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PREFACE 

Theoretical logic, which seems to be borne 
out by the experience of the years immediately 
following the last armistice, would seem to indicate 
that, failing preventive action on the part of the 
State, the transition from war to peace would be 
marked by three distinct phases of change. First 
we would have the demobilisation crisis- This 
would be no more than an enlarged edition of the 
temporary, frictional unemployment which is in­
cidental to the migration of workers as between jobs 
and trades. The armistice of 1918 released from 
the services and the munitions industry on the 
labour market in Great Britain an aggregate of 
about 4½ million men and women. The very 
magnitude of the numbers, for whom work had 
to be found, was bound to produce an unemploy­
ment crisis. But the process of re-transfer into 
civilian occupations very largely solved itself. 
The numbers who availed of the out-of-work 
donation provided for them just exceeded the 
million mark only in two months, March and April 
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1919. The crisis was mastered before the close 
of spring. By October the number getting the 
benefit of the donation had fallen to less than half 
a mil l ion. 

Beneath the demobilisation crisis, however, 
there would be present in the economy a pro­
nounced tendency towards boom conditions. This 
would seem to explain the automatic resolution of 
the crisis. The boom, which would follow, would 
represent the second phase of change. Its impel­
l ing force, however, being no more substantial than 
paper, this phase, though it may be longer than 
the demobilisation crisis, nevertheless, would be 
short-lived. In Great Britain it lasted for about 
a year, from A p r i l 1919 to A p r i l 1920. As the iboom 
progresses, the illusion of the war-time paper riches 
w i l l begin to wear thin and the fact of the physical 
shortages in the economy would become more and 
more apparent. The programmes of reconstruction 
and expansion, embarked upon whilst the spirit of 
optimism had prevailed, would soon prove to be 
far too ambitious relatively to the available supplies 
of the real resources and the boom would be follow­
ed by a depression. This would mark the third 
phase of change. It is only subsequent to the ter­
mination of this phase that undisturbed economic 
progress may be confidently looked forward to. 
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Some writers in this country would seem to 
have confused the first phase w i t h the third. The 
two, however, are distinctly separate phenomena, 
the boom intervening between them. The first 
phase is the direct outcome of demobilisation and 
of the cessation of the governmental demand for 
war goods. The third would represent the phase 
of liquidation of the over-development in the 
capital structure of the economy produced during 
the boom. It is, therefore, a vastly more painful 
process. Labour disputes are likely to mark this 
phase more than the first. It would be the post­
war depression proper. H o w completely these 
writers have mis-conceived the real character of 
the armistice- and the post-armistice economics 
may be seen from the suggestion made by some 
of them that, as a remedy to the depression, the 
warring States should continue to maintain for some 
time after the restoration of peace the fighting ser­
vices as well as the armament factories in their full 
strength. If the logic underlying this suggestion 
were valid, one might as well argue that public 
good would be served if the war continued for some 
time longer than it actually may—at least a mock 
version of it if only to prevent the unemployment 
which might otherwise emerge! 

In Great Britain and other countries, however, 
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it is generally recognised that the more serious 
post-war problem would be not one of finding work 
for the men released from the forces and the 
munitions industry but one of preventing a mad 
scramble for goods, rising prices and a false boom. 
Post-war economic measures are being planned in 
these countries on the basis of this general assump­
tion, Mr. Herbert Morrison, the Home Secretary, 
for instance, in a public pronouncement last May 
set out to show that to attain this end the familiar 
controls and restraints of war-time wil l have to 
be continued for some time after armistice. (See 
The Economist, 15 May 1943, p. 614). The ana­
lysis of the following pages would seem to suggest 
that it is such continuation of the war-time con­
trols, not the deferment of demobilisation, that 
might produce the desired result. 

It would also seem to indicate that the root 
cause of the post-war economic ills would lie in the 
orthodox methods of war finance. This would 
leave behind the fearsome illusion of financial pros­
perity in the background of a shattered and im­
poverished economy. It would mislead entrepre­
neurs into launching over-ambitious schemes of 
expansion and would thus be responsible for the 
boom as well as the depression. This discussion 
has suggested certain preventive measures which 
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have been briefly examined in the last chapter. 
The first two chapters deal w i t h some of the 

analytical theorems which help to clarify the work­
ing of the war and the post-war economics. They 
do not, however, make any claim to an exhaustive 
discussion, which, clearly, would require vastly 
more space. 

S. L. D. A R T S COLLEGE B. R. S. 

Ahmedabad, January 1944. 
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CHAPTER I 

WHAT HAPPENS WHEN WE SAVE 

Economists before Adam Smith, consistently 
with their concept of capital, which they regarded 
as the sum of money invested in a concern1, would 
seem to have looked upon the phenomenon of saving 
more or less on the same lines as, perhaps, the 
average man has always been doing. They imagin­
ed it to consist in an accumulation of money from 
out of income. When the amount grew into a 
sufficiently large volume and was, thereupon, ex­
changed for goods such as boats or nets to be 
employed in production the savings were said 
to be "invested."2 They did not enquire, any 
more than the average individual, into the changes 
which savings produced in the structure of the 
economy behind the monetary veil. These and 
the collective or the social aspects of the pheno­
menon were left severely alone. They were 

1 Edwin Canan, A Review of Economic Theory, London, 
1929, p. 143; 

2 Ibid., p. 131. 
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content with a superficial view of it from an indivi­
dual angle of vision. 

Adam Smith (1723-1790), acutely conscious 
that money was not the real thing, made a strenuous 
effort to portray the phenomenon in real terms 
but without success. The picture he was able to 
draw was far from the correct one, though it 
dominated classical economic thought on the 
subject. He spoke of savings, instead of in terms 
of money, in terms of consumption goods and 
tools. Saving was conceived as a process by which 
these were "saved" from "unproductive" consump­
tion and employment and were diverted into 
"productive" channels, i.e., employed in main­
taining and equipping workers engaged in creating 
visible and tangible material goods instead of in 
meeting the immaterial wants of man. 

