when the obligation of free convertibility has been accepted,
to interfere with the traditional [our italics] ties and other arrange-
ments between the members of the sterling area and London.” It
has been pointed out that this reassurance meant little if anything.
‘Traditionally’ Britain was the world’s largest creditor nation with

! Barter agreements, of course, might accomplish the same task but they are clumsy, and
as the range of choice is very much reduced they will be liable to exploitative pressures even
more than clearing agreements. Given, however, the restricted initiative on the part of most
British Government departments, it is almost impossible to visualize that extended use will
be made of such direct bulk barters, whilst 1t is possible to visualize bulk purchases, provided
the countervailing exports are left to the individual British exporters and clearing country
importer. In practice, therefore, the reassurance given by Lord Keynes in his second specch
and in his intervention cxplaining his position to Lord Balfour, is unsatisfactory. It is the
more unsatisfactory as multilateralism does not prevent the restrictive increase of the prices
of British imports (e.g. the wheat agreement). It merely confers a one-sided advantage on
primary producers and export surplus countries. (As we now know the British Government
at the time of Lord Keynes’ specch not only consented to proposals outlawing such agrccments
but itself put forward proposals to that effect. While Lord Keynes strenuously opposed
them he must have had cognisance of them. Incidentally the episode throws a peculiar light
on fashionable efforts, to suggest that Lord Keynes returned to ‘free’ trade views.)

% Joint Statement, Cmd. 6519, op. cit. 1, Explanatory Notes by United Kingdom experts
on the proposal for an International Monetary Fund, p. 5, para. 11.
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its short~term obligations covered (except for a period after 1925)
by ample reserves of gold and liquid assets abroad. According to
Lord Keynes’ statement, the undischarged floating foreign debt of
this country after the war will amount to /3,000 million by the end
of this year and may rise towards £ 4,000 million before the hostili-
ties come to an end, unless satisfactory agreement can be reached on
the continuation of Lend-Lease and on the finance of British war
expenditure of the Middle East and the Far East.

The cumulative effect of the provisions of the agreement is not
merely to end the present arrangement maintaining the sterling
area, but also to put an intolerable strain on the British balance of
payments.

(i) VI/1 prohibits the member from using the Fund ‘to meet a
large or sustained outflow of capital.’

(i) VIII/3 prohibits discriminatory currency arrangements except
for the transition period (cf. below).

(iii) VII/4/a provides that while currently accruing balances can

¢ used for purposes of capital export, old balances can be
used for making payments for current transactions elsewhere.
This means that where there are in a country old balances, these can
be indirectly exported, i.e. they enforce total blocking if sufficient
reserves are not available. VIII/4/b/v, which permits the refusal of
conversion wherever a country has no access to the Fund, does not
provide a satisfactory solution because it also enforces the total
blocking of the balances. How can international banking be
conducted under the threat of complete blocking? This article,
morcover, conflicts with Article VIII/2/a and 3, which prohibit
discriminatory currency practices and the blocking of ‘current’
payments.

Thus the proposed Agrcement, far from restoring the general
convertibility of sterling, will result, after a transition period of
dubious length (cf. below), in curtailing the existing convertibility of
steling within the sterling arca. That this would end the stetling
area as we now know it is not open to doubt. Lord Keynes in a
letter to The Timest argued that the proposed arrangement does not
add or detract from the capital export capacity of member countries.
This argument completely misses the point. As long as sterling
countries are able to use their sterling rescrves in London for all

1 May 20, 1944.
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purposes including capital payments, within the sterling area, those sterling
balances can be regarded by their owners as true international
reserves. Yet, as far as Britain is concerned, as long as they are only
used for intra-sterling block payments, they remain in London. Only
for payments outside the sterling area can 'they not be used, as long
as the scarcity of outside foreign exchange resources continues in
the sterling area as @ whole. Payments outside the sterling area are,
and would continue to be, rationed for all members, with common
consent, according to the urgency of the need, and with due regard
to the possibility of substituting ‘sterling area” supplies for outside
products. The dearth of foreign currencies logically leads to a closer
and more positive conception of the purpose and functions of the
sterling area. If, however, non-discriminatory treatment is to be
accorded to all countries, exchange control must be introduced also
with respect to intra-sterling block payments. The specific purpose
which these balances play in the monetary structure of those of
Britain’s creditors, which are at the same time members of the
sterling block, is completely altered.

This seeming paradox is exactly similar to the position of the
deposit banking system in a modern monetary structure. As long as
its solvency is undoubted, no one will ‘run on it’ and cash is not
normally needed. As soon as doubts arise, sufficient cash cannot be
provided. The prohibition of ‘limited convertibility’ within the sterling
block will necessitate the total blocking of these balances, a truly
Schachtian device, which the advocates of the scheme so abhor.
Whether under those conditions the rise of a ‘black market’ and
multiple exchanges can be avoided is most questionable. The
proposed agreements, by disregarding the specially intimate charac-
ter of economic monetary and financial relationship within the
Commonwealth and other members of the sterling area, enforce
complete blocking of all existing sterling balances. If, however,
these balances must be completely blocked, a higher rate of intcrest
must be paid on them. The importance of this on the current balance
of payment can easily be illustrated. The sterling area countries will
need (partly because of the wartime inflation of their currencies)
about /1,000 million as working balances and currency reserves
in London. Should Britain’s wartime debt be eventually reduced
to this figure, no further repayments need be contemplated. British
reserves would no longer be menaced by the threat of withdrawal
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of such balances. Should the war in Japan continue until the end of,
say, 1945, and the wartime expenditure not be amenable for other
reasons to a considerable reduction, Britain would have to con-
template the repayment of /3,000 million. If the period of
amortization is 25 years, and no interest has to be providci a yearly
payment of [120 million will suffice. At the rate of interest of
1 per cent the burden rises to £/130-2 million: at 3 per cent, which
has to be contemplated if the balances were blocked, however, to
not less than £172+3 million.

4. THE TRANSITIONAL PERIOD AND THE INTERPRETATION OF TERMS

Lord Keynes! stated that ‘it was clearly recognized and agreed
that during the post-war transitional period of uncertain duration,
we were entitled to retain any of those wartime restrictions and
special arrangements with the sterling area and others which were
helpful to us.” The British experts emphasized the fact that? ‘a
member is entitled to use its own judgement as to when it is strong
enough to undertake the free convertibility of its currency which it
has accepted as the desirable aim. The drafting of this clause, as the
experts on both sides understand it, allows, during the transition
period, the maintenance and adaptation by the members of the
sterling arca of the arrangements now in force between them.’
Suddenly, and without further warning, Article XIV/4 provides
that the Fund (true enough ‘in exceptional circumstances,” whatever
that may mean) may demand after s years the withdrawal of
exchange restrictions, and if they are not so withdrawn may declare
the member ineligible to usc the resources of the Fund under
Article XV/2/a.* The constitution of the Fund is such as to make
potential creditor countrics dominant. The views of the creditors
will, however, be influenced by different considerations than those
of the debtors, and this sudden alteration represents a concession to
the laisserfaire creditor point of view of the utmost importance.

Nor is this all. Article XIV/2 provides, ‘Members shall, however,
have continuous regard in their foreign exchange policies to the
purposes of the Fund; and, as soon as conditions permit, they shall
take all possible measures to develop such commercial and financial

1 House of Lords, May 23, 1944. 2 Cmd. 6519, op. cit., p. 5, ibid.

31t is not quite certain whether subsequently Article XV/2/b cannot also be invoked, and
the offending member expelled.
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arrangements with other members as will facilitate international
payments and the maintenance of exchange stability. In particular,
members shall withdraw restrictions maintained or imposed under
this section as soon as they are satisfied that they will be able, in the
absence of such restrictions, to settle their balance of payments in
a manner which will not unduly encumber their access to the
resources of the Fund.” Strictly interpreted, this paragraph provides
that countries must steadily implement policies which facilitate
the restoration of unrestricted payments, even at the cost of causing
unemployment.

There 1s no doubt, moreover, that it is precisely in the so-called
transition period that demand for foodstuffs and raw materials will
tend to outrun supplies. Bilateral agreements will therefore be
expected to be least helpful or even feasible to a manufacturing
country such as Britain. As the supply of primary products will
rise, the bargaining position of Great Britain is likely to improve.
The retention of the power of negotiating long-term reciprocal
purchase agreements offering stable and expanding markets at
favourable prices to countries which have a complementary rather
than a competitive economic structure is, therefore, of the utmost
importance for Britain. Only by being able to give the assurance of
such long-term favourable outlets in Great Britain can the suppliers
of raw materials and foodstuffs be persuaded to forgo temporary
gains in the critical period of shortage immediately after the war for
long-term advantages. The outlawing of such reciprocal long-term
agreements after a short transitionary period will therefore scverely
handicap this country in the immediate post-war period, and render
the solution of its short-run balance of payment problem impossible
except by methods of restricting imports and increasing national
autarchy.!

! Cf. p.212 and note 1, p. 214. Reciprocal agreements tend to decrease the balances arising
out of f[:)reign trade between countrics. They provide, so to speak, an automatic finance for
foreign trade and impart an expansionist bias to the system. Thus the outlawing of such
agreements, other things being equal, increases the need for the creation of additional reserves.
Hence the two main features of the new plan, the limitation of the Fund and the outlawing
of discrimination, are mutually incompatible. If the second was accepted, effort should have
been made to obtain U.S. consent to the creation of an International Central Bank of unlimited
power of credit creation. But a clause prohibiting reciprocal transactions was embodied in
the trade treaties negotiated by Mr. Hull, and efforts to secure American agreement to
a definition of legitimate government trading, linking purchases with sales, were com-
pletely unsuccessful. Article VII of the Mutual Aid Agreement with the U.S. lends 1tself to
the interpretation that 1t outlawed all bulk purchases. If inadequate international agreements
prevent Britan from obtaining reasonable terms of trade, most of the readjustment in her
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The interpretation of this and any other points of the agreement
according to Article XVII/a/b rests exclusively in the majority of
the directors and the Board of Governors. Here, as we have seen,
the potential creditor countries have a preponderance.

It is to be noted that according to Article XIX/i ‘payments for
current transactions’ which must not be controlled include, without
limitation: (1) ‘all payments’ due in connection with foreign trade,
other current business, including services, and normal short-term
banking and credit facilitics; (2) payments due as interest on loans
and as net income from other investment; (3) payments of moderate
amount for amortization of loans or for depreciation of direct
investments; (4) moderate remittances for family living expenses.

The Fund may, after consultation with the members concerned,
determine whether certain specific transactions are to be considered
current transactions or capital transactions.

This article, somewhat incongruously entitled ‘Explanation of
Terms, is presumably also to be re-interpreted by the Executive
Directors and the Board of Governors. It suffers from an internal
contradiction; ‘without limitation’ is usually interpreted as without
limits, but (3) and (4) provide for ‘moderate’ transfers in those
categories, that is to say, for some limitation; the limits must be finally
decided by the competent authorities, i.e. the creditors themselves.

The cumulative result of this paragraph, and of the rules concerning
the capital export by potential scarce currency countries will
presumably not mercly mean that the alienation of assets of the
debtor countries would have to be tolerated, but threatens, after the
alicnation has taken place, the cumulative further worsening of the
balances of payments of the debtor countries, until the scheme
breaks down.

More than that. The scheme apparently prohibits the scrutiny of
foreign transactions; thus it is difficult to see how the control of
capital cxports can be cffective in spite of Article VIII/2/a and b.
Fictitious sales at fictitious prices, the most usual form of the illegal
export of capital, could not be stopped. If, moreover, devaluation
is—falsely—regarded as the main method of achieving readjustment,

balance of payments will have to be accomplished by cutting imports rather than by attempt-
ing to increase exports. It will not be worth while to obtain foreign supples if the price
of our exports 15 low, the price of imports high, and it thus becomes cheaper to produce
commoditics or subsidies at home. A multilateralism with a deflationary bias wall lead to
increased autarchy.
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monetary policy could be stultified by anticipatory current transac-
tions which could not be prevented under this clause. It is somewhat
difficult to understand how those authors of the Plan who were
experts versed in the practical problems of exchange control could
have assented to this.!

One further point must be added. The domicile of the main
office of the Bank is to be in the territory of the country with the
largest quota, i.c. the U.S.A. From the point of view of prestige
this is understandable and unavoidable. It is nevertheless regrettable.
American economics have recently developed against a background
far removed from the conditions, social and economic, in which by
far the largest majority of humanity is unfortunately forced to dwell.
The doctrine of economics is susceptible to the influence of
immediate background and problems. The influence of the
general scientific atmosphere towards misguided orthodoxy will be
reinforced by exposing the Bank to an existence in the floodlight of
the American Press which, in the words of the Economist, ‘with their
constant search for the melodramatic and their love for surface
detail such as personalities, and for external forms, such as votes and
quotas,” ‘gave a wholly dlstorted plcture of the Conference, not
untainted by their proprietors” political views,” and ‘whosc tclegrams
read, to an Englishman, more like crime reports than serious
accounts of what is going on.’? Can one cxpect that in such an
atmosphere the personnel can keep the views and requirements of
the majority of the member countries constantly in mind, especially
if, as is provided in XII/4, the Managing Dircctor will presumably
not be the national of onc of the smaller and poorer arcas. The
selection of the domicile and personncl has a paramount importance,
as all will agree who had any intimate knowledge of the spirit and
working of the diffcrent international organizations established after
the last war in different parts of the world.

Nor would the tribulations of a member ceasc by withdrawing
from the Fund. Contrary to the Joint Statement,® which envisages

1 Contrary to Cmd. 6519, Explanatory Notes, op. cit., ibid., p. 4, para. 7.

2 The Economist, August 12, 1944, p. 213,

3 Cmd. 6519, op. cit,, ibid., p. 4, para. 5: ‘Finally, if a member fecls unable to accept a
decision of the Fund on this or on any other matter, it is entitled under VII/1 to withdraw
from membership without notice and without penalty, apart from an undertaking under
VIII/2 to liquidate any outstanding obligations to the Fund within a rcasonablc time. Thus

no member 1s under any obligation to continue 1ts adhcrence to the conditions of membership
if it comes to the conclusion that, taken as a2 whole, they are no longer to its advantage.’
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that a member country can ‘withdraw from membership without
notice and without penalty,” Article XI/1 imposes certain obligations
on members of the Fund with respect to their relations to non-
members which would render it impossible, once the agreement is
concluded, to establish regional arrangements by withdrawing from
it unless all other members with which such regional agreement is
to be established also leave the Fund. While this provision is under-
standable, it must well be borne in mind that it is easier not to join
an agreement than to withdraw under a cloud and to persuade others to

Sollow.