Saving was not believed to involve any 
reduction in the output of consumption goods. 
It was thought merely to produce a redistribu­
tion of consumption goods, materials and tools 
from a certain category of consumption trades 
into instrumental trades in general and such of 
the consumption trades as produced material goods. 
We have an example of Adam Smith's view of the 
saving process when the workers engaged in or­
ganising a hunt, which was regarded as an "un-
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productive" effort, are drafted on, along with 
their means of subsistence and the materials and 
tools they use, into weaving more cloth, digging a 
canal or making some agricultural implements, 
all of which were considered to be "productive" 
efforts. Obsessed with the fatal distinction he 
drew between "productive" and "unproductive" 
consumption and effort, he failed to view the 
phenomenon as simply a case of diverting labour, 
plant and materials from the consumption into 
the instrumental trades. 

The classicists who came after Adam Smith 
more or less echoed his views, some with minor 
alterations or additions. They all moved on the 
same terrain of thought as he and none of them 
was able to correct his errors. Even Nassau 
Senior (1790-1864) and William Stanley Jevons 
(1835-1882), both of whom defined savings in 
abstract terms and were otherwise quite acute, failed 
to grow out of the classical tradition. They were 
unable to prick the bubble except, perhaps, the 
latter in his Fragment published long after his 
death. 

None of the classical economists, however, 
imagined savings to be an accumulation of consump­
tion goods as some of their modern critics, notably 
Professors Gustav Cassel and J. B. Clark, would 
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seem to think they did. So far from this being the 
case, all of them, Adam Smith not excepted, em­
phasised that the "saved" consumer's goods were 
also consumed almost simultaneously with the 
rest of them which were "unproductively" employ­
ed. T. R. Malthus (1766-1834) and Senior doubted 
the practical possibility of such accumulation, 
whilst Malthus and John Stuart Mi l l (1806-1873) 
would designate such accumulation, even where 
practicable, not as saving but as hoarding. Also, 
with the exception of Jevons, none of them spoke 
of savings exclusively in terms of consumption 
goods. 

Alfred Marshall (1842-1924) does not seem to 
have paid much thought to the phenomenon of 
saving. He did no more than substitute the term 
"waiting" for Senior's term "abstinence" so as 
to escape the criticism advanced against the latter, 
especially by the Socialists. 

The credit for clearing the classical confusion 
goes to Leon Walras (1834-1910) of the School of 
Lausanne. He laid the foundation of the contem­
porary view of what happens when we save. The 
Walrasian ideas were further developed, among 
others, by Eugen von Bohm-Bawerk (1851-1914), 
Gustav Cassel and Knut Wicksell (1851-1926) 
on the Continent of Europe, Philip Henry Wick-
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steed (1844-1927) in Great Britain and John Bates 
Clark (1847-193 8) in America. Bohm's version of 
it has been further elaborated by the contemporary 
Austrian economists notably Professor F. A. von 
Hayek. 

Without entering into the details of the 
contribution made by the several writers we may 
briefly review the economic changes which the 
saving activity may produce. 

To begin wi th we must distinguish between 
saving f rom the individual and the collective 
standpoints. For an individual saving exists 
when his expenditure during a given period falls 
short of his disposable income of the period, the 
magnitude of the difference between the two 
being the measure of the volume of the savings 
of that period. Contrariwise when expenditure 
exceeds disposable income the individual is said to 
dis-save, the difference being made good by draw­
ing upon past savings or hoards, by borrowing or by 
liquidating an asset. When, however, expenditure 
exactly balances disposable income, the individual 
neither saves nor dis-saves. 

When we view the community collectively 
there may be present in it all the three categories 
of individuals, the savers, the dis-savers, and 
those who neither save nor dis-save. The effect 

2 
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on the economy of the last group of individuals 
would be neither positive nor negative. It would 
be neutral. The same would be the case if the 
aggregate individual savings in the community 
were to be exactly balanced by the aggregate 
individual dis-savings. No net change of any 
kind would then be recorded in the structure of 
the economy. There would take place merely 
a change in the ownership of assets. The assets 
put on the market by the dis-savers would be 
exchanged, direcdy or indirectly, for the funds 
made available by the savers. The savings of 
the latter would, in this manner, get into the 
possession of the dis-savers and the aggregate ex­
penditure of the community would be equal to 
its aggregate income. From the collective stand­
point there would be neither saving nor dis-saving. 

If, however, the volume of the aggregate 
saving were to exceed the volume of the aggregate 
4is-saving there would be saving from the collec­
tive standpoint, the magnitude of the excess 
being the measure of it . Here the sum total ex­
penditure on consumption would fall short of the 
sum total income of all individuals in the eco­
nomy. In the opposite case of the aggregate 
savings of the savers falling short of the aggregate 
dis-savings done by the dis-savers, collective 
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expenditure would exceed collective income and 
there would be present dis-savings from the collec­
tive standpoint. In an economy where saving 
existed, on balance, the old assets released on the 
market by the dis-savers would be insufficient to 
meet in full the demands of the total body of the 
savers. For doing this it would be necessary to 
create new assets representing new capital goods 
of the aggregate value of the volume of the collec­
tive saving. In the opposite case of social ex­
penditure exceeding social income, i.e., when 
the economy, on balance, does dis-saving, the 
demand for assets on the part of the savers would 
fall short of the supply of the assets released on 
the market by the dis-savers. The excess assets 
may be then exchanged for the funds which may be 
imported frpm neighbouring economies or the 
funds set apart against the depreciation of capital. 
A community such as this would be living on its 
capital. 

That is to say, the question of what happens 
when we save is intimately bound up with the 
behaviour of the rest of the individuals in the eco­
nomy with regard to saving and consumption 
expenditure. It depends on whether collectively 
speaking savings are zero, positive or negative. 
In the first case the saving process would merely 



20 POST-WAR DEPRESSION AND THE WAY OUT 

amount to an acquisition, by the general body of 
savers, of the old assets put on the market by 
the dis-savers. The economy would remain a 
stationary one, the capital creating activity in it 
being limited to the requirements of the repair 
and replacement of the worn out units of the exist­
ing capital equipment of the community. New 
houses and new factories would merely go to re­
place those which have been pulled down because 
they are too old and new machinery would be 
produced only to take the place of the worn out 
and discarded units. And these replacement 
capital goods would be acquired, and their pro­
duction would be financed, not from out of savings 
but from out of the depreciation funds set apart 
for the purpose. 

Virtually the same would hold true of the sav­
ing process in an economy in which collective 
savings are negative. The savers in such an eco­
nomy would merely acquire the old assets of the 
dis-savers, probably, at a somewhat lesser price 
than would have been the case if stationary eco­
nomic conditions had prevailed. For, the supply 
of the assets would now exceed the demand for them 
on the part of the savers. The creation of new 
capital goods would also be merely to maintain 
intact the existing stock of goods, if we were to 
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assume that foreign capital had flowed in to finance 
the surplus expenditure of the community. If, 
however, it had been financed from out of the de­
preciation funds and to the extent this had been 
the case new creations of capital goods would 
be less than sufficient to maintain the community's 
capital goods. 

When, however, collective savings are positive 
the saving process would amount to a somewhat 
different story. The saving activity would then 
record a change in the structure of the economy. 
For, only some among the savers would be able 
to secure old assets in which to invest their savings. 
In order to meet the demands of the rest of them, 
the community would have to produce, in addition 
to replacement capital, new capital goods of a value 
equal to the surplus savings of the community. 
This would augment the existing stock of such 
goods. When collective savings are positive the 
saving-investment process includes, therefore, not 
merely the acquisition of old assets from the 
security- or the real estate market but also the crea­
tion of new capital goods. The activity of such 
excess capital creation, not merely the creation of 
replacement capital, is what constitutes the pro­
cess of saving from the collective standpoint. 
If no such capital creation were to take place, 
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socially speaking, no saving would be present, 
though individual savings may be there. In 
other words from the social angle of vision, sav­
ing exists only in a progressive economy. It is 
zero in a stationary economy and negative in a re­
gressive economy. 

We shall now examine in some detail the 
phenomenon of saving from the collective stand­
point. Surplus social saving would take away 
from the consumption goods market an equivalent 
volume of money that might have, otherwise, flowed 
into it. Prices of consumers' goods would conse­
quently decline or, if the dealers should decide 
to withhold stocks from the market in order to 
prevent a fall in prices, reduced sales would take 
place at the old price level. In either case, either 
because of reduced profits or because of reduced 
orders from the dealers, the manufacturers would 
curtail the output of consumers' goods. This 
would release from the consumption trades a 
quantity of labour, plant and materials, hitherto 
engaged in producing consumers' goods but which 
are no longer demanded by consumers. 

Looking at the same thing from another 
angle of vision, the first effect of an increase in 
individual saving (from which net social saving 
resulted) would be an increase in the unspent 



WHAT HAPPENS WHEN WE SAVE 23 

balances of individuals at the banks. Though 
individually the increase may be small, on the aggre­
gate, the accumulations in the banks may be 
appreciable almost as soon as the wave of increased 
saving started. Anxious to maintain the level of 
their profits, the banks would now seek credit-worthy 
borrowers for the additional balances and would 
be willing, if necessary, to relax the rigour of the 
loan conditions or even slightly to lower the rate 
of interest they charge. 

This signal of an increase in the supply of short-
term savings would produce certain reactions. 
Speculators on the security- and the real estate 
markets would probably see in it a future increase 
in the demand for securities and real estate on 
the part of the savers, which would begin to be 
eflFective as soon as individual savings grow in 
volume sufficiently. The supply of the old 
assets put on the market by the dis-savers being 
insufficient to meet the enhanced demand, however, 
they would bid up their price by a margin 
which would be commensurate with the fall in the 
rate of interest or the estimated increase in the 
volume of savings. 

The rise in the price-level of securities and 
capital goods would induce instrumental entre­
preneurs to increase the production of such goods. 
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They would, therefore, readily take over the 
labour, plant and materials, no longer wanted 
in the consumption trades, and, with their help, 
would organize an increased output of capital 
goods. And the funds required for doing this 
they would raise from the banking system, which, 
as we have seen, would be only too pleased to 
find a suitable outlet for their increased deposits. 

In this manner, as a result of the forethought 
of the speculators, increased production of capital 
goods would be taken in hand almost simulta­
neously with the spread of the sentiment to save 
more. The savings of the public would be passed 
on by the banking system to the instrumental 
entrepreneurs even as they accumulate. On the one 
hand, therefore, individual savings would grow in 
volume and, on the other, the goods in process 
would keep maturing from the raw material 
stage towards the finished product, namely, capital 
goods. When individual savings wi l l have grown 
sufficiently the savers would seek long-term assets 
in which to invest them and the speculative 
demand for such assets would then be replaced 
by the genuine demand of the savers. The entre­
preneurs would see in this growing demand an 
opportunity to embark upon floatations of new 
enterprises or to enlarge the size of the existing 
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ones. New securities would, therefore, be put on 
the market and would be exchanged for the 
accumulated savings either by the savers direcdy 
or by those who may have already sold old 
assets to them. With the proceeds of these issues 
the new entrepreneurs would purchase the newly 
created capital goods. This would enable the 
instrumental entrepreneurs to repay the loans 
they had raised from the banks. From which 
we see that the production of capital goods, which 
the savers demand, would be financed \ from 
out of the savings themselves via the banking 
system. 

The essence of the saving-investment process, 
then, lies in the release of labour, plant and materials 
from the consumption trades and their employment 
in the instrumeotal trades. The consumption 
goods which the savers abstain from consuming 
would not be produced at all, the means of pro­
duction hitherto engaged in creating them having 
been diverted into the instrumental industries. 
In place of the "saved" consumers' goods, they 
would now produce capital goods. Savings make 
available a certain quantity of the means of pro­
duction and investment brings about their em­
ployment in the creation of capital goods. In the 
language of Professor Edwin Cannan the saving 
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process begins with saving "on" the means of pro­
duction and terminates with saving "up" the capi­
ta] goods. 