5. FOREIGN INVESTMENT AND THE WORLD BANK

The second Committee of the Conference under the chairmanship
of Lord Keynes has evolved a plan to establish an ‘International Bank
for Reconstruction and Development.” This Bank-is to have an
authorized capital of $10,000 million, of which 20 per cent shall be
paid or be subject to call. The Bank under Article IV/1 ‘may make
or facilitate loans which satisfy the general conditions of Article III
in any of the following ways:

(i) By making or participating in direct loans out of its own
funds corresponding to its unimpaired paid-up capital, sur-
plus and reserves, subject to Section 6 of this article.

(i) By making or participating in direct loans out of funds
raised in the market of a member, or otherwise borrowed
by the Bank.

(iti) By guaranteeing in whole or in part loans made by private
investors through the usual investment channels.”

The direct loans of the Bank may thus reach, by using the per-
mission given in (ii), $10,000 million. Itis, however, to be expected
that loans given at the initiative of the Bank will only amount to
$2,000 million, i.e. the paid up or callable capital, and the rest will be
used to guarantee loans privately floated. Under Article 1II/4/7
‘loans made or guaranteed by the Bank shall, except in special
circumstances, be for the purpose of specific [our italics] projects of
reconstruction or development.” An elaborate mechanism is to be
created to ensure that the loan should only be used for the specific
purpose. In the case of guarantee (not of direct loans) no restriction
is to be applied on the expenditure of the proceeds of the loan in
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the country where it was raised. In the case of direct loans, however
only currencies of the countries are furnished where the expenditure
takes place, though under Article [V/3, in exceptional circumstances,
the borrower can be furnished with his own currency, foreign
exchange, and gold. The Bank can also provide the members in
whose territory the loan is spent with gold and foreign exchange.
These extraordinary complicated provisions are devised to cnsure
‘the soundness’ of the loans. No such rules can guarantec the
soundness of loans. The soundness depends not merely on the
specific project on which the loans are spent, but on the policy of the
creditor countrics. If the creditor countries pursue an employment,
monetary and commercial policy which does not permit the
emergence, eventually, of an import surplus, no ‘banking’ rules can
be signed to avert bankruptcy.?

Nor can the Bank be expected to lighten the problems of countries
such as Britain or France. Foreign loans, indced, might lcad to a
further worsening of their terms of trade, and thus aggravate their
balances of payment. This is certainly no argument against inter-
national co-operation in achieving, by a considered policy of
international investment, an accelerated rate of economic develop-
ment in poor and under-populated countries. It merely should not
be argued that an otherwise unsound international multilateral
currency scheme should be accepted because the establishment of
the World Bank will render readjustments unnecessary or easier for
this country. As a measure of aid to this country, unlike the scheme
proposed by Messrs. Kalecki and Schumacher,? the establishment of
the World Bank as now proposed is of doubtful, if not of ncgative,
value.?

1 The ‘soundness’ of nincteenth-century loans was ensured by the fact that on the one
hand the investment led to a rapid increase in production of primary products, and on the
other hand that these were eagerly absorbed by the lending countries. Neither of these two
conditions of the success of nineteenth-century foreign lending obtains at present, or is likely
to obtain in future. In spite of the exceptionally favourable circumstances, large parts of
foreign investments were defaulted upon in the last century.

2 ‘New Plans for International Trade,’ op. cit., pp. 29-30.

2 Under the proposed scheme, in case of ‘direct loans’ by the Bank the borrower receives
the national currency of the country where it intends to spend the loan. With respect to the
consequent exports of that country, the exporter does not reccive foreign exchange. The
Bank may (Article IV/3, cf. above) in exceptional circumstances provide the exporting
country with foreign exchange if the expenditure of the loan within its territory results in

increased import, i.e. additional forcign exchange requirements. Under no circumstances
would the expenditure of the loan help in the existing balance of payment problems. So far
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It may be doubted, however, whether the particular approach to
the problem of foreign investment will redound to the maximum
benefit of even the devastated and under-developed areas which it is
aimed to achieve. One of the present writers has attempted to
demonstrate! that the present-day problem of foreign investment,
unlike that of the last century, is not the opening up of ‘vast open
spaces’ but the supplying with adequate capital of over-populated
territories, poor in capital equipment, and to a large extent even in
natural resources. The problem of industrialization of these areas
presents a basically different task from that attempted successfully
in the last century. Where single projects might be hopelessly
uneconomic or risky, a coherent plan of industrialization in which
each project helps the other? may still be needed, and possible to
accomplish. Foreign finance, however, as we have pointed out, can
only be used if a reasonable assurance is available that the monetary
and employment policy of the would-be creditor countries will be
adjusted to allow the smooth transfer of interest and repayment.

In the absence of such assurance the method proposed by the
Bretton Woods Conference has distinct dangers, especially for the
countries whose balance of payments position is in any case weak.
As dll countries guarantee the new loans, a default (which is the
laisser-faire solution of the transfer problem in case the creditors do
not co-operate in making repayment possible) will involve not
merely the strong creditor countries, as in the last century, but
indiscriminately all countries, whether the result of the default is
mercly unfavourable or positively disastrous for their own monetary
and international cconomic position. In so far as the new World
Bank would take the place of the existing national export finance
institutions, its general effect on the world economic stability must
be regarded as doubtful.

In the last decade before the war it was recognized that foreign
finance—long and short term—should be performed by govern-
ments, as only governments could provide the money at rates of
as the ‘indirect loans’ guaranteed by the Bank are concerned, as it is provided that the proceeds
of these loans can be spent anywhere, they may to some extent help the existing Bank in the
solution of the balance of payments problems.

1 Cf. Balogh, ‘Some Theorctical Considerations on Post-War Foreign Investment,’
Oxford Economic Papers, 1944.

1 The establishment of, say, a shoe factory will help in increasing the demand for, say,
textiles, and vice versa.
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interest which will not be destructive to the long-run solvency of
the debtors.

The present plan tries to revive the private issue market, while
introducing government guarantees. It is questionable, however, at
any rate so far as indirect loans are concerned, which are apparently
to form the greater part of the total loans of the mstitution, whether
what can be obtained in the long run will prove to be at reasonably
low rates of mterest, especially 1f 1 to 13 per cent guarantee com-
mission is to be paid to the Bank. Even if Article IV/10 enjoins the
Bank and 1ts officers to act on the basis of economic considerations
only, this exhortation, whatever 1ts effectiveness, does not bind the
banking houses responsible for the ssue of the loan to the public.
Here again too many hostages were given to future poltical
development.

All these objections are overshadowed, however, by the insufficiency of
means. $10,000 million appears to be a large figure. It should again
be contrasted with the size of potential export surpluses which may
become necessary 1f full employment and thus the smooth working
of a quasi laisser-faire system 1s to be safcguarded. It 1s interesting to
recall that mn the post-war decade American long-term loans
amounted to $10,000 million, while Britain lent another additional
$6,000 mullion. The catastrophe of 1929 was, however, not averted.
In any case, the proposed ‘safeguards’ render these limuts largely

llusory.

6. CONCLUSIONS

This review of the proposals of the Bretton Woods Conference
suggests:

1. The proposals designate political sovereignty as the sole criterion
of international economic unity. The areas under single sovereignty
are the consequence of haphazard historical development with no
relevance to economic requirements. Unless full political union is
achieved, regional economic arrangements between politically and
economically inter-dependent units such as the Briish Common-
wealth and/or Western Europe arc made virtually impossible.

2. The proposals render autonomous employment policies by
countries faced with nstability abroad impossible, unless accompanied
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by extreme national autarchy or complete government monopoly
of all foreign trade and payments:

(a)
()

©)

they provide short-term international credit facilities only,
and these in insufficient quantity at extremely onerous terms;
depreciation is wrongly regarded as a means of readjusting
all short-term disequilibria in the balance of payments, i.e.
including those due to deflation and depression abroad;
persistent creditor nations are not discouraged to continue the
policies which resulted in their acquiring persistent surpluses
in their balance of payments. The rationing of scarce cur-
rencies, a solution which in any case was restrictive in charac-
ter, but at least put some pressure on creditor countries, has
now been so weakened as to be completely inoperative;

the scheme endangers the existence of the sterling area by
enforcing the control of capital movements within that area,
and by enforcing a complete blocking of sterling balances;
it outlaws reciprocal purchase agreements drawn up in terms
of money, and thus handicaps industrial countries with large
import requircments;

it leaves the decision over the ending of exchange controls
after a transitional period in the hands of foreign and not
altogether disinterested authorities.

() it facilitates the cumulative alienation of British assets.

Unless, therefore, comprehensive and satisfactory assurances can be
obtained that effective foreign demand will be stabilized, and that
commercial policy will not be so restricted as to make satisfactory
long-term supply arrangements impossible, the ratification of this
instrument threatens to result in a perpetuation of international
business cycles and/or unnecessary non-discriminative national
autarchy, and a fall in the British standard of life. Unless, moreover,
the safeguards about the continuance of the sterling area are
reintroduced, it fatally weakens the British Commonwealth and
Western European countries.



I
THE CONCEPT OF A DOLLAR SHORTAGE!

ECONOMISTS of the orthodox school? hold that the acute
demand for dollars ‘is merely a consequence of the fact that many
countries are unwilling or unable for one reason or the other to live
within their means. The propensity to spend and to inflate is so
strong that the equilibrium in the balance of payments is constantly
upset.”® The opposite view, i.e. that the rise of the United States
through two world wars to a position of pre-eminence has created
problems of an unparalleled character, is dismissed by a pained
imprecation: ‘Evidently even in the land of Adam Smith, Ricardo,
Marshall, and Keynes it is necessary to point out again and again
that trade is governed by comparative not by absolute cost I'* The
possibility that the United States might undersell the rest of the
world, if perhaps not ‘all along the line,” over a sufficient range to
create large-scale disequilibrium and impose uncmployment, is
regarded as rank heresy. Itisargued, thercfore, that inflation outside
the United States should be stopped, and currencies devalued.
‘Equilibrium’ would then be restored, and all would be well.

These complex arguments continuously switch between ‘pure’
theoretical considerations and advice of the most highly practical
character. Professor Haberler’s ‘equilibrium’ position, implicitly
taken as an ‘optimum,’ discloses his view of the nature of the ‘world
economy’ which underlies his policy recommendations. It demands
that a country’s international payments (perhaps excluding capital
flight®) should be made to balance without any direct controls over

1 Published a1 The Manchester School, 1949.

3 Professor Haberler, ‘Dollar Shortage,’ in Foreign Economic Policy for the U.S., ed. S. Harris,
Harvard, 1948. Also Professor H. Ellis, ‘Dollar Shortage in Theory and Fact,” The Canadian
Journal of Economics and Political Science, 1948, p. 358.

3 Haberler, op. cit., p. 435. Identical views are expressed by Mr. MacDougall, ‘Britain’s
Foreign Trade Problem: A Reply,” Economic Journal, 1948, esp. p. 92; also R. Harrod, Are
These Hardships Necessary? p. 42.

4 Haberler, op. cit., p. 436.

8 Professor Haberler at some points gives the impression that even capital flight should be
permitted (‘Dollar Shortage,’ op. cit., p. 430). He rejects the current balance as a measure of
disequulibrium, insisting on what he calls the current balance munus ‘Equilibrating capital
movements.” It 15, however, difficult to attach any significance to this emotive concept.
Capital movements even from high to low intercst ratcs areas might well be ‘discquilibrating,’
in the sense that they permut the maintenance or intensification of ‘disequilibria.’ They end
in bankruptcy. In any casc, whether or not a country’s borrowing is ‘sound,’ so much
depends on the creditors’ subsequent policy as to rob the concept of ‘equilibrating’ capital

226
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payments, without quantitative restrictions, and without ‘resorting
to crude protectionist policies which, even if they succeeded in
alleviating transitional strains, would do so only at the cost of
permanently impeding the international division of labour and
preventing the optimum allocation of resources.”

The proof which has to be furnished by Professor Haberler in
order to establish his case is not whether the United States is able by
retaliatory action to enforce convertibility and non-discrimination.
No one doubts that threats by the United States with her over-
whelming military and economic power would be effective. The
problem is whether there is any ethical justification for the United States
to use her power to enforce the rule of the unfettered price-mechanism on
other countries. An attempt will be made in this paper to show that
the ‘model’ which underlies Professor Haberler’s policy recom-
mendations has no conceivable relation to the world we live in.

Let us first turn to the so-called long-run problem, i.e. disregard-
ing, for the moment, monetary disturbances. We need not suspect
Professor Haberler of having a physical maximum in mind when he
discusses the goal of his policy: though the phrase ‘optimum
allocation of resources’ might be interpreted in the sense of the point
yielding maximum physical product, in the sense that the same
output could not be achieved with less effort or a greater output
with the same effort. This concept has no economic relevance
without reference to the distribution of the product. Should he
think of maximizing some quantity of ‘utilities’ or reaching ‘higher’
‘indifference levels’ his difficulties are not less. Only if the following
conditions were fulfilled—as they patently are not—would his
optimum have any meaning (and we shall see not much meaning
at that):

1. The original endowment of the units participating must be
given, unchangeable by policy and distributed optimally (what-
ever that may mean). There must be full employment.

2. There must be given tastes and technical knowledge in the
widest sense of the term: they must not be subject to alteration
by conscious policy involving international trade.

movements of all sense. Efforts to combine a ‘rcal’ (barter) equilibrium analysis of foreign
trade based on absolute factor immobility with monetary analysis (usually through a primitive
quantity theory) in the hope of obtaming a truly dynamic theory are doomed to failure. Cf.

below (2) on the importance of the path of readjustment.
1 0p. cit., p. 440.
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3. Perfect competition must prevail within (and between)
countries; moreover, there must be free internal mobility of
factors.