The capital goods saved up would enable the 
economy to turn out a larger stream of consump­
tion goods than before the commencement of 
saving. For, it would now have either a larger 
number of capital goods of the old type or, if the 
volume of savings was sufficient for the purpose, 
new capital goods of a relatively higher pro­
ductive capacity. Savings, for instance, may 
bring about a replacement of hand-looms by 
power-looms, hand-ploughs by tractors, sailing 
ships by modern liners and so on. That is to say, 
savings produce an increase in the standard of 
living of the community. They are the basic es­
sential of economic progress. In the absence 
of net social saving a rising standard of living for a 
stationary population or a stationary or rising 
standard of living for a growing population is 
inconceivable. 



CHAPTER I I 

W H A T HAPPENS WHEN T H E BANKS 
CREATE EXPANSIONARY CREDIT 

The analysis of the preceding chapter rested 
on the assumption that the banks did not create 
any expansionary credit. We were there mainly 
concerned with the consequences of the voluntary 
or the self-imposed restrictions on consumption 
on the part of the public. But the initial effects 
of voluntary saving, namely, a reallocation of 
men and resources from the consumption into the 
instrumental industries can be produced also 
through the device of creating credit in favour of 
the instrumental entrepreneurs in excess of the 
volume of voluntary saving. 

As a result of the recent developments in the 
theory of the business cycle, interest in this pheno­
menon, now widely described as the phenomenon 
of forced saving, has been considerably enhanced. 
But as Professor Hayek has pointed out there are 
many more or less distinct allusions to the sub­
ject in the works of the earlier writers. Jeremy 
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Bentham (1748-1832) was, probably, the first among 
them. He was followed by Henry Thornton 
(1760-1815), Malthus, David Ricardo (1772-1823) 
and Dougald Stewart (175 3-1828). It would 
seem somewhat significant that these references 
belong to the bank restriction period, when the 
issue of currency was not subject to the rigours 
of a gold standard. But interest in the doctrine 
did not disappear with the restoration of specie 
payments (1 May 1821). J. S. Mi l l , whose writings 
generally represent a restatement of the contem­
porary position, has given a version of it on Ben­
thamite lines in the closing years of the third 
decade of the last century and also later in the 
middle 'sixties. 

Their portrayal of the phenomenon, however, 
was vitiated by the same fallacies as their portrayal 
of the phenomenon of voluntary saving. They 
imagined that the inflationary issue of currency 
notes merely changed the direction of the flow 
of consumers' goods, from the "unproductive" 
into the "productive" hands, the volume of the 
flow itself remaining unaffected. Reduced con­
sumption on the part of the "unproductive" 
section of the community, which was supposed 
to make possible increased consumption by the 
rest, was believed to result from a fall in the pur-
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chasing power of money which the inflationary 
issue of currency produced. 

Even as in the case of the phenomenon of 
voluntary saving it was Walras who redeemed 
this doctrine from the classical muddle- He point­
ed out that the expansionary issue of bank notes 
in favour of entrepreneurs engaged in the pro­
duction of capital goods enabled them to withdraw 
labour, plant and materials from the consumption 
into the instrumental trades. Capital goods were 
thus produced in substitution of consumption goods, 
the volume of the latter being reduced as a conse­
quence. 

These ideas were restated or further developed 
by, among others, Wicksell, Professor Ludwig 
von Mises and Professor Joseph A. Schumpeter 
and through their influence have become a familiar 
feature of Continental economic literature. In 
Great Britain, however, Professors A. C. Pigou 
and D. H. Robertson have propounded what we 
may call a neo-Benthamite view of the doctrine. 
They have argued that expansionary credit only 
produces a transfer of real) consumption from the 
general body of consumers to the nominees of 
the entrepreneur borrowers. Professors Hayek 
and Lionel Robbins, on the other hand, have 
built an imposing edifice on the Walrasian version 
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and regard expansionary credit creation by the 
banks to be the primary cause of cyclical economic 
fluctuations. 

Without entering into the details of the contro­
versies which surround the phenomenon, we may 
briefly review what we consider to be its essential 
characteristics. Let us assume that the willing­
ness of the banks to create expansionary credit 
occurs in a background of stationary economic 
equilibrium. To be able to find an outlet for this 
excess credit the banks would have to lower the 
rate of interest they charge. This would be inter­
preted by speculators as an indication of an increase 
in the volume of savings and they could conse­
quently bid up the prices of securities and real 
estate. This, in its turn, would induce instrumental 
entrepreneurs to produce more capital goods. 
The new funds would, therefore, be acquired by 
them. 

But, unlike under voluntary saving, there 
would not now be present in the economy labour, 
plant and materials wanting to be taken over 
into employment. Instrumental entrepreneurs, 
therefore, would have to attract them from the 
consumption trades. This they would proceed 
to do by offering them higher prices. As nothing 
wil l have happened in the meanwhile to indicate 
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that there would arise an increase in the demand 
for consumption goods, the consumption entre­
preneurs would be unable to resist this encroach­
ment upon them on the part of the instrumental 
entrepreneurs. They would be compelled to 
surrender the labour and resources which the lattpr 
would demand. With the means of production 
thus acquired the instrumental entrepreneurs would 
organize the creation of capital goods. 

So far the changes produced would be more 
or less identical with the reactions which follow 
an increase in the volume of voluntary savings, 
except for a rise in the prices of the factors of pro­
duction. But serious differences between the two 
phenomena would begin to appear when, as a re­
sult of the withdrawal of the means of production 
from the consumption trades, the magnitude of 
the flow of consumption goods would begin to 
shrink. This would happen at the end of the first 
period 6f production of consumption goods. 

The consuming public, however, would not 
be prepared for any such diminution. It would 
come upon them unawares. Owing to short 
supply, the prices of consumption goods would be 
moving up and they would find that the same 
amount of money expenditure now brings them 
fewer consumption goods. Unwilling to submit 
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to this back-door encroachment upon their con­
sumption the consuming public would seek to re­
gain their customary level of real consumption. 
And, for doing so they would draw upon the 
larger money resources which would now be at 
their disposal. For, it wil l be noted that, as a re­
sult of the higher prices paid to the factors of 
production, their incomes would now be at a higher 
level. In all probability they may also have built 
up larger bank balances during the first pro­
duction period of consumption goods when 
incomes had begun to rise but prices had not yet 
risen. The price-level of consumption goods, 
therefore, would tend to rise for the double reason, 
namely, short supply and higher money expendi­
ture. 