4. The relatives between social and private costs must be
proportionate and must not be influenced by risk induced by
foreign trade, i.e. comparative advantages must be large and
unchanging.!

5. Absolute international immobility of all factors including
capital.

If these conditions are not fulfilled, ‘non-discrimination,” com-
mercial and monetary, would certainly not bring about an
‘optimum.’

The first condition is certainly not fulfilled because—quite apart
from any other difficulty—of the vast increase, during the war, of
inequality of opportunity and means between the United States and
the rest of the world. Professor Haberler confounds total and
marginal conditions and neglects increasing returns. He also falls
into the pit, against which Marshall warned, of failing to inquire
into the distribution of original endowments. Indeed, one might
say that almost any position which resulted from some discrimina-
tory action turning the terms of trade of the United States against
her would seem to fit the description of ‘optimum’ better than that
which would be brought about by ‘non-discrimination.’

Moreover, and this is perhaps even more important, every single
one of the other conditions required to justify Professor Haberler's
‘optimum’ is violated in such a way as to load the dice cumulatively
in favour of the United Statcs. Thus the ‘optimum’ of Professor
Haberler and his collcagues must be rejected as false.

The concept of a definite ‘long-run cquilibrium,” ‘towards which
the system is tending,’ is itself subject to the gravest doubt. Professor
Haberler, as we have scen, invokes high authority for, instcad of
proving, his dictum that it is comparative and not absolute costs
which determine trade. If taken literally, this statement is obviously
untrue. Comparative costs are unknown to entrepreneurs or
governments conducting trade. They act (in the absence of direct
controls) on the basis of money prices and exchange rates. It is wholly

! Quite apart from anything else, tariffs must not be imposed by the (temporary) surplus
country against an increase in imports. There 15 no suggestion that the U.S. will not protect
itself aganst depreciation. The LT.O. certanly permits rasing tariffs i this case.
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illicit to assume that money prices are proportionate to long-run social
real costs. We know that private money costs are not proportionate
to social real costs, and neither are prices proportionate to private
money costs. Moreover, it is illicit to assume that the free market
system possesses an inherent mechanism which would restore
proportionality between these three sets of variables, i.e. maintain
full employment. Comparative costs might be said in any meaning-
ful sense to determine foreign trade only if equilibrium in the sense
of conditions (2)-(s) of the previous section has already been reached
and thercfore no balances arise in the current account of any participating
country. But these conditions rob the argument of such relevance as
it might still possess.

If a large-scale disequilibrium has arisen the concept of the
cventual ‘equilibrium” position has no sense independently of the path
taken. Its position will be co-determined by the path of readjust-
ment. The path itself, howcver, is determined by absolute costs and
monetary factors. Sustained inflation (or deflation), for example, in
a leading country will decrease (or increase) its competitive power
and lead to structural changes (in comparative costs) which are
likely to persist after the original disequilibrating effect is removed.
In any case, the enforcing of sccondary readjustments by the restora-
tion of the cquilibrium of the country originally responsible for
the disturbance might well depress opportunity costs to zero in
other countries.!

There is no carthly reason, for instance, why a country could not
‘undersell another all along the line’® provided loss of reserves takes
place on the part of the deficit country. The short-run elasticities,
which secem extremely low (whatever they may be in the long
period), will further impede readjustment, and may result in sub-
stantial lowering of the standard of life—through a worsening of the
terms of trade—of those on whom readjustment is imposed, i.e. of
the dominated, i.c. the weaker, economies.

The dominant economy in addition might cause a further and
unnccessary lowering of the standard of life of its partners by
imposing unemployment through employment effects inseparable

LCf. my article ‘Exchange Depreciation and Economic Readjustment’ in Review of
Economics and Statistics, 1948, pp. 277-85, and J. J. Pollak, ‘Exchange Depreciation and
International Monctary Stability,” ibid., 1947, pp. 173-82. o )

2 Cf. my paper “The U.S. and International Economic Equilibrium,” op. cit., as well as
Professor Samuelson, ‘Disparity in Post-War Exchange Rates,” 1bid., p. 407.
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from the price-movements,! income effects, which could have been
avoided had different, more discriminatory means been used to
restore the balance in international payments.? Any shock in the
dominant economy by its multiplier effects and reactions is bound
to cause fluctuations much greater in extent than the original cause.
On the other hand, the repercussions of ‘readjustments’ on the
surplus countries must not be underestimated. The richer a country,
the more difficult it is for her to maintain monetary equilibrium,
and the more dangerous shocks from the outside. -

It is for those who from time to time exhume Say’s thcorem
—having periodically busily interred it*>—to prove that employment
effects are not bound to arisc and thus to effect the eventual position
of ‘equilibrium.” The growing uncasiness of the ‘orthodox’ school
is reflected by the fact that they have without exception refrained
from recommending the observance of the ‘rules of the game’ to
the United States. According to orthodox canons the United States
should have inflated (while the deficit countries deflate) until the
resultant rise in incomes and prices helps to wipe out her surplus.
In this way the extent of rcadjustment abroad would be lessened.
The realization that this procedure would have aggravated the
European crisis after the war (and caused a cumulative dis-
equilibrium in the United States!) has begun to dawn. Yet its
corollary, that orthodox measures cannot minimizc the lowering of
the standard of life of the poorer countries, is still being ficrcely
resisted.

It has been argucd that the cumulative processes induced by
monetary ‘readjustment’ are merely short-run phenomena and that
if protective measures are introduced the long-run opportunity
costs will rise by more than the gain from the employment cffect.
Whether or not this is so cannot be decided on general a priori
grounds. It will depend on the extent of the long-run comparative
cost differences and of the degree of uncmployment. If uncqual

1 On the monctary mechanism, cf. my paper ‘The International Aspects of Full Employ-
ment’ in Economics of Full Employment, Oxfgrd, 1944, ,

3 Moreover, if Say’s law is thus dropped at any moment through the ‘path of readjustment,
as it must be, comparative costs become meaningless: for the ‘country’ suffering from
unemployment opportunity cost of a commodity sinks towards zero or cven below.

3 c.g. Professor Haberler, The New Economics, ed. S. Harris, p. 173.

4 As in 1927: it is interesting to sec how little reference is made nowadays to the colossal
failure of the Norman-Strong attempt to master a disequilibrium similar to the current
problem by orthodox methods.
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fly{lamic progress in two regions makes a periodic recurrence of the

shifts in equilibrium’ probable and thus necessitates periodic re-
adjustments, the opposite is more likely. Moreover, the risk of such
recurrence itself will undoubtedly influence ‘comparative costs’
retarding cconomic development—to the detriment of the weaker
exporting nations. This was preciscly what was threatening by the
growing dominance and faster progress of the United States, if
suitable measures had not been taken to bring about a better distribu-
tion of factor endowment between the Western countries, so
gravely upset by the war.

The volume of trade—and this, for example, Professor Haberler
seems to forget periodically—is the result not merely of cost differ-
ences (comparative or otherwise) but also of international lending.
Lending will, morcover, tend to decrease comparative cost differ-
ences due to the inequality of original factor-endowment and thus
tend eventually to reduce the proportion of trade to national income
(though not necessarily its absolute volume). At the same time
lending or grants will tend to decrease the inequality of opportunity
in different parts of the wogld. Thus loans or grants represent an
alternative to discriminatory commercial policy as a means of reducing
inequality. Thus, provided grants and loans continue, a larger scope
for non-discrimination would be compatible with the welfare of the
less well-endowed countries. But this conclusion is entirely beyond
the models of the orthodox economists which in basic matters
disregard capital (and other factor) movements (though mentioning
them whenever convenient for their argument).

Thus we may conclude that the denial of the problem of a dollar
shortage in the sense

(i) that discriminatory methods will lessen the required extent of

readjustment of the weaker countries, and

(i) that discrimination wiil also producc a more equal inter-

national distribution of income and opportunity
are based on a model of the international economy which a priori
excludes a discussion of the problem which the writers set out to
investigate.
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1. THE CAUSES OF THE BRITISH CRISIS

THE overwhelming majority of British economists attributed
the British crisis of 1047 to inflation, in its turn due to budget
deficit and to the artificial lowering of the rate of interest. In their
view this stimulated excessive investment, and also caused a diversion
of resources to the production of non-essential goods. It ‘empticd’
the economy of working capital and led to a fall in productivity.
The measures taken by the Government—direct controls limiting
imports and enforcing higher exports, reduction in investment and
increases in taxation—were not considered sufficient to bring about
balance. The policy of stabilizing wages and prices was regarded as
tinkering with symptoms. The solution of the British problem
must, in their opinion, be sought in the restoration of the working
of the free-pricing system, the abolition of direct physical controls.
This must be coupled with disinflation, i.c. the reduction of global
monetary demand by a budget surplus obtained mainly by a severe
cut in the subsidies now paid to stabilize the prices of necessities.
Equally, investment would have to be reduced by an increasc in the
rate of interest and, if necessary, by taxing investment. It is recog-
nized that unemployment would have to risc if inflation were to be
avoided without controls. It is argued, however, that the increase
in productivity which would result from this policy would much
more than offsct the loss caused by the declinc in employment. The
foreign balance, on the other hand, should be treated by devaluing
sterling.

In the present paper an attempt will be made to show that:

(a) the purcly budgetary and investment factors played a much

1 Based on a paper given to the Harvard Economics Club in the spring of 1948: the author
is much indebted to the Rockefeller Foundation for enabling him to visit the United States.
Cf. note 1, p. 142 above. Reprinted from the Quarterly Journal of Economics, 1949.
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smaller part in the crisis than has been suggested, and could in any
case not be controlled by the measures proposed;

(b) the record of the British Government was far more creditable
than it is held to be by opinion in their own country, and that such
relative failure as occurred was duc to the premature de-control of
important sections of the economy, not so much causing a fall in
productivity as preventing a full and quick expansion;

(¢) in addition, a lack of effective co-ordination led to commit-
ments which were far beyond the capacity of the country to sustain,
especially as the clamour for increased consumption—in which a
number of reputable economists participated—did not permit the
Government a carcful husbanding of the resources set free by
demobilization, tardy as it was;

(d) the restoration of the ‘free’ markets would not restore
equilibrium internally or externally but would result in social strife
and economic relapse. ‘

The striking success of the Government in reducing the inter-
national deficit within the limits of the Marshall Aid; the worsening
of the international situation; and the consequent danger that
productive resources will be diverted towards armaments without
a countervailing increase in foreign help, makes this a convenient
moment to survey the post-war British cconomic development.
The new phase which opens can no longer be regarded as ‘post-war.’
But the experiences of the period immediately following the end of
hostilities should be very valuable in framing policy.

2. PENT-UP DEMAND AND INFLATION

The general tendency to attribute the convertibility crisis in
1947, and the continued grave difficultics of Britain, to the monetary
tension, to ‘suppressed’ inflation; and to look for the cause of the
latter in an excess of current spendable incomes, and more especially
in budget policy, conceals the most important cause of our present
problems even in the monetary sphere. It is true that the Govern-
ment deficit was larger than suggested by the old-fashioned Ex-
chequer statements. These treat certain capital receipts as current
revenue and exclude other current payments, since they are not met
through budget votes. The true deficit of the public authorities
(central and local) was some £617 million in 1946 and [135
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million in 1947.! It must be remembered, however, that the
revenue flows most heavily in the first quarter of the calendar year
(the British financial year begins on April 1) and that most of these
payments are anticipated by the corporate and individual taxpayers
in their decisions. If we take this into account the combined
account might be said to have shown roughly /400 million of
deficit in 1946 and a surplus of some /100200 in the past year.
The gross capital expenditure of the local authorities, however,
increased by /122 million in 1946 to /213 million in 1947, which
was only partially offset by the excess of sales of asscts of the Central
Government over investment (£27 and £22 million respectively).
The deficit and increase in public investment was certainly below
the £soo million mark even in 1946, and in 1947 it was incon-
siderable. There was a dramatic fall in the Government expenditure
on goods and services from £4-s billion in 1945 to under [2-s
billion in 1946 and [2-2 billion last year. With national income
running at the level of some eight billions there is no reason to
suppose that it could have been to any considerable extent the cause
of excess monetary demand.

The monetary (as contrasted with the production) problem is
centred on the weight, and even more on the distribution, of the
‘pent-up’ demand, both for consumers’ and for producers’ goods
accumulated during the war, when both individuals and firms were
forced to abstain from spending. Itis difficult to measure the volume
of that part of the enforced accumulation of liquid resources—by
no means restricted to ‘money’—which was unstable in the sense that
it pressed on the market. On the basis of all historical evidence we
must expect that a considerable part of these reserves—however
‘enforced’ they had been initially—will ‘scttle down’: the demand
for liquidity has shown a secular upward trend. But how fast and
how far this ‘settling down’” will proceed will depend (1) on the
distribution of these reserves and (2) on the confidence in moncy.
A rise in prices and a shift towards profits would—if wagc-demands
were not pressed successfully in consequence—undoubtedly acceler-
ate the exhaustion of consumers’ pent-up demand and the entre-
preneurial demand for capital goods can be more easily controlled.

1 Death dutics and other tax payments out of capital are included in the revenue and are
taken into account by diminishing private savings. If we exclude them the deficit becomes
£729 and £298 mullion respectively. Most of the critics overshot the mark by including
capital payments in the reckoning of the current deficit.
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But wage demands are likely at full employment if prices rise.
And a vicious circle of rising prices and wages might entail a
mobilization of quiescent reserves. Thus curing inflation by infla-
tion* is not devoid of grave risks, while its ‘suppression’ might in
the end remove all need for further ‘suppression” because an increas-
ing portion of the liquid reserves will gradually be stabilized. Last
but by no means least, it should be borne in mind that the ‘overhang’
represented a more volatile potential demand than would an excess
of current income due to, say, government deficit. A sudden change
in expectations might therefore change abruptly the ‘monetary’
background and result in deflation.?