The rise in the price-level of consumption 
goods, it wi l l be noted, is a device for rationing 
the reduced quantity of them now available. It 
is the consequence of the means of production 
being switched over from the consumption into 
the instrumental trades, which would materialise 
as soon as the borrowing entrepreneurs make use 
of the newly created credit for engaging means 
of production. It is thus wrong to suppose, 
as many seem to do, that such switching over is 
made possible through the reduced consumption 
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which results from a fall in the value of money 
incomes. 

The rise in the price-level of consumers' goods 
would turn the situation against the instrumental 
entrepreneurs. It would put into the hands of the 
consumption entrepreneurs the newly created 
money and would also raise above its original 
level the rate of profitableness in the consumption 
trades. Simultaneously, the prospects in the 
instrumental trades would become less bright. 
If we assume that the average period of produc­
tion in these trades is longer than the average pe­
riod of production in the consumption trades, the 
newly initiated production in the former wil l not 
as yet have been completed when the consumers 
may discover the shortage in the supply of consu­
mers' goods and would begin to bid up their 
price. They would, therefore, still be drawing 
upon the funds they had borrowed from the banks. 
Unlike in the case of the consumption entrepreneurs, 
no new moneys would come into their possession. 
The consumption entrepreneurs, therefore, would 
now be in a position to outbid the instrumental 
entrepreneurs and reclaim into their trades the 
means of production which had been forcibly 
taken away from them. 

3 
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This would create difficulties to the instru­
mental entrepreneurs. The rise in the prices of 
the factors of production would increase their costs, 
and they would be unable to complete the planned 
creation of capital goods. The balance of the 
borrowed moneys left in their hands would be in­
sufficient for the purpose. The projected capital 
goods in the process of production would, there­
fore, have to be abandoned before their comple­
tion. Alternatively they would have to be hastily 
converted into something less elaborate than 
had been planned at first, as the labour and other 
resources engaged on them would now be taken 
away by the consumption entrepreneurs. 

If, however, this must be prevented and the 
instrumental entrepreneurs must be saved from 
the losses that would otherwise fall to their lot, 
the banks would have to create more loans in their 
favour and in amounts somewhat larger than 
the higher money receipts of the consumption 
entrepreneurs. This would then enable them 
successfully to outbid the latter and to retain in 
their employ the factors of production they re­
quire. 

This would not, however, put an end to their 
difficulties. At best it can only postpone them. 
For, if we assume that the public would expend on 
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consumption the full amount of the increase in 
income which would fall into their hands, the 
additional credits advanced to the instrumental 
entrepreneurs would reappear as income almost 
as soon as the latter begin to draw upon them 
to pay the higher rates of remuneration to the 
factors of production. It would, therefore, pass 
into the hands of the consumption entrepreneurs 
via the consumers' goods market. As soon as this 
may happen, the difficulty which the instrumental 
entrepreneurs had sought to overcome would 
stare them back again in their face. To prevent 
this it would be necessary for the banking sys­
tem to go on creating credit repeatedly at an 
accelerating pace and always faster than the rate 
at which expenditure on consumption goods 
may increase. 

But, if the banks should agree to do this, 
incomes also would rise at an accelerating pace, 
the price-level of consumers' goods would keep 
soaring high and there would soon appear in the 
economy nearly all the symptoms of boom con­
ditions. The rising price-level would bring obso­
lete and discarded methods of production within 
the range of profitableness, and it would become 
worthwhile to engage labour and plant of subnor­
mal efficiency and materials which are below the 



36 POST-WAR DEPRESSION AND THE WAY OUT 

standard quality. Production would be on the 
ascendant, employment would be full and the less 
capitalistic methods of production generally, in 
which unit costs are relatively higher, would 
receive more than their due share of impor­
tance. 

The boom conditions, however, cannot last 
indefinitely. For, the banks cannot go on creating 
credit unlimitedly. If not caution born of self-
interest, the limitations imposed by the reserve 
ratio and the gold standard would, sooner or later, 
compel them to restrict extensions of credit. 
They would raise the rate of interest they charge 
and make loan conditions more stringent. When 
this may happen the instrumental entrepreneurs 
would be back again in the old predicament. 
The price-level of securities and of capital goods 
would fall as a result of the rise in the rate of 
interest and they would be unable to compete with 
the consumption entrepreneurs in the price they 
would offer to the factors of production. These 
would be snatched away from them by the latter. 
They would suffer losses and those whose com­
mitments would exceed their capacity would go 
into liquidation. The output of capital goods 
would begin to shrink and there would appear 
unemployment in the instrumental trades. 
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In due course, this must produce its repercus­
sions in the consumption trades as well. Growing 
activity in these trades, it wil l be noted, was the 
result of the rising expenditure on consumption 
made possible by the expansionary credit injected 
into circulation through the instrumental entre­
preneurs. With the curtailment in the creation 
of credit and the emergence of unemployment, 
the volume of consumption expenditure must 
soon decline. This must lead to reduced pro­
duction of consumers' goods and, therefore, un­
employment in the consumption trades. Depres­
sion conditions would thus spread throughout 
the economy and as it spreads it would gain momen­
tum, unemployment giving rise to more unemploy­
ment. 

From the foregoing analysis we see that any 
attempt at economic expansion through the crea­
tion of credit, which does not correspond to an 
equivalent voluntary abstention from consump­
tion on the part of the public, must necessarily 
lead to disaster, though at first it might produce 
all the outward symptoms of boom conditions. 
But being a paper generated boom it must be short­
lived. When viewed with the inevitable reaction, 
which must follow, the damage done might prove 
to have more than negatived the advantages, if 
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any, gained during the spurious expansion. In 
other words, artificially created paper or bank 
money can be no substitute to the voluntarily 
generated savings as an agent of lasting economic 
progress. 