There can be little doubt that in Britain a considerable part of
the war-time savings and reserves did press on the market whenever
and wherever it was not prevented by direct controls. In the case
of consumers the volume of pent-up demand was estimated
immediately at the end of the war at some £ 2,500 to 3,000 million,
a multiple of the possible ‘inflationary” impetus imparted by govern-
ment finance. A considerable (and the most unstable) part belong-
ng to the lower income classes must have been used and exhausted
itself in raising the price of non-essentials and services (including
gambling) in the past two years. But at least a third, perhaps more,
still ‘overhangs,” mainly concentrated in the hands of the more
prosperous working and lower middle-income classes which have
greater resistance to high prices. It is this, casily retractable, demand
which was mainly responsible for the pressure on the consumers’
goods markets. It is still by far the most important potential cause
of unsettlement in the markets for consumers’ goods, especially
durable consumers’ goods (including house-repair), the shortage
of which is grave and for the purchase of which it has been
accumulated.

So far as investment demand is concerned—including working
capital consisting of semi-finished or finished consumers’ goods—
the situation is analogous. The accumulation out of the wartime
reduction of stocks, non-invested depreciation allowances, ploughed
back profits, excess profits tax repayments, and war-damage com-
pensation is well over £4,000 million. The retractability of this

1 As, for instance, suggested by those who wish to suppress the subsidies stabilizing the prices
of necessities.

® There seems to be mounting evidence that this, in fact, has been happening since Christ-
mas, 1947. Cf. below.
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demand depends even more than the previous category on price-
expectations. As long as there is a continuous upward pressure on
prices this demand will contribute to it. Once that pressure ceases it
might be withheld with grave repercussions on the balance of
investments: for any fall in private investment must under present
conditions be met by an increase in public investment in housing,
etc.; and there can be no doubt that the latter—for however desir-
able objects—will not increase productivity as quickly as private
investment in fixed capital.

This peculiar nature of the inflationary forces limits the usefulness
of most of the measures advocated. Only a complete blocking and
a slow release of the financial reserves could restore equilibrium
instantaneously. Increased taxation alone would be offset (and
might be much more than offset) by dis-saving. But measures such
as complete blocking would entail chaos and unsettlement in the
financial sphere. The hardship caused would be out of proportion
to the advantages gained. A forced loan or a capital levy would also
tend to underminc the willingness to hold cash or liquid asscts with
the attendant grave long-run consequences'—unless, indeed, full-
scale State ownership were—as it is not—contemplated. It is very
questionable, morcover, whether the smaller savings which are
relatively more unstable, and therefore more dangcrous, could be
immobilized without serious political consequences. And the
‘freezing’ of capital reserves of firms would involve discrimination
against the more conservative (and patriotic) firms who have
‘disinvested” most. Nor can complete financial freczing in any way
be regarded as a less comprehensive or administratively easier
scheme than the direct control over investment.

Thus it would scem that the possible contribution of budgetary
policy to the re-establishment of ‘cquilibrium’ is much more modest
than suggested by the advocates of ‘monetary, global controls.’
This is not to say that a budget surplus should not be aimed at. Over
a period of years it would certainly help (togcther with measures
aiming at increasing productivity) in dcaling with the huge volume
of liquid reserves accumulated as the result of the war. But it would
be folly to hope that budget surpluses could in the short run re-

1 The ‘special contribution’ introduced in the last budget represents a capital levy based on
the income of assets held. It is, from this point of view, not without dangers, especially as
voices have already been raised for its repetition as agamst the assurance of the Chancellor
that it will be a unique operation.
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establish monetary conditions which would enable wholesale
decontrol without inflicting such damage on the financial structure
of the country and on the standard of life of the lower income
classes as to prove politically intolerable and result in an open
inflationary spiral *

Even less plausible is the argument that dear money would
improve our position. Given the huge liquid reserves, the grave
scarcity of productive capacity, a small increase would have been
completely ineffective in checking investment or concentrating it on
short-term improvements.2 Most of the ‘long’ capital projects which
have been recently under attack have been launched, in fact, mainly
on the basis of subsidies (c.g. housing, public improvements) and
not on the basis of cheap money. And a large increase in the rate of
interest (as in some countries after hyper-inflation to over 10 per
cent per annum) would have had devastating cffects on the budget
and solvency. The pursuit of ultra-cheap money was undoubtedly
mistaken. But this was not because of its direct effects on the rate
or composition of capital investment.

On the other hand, the importance of the implication of full
employment and of the strong bargaining position of the trade
unions was largely disregarded. As long as national unity is pre-
served the trade unions could be expected to show, and did show,
moderation in pressing for higher wages. But the cruder sort of
disinflationary mcasures proposed, i.e. the abolition of food-
subsidies, derationing, and decontrol, would have ended ‘fair shares,’
and, as on the Continent, unleashed wage demands, thus causing an
endless spiral of prices and wages. In the end such a process induces
a sclf-inflammatory explosion. The conscious creation of unemploy-
ment to prevent this, however, was not practical politics—in
Britain, under a Labour Government; and even under the Con-
scrvatives might have ended very differently (even fropl an
economic point of view) from what its partisans seem to envisage.®

1 The example of France and Italy should be a warning. The German currency reform
(unless indeed speedily followed by a large-scale capital levy and the equalization of the
burden of the war as well as the re-introduction of direct controls) will probably also fail.

It will be argued below that a budget surplus should also be aimed at in order to increase
savings, i.e. the nvestment capacity of the country at full employment. Otherwise we should
have to tolerate an increase in the inequality of income or continue to enforce saving by
direct controls increasing the monetary ‘overhang’ of pent-up demand.

% And, equally, influencing consumers’ decisions.

8 Cf. note 1, above.
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We must conclude that the global monetary measures could not
alone have brought about a solution of Britain’s troubles or enabled
her to dispense with direct controls. It was the lack of co-ordinated
planning of the use of physical controls and related matters which
resulted in the British crisis.

3. DECONTROL, MILITARY COMMITMENTS, AND THE CRISIS

The tasks before the British Government at the end of the war
were truly appalling in magnitude. And the psychological back-
ground against which it had to devise its measures could hardly
have been more difficult and unpropitious. (1) The British popula-
tion undoubtedly suffered less in the last stages of the war than most
Europeans. But the war had lasted longer and the need in 1940-41
to resist a much superior enemy alone, combined with the continued
shipping crisis, had diminished consumption by some 15 per cent!
and the period of deprivation had been extended. Thus the popula-
tion expected an immediate and substantial relief at the end of
hostilities.? (2) At the same time the state of capital equipment was
such as to justify serious apprehension. Britain had entered the war
in 1939 with a capital stock which was relatively inferior to that of
her main competitors®—despite the recovery made after 1932. A
number of interesting studies have shown the continued relative
decline of British manufacture in comparision with that in the
United States and even in Germany. The effects of this decline on
the standard of life were largely offset in the inter-war period by
a substantial improvement in the terms of trade. During the war,
as we have seen, a further serious depletion and obsolescence took
place, not least in working capital. In view of the loss of foreign
assets and income, however, and the consequent need for increased
exports, the improvement in the terms of trade could no longer be
counted upon to help the country. The increase in world population
and war devastation made a worsening not unlikely. In view, in

! National Income. Cmd. 7371, p. 71, Table 21.

2 This optimism was fostered by ministerial statements that productivity had risen faster
during the war than in the inter-war period, statements that were to mislead a number of
careful observers (cf., for example, Beveridge, Full Employment in a Free Society, Appendix C,

. 370).
P 3 e.g. L. Rostas, Economic Journal, 1943, p. 43; and T. Barna, Bulletin of the Oxford Institute
of Statistics, July, 1946. It is characteristic of the attitude of a broad segment of British opinion
that either these facts were denied or claims advanced that the smaller output per head was
more ‘cconomic’ for Britain.
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particular, of the pledge given by the Coalition Government ot
adhere to ‘free market’ economucs on a non-discriminatory basis in
international relations, the most determined effort to re-establish
the British industrial efficiency was essential, if the country’s standard
of life was to be safeguarded.

A substantial reserve of productive power was available, of
course, 1n the very fact that Britain had mobilized her manpower
(including women) more fully than had any country but Russia.
In 1944 the Government expenditure on goods and services
amounted to £ 5-2 billion as against £o0-8 billion in 1938. Even a
pesstmist could hope that a cut to, say, £1-6 billion would prove
feasible. This would have released some /36 billion gross for other
purposes 1f no change in the volume of national output had
occurred. The net gan for civilian purposes would have been
considerably smaller; for, apart from Lend-Lease, Britain n 1944
mncurred Lo-s billion disinvestment at home and £0:66 abroad.
But even so, ceteris paribus, some £ 2-7 billion were at the disposal of
the Government for the increase in consumption and net investment,
or over 30 per cent of the 1938 national mncome (the average price
level having by then risen by some so per cent as compared with
1938).

Even more important could have been (especially m the longer
run) the contribution due to increased efficiency. To a large extent,
improvement depended on capital investment and thercfore could
not at first be counted upon. But a great deal could have been
accomplished by methods which did not absorb scarce resources,
manpower, and imports; the concentration of production on the
most efficient plants, combmed with double shift working; the
standardization of products; the reorganization of the layout and
working methods (including labour management), the rationaliza-
tion of distribution, could be expected to yield handsome returns.?
The spread of oligopoly and cartellization had so distorted British
production that a major readjustment was necessary. At the same
time the restricive practices of trade unions and obsolete wage-
systems which hindered efficiency also had to be altered. In many
key industries, among which coal 1s notable, their unfavourable

1D Champernowne, ‘National Income,’” Bulletin of the Oxford Institute of Statistics, May,
1946

% The most unportant firm n chocolate manufacturing estimated the increase m produc-
ity as a result of the wartime mtroduction of some of these measures at well over a quarter.
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effect on production is considerable. Altogether, a coherent and
determined effort at industrial reorganization might, even in the
short run, have increased physical output by between 10 to 20 per
cent. This represented another £s00 to 1,000 million at 1945
prices.

Had the Government succeeded in mobilizing this output-
capacity, the British problem could by now, in the main, have been
solved. It is quite clear, however, that this is far from being the
case, despite the generous help received from the United States—
which, moreover, consented to waive those onerous conditions
which first threatened to reduce its effectiveness.

Having regard to the extremely adverse conditions which Britain
faced immediately after the war, her record of productive effort
is more than creditable. The return to peacetime production
demanded a huge redeployment of manpower and considerable
changes in equipment. Even a well-provided economy would have
taken some time for a full peace effort. And the British economy

BRITISH INDUSTRIAL PRODUCTION

London, Cambridge!  Central Statistical ~ European

Economic Service O_{ﬁce Commission
1946 =100 1946 =100 1946 =100
1935 1946
weights weights
1935 .. .. .. 100? 88 95
1936 .. .. .. 110 97 104
1937 .. .. .. 117 104 111
1938 .. .. .. 109 98 104 957
1046 .. .. .. 100 100 100 100*
1947 .. .. .. 109 .. 108 110§
1948 (1st qtr.) . 120 .. 119°6 ..
(2nd qtr) .. 1206 .. 1216
(3rd qtr.) .. 11343 .. 113
October) .. 124 .. 127
gNovembcr) .. 126 .. 129

! Excludes finished munitions.

1 The weights used were the geometric mean between 1935 and 1946 weights, the difference
being some 5 per cent in favour of the index with 1946 weights.

3 Original base 1938, 4 Last quarter extrapolated.
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had no commodity reserves; it was an ‘empty economy’ at the
beginning (and not as some suggest at the end) of the process of re-
conversion. The initial difficulties in the way of increased output
were proportionately greater and the time needed to overcome them
longer. As facts became available, charges repeatedly and vehe-
mently made that planning caused a fall in production (charges
mainly based on impressions derived from the fuel crisis which,
though disastrous, lasted only a few weeks) were disproved.

After the first war—much less exhausting and devastating in its
effects—British manufacturing output did ot recover pre-war
levels until 1929 and then only for a year! The output of agriculture
1s some 6 per cent above pre-war.

There can be little doubt that a very different impression was
created both at home and abroad by the general tenor of ‘expert’
British economic criticism of the Government’s policy.

This relatively rapid redeployment and expansion of industry
was made possible by continued full employment (not experienced
between the two wars) and the absence of strikes. Unemployment,
which in the whole of the inter-war period only twice dipped below
10 per cent (and then very slightly and for a few months) was
reduced to less than 3 per cent. The loss of working days as a result
of industrial disputes was 22 million days in 1946 and 2-4 million in
1947. In the first post-war period it had been 363 millions in 1919,
28-9 millions in 1920, 82:3 millions in 1921, and 19-7 millions in
1922. Continental countries which have decontrolled their economy
show similarity to the first post-war pattern in Britain, especially
in the number and duration of strikes. The increase in productive
power of Britain as a result of avoiding them (apart from their
adverse influence on general productivity) amounts to 1-2 per cent
of output.

Nevertheless, a much greater effort would have been needed in
order to restore the balance of the British economy, and this effort
might have been made. The reasons for this relative failure are only
partly in the field of economic policy and even there they were only
partially within the power of Britain to remedy.

1. In the international field two reasons were important; the

! League of Nations, Industrialization and Foreign Trade, 1945. Annex A., p. 140.' The
somewhat eatlier recovery of national real income must be attributed to the change in the
terms of trade in favour of Britan. U.N.O. European Economic Commission Report, p. 11.
Relative levels comparable to the present were achieved only after fifteen years in 1936.

Q



242 The Dollar Crisis

military and other external commitments of the Government, and
the unfavourable turn in the terms of trade.

(a) The first of these not merely inflicted a loss of foreign
exchange, but resulted in a massive absorption of manpower. In
the middle of 1946 still just over 2 million men were in the armed
forces as against less than half a million in 1939. To this has to be
added some o+ 3 million industrial staff employed by the services and
an administrative staff of almost 180,000 as against 165,000 and 52,000
in 1939. Another 715,000 were working for the services in industry
in 1046. Even by the middle of 1947 these numbers only diminished
to 1-3 million, 277,000, 146,000, and 450,000, respectively. The
unsettled conditions of the world no doubt demanded a higher force
than in pre-war years. But it is arguable that immediately after the
war the danger of a new outbreak was less, and the longer-run
strength of the country depended on a sound industrial basc. On
the average the tardiness of demobilization cost the country in the
two years some I+s million man years, or some § per cent of
national output. Relative to the United States—especially in terms
of investment capacity—this represented a multiple drain on
resources.

In 1946 the direct burden of the Government commitments
abroad was [ 564 million or /194 million larger than the deficit in
the balance of payments. In 1947 this fell to /374 million, while
the deficit rose to £/630 million or £256 million more than Govern-
ment expenditure. The indirect burden in terms of lost production
might be estimated as at least £700 million, in these two years.
The total burden was thercfore well over the whole of the loan
from the United Statcs and Canada. No doubt some of this expendi-
ture could not be avoided, but it would not be over-optimistic to
claim that at least a large part could have been used to diminish our
foreign deficit. This would have enabled Britain to use the United
States loan to improve her capital equipment and replenish her
stocks of raw materials and manufactures and thus accelerate the
expansion of production. .The cumulative cffects of this can hardly
be overestimated, for a small increase in total production means an
appreciable narrowing of the gap.!

1 A further important cause of the loss of foreign exchange was the export of capital and
repayment of war-debt. The latter has been espeaally sharply attacked and exceedingly high
figures—up to 450 million—have been bandied about in the critical months after the
suspension of convertibility. As a matter of fact, net repayment of sterling balances in the
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(b) The second factor which has retarded progress towards
international balance was the worsening of the terms of trade. Until
1944 these were practically unchanged as compared with pre-war.
Since then Britain has experienced a deterioration of some 12 per
cent, mainly as a result of the decontrol in the United States and the
subsequent open inflation in the world markets. Had prices been
unchanged as compared with pre-war the adverse balance of visible
trade in 1946 would have been transformed into a surplus of almost
4100 million and the deficit in 1947 decreased from some L440
million to less than L150 million.

Although this movement undoubtedly explains some of Britain’s
difficulties, it should not be attributed to temporary circumstances
alone, and thus justify complacency. As it will be argued below, it
does not as yet reflect the adverse turn due to the war in the basic
relations of manufactures to primary products. It is still rather more
favourable as yet than it was in the boom years of 1937 and 1929;
and as the prices of primary products are notoriously more volatile
than thosc of manufactures, the adverse shift could have been
expected in conditions of world-wide prosperity. Even if the excep-
tional shortages and high prices due to the European crop failure in
1947 will be cased and with it the short-run position of Britain
improved, in the long run severe pressure must be expected on
prices of manufactures as Europe and Japan revive.

The Government has failed—except for the so-called groundnut
schemes and some contracts of the Ministry of Food (e.g. the
Canadian wheat purchase)—to use bulk-purchase methods to help
in solving this problem. Merely to centralize purchasing will remain
a somewhat risky game in Britain in view of the fact that the selling
countries might also adopt this expedient and they are in a better

two years 1946 and 1947 amounted to only /100 million, a very small amount if we consider
that the balances amount to some £4,000 million, and that most of them belong to poor
countries in strategically vital arcas. The suggestion that thesc balances could be wholly
defaulted upon and the gold reserve (partly accumulated with the help of those countries
who own them) exclusively used to maintain a (higher) British standard, seems unreasonable
and certainly incompatible with either the restoration of London as an international monetary
centre or the possibility of further borrowing in this exceedingly cheap manner. Somewhat
more questionable is the legal export of capital to the sterling area amounting to more than
£300 million in the same period. Some of this was necessary for colonial reconstruction, but
much of it was a ‘legalized’ capital flight. And the relative laxity of the exchange control has
made possible a substantive illegal flight of capital (mamly through understating export and
overstating import values and through the sale of assets at less than full value). The control
has now been tightened. Many loopholes were the direct consequence of the restoration of
convertibility which made an adequate check of balances impossible.



244 The Dollar Crisis

bargaining position under present circumstances to extort high
prices. What was needed was the positive use of long-term
guarantees to provide greater security to the producers by offering
long-term contracts, and thus obtain favourable prices and stimulate
an increase of the total supplies of primary products.! Most of the
contracts, however, were for a year only and they covered mostly
commodities already exported by the same areas prior to the war.
Moreover, the Government agencies responsible for bulk purchasing
were recruited from ‘existing trade channels’ and worked through
them. The checks on the policy of these ‘mixed’ agencics, implied
in the normal compcetitive pressure, disappeared. The result was,
in many instances—especially food—the worst of both worlds.?

2. The main internal causes for the failure to expand production
fast enough to mect the external drain were partly connccted with
the manpower policy followed, partly with the inability to press for
industrial rcorganization. Progress in both fields was much im-
peded by the traditional resistance against reform of both employers’
associations and trade unions, which was the direct consequence of
the disastrous intcrwar depression.

(a) Working population shrank considerably (apart from its
partial unproductive absorption discussed above), from 21+ 5 millions
in 1945 to 19-9 millions in March, 1948. The working week also
decreased from a standard 48 hours towards 40-44 hours.? The two
together account for over 10 per cent decline in potential maximum
productive effort.

Part of this loss was incvitable. During the war married women
and old people entered production, and their partial retirement was
unavoidable. Reclative wages of women have not improved—
another sign of the inadequacy, from a national point of view, of
collective bargaining—and taxation acted as a strong disincentive.
The rate of retirement was greater than it need have, or ought to
have, been. The decline in hours worked, which certainly had been
excessive during the war, was also to be expected.  Unfortunately,
the push for a sharply reduced working weck, and not merely for a
reduction of the excessive overtime, was far greater than was cither

1The discontinuation of the long-term bulk purchasc of non-ferrous metals and other
supplies has resulted in prodigious losses for Britain.

2 Cf., for a more detailed discussion, my article on the ‘British Balance of Payments,’
Bulletin of the Oxford Institute of Statistics, Vol. 9, No. 7, p. 223.

3 Cf. Annual Abstract of Statistics, No. 84, 1935-46.
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expected or compatible with a quick recovery. This is another
instance where the strong bargaining position of the trade unions
was not deflected by timely action to the bencfit of the whole
community.

(b) Apart from this serious loss of potential productive capacity,
the Government consented to a rapid abolition of controls over
manpower. Not merely was industrial conscription ended—a com-
prehensible and desirable step—but all measures cnabling an indirect
influence on the distribution of manpower, e.g. the provision that
workers could only be engaged through official labour exchanges,
and the restrictions on employers, were also withdrawn. The
failure, in the name of non-interference with ‘free collective bar-
gaining,’ to establish relative wages in accordance with the require-
ments; and the failure to reform obsolete wage-systems, which
militate against increased cffort; combined with the relaxation of
physical controls over production and raw materials, retarded
production. The monetary tension which tended to suck productive
factors towards the ‘luxury’ industries, which were not, or not as
strictly, controlled as ‘cssentials,” thus caused a maldistribution of
the labour force. Essential industries remained undermanned and—
especially in coal and consequently in steel—acute bottlenecks
originated, constricting the effort of the whole community.! Added
to the lifting of controls under the last Churchill Cabinet and con-
tinued by the Labour Government in 1945-46, was the anxiety of
the latter to avoid cven transitional unemployment. Instead of
enforcing as quickly as possible the once-for-all adjustment in the
distribution of manpower necessitated by the reconversion to a
peace-cconomy and more especially by the need to pay for imports
by exports, the existence of the ‘pent-up’ demand was permitted to
stabilize employment in unessential but more congenial occupations.
This nced not have involved much or lengthy unemployment.
The creation of vested interest in the ‘new’ (gadget) industries made
subsequent action much more difficult.

! Immigration was not sufficiently early and adequately tackled. The unions in some
important instances at first refused to adnut foreign workers for fear of renewed unemploy-
ment.

2 The stimulus to the provision of electric appliances by reducing the purchase tax charged
on them and providing scarce raw materials at a tune when the msufficiency of generating
plant was obvious, was one of the more glaring instances. The decontrol of material allocation
1 the textile trade was responstble for the clothmg muddle in 1948 when stocks accumulated.
In conscquence, the home consumption of textiles was pernutted to increase despite the fact
that textiles remain one of the most remunerative exports. Cf. below.
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(c) In contrast to the handling of the problem of obtaining a
suitable relative wage level, the Government was successful in pre-
venting a runaway increase in absolute wages. The rise in wage rates
from 150 in mid-1945 (September 1939=100) to 170 at the end of
1947 was certainly not cumulative and to some extent represented
the readjustment due to the cessation of the wartime overtime. In
this success both subsidies and price—ontrol, the abolition of which
was demanded by the critics, played a vital part. It has to be admit-
ted, however, that an even earlier stand or at least an educational
campaign against pressing for general wage rises would have been
salutary.

(d) The post-war decontrol had other unfavourable effects.
Certain consumption-goods industries had been rationalized during
the war by closing down some units and concentrating production
on the more efficient plants or on factories whose manpower could
not easily be used for the war-effort.! The Coalition Government,
not taking into account the problem of the balance of payments,
promised to end these concentration schemes after the end of hos-
tilities. This promisc was not reconsidered despite the continued
need to use manpower as fully and as efficiently as possible. In con-
sequence an already inadequatc manpower was sprcad over a greatly
increased number of factories hardly any one of which could be
manned fully. Overhead costs rose and output per man declined.
In cotton spinning, c.g. one of the most important bottleneck
industries, this decline was over 10 per cent.?

(¢) Price control was considerably relaxed over a wide field.
This, as we have already mentioned, caused a diversion of effort
towards the non-controlled, unessential sector where profits rosc.
Where price control was retained, it was based largely on a cost-plus
basis or on the cost of the least cfficient firms. This destroyed incen-
tive for greater efficiency. Morcover, in many important ficlds,
Government intervention took the form of ‘voluntary gentlemen’s
agreements.” All this strengthened the hand of trade associations;

1 Unfortunately most of the concentration schemes were not effected by forming temporary
holding companies as advocated by those who foresaw the probable post-war crisis, but by
inter-firm agreements which did not safeguard the goodwill of the firms which had to close
down. Consequently the hardships involved by continuing it would have been much greater.
But even in the soft-drinks industry, where no such hardship was involved, deconcentration
was permitted.

? Charactersstically the deconcentration of petrol distribution was announced on almost
the same day on which petrol allocations for private motoring were suspended altogether
because of the convertibility crisis.
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and the collusive administration of controls between government
and industry further increased the oligopolistic and monopolistic
features (alrcady very ominous before the war) of the British
industrial system. '

~ Scarce resources were allocated with reference to the consump-
tion in a base period—generally 1938 or 1939—which had no
relevance whatever to the present position and even less to the
solution of the problems facing Britain. The entry of new firms
was prevented or made more difficult. The rigidity and inefficiency
of the system thus further increased. The restoration of ‘con-
sumers’ choice’ in these conditions in effect meant the restoration of
the producer’s domination and his success in creating, through
product differentiation, ‘secure’ markets, and increased the number
of models and types, produced at the cost of efficiency and competi-
tiveness. The relaxation of controls, moreover, resulted in a reduc-
tion of stocks in 1946 with unfavourable consequences on
productivity. The coal crisis was only the most dramatic of these.

The British problem cannot be judged on the basis of United
States experience. The eager striving for greater labour saving so
characteristic of the United States remains almost completely absent
in Britain. The self-restraints in British industry cannot easily be
comprehended elsewhere. If the statutory attack on monopoly was
largely unsuccessful in America the rather feebler attempts in Britain
have no chance of success. Only an energetic combination of price-
controls based on the cost of efficient producers, of compulsory
standardization, and of concentration, aided by suitable raw material
allocation policies based on efficiency, could enable Britain to over-
come her industrial handicaps without a severe deflationary crisis.
There is no time to rely on the increase of efficiency through an
extensive investment programme. In Britain the results which in
the United States might be brought about by decontrol and the
inherent dynamism of the competitive market system could only be
enforced by price and production controls. But such control needs
to be far more cfficient and ruthless than it has been hitherto.

(f) Nor has the Government made full use of its own legislative
and social programme to promote efficiency. So far as the pro-
gramme of nationalization—except perhaps steel—is concerned, it
was politically pre-determined and economically not controversial.
But it should have been used for far-rcaching reorganization of
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labour relations and of wage-systems. This did not happen. It
would, moreover, have becen prudent to make more obvious
provision to ouvrir la carriére au talent. As it was, the nomination of
trade union officials to high executive positions merely increased the
internal struggle between the officials and the more ambitious of
the rank and file, who wished to succeed them and therefore tried
to outbid them for popular favour. Instead of canalizing talent
towards a career within an industry through technical education, it
was diverted toward political activity. The inevitable re-employ-
ment of the members of the old technical staffs, whose relations to
the men had not been smooth, added to the grievances. The employ-
ment of erstwhile civil servants who found it difficult to grasp
the human and business problems involved did not help. The
increasing distance between the centre and the working-places—an
inescapable result of the amalgamation of small units into nation-
wide corporations—was not bridged by suitable direct contacts.
The result was indifferent organization and unofficial strikes, which
detracted from the otherwise impressive success of, for example,
the nationalization of coal mines.

Nor was the large programme of internal development—especially
housing and social services—used to develop the mass-production
of standard goods. As we have seen, the production of ‘standard’
(utility) goods was discontinued over a large field. But the Govern-
ment did not even use its power to guarantee large markets to
tempt manufacturers into industrial reorganization. Had, for
example, the refrigerator industry been guaranteed the sale of 400,000
units over a period of years it could have cut costs to less than a third
of those now prevailing. The importance of such a move for the
export drive cannot be too much stressed. Altogether, it is no
exaggeration to conclude that the Government has misscd the chance
of increasing British production by at least another 15-20 per cent—
however creditable its accomplishment may be in comparison with
the results achieved after 1918 or with those in European countries
in which ‘freedom’ was restored.