CHAPTER I I I 

HOW THE WAR IS FINANCED 

The real economic resources possessed by 
any country comprise the bountifulness of nature 
in it, its land and mineral deposits, its material 
capital of factories, machinery, railways, ships, 
buildings, intermediate products in various stages 
of production, and its immaterial capital of "or­
ganization" of production. To these agents of 
production we may add the durable consumption 
goods in the possession of its citizens. The 
creditor countries and countries which have an 
empire can also claim, in addition, legal rights of 
its citizens to payments from the outside world 
or titles to the productive assets situated abroad. 
In the case of debtor countries and political de­
pendencies the opposite would be true: some 
productive resources within their frontiers and a 
portion of their real income stream would be claim­
ed by foreigners or by the citizens of the ruling 
power concerned. 
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In peace-time these several productive resources 
would be engaged in creating the national dividend, 
whether in the form of goods or of services not 
embodied in goods. They may be conceived as 
being divided between two broad categories of 
trades, the instrumental trades which produce the 
required volume of material capital and the 
consumption trades which employ the material 
capital, so created, in the production of the national 
dividend. 

In stationary economic conditions the instru­
mental trades would have to attend only to the 
repair and renewal of the existing capital equipment 
in the economy so as to maintain its magnitude 
intact. And the depreciation funds set apart by 
entrepreneurs from the sale proceeds of their 
output would be sufficient for the purpose. Sav­
ings being balanced by dis-savings, the aggregate 
money income or the full amount of the national 
dividend would be consumed. In progressive 
economies, however, the instrumental trades would 
have to augment the stock of capital at a rate com­
mensurate with the rate of economic progression 
besides maintaining the existing volume of it in­
tact. Otherwise it would not be possible to pro­
duce a growing stream of consumers* goods. This 
is done by adding to the depreciation funds the net 
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social savings. In such economies the full amount 
of the social dividend would not be consumed 
nor would the full amount of the social aggregate 
of money incomes be spent on consumption. A 
portion of the dividend would take the form of an 
addition made to the community's capital equip­
ment and a portion of the money income, the 
social saving, would be exchanged for it. 

We may illustrate this conception of a two-
fold division of the productive system by the 
following diagrams:— 

Fig. 1—Instrumental Trades 
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Fig. 2—Consumption Trades 

Figures 1 and 2, which are diagonally bisected 
rectangular blocks, represent the productive pro­
cesses in the instrumental and the consumption 
trades respectively. We are assuming that the 
goods in process increase in value at a uniform 
rate and that there is not any idle time interval 
between any stage of production and the next. 
The sides A B and a b stand for the length of the 
period of production (or the time interval between 
the date at which their production is taken in 
hand and the date at which they reach the hands 
of the consumption entrepreneurs in the one case 
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and of the consumers in the other) during which 
labour and capital are applied to the goods in pro­
cess as they pass from one stage of production to the 
next. The sides A Kand a k represent the volumes 
of the raw materials taken up by the productive 
machinery for fashioning into finished products, in 
the one case, instrumental goods and, in the other, 
consumers' goods. And the sides B C and b c 
indicate the rising values of the goods in process 
as they pass through the productive machinery. 

The volumes of the two figures would, there­
fore, measure the value of the circulating real 
capital (goods in the various stages of production) 
which would have to be always present in the 
system if the productive organization must yield 
at a steady rate a continuous stream of the finished 
goods of both kinds. And the full rectangular 
blocks over the bases A E and a e would represent 
the value of their respective output during their 
respective periods of production. In a stationary 
economy the magnitude of the two figures would 
remain unchanged whereas in a progressive eco­
nomy both would steadily grow and in a regressive 
economy both would steadily shrink. 

In normal times of peace our principal concern 
with regard to these agents of production would 
be the amount of the goods and services which 
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they can produce regularly and efficiently 
while the people enjoy their normal amount of 
leisure. In times of war, which, under modern 
conditions, would demand almost limitless re­
sources, the chief concern of governments, how­
ever, would be rather the amount of them which can 
be squeezed out of purely civilian use, consistently 
with public morale and national efficiency, for im­
mediate employment in the actual processes of 
war. As war involves the question of life or death 
for the pre-war political status of the nation, the 
immediate requirements of it are of vastly greater 
concern than questions such as the maintenance 
intact of the community's material and immaterial 
capital equipment, which relate to its future eco­
nomic well being. Also, in the matter of the 
current satisfaction of wants the needs of the 
military must have preference and priority over 
the needs of the civil population. 

To simplify our argument we might conceive 
the army, the navy, the air-force, the munitions 
works and industries attending to the various 
requirements of the fighting forces as comprising a 
third category of trades, the war trades. Com­
paratively quiescent in normal times of peace, these 
trades would occupy the centre of the industrial 
system and would assume domineering importance 
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in times of war, almost everything else being rele­
gated to the background. As the needs of a modern 
war would exceed the rate of increase, if any, in the 
aggregate economic resources of the country, 
the growth and expansion of the war trades must 
necessarily involve encroachment upon the con­
sumption and the instrumental industries and the 
task of governments and the peoples at war must 
be to facilitate such encroachment. 

There are seven principal devices of doing 
this. These are as follows: ( i ) taking up the 
slack or wholly idle resources; (2) direct acquisi­
tion of the men and things needed through com­
mandeering or conscription; (3) reducing personal 
consumption to a minimum so as to maximise the 
volume of savings; (4) restricting investments 
in the civilian trades to the minimum amount es­
sential so as to render available for war loans a maxi­
mum of savings; (5) allowing the existing capital 
equipment to be used to exhaustion so as to be 
able to appropriate for war purposes the agents 
of production normally engaged in their repair 
and renewal; (6) inflationary issue of currency 
notes or the creation of expansionary bank credit 
in favour of the government; and (7) exchange con­
trol. The quantity of the real resources which may 
be set free in these several ways constitutes the real 
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national war fund or the war potential of a country 
and the extent to which they are actually tapped 
would measure the real sacrifice of its people in 
the prosecution of the war. We shall examine 
in some detail these several sources separately, 
items (1), (2), (5) and (7) in this chapter, items 
(3) and (4) in the next chapter and item (6) in 
Chapter V. 