(¢) The combination of thesc factors made itself inevitably felt on
exports in respect to which control was also considerably relaxed.
The priority of export orders prescribed was not backed by strict
raw material allocations. Nor was the licensing of exports continued.
Consequently the spectacular recovery of exports from 458 per cent
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of thpir pre-war volume in 1945 to 99-3 per cent in 1946 did not
continue in the first half of 1947. Indeed a relapse occurred.

VOLUME OF EXPORTS (1938=100)

1945 (year) .. .. . .. 458
1946 (ycar) .. .. .. .. 993
(4th quarter) .. .. .. 1118
1947 (1st quarter) .. . .. 1006
(2nd quarter) .. .. .. 10I°9
(3rd quarter) .. .. .. 1139
(4th quarter) .. .. .. 118
1048 (1st quarter) .. . .. 1256
(2nd quarter) .. .. .. 13473
(3rd quarter) .. . .. 1382
(4th quarter) .. .. .. 146°3

Morcover, exports to ‘soft’ currency countries, which were more
profitable at the current rates of cxchange, showed a substantially
greater increasc than those to arcas from which essential food and
raw-material imports had to be obtained. Devaluing sterling would
not have helped under these circumstances (even if offsetting wage-
increases could have been avoided and export prices increased to
the maximum possible so as to avoid a violent worsening in the
terms of trade), as the relative attractiveness of foreign markets
would not have been influenced by this measure. More could have
been achieved by refusing to sell except against ‘available’ sterling
(i-e. sterling balances held by foreign countries as a result of current
transactions) or gold. And the attraction of the home market had
to be countered. Despite the fall in the productive potential and the
continued drain on civilian manpower, consumption was permitted
to increase from 1945 to 1046 by some 10 per cent, and in 1947
increased further by another 3 per cent. It may not have recovered
to the pre-war level? but the fall, even per head, is small indeed.?

1In distinction to ‘old’ pre-war or wartime balances.
2 The White Paper estimates a slight increase but it does not however take into account
quality changes and probably understates the rise in prices. Cmd. 7371, p. 41.
PERSONAL EXPENDITURE AT 1938 PRICES (,{ MILLION)
1938 1944 1945 1946 1947
1,288 3,706 3,921 1292 4424
3 Cf. G. D. N. Worswick, ‘A Fall in Consumption,’ Bulletin of the Oxford Institute of Statistics
(June, 1948), Vol. 10, No. 6. It is interesting to compare the facts now available with the
wild statements on production and consumption by the critics of the Government made
while neither production nor consumption indices were available. The fact that the high
income tax promotes claims for expenses which do not appear 1 the national income figure
leads to an under- rather than to an overstatement of the productive effort.
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It is the non-availability of goods which command high consumers’
surpluses, the deterioration in the stock of durable consumers’ goods
(including houses), and the greater social equality which had to be
obtained by reducing the share of the more prosperous and therefore
more articulate classes of the community, which has created the
impression of grave impoverishment. The supply of durable goods,
including houses, increased sharply, and there was a substantial
expansion in other—non-essential—services and goods—the obverse
effect of the decontrol over production which has been discussed
above. There can be no doubt that rationing, price-control, and
subsidies to essentials created an artificial demand for non-essentials.
But this does not mean that the mecasures taken in respect of the
former were unjustified. It mecans that they should have been
accompanied by controls necessary to maintain equilibrium.

The fact that shortages have led to the adoption of fair shares in the
distribution of necessities does not eliminate the need for inequality
of income to give incentive. Only the incentive is by common
consent limited to (semi) luxuries so as not to involve hardship. It
behoves an advanced community so to educate its members that
discipline should be possible even without the whip of starvation.
On the other hand, if such a system is established, the encroachment
of unessentials on the total effort must be prevented by direct
coptrols. The anxiety of the Government to avoid even short-term
frictional unemployment was to some extent responsible for their
failure to deal with this problem. The insistent demand for de-
rationing and high consumption, backed by reputable experts,
however, made the necessary ‘austerity’ almost impossible.

The Government’s record is thus better than the critics admit.
The alternative policies advocated would, as in France and Italy,
have led to social trouble and economic frustration. The Govern-
ment’s failures—in a position of unparalleled difficulties caused by
the war—were due to its ceding to popular clamour (to a large
extent supported by the majority of expert opinion within and
without the Government) both in relaxing controls over production
and in permitting so large an increasc in consumption. Moreover,
an inordinate and invaluable period was wasted until a central
planning agency was established and properly staffed. Conscquently
there was an inexplicable dclay before it was realized that the
country’s external commitments were out of balance with its
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economic strength, before action was taken to readjust them, and
also before steps were taken to increase and secure a balance in
productive capacity.

4. THE ELEMENTS OF A SOLUTION

The external commitments of the country, the worsening of the
terms of trade, together with the internal decontrol and the conse-
quent misdirection of production and undue increase in consump-
tion, led to a rapid deterioration of the current balance of payments
of Britain in 1947. The loss of reserves due to incomplete control
and capital exports was even worse.

U.K. BALANCE OF PAYMENTS (MILLIONS)!

Imports Exports and re- Balance on  Invisibles Total balance Total loss

. on current of
fo.b. exportsfo.b. visible trade  (net) account  reserves
1946
1st half 502 392 —1I0 —120 —230 80
2nd half 590 498 — 92 — 48 —140 146
1947
1st half 725 SII —214 —I21 —335 469
2nd half 815 591 —224 — 71 —295 $ss
1948
1st half 887 731 —156 + 16 —1I40 254

1 H.C. Deb., Vol. 456, No. 8 (September 23, 1948), Columns 137 and 138. Figures for the
second half are not yet available. The dollar deficiency was more than covered by E.R.P.
By the end of the year an over-all balance was more or less re-established, although the dollar
deficit continues.

Despite accumulating signs of crisis (and, apparently, the willing-
ness of the United States Government to waive the respective
clauses of the Anglo-United States Financial Agreement), conver-
tibility was introduced in July, 1947. It had to be suspended within
a month. As the Administration had expressed complete assurance
in its ability to fulfil the obligations which it had undertaken despite
repeated warnings, confidence was severely shaken and a far-
reaching reconsideration of policy took place.

It was agreed on all sides that measures had to be taken to bring
effective demand and supply into a more balanced relation. The
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question was whether this was to be done by global measures
restricting monetary demand, while freeing both it and supply of
direct controls; or was the nominal money demand to be more
severely controlled, its disturbing effects on the distribution of
productive resources curbed, and steps taken to increasc supply by
direct intervention and stimulus. In this way the pent-up demand
could also be eliminated or at least sterilized. In the end, a compro-
mise was arrived at—mainly under the pressure of political forces—
and a mixture of these policics was applied. In the forcign field the
strengthening of direct controls prevailed—if for no other reason

- because time (and reserves) were lacking to test the alternative.
In the domestic field the ‘global’ measures were more predominant.
It will be shown that their consequences were not altogether
favourable.

In the field of foreign economic policy the retreat towards bi-
lateralism was the more precipitate as the confidence of the experts
in the soundness of the experiment in non-discrimination and uni-
lateral convertibility had prevented any preparations of an alterna-
tive policy, and no rescrves remained. Imports from the Western
Hemisphere were sharply cut. Despite a further risc of morc than
10 per cent in foreign prices and increasing need for raw materials
due to the expansion of output, the Government managed to keep
imports from rising proportionatcly. Controls over exports were
reintroduced and the system of priority allocations was con-
siderably reinforced. This produced a spectacular increase in the
volume of exports from roughly 100 per cent of 1938, in the first
half of 1947, to almost 150 per cent in the middle of 1948, an
advance the rapidity and extent of which is hardly paralleled by any
country.! Despite misgivings voiced, Britain did not find much
difficulty in concluding a considcrable number of trade and pay-
ments agreements which brought its balance of trade more into
equilibrium and prevented further losses of dollars and gold.
Despite (or perhaps rather because of) the dropping of convertibility,
she succceded in limiting the drain on accumulated sterling balances
and in limiting the legal and illegal flight of capital. Equally
important was the cut in the gross cost of forcign commitments of
the Government from /564 million in 1946 to /236 million

1 See table, p. 240. The figure for July, 1948, was 149. The target for June was 140; for
December, 150. (Economic Survey for 1948. Cmd. 7347, p. 8.)
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(annual ratc) in the first half of 1048, and in net cost fram [291
million to /114 million. As the foreign income of the Government
was temporary, the cut in gross cost was cssential. Altogether the
foreign balance improved from a deficit of /335 million in the
first half of 1947 to only [140 million in the first half of 1948.
This was all but within the limits of the Marshall Aid which had
in the meantime been put into cxecution by the United States, thus
cffectively reversing the American foreign economic policy hitherto
pursued. In the second half of 1948 a further considerable improve-
ment took place.

The British domestic economic policy also underwent consider-
able, though less abrupt, changes. These can be divided into two
groups: on the one hand, the relaxation of controls was reversed, and
measures were taken to limit Government commitments so as to set
frec productive resources. On the other hand, and mainly under the
impact of the violent criticism against Government policy suggesting
that the breakdown had been caused by inflation, steps were initiated
to cut money demand. The ‘cheap money’ policy was reversed,
taxation was increased, subsidics reduced, and investment projects
cut.

A closer analysis shows that the former steps had a far greater
effect, and, moreover, that the latter had some unfavourable reper-
cussions.

Elaborate calculations have been made! to demonstrate that a
dramatic change in the British monetary background has taken
place at the turn of the new financial year (April 1 in Britain), usually
accompanied by eulogies of Sir Stafford Cripps’ new policy. The
Chancellor certainly deserves high praisc for his determination to
‘dispel that air of unreality which surrounded the discussion of both
domestic and foreign economic policy, and to call attention to the
grave long-run position of the country. But the turn of events
cannot by any means be attributed solely or even mainly to the
change in the monctary background. The autumn budget of 1947
increased prospective revenue by some £ 250 million. It was harshly
criticized as insufficient. Yet taxation was not further increased.
The changes in taxation decided upon in the 1948-49 budget were
‘inflationary’ on any sensible definition: direct taxation on income

le.g. R. C. Tress, ‘The Budget and the National Income,” London and Cambridge Economic
Service, Vol. XXVI, No. 11 (May, 1948).
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was cut by £103-5 million while indirect taxation was incrcased by
some ,640 million only. The capital levy, true enough, is expected
to bring in /105 million, but an overwhelming part will certainly
be pald out of capital and will not diminish outlay. The change
from a ‘true’ deficit of ,(:432 million in the calendar year 1947 to a
surplus of £315 million in the financial year April, 1948-March,
1949, is certainly dramatic—almost /750 million, or little less than
10 per cent of the national income, at factor cost.! But, as we have
seen,? from an economic point of view these calculations are rather
too ‘schematic.” It is not true, for example, that the sale of surplus
stores has no ‘disinflationary’ effect in a position where pent-up
demand is not restricted to the consumers’ sphere. On the other
hand, many ‘capital’ repayments, e.g. war-damage payments, are
‘sterilized’ by effective controls on capital expenditure; and income
tax payments, though they fall due seasonally, are anticipated by
the taxpayer in his decisions of spending. The change was much
more continuous than these figures suggest and came about more
through a decline of expenditure than through an increase in revenue.
The abandonment of ‘cheap’ money resulted in an increase of
the rate of interest from roughly 24 to 3 per cent on medium
Government stock. This small change certainly could not influence
investment decisions. Even a much greater risc would hardly have
had substantial effects as the liquid reserves of firms made them
independent of the capital market. It is questionable, moreover,
whether in Britain at present the usual market process could satis-
factorily differentiate between different projects even if it could be
made effect. The relative attractiveness of different projects could
only be compared by that method if prices were frec. But the
freeing of prices would not merely raise them well above long-run
equilibrium prices but would also start a violent inflationary spiral
which would render all comparison impossible. However imperfect
the control of capital investment, if handled with some common
sense, it serves the purpose more satisfactorily. A risc in interest
rates without decontrolling prices would not reflect ‘natural’
relations but merely indicate differences in the price policy of the
different controls. In any case, when risk is absent (as it largely is
in a fully employed country) a small risc would be completely

1ibid., p. 43. 3 Cf. above, p. 234.



Britain’s Economic Problem 255

ineffective as profit margins are of a higher order of magnitude. A
sharp rise, on the other hand, is impracticable for budgetary reasons.

It is sometimes suggested that ‘dearer’ money, by diminishing
stock exchange values, at least depressed consumption power. Even
this is questionable. Those speculators who were active and spent
freely when prices were increasing had liquidated their holdings.
The trusts and institutional holders of securities will hardly have
decreased their outlay (the increase in spendable income as against
capital appreciation was the much-complained-of result of the cheap
money policy) as a result of a depreciation of capital. Although
there were strong arguments against a continued fall in interest rates,
their rise must in the long run be harmful.

Even more questionable was the wisdom of the proposal to
cut investment, put forward by a section of economic experts.

Investment in fixed capital (including housing) was only /1,200
million in 1946 as against £7s0 million in 1938. But the price of
capital goods had more than doubled in the meantime. In 1947
gross investment rose to just under /2,000 million' and was to be
reduced by some 15 per cent. To those economists who claim that
the global amount of investment was too ambitious, the answer is
simple. The war-damage and obsolescence not made good was
very heavy, amounting to probably not less than /3,000 million.
The capital equipment continues to be exhausted by its fuller rate of
utilization. The depreciation allowances even in 1938 amounted to
some [450 million or some /1,000 million at present prices.
The Government measure (which was a much watered form of the
proposals of the orthodox economists) meant in fact a reduction of
net investment to, at most, /750 million or, in terms of 1938
prices, less than /400 million, i.e. roughly equal to the insufficient
investment of the slump year of 1938. This cut was administered
at a time when the United States rate of investment was, on any
calculation, at a record level and United States industrial produc-

1 National Income. Cmd. 7371. In an earlier White Paper on Capital Investment the figures
given were 1,550 million for the nuddle of 1947 and £1,600 mullion for the middle of
1948. These figures exclude changes in the value of stocks and only take account of certain
kinds of investment in housing and industry. The cuts werc to have amounted to some
£230-250 million. Cf. Capital Investment in 1948. Cmd. 7268; H.M. Stationery Office.
Cf. also the admirable critique, “Cuts in Capital Investment,” by F. A. Burchardt, in the
Bulletin of the Oxford Institute of Statistics, Vol. 10, No. 1 (January, 1948). The cuts were
concentrated on the planned increase in road vehicles (50 per cent) while plant and machinery
were to suffer less (20 per cent).
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tivity had sensibly increased above pre-war, which in its turn was a
multiple of the British. The campaign which suggested that hard-
ships could be avoided and both consumption and the balance of
payments simultaneously restored by diminishing capital investment
was not merely based on the crude statistical fallacy of counting the
factors released doubly. It also had most regrettable psychological
consequences by suggesting that the crisis was of a superficial
character and easily curable without discomfortnow, or in the future.
Nothing could have been more unfortunate.

There was, however, 2 more specific and less extreme criticism
against the investment programme. This attacked partly the costli-
thess and elaborateness of the housing programme. Moreover, it
was suggested that the lack of central co-ordination, to which
reference has already been made, resulted in an inflation of invest-
ment projects beyond the capacity to undertake them simulta-
neously, thus causing unnecessary congestion, bottlenecks, delay,
and a decrease in productivity. The review of investment projects
was rightly concentrated on limiting further schemes until those
under execution were completed. This had an immediate and
favourable influence. Actual cuts in investment, on the other hand,
were fortunately not drastic. The suspension of new projects had,
however, a discouraging effect on enterprise, the consequences of
which were to show themsclves subsequently. The standard of
housing accommodation, however, which had been improved
considerably and thus impinged on the quantity of housing which
could be provided, was not reviewed and adjusted at all.

The most important factor on the monetary side was, however,
the stabilization of the pent-up demand, considerably increasing the
effective level of net saving. At the moment of gravest apprehen-
sion, a reduction in the prospective gross investment in fixed
capital' of the country to [1,550 million was aimed at. It was
thought that £700 million of this could be covered by private means,
of which undistributed profits were to have provided some [225
million. Taking into account the dissaving implicd in the decrease
of tax reserves, this would have necessitated personal, private saving
of some £ 450 million, a high but not impossible achicvement out

11t can be argued, of course, that pre-war housing standards were too low and that it
would be unfortunate to saddle the country with housing which would soon have to be
improved. On the other hand, the change in the size of famulies had increased the demand
for smaller houses.
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of a private disposable income of almost £9,000 million. All these
calculations have been upset by the increase in private saving, the
expansion of production which had not been taken into account,
and the consequent improvement in the budget and in company
finance, as well as by the grant of Marshall Aid. By the summer
of 1948 it became likely that the surplus and capital mainten-
ance of public authoritics would be nearer to /425 million
and 145 million respectively; Marshall Aid and other foreign
disinvestment, £ 300-400 million; business depreciation allowances,
£ 800 million. The total sum available is, thercfore, £1,670-1,770
million, excluding private saving. Ploughed back profits will not
be less than /350 million and might be higher. Thus /2,000
million of gross investment could be financed without any private
saving. The Government plans foresaw only £1,550 million of
investment including all investment financed out of private personal
saving. Private saving would hardly be less than /250 million (it was
4450 million in 1947). Thus the flow of savings and the invest-
ment capacity of the country was gravely underestimated.

The combination of the agitation against austerity, against
controls, and against investment had prevented or retarded the
preparation of investment plans to make immediate use, for an
increase in productive investment, of such uncmployment as might
arise, since the advisers of the Government still thought in terms of
runaway inflation. Nor had the redeployment of labour been
organized with sufficient care and thoroughness. The Government
was therefore forced to retrcat, both on the cuts in consumption
and in investment; especially since the suspicion of the trade unions
had been aroused, partly by the rise in prices (due at first mainly to
increased taxcs and the cut in subsidies, but subsequently to the rise
in foreign prices), and partly by the propaganda against ‘over-full-
employment,” which was directed mainly against their strong
bargaining position. Subsidies were increased from an annual rate
of £390 to £ 470 million, thus decreasing the budget surplus. The
clothing ration was increased and certain items (shoes, furniture)
altogether de-rationed.! The home supply of other goods was also
permitted to increase. This meant a loss of potential exports.
The housing programme was restored to almost its original volume,

1 The accumulation of stocks, which forced this measure, was also the consequence of the
decontrol over the allocation of raw materials, which led to a misdirection of supplies. Cf.
above, Part 3.

R
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and the maintenance of 200,000 houses under construction is
envisaged instead of only the contemplated 120,000. Much more
serious was the decision to increase the limit of house repairs per-
missible without licence from £ 10 to /100 per annum per house—
a measure which might increase the volume of non-essential and
unproductive investment by some £150-200 million, a drain not
easy to support.

Thus the ‘disinflationary’ programme had the paradoxical result
of diverting goods, which should have been exported, to the home
market and of absorbing in house repairs resources which should
have been used to increase productive investment. Of course, it
could be (and has been) argued that the Government should not
have yielded to the political pressure resulting from unemployment
and loss of domestic trade and should have maintained pressure on
demand until all readjustments had been made and the ‘essential’
industries been manned. This argument is reinforced by a plea that
decontrol of domestic prices, the cut in subsidies to the price of
essentials, and devaluation would have further reinforced the
effectiveness of the deflationary policy.

The case for devaluation is completely fallacious as long as no
resistance is encountered in export markets, since it would turn the
terms of trade against Britain. Britain imports food and raw
materials which have well-organized markets and world prices and
she exports manufactures which are subject to market imperfec-
tions. For this reason, a worsening in the terms of trade might be
serious enough to offset any stimulus to the volume of exports.
Imports are, in any case, held well below their ‘free’ level and their
quantum would not be affected by devaluation. The rest of the
argument is even weaker. In order to obtain a margin in favour of
export prices as large as is maintained at present by controls (the
index of average export values is at 251 (1938 =100) as against a
domestic wholesale price index of 218,' mass unemployment of a
severe kind would have to be created.2 This fact is hardly ever faced
by those who argue that controls are a ‘blunt’ weapon, incapable of
working efficiently.?

1 This comparison is not strictly justified because the export index is based on part of
the exports only. But it is indicative of the position.
% An even greater degree of unemployment would be required to balance foreign trade

without quantitative controls.
2 So much also for the fashionable view that bilateral agreements do not increase foreign
trade under certain circumstances. British capacity to import was safeguarded and increased
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Similar considerations must also lead to rejection of the domestic
aspects of this policy. The unemployment required to accomplish
the necessary shift of manpower without controls and without a
conscious wage policy would be so high as to lead to a breakdown
of the policy of co-operation between the unions and the Govern-
ment. A ‘slight disinflation’ would certainly not have sufficed.
The advice to raise prices by decontrol and the reduction of subsidies
would, far from leading to deflation and a shift into export industries
(because people would have less money to spend on non-essentials),
lead to violent wage demands and increase the inflationary impact.
Moreover, under those conditions the holders of liquid reserves
would no longer hold back: an explosive cumulative process might
ensue.

The rejection of this policy by the Government was amply
justified by the fact that the maintcnance of social peace and the
expansion of production contributed far more to the better balance
between supply and demand than any other factor, a fact often
slurred over in discussion of the British problem.

Industrial output increased in 1947 by 8 per cent over 1946.
But the improvement was most striking in the last quarter of the
year, which ran some 20 per cent above the 1946 average. In the
first half of 1948 this advance was maintained. The consequent
increase in supplies can be put at some /1,000 million at wholesale
prices and the increase in the supplies for civilian purposes at £1,300
million, or almost double even the nominal cut in monetary deman
in consequence of budget policy (the effective cut was much less®).
The diminution of Government expenditure abroad was matched
by a decrease in domestic expenditure. Including only that on goods
and scrvices (i.e. excluding transfer payments) this decreased from
L 4,495 million in 1945 to £2,473 million and /2,168 million,
by the hurriedly negotiated (and therefore somewhat too restrictive) trade agrecmcnés after
the breakdown of the unilateral convertibility, which in its turn resulted in a competitive
restriction on British exports in the futile effort to obtain dollars from her. It must be ad-
mitted, however, that a number of complications might arise (not the least because of the
need to spread overhead cost over a sizcable home market) which have as yet not been faced.
The end of the sellers’ market would aggravate these problems because decisions would have
to be reached as to how far to permit sales at home of products unsaleable abroad (at any
rate for a period needed to readjust production). But for all this, the strong pressure exercised
by priority raw-material allocations for exports and by the control of domestic prices is
proven by the extraordinary expansion of the volume of exports in a period of full employ-

ment at home, an expansion which belies the doubts expressed by the ‘disinflationists.”
1 Cf. above, p. 254.
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respectively, in 1946 and 1947, with a further cxpected drop of some
£ 100 million in 1948. Hence there has been a substantial releasc of
manpower for productive work of well on to 1-5 million, or almost
10 per cent, since the middle of 1946, and o-4 million since the
middle of 1947, which became effective only after a certain lag.
The production available for export and domestic civilian purposes
thus increased even faster than total output.

These achievements werc partly the automatic consequence of the
process of demobilization and reconversion. But to a large extent
they were due to the gradually accelerating reversal of the decontrol
initiated during the Coalition and Conservative Governments in
1945 and continued by the Labour Administration. It was at last
recognized that the maintcnance of full employment nccessitated
planned intervention if inflation was to be avoided; and that
Britain’s international balance could not be regained without undue
and unnecessary sacrifice (and thus the risk of social strife paralysing
production, as happened in some Continental European countrics),
if direct controls were not strengthened. As it was the pressure of
events, rather than conscious policy, which brought this change
about, it came rather belatedly, and after precious time had been
lost.

The control over employment was restored. This docs not mean
industrial conscription. It merely means that instcad of the power
of the purse combined with the whip of uncmployment, an intelli-
gent and discriminatory influence is exerted on employers’ hiring
policy. The charge that slavery is about to be established in Britain
has been exposed to the ridicule of facts. At the same time, the
pressure for higher wages which had been growing in 1947 has been
checked by voluntary co-operation on the basis of a Government
statement.! The most important cause of an inflationary spiral was
thus stopped. The whole outlook now hinges on the success of
this policy. Should the voluntary system fail, some sort of statutory
power will have to be used. Unfortunatcly, less attention was paid
to establishing a relative wage structure which would help, rather
than hinder, the redeployment of labour, and little success has been
achieved in reforming the outdated wage system so as to maximize
incentive.

! The increase in wages was to some cxtent a result of reconversion to peacctime produc-
tion. As wages n the ‘shrinking’ industries could not be lowered, those in the ‘undermanned’
trades had to be raised. But the process threatened to assume a cumulative character.
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A further increase in prices would obviously end all hopes of
stability. The diminution of the subsidics to the price of essential
goods, combined with the rise in world prices, has already put a
grave strain on labour relations. Any further cut, which seems still
to be favoured by some, would certainly unleash violent wage
demands and inflation.! For the same reason the extension of con-
trol over the price of non-cssential goods is an essential factor of
recovery. True cnough, the Government is only groping towards
an effective policy on prices. Control is still based cither on cost-
plus or on the cost of the less productive firms. It is, moreover,
in many cases still only ‘voluntary,” and therefore precarious, often
exploitative and often inefficient. But a beginning has been made,
and it is to be hoped that a steady pressure will be excrted on
the oligopolistic and monopolistically competitive price structure
which had such fatal consequences on British efficiency between the
two wars.

Domestically the policy will be tested by its success in increasing
production, and this can only come from increased productivity.?
Since the first half of this ycar not much progress has been made.
While all agree on the need for higher efficiency, ncither the
Government nor the two sides of industry secem willing to under-
take the necessary reforms with vigour. Apart from intensified
investment, which is of longer-run influence only (and which
depends on whether the Government is strong enough to resist
demands for increased consumption), efficiency could in the short
run be increased by technical changes, such as better layout of
factorics and the standardization and concentration of production.
Some experiments have been made with good results (e.g. in cotton
spinning), but they remain on a small scale. Nor has there been
much progress made in establishing industrial development councils
—the organization of which was permitted by an Act already two
years on the Statute Book—which could undertake this task. The
resistance encountered by the proposal to set up an Anglo-United
States joint advisory council to explore the problem shows a
disturbing spirit of complacency, and a reluctance to face facts.

1 This has been recogmzed by the Government. The food subsidies, which according to
the budget speech were to have been limited to £400 million, haYc lately be'en increased to
£470 million. Cf. my paper on ‘The Abolition of Food Subsidies,’ Bulletin of the Oxford

Institute of Statistics, November, 1948.
* On the methods of increasing productivity, cf. Part 3.
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Nor was there much accomplished by way of reforming obsolete
systems of pay which reduce incentive and thus obstruct progress.

The worsening of the international situation and the consequent
drain on manpower and production is a renewed threat to recovery,
especially in relation to the foreign balance. That aspect of the
British problem is now dominated by United States policy and the
Marshall Plan. An increase in physical production which would
restore the balance in foreign relations by 1952 is well within the
limits of British efforts. But the conditions which might be attached
to United States aid might easily endanger the balance of payments.!
The time has not yet come to discuss the probable consequences of
an almost simultaneous cessation of aid to European countries, with
the entry into force of the non-discrimination clauses of the I.T.O.
Charter (not to speak of the obligation to maintain convertibility
which has not been formally abandoned), as the formation of a
Western European payments and trading arca might profoundly
alter prospects. Although the basic condition of recovery, social
peace, has been preserved (despite the demands to pursue a policy
leading to unemployment and a fall in real wages) and substantial
progress made towards a reintegration of Britain into a more
balanced world economy, the future of British recovery still hangs in
the balance.

5. CONCLUSIONS

These considcrations suggest that criticisms of the policy of the
British Government, coupled with demands for decontrol, dis-
inflation, and devaluation are not substantiated by a closer analysis
of the economic developments in the country, and of the problems
faced by it. These criticisms were based mainly on hasty impres-
sions created—in the absence of reliable and up-to-date statistics—by
the fuel crisis of 1947 and on thcoretical misconceptions of the
nature of the inflationary pressure. Moreover, they ignore the
social implications and thus the indirect economic consequences of
the (monetary) measures advocated. The reconsideration of the
salient determinants of the British cconomic position also suggests
the directions in which a solution could be found.