We shall take first the industrial slack or wholly 
idle resources. These are present in most modern 
economies in a lesser or larger measure. Pro­
duction under modern conditions being highly 
specialised and complicated, unemployment, fric-
tiqnal or other, is, in a measure, endemic in most 
industrialised countries. In Great Britain, for 
instance, about a million of idle workers had come 
to be regarded almost as a normal feature Of the 
economy during the inter-war years. The unem­
ployed workers as well as the unemployed re­
sources may be and are taken up by the fighting 
machine in times of war.1 

1 In the United Kingdom, for instance, in August 1939 
the number of unemployed workers was 1,232,000. This 
figure steadily declined with the progress of the war. In 
September 1942 it stood at 128,000 and in April 1943 it was 
80,091, See Memorandum No. 92, London and Cambridge 
Economic Service, November 1942, p. 11 and The Economist, 
15 May 1943, p. 632. 
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In most countries, especially rich countries, 
there exist a certain number of people, both men 
and women, who live on inherited wealth or on 
other people's earnings and who are accustomed 
to doing no work at all or only a nominal amount 
of it and who devote their lives to various kinds of 
personal amusement. These people may be drawn 
into one of the war trades or into active service in 
the forces. They would also help the war effort, 
indirectly, if they would take the place of their 
own domestic servants, as thereby they would set 
the latter free for enlisting in the army or to take 
up work in a munitions factory. 

To the ranks of these may be added such of the 
elderly people as may decide to remain at their 
jobs or perform some essential service instead 
of retiring in the ordinary course or as may return 
to work from retirement at the country's call. At 
the other end, boys and girls may be drawn into 
industry at an age earlier than is usual and some­
what before they may have completed the full 
period of their training. Workers in the munitions 
and other factories and in the essential services 
may be induced to work harder and for longer 
hours than they do normally. Stoppages of work 
and the consequent loss of output resulting from 
strikes or lock-outs, which are apt to arise in normal 
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times, may be cut down in times of war by public 
appeals to the patriotic sentiment of the parties con­
cerned or by penalising or prohibitive legislation.1 

It is not possible to say with any accuracy 
what these various slack factors may amount to 
statistically. It would vary as between countries 
and also with the circumstances, such as the 
state of employment, in which the war had come. 
In the case of rich countries, generally, other things 
being equal, the amount of the slack would be 
greater than in comparatively poorer countries. 
For, the workers in the former have, in normal 
times, comparatively fewer hours of work, they 
enlist for work somewhat later in life and retire 
from it earlier than in poorer countries. The richer 
countries can also claim a larger number of leisured 
people. The order of magnitude of these 
factors would, therefore, be quite appreciable in 
the advanced countries of the West. Professor 
Pigou has conjectured that, for Great Britain, the 
aggregate increase of productive power which the 
industrial slack would make possible may amount 

1 By an Order in Council promulgated in July 1940 the 
Minister of Labour in Great Britain may set up tribunals to 
settle trade disputes. He may prohibit strikes or lock-outs 
and may require the fulfilment of specified terms and con­
ditions of employment. The Economist, 20 July 1940, p. 69. 
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to about 20 per cent of the productive power at 
work in recent times.1 To the extent of this i n ­
crease no encroachment need be made upon the 
peace-time consumption and instrumental trades 
for building up the war industries. 

Let us now turn to the second source from 
which the real war fund may be built up, namely, 
commandeering by excutive decree. This may 
be applied equally to manpower, stocks of pro­
ductive instruments as well as to the annual flow 
of goods. In the case of manpower for the 
forces commandeering generally assumes the 
form of Conscription Acts, by which all fit males of 
military age are compulsorily enlisted in the 
fighting services. They may also be applied to 
females, to persons falling outside the military 
age and for purposes other than military service, 
for instance, employment in the munitions factories 
and other essential occupations of direct military 
value. 

When a government wants for war exactly 
the same classes o f goods as the civi l population 

1 A. C. Pigou, The Political Economy of War, London, 
1940, p. 34. Lord Keynes has estimated these factors to be 
worth in terms of money roughly between £ 500 millions 
and £ 1,000 millions or between 8 '9 p.c and 17-8 px of the 
gross national income for 1939 (£ 5,700 millions). See the 
Economic Journal, December, 1939, pp. 627 and 628. 

4 
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may also use, the device of commandeering the 
annual flow of them may be employed. The 
government may take over the whole or a certain 
percentage of the total output at the source of its 
production. Thus the Government of India 
buys up from the mills at an agreed price 90 per­
cent of their annual output of paper, the public 
being left to manage as best as it could with the 
remaining 10 per cent.1 This method can also 
be applied to commodities which have already 
got into the possession of the consumers, as is 
being done, for instance, in the case of cars of cer­
tain makes and models, and air-conditioning sets. 

A great part of the war needs of governments, 
however, diflFers from the peace needs of the civil 
population. In such cases productive power has 
to be transferred from one set of occupations, 
those which cater to the requirements of the civi­
lians, to another, those which produce the things 
which the government requires. By this device a 
part of the annual flow of civilian goods is not al­
lowed to be created at all, war goods being turned 
out instead. Thus, the car factories and engineer-
ing works may be taken over, along with their 

1 In June 1943 the Government decided to reduce its 
share to 70 per cent of the output with a view to relieving 
the acute scarcity of paper in the market. 



HOW THE WAR IS FINANCED 5 I 

workers and other equipment, for the production 
of munitions, bombers or tanks.1 

To the same class belong executive decrees 
by which governments compulsorily take over 
all the foreign assets and currencies owned by 
their nationals acquired either in the past or cur­
rently through exports, and also gold, which, too, 
like foreign exchanges, command international 
purchasing power and are, therefore, of value in 
acquiring materials of war or other essential im­
ports from neutral countries. They are thereby 
prevented from being indiscriminately made use of 
for civilian purposes either by importing against 
them consumption goods or capital instruments 
for employment in the non-essential peace-time 
trades. 

Commandeering as a method of building up 
the war fund has several advantages. It enables 
the transformation of the peace-time productive 
machinery on a war basis much more speedily 

1 In the United States, "war requirements have taken 
70% of this increased output (of machinery), compared 
with 43% of the smaller production of a year earlier. The 
only activity for supplying civilian requirements carried 
on by the automobile industry is the manufacture of a 
small volume of replacement parts." See Memorandum 
No. 93, London and Cambridge Economic Service, March 
1943, p . 16. 
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than would be possible if the government were to 
rely wholly upon financial methods. 