1 For a more detailed discussion, cf. my articles ‘Exchange Depreciation and Economic
Readjustment,’ Review of Economics and Statistics (November, 1948), and ‘Discrimination’ and
‘Intra-European Clearing,” Bulletin of the Oxford Institute of Statistics, Vol. 10 (1948), Nos. 7,
8,and 9.
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1. There was and remains general agreement that the relation-
ship between effective monetary demand and supply has to be
brought into balance, and thus the international balance of pay-
ments restored. The dispute on British policy centres on the method
of readjustment only and not on the aims to be attained. The choice
is between an attempt to return to a ‘free’ market system on the one
hand, and a strengthening of direct controls in order to prevent a
misdirection of resources, on the other. We have scen that in the
short run, decontrol, deflation, and devaluation could not bring
about effective monetary balance, not merely because of the much
greater relative volume of wartime pent-up demand in Britain as
compared with the United States, but also because stocks of com-
modities are still extremely low and cannot be increased because
of the balance of payments crisis. This disparity would inevitably
start a cumulative inflationary spiral once controls were removed.
The scarcity of stocks would accentuate the inflationary momentum
by encouraging speculation. By maintaining controls and speeding
the increase of productivity on the one hand, and by budgeting for a
surplus on the other, the pent-up demand might be eliminated in
the longer run. This demand will also tend to press less on the
markets as supplies begin to increase, and as hopes rise of being
able to purchasc in the future on better terms. The volatility of the
pent-up demand enjoins careful planning in handling deflation, as
otherwise unemployment might be caused suddenly if liquidity
preference rose, and the manpower set free might not be absorbed
in undermanned industries and in investment. The consequent
political pressure might result in an undue increase in consumption
(including durable goods). Conclusions drawn from an analysis of
the British or European position, however, are not nccessarily
applicable elsewhere.

2. The inflationary spiral in Britain (and in many other parts
of Europe) would almost certainly become explosive in the absence
of controls if unemployment were not extremely heavy, for other-
wise wage demands would be pressed home and the bargaining
power o% the trade unions would be too strong. It is fallacious to
assume that the level of unemployment which is needed without
controls (a) to keep wages stable, (b) to stimulate exports, and (c)
to balance international payments, is identical and equal to the level
of unemployment which is inevitable as a result of people passing
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from job to job. This is far from being the case. The tighter the
trade union organization, the larger the ‘industrial rescrve army’
needed in an uncontrolled economy to maintain monctary stability.
‘Disinflation’ cannot be ‘successful’ in the sense of permitting
decontrol without creating nnemployment. The social consequence of
a deliberate policy aiming at maintaining a large industrial reserve
army such as the ‘disinflationists” advocate, would be incalculable.
It is noteworthy that all European countries which attempted to re-
establish a ‘free’ market economy have menacing Communist
movements. In contrast, thosc countries (mainly Scandinavia,
Holland, and the United Kingdom) which have controlled systems
have escaped social strife. Once the working class is organized
and the realization spreads (through the popular acceptance of the
Keynesian view) that the level of employment is not an unalterable
consequence of the interplay of natural forces, the basis for the
functioning of ‘fre¢’ markets is undermined (except perhaps in
countries which possess an agricultural reserve population or in
which technical progress is high enough to set free workers at the
rate required to maintain relative stability without distress, e.g. the
United Statcs). "

3. The success of such ‘disinflation’ as there has been in Britain
seems duc to accelerated demobilization and a reduction of forcign
military commitments. Thus productive capacity increased sub-
stantially. Moreover, controls were reimposed and the distribution
of manpower adjusted. The continued wastage through absorption
in non-ecssential production was effectively limited. The inflationary
pressure was relieved by the voluntary agreement of labour not
to press for higher wages. This agreement was based on the main-
tenance of relatively stable prices and the continuation of the policy
of full employment and social reform. It is unlikely that the consent
of labour could have been obtained on other terms.

Indeed, when the pressure of pent-up demand abated and when
unemployment threatened, the Government was forced by the
consequent political pressure to reverse its deflationary policy.
This was the case both in consumers’ goods (clothing, furniture,
house-repairs) and in producers’ goods (factory building). In
consequence the opportunity to increase productive capacity an
exports was lost. More careful planning might have avoided this
misdirection of effort. The Government has not solved the once-
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for-all problem of the large-scale shift of manpower which arose
as a result of reconversion to peace production. The relative mal-
distribution of manpower will therefore have to be relieved slowly.
But no such problem is likely to arise again (unless war breaks out).
The lesser day-to-day readjustment required by shifts in demand
can be handled much more easily.

4. If the suggestion that decontrol, combined with monetary
measures aimed at reducing real effective demand, could solve the
British short-run problem, ignores the social, and thus the indirect
economic, conscquences of the policy proposed, it is perhaps even
more to be criticized from a longer-run point of view.

(a) The abolition of key controls (as contrasted with their
gradual relaxation and the reduction and simplification of control)
would seem to require the permanent maintenance of a large reserve
of unemployed. A co-ordinated wage and price policy, coupled
with measures to steer workers into occupations where they are
most needed, and with a control on the hiring policy of employers,
will reduce this wastage through unemployment.!

(b) But apart from the elimination of instability, it is fallacious
to argue that decontrol in Britain would restore a perfectly com-
petitive price structurc and accelerate capital accumulation and
economic progress. The British economic problem in this respect
differs basically from that of the United States. All evidence points
to the conclusion that decontrol would result in the continuation of
trends towards monopolistic restrictionism which are responsible
for the present inadequacy of British capital equipment and for
incfficiency. Anti-monopoly legislation could not restore a work-
able system, for it cannot deal with such tacit agreements, which
have been prevalent in Britain.? Moreover, the need for increased
efficiency would scem to depend on a technical reorganization of
industry involving large-scalc amalgamations, concentrations of
production, and standardization of products. Such large-scale
changes are hardly practicable (and would certainly not be under-
taken) without Government intervention. This should be both
positive, e.g. stimulus through guarantees of sales, provision of

L Cf. (2) above.
3 This would also affect the problems of stability, as fewer workers would be freed by

technical progress (‘technological unemployment’); and, as_(unlike the United States) we
have no manpower reserves in agriculture, the maintenance of monetary equilibrium (difficult
enough even in the expanding economy of the United States) would be entirely dependent
on a substantial degree of unemployment. Cf. (1) and (2) above.
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capital (either finance, or building and leasing of factories); and
negative, e.g. pressure on excessive profit margins through maxi-
mum price limits. The threat of control and nationalization has
already had very salutary effects in, for example, the steel and auto-
mobileindustries. Moreover, such reforms could not be putinto effect
without the closest co-operation of the trade unions. This would not
be forthcoming in Britain without some Government safeguards
for the workers. It is not an exaggeration to conclude that controls
are needed in Britain to enforce efficiency. Investment must also be
speeded up. Voluntary savings are unlikely to be forthcoming in
sufficient volume to sustain the required volume of investment
without a considerable increase in the inequality of income distribu-
tion. Such a reversal of social policy would, however, be incom~
patible with the aims of the Government and with social peace and
monetary stability: wage demands would certainly follow on any
step which increased profits. While some tax-reform encouraging
the ploughing back of profits (especially by young and smaller
firms) might be carried through, the increase in savings will, in the
main, have to come through the maintenance of a substantial budget
surplus. This should not be used for ‘disinflation,” as some have
proposed, but for an increase of the investment both by the publicly
owned sector and—through finance companies—also of private
firms. Positive State intervention will have an important role to
play in reconciling a more equal distribution of income with the
need for quicker economic progress.

5. Britain—and no doubt certain other European countries—
must look for her salvation to an improvement of the existing
system of controls and to their co-ordination on the basis of a
coherent plan. This was acknowledged with great foresight by the
United States Administration of the Marshall Aid Programme when
it demanded the submission of detailed four-year plans from the
recipient countries. In the last year considerable progress has been
made in both directions. The Government has also begun to
harmonize financial and physical controls. Much still remains to be
done. Price controls and raw material allocations must be thor-
oughly reformed to stimulate efficiency. Obsolete wage systems
also remain to be altered in order to improve the incentive to effort
while maintaining monetary stability. There is grave danger that
the fear of resentment will drive the Government further towards
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a ‘tripartite’ administration of controls, or in other words towards
a collusion with well organized pressure groups on both sides of
industry not dissimilar to the ‘corporative’ state. This would hinder
an increase of productivity from its present unsatisfactory level,
since reforms enforcing its increase would no doubt run counter to
vested interests. Britain needs more information and far more
publicity to improve both the work of planning and that of intelli-
gent criticism. Much can be learned from the United States in this
respect.

6. The long-run prospects for the British balance of payments
cannot be reviewed in this context.! It will depend chiefly on factors
which are beyond the control of the British Government, especially
on the position and policy of the United States. It is obvious, how-
ever, that quantitative controls of imports and direct stimulus to
exports through domestic price control and priority raw material
allocations, must be maintained. The Marshall Plan vouchsafes a
certain breathing space. It will have to be used—in conjunction
with the internal reorganization—to establish a strong and efficient
economic system in Western Europe and in those overseas countries
with which Western Europe has special political ties and which are
in the main complementary to its productive structure. Such close
co-operation must thus take the form of preferential arrangements
which permit the rationalization of British and Western European
industry and the expansion of its markets overseas. While the
Marshall Plan insists on the need for such—discriminating—use of
European supplies for European reconstruction, there is no indica-
tion as yet that the United States realizes that these arrangements
cannot come to substantial fruition before the expected end of the
aid programme (1952), but must be continued for a considerably
longer transition period. Only in this manner can the ruptured
multilateral system of world trade, based on the export surplus of
Europe to tropical and sub-tropical areas and the import surplus
from North America, be restored. It is also questionable whether
the flimsy structure of reconstruction could survive a cessation of
United States grants, without other non-U.S. areas (at least non-
European) being enabled by loans or U.S. import surpluses to buy
European products against dollars. Criticism of the British Govern-

1 Cf. my articles ‘Discrimination’ and ‘Intra-European Clearing,’ Bulletin of the Oxford
Institute of Statistics, Vol. 10, Nos. 7 and 9, and ‘Exchange Depreciation and Economic
Readjustment,’ Review of Economics and Statistics (November, 1948), esp. Part IV.
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ment in this respect has become widespread and it is suggested that
it hinders the establishment of Western European unity. This
criticism is not understood in London and arouses violent rcsent-
ment. The fact is that the British ministers and experts (apart from
the legitimate doubts about formal customs or federal unions) are
still labouring under the concepts underlying the abandoned policy
of non-discrimination. It is not that they wish to hinder progress
towards closer co-operation, but that they lack the burning convic-
tion needed to establish a co-ordinated plan for Western Europe,
and to carry it through by sheer moral leadership against mounting
technical obstacles due to the open inflationary or deflationary
disintegration in many Europcan countrics.

7. The task before the British Government is formidable. There
are no short cuts to its solution. But however distant the goal, the
real achievements of Britain must not be ignored. The talk about
falling production and muddle is refuted by the facts, which show
that output is 25 per cent above pre-war and still rising. The real
danger to continued British recovery must be considered to lie
mainly in the threat of rencwed expansion of military expenditure
(especially direct expenditure abroad) beyond the country’s econ-
omic capacity. It is to be hoped that the Government will not
commit the errors of 1945-46 once morce, and that it will approach
the United States betimes to consider the incidence of the cost of
what is a common forcign policy. Recovery might also be checked
by premature decontrol and by an undue increase of consumption
permitted for reasons of intcrnal politics. The hostile comments of
British experts give a false picture abroad of Britain’s effort and
success, and should be refuted if Anglo-United States co-operation
is to thrive. .

PosTSCRIPT

This essay was written carly in 1948 and brought up to date in
September. In the months which have passed since, the triumph of
the policy here adumbrated continued. Manufacturing output has
incrcased one-third above pre-war, a record never achieved in the
twenty years of peace after the first World War. An overall balance
in international payments is within grasp. The advocates of return
to free-market economics and deflation have, once more, proved
completely wrong. Nevertheless, popular and ‘expert’ pressure and
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the attraction of the ‘liberal’ viewpoint to the highest levels of the
civil service has, as in 194647, led to a renewed partial reversal of
the policy of balanced control. This might well weaken the force
of recovery and even result in a relapse.

Thus on the domestic side the programme of the Government for
the next four years submitted to E.C.A. envisages too small an
increase in productivity, i.c. 15 per cent in four years, hardly more
than that of the inter-war period which left Britain well behind its
chief competitors. This is due in part to the failure to provide for
an increasing rate, in terms of the national income, of investment,
and in part to the apparent scepticism of the Government of being
able to take effective steps to reorganize British industry.

Some features of the Government plans in the international field
seem also questionable. (1) The recent change in the U.S. attitude
opens the way to the re-establishment of a multilateral world
economic system, such as was never possible under Bretton Woods;
and the utmost use should be made of it. The plans published imply,
however, that Britain has not yet sufficiently reorientated her policy
of retreat towards bilatcralism, and more particularly, that it is
cutting its dollar deficit in far too mechanical a way, instead of using
a fuller U.S. aid both to increase its productive investment and to
promote European recovery. (2) The success of the multilateral
approach implies a much greater degree of economic co-operation
than obtains at present. It is regrettable that the British Government
has not taken the initiative in strengthening the O.E.E.C. so that it
can fulfil the task of a really effective international planning agency.
(3) In the longer run multilateralism can be maintained only if some
of the rules of the I.T.O. are modified and the length of the period
of transition extended. Morcover, co-operation of the United States
in solving the dollar problem is essential, including toleration of
transitional discrimination against her and one-sided tariff con-
cessions. It also implies effective help in promoting progress in
under-developed areas.

It is to be hoped that the coming months will see a thorough
revision of the British four-year plan and the growing co-operation
of the British and the United States Governments in extending the
scope of international planning to include an effective solution of the
above problems.
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