For, in the latter case, it would first have to 
transfer to itself purchasing power from the pub­
lic through taxes or loans and with the proceeds 
buy the things required by out-bidding its compe­
titors in the market. Simultaneously, the prices 
of the things with which the public dispensed in 
order to provide money for taxes and loan subscrip­
tions would tend to fall. The consequent higher 
profitableness in the one direction and the reduced 
profitableness in the other, would cause a change­
over of productive resources from the civilian to 
the war trades. This adjustment to the shifts 
in demand is, however, a gradual process and 
is attended with friction and inertia arising out of 
the general tendency to procrastination, the un­
willingness on the part of entrepreneurs to incur 
the additional outlay for adapting their works and 
training their workers to the new tasks until they 
feel sure that the war may last sufficiently long to 
render the change worth while and so on. The 
needs of war may ill-afford this slow transition when 
time is of the essence of victory. The short cut of 
cammandeering, direcdy puts a stop to all these 
embarrassing delays. 

Cbmmandeering also prevents private parties 
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from making fabulous profits at national expense, 
as it gives a chance to the government to fix the 
prices of the things it may wish to take over. In the 
case of goods like cars, which have already passed 
into the hands of the consumers, less drastic devices 
may not be equally as effective in producing the 
number of cars required and at the speed at which 
they may be required. And where manpower 
for the forces is concerned, conscription may help 
to reduce to nearly zero the number of people 
of military age who might otherwise regard their 
lives more precious than the demands of the 
fighting machine. 

The fifth source of the real national war fund 
is the volume of the fixed real capital and the circu­
lating real capital in the economy, both of which, 
like income, may be drawn upon to fight a war. 
The circulating real capital may be said to be drawn 
upon when the wheat stocks of the country are 
allowed to run out without being replaced equally 
fast from, say, six months' supply to four weeks' 
supply or when cotton in the process of produc­
tion, or butter, are employed in turning out instead 
of into civilian wear, or ghee and sweets, into army 
clothing and guns. 

We have a simple case of .dmving upon the 
country's stock of fixed real capital when the railway 
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track and the corresponding rolling stock are re­
moved bodily form civilian use for employment 
in the more important theatres of war.1 We do 
something similar when we pull out the railings 
from the public parks and buildings for conver­
sion into bombs. It is not possible, however, 
to use most sorts of fixed real capital, for instance, 
houses, canals, mines, most of the railway equip­
ment, land and machinery in this way. Bits 
of them cannot be torn and hurled at the enemy or 
otherwise converted into war goods. But they 
can be drawn upon indirecdy. Capital goods 
once created do not remain in the same good 
condition indefinitely and independendy of 
human decisions regarding them. They need 
repair and upkeep towards which the entrepreneurs 
set apart a depreciation fund and the economy 
sets apart a certain amount of the agents of pro-

1 The following extract from an article in The Economist 
(27 march 1943, p. 397) represents an account of how 
fixed real capital has been drawn upon in India for the pro­
secution of the war : "To start with the (Indian) railways 
handed over, for military purposes, 200 locomotives and 
10,000 other vehicles. Some of these transfers have been 
used outside India. Recently, the opening was reported of 
a new railway linking Iran with India which wi l l speed up 
supplies to Russia. It was built at the rate of a mile a day 
by Indian personnel, and the rails and rolling stock all came 
from India/ ' 
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duction. Through postponing replacement until 
after the war and doing only the minimum neces­
sary repairs, most of these agents of production 
may be diverted into the war trades. The existing 
machinery and plant would then be worked 
to exhaustion and the war may be said to be financ­
ed with capital. In the sphere of agriculture this 
would take the form of slaughter tapping of rubber 
plantations and the taking of exhausting crops 
from land without equivalent restoration of fertility 
through adequate manuring. The magnitude of 
the possible contribution to the real national war 
fund from this source is by no means a mean one. 
According to an estimate based on the work of 
Mr. Colin Clark,1 for instance, in the United King­
dom, during 1938, 420 million pounds2 worth of 
the national effort was employed in keeping the 
then existing capital intact. 

To these methods of drawing upon the nation's 
capital, which are applicable even to countries 
completely cut off from the rest of the world through 
blockade, may be added the indirect methods which 
become permissible when communication with 
the outside world remains open. Gold, silver, pre-

1 C. Clark, National Income and Outlay, London, 1937, pp. 
86 and 185. 

2 Economic Journal, December 
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cious stones, jewellery, collections in the museums 
and rare works of art, all of which represent locked 
up capital can be shipped abroad in exchange for 
war material. Foreign investments owned by the 
citizens of a warring State, which in the case of 
the leading creditor countries may constitute a 
considerable amount,1 may also be employed 
similarly. 

When communication with the outside world 
is open, it is also possible to draw upon the 
country's capital by raising loans abroad with which 
to finance the war. It is immaterial how or 
through what channels these loans are raised, so 
long as they are available for the prosecution of 
the war. They may take the form of direct lend-
lease of war goods or other essential articles, goods 
supplied to individuals by foreigners on credit, 
subscriptions to war loans by foreigners and the 
like. 

We may now pass on to the seventh main 
source of the real war fund, namely, exchange 
control. The primary object of exchange control 
is to prevent the export of capital abroad and to 
conserve the exchange resources of the country in 

1 The Economist (12 August 1939, p. 347) estimated that 
just before Great Britain entered the war, British holdings 
of overseas securities amounted to £ 1,170 millions. 
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order to help the Empire to pay for essential 
imports from outside the sterling circle, through 
restricting the civilian demands made on them. 
They, therefore, constitute an essential part of the 
country's war effort. 

In order to facilitate exchange control, transac­
tions involving currencies of countries outside 
the sterling circle are restricted to authorised 
dealers, usually banks. No individual may pur­
chase such currencies without a permit from the 
Controller of Exchanges nor can securities, other 
monetary assets or gold be sent out of the country 
except under permit. Holdings of foreign curren­
cies must be surrendered to the Control in ex­
change for local currency at the official rate of ex­
change. In order to ensure that acquisitions of-
foreign currencies by residents in the country may 
not be lost to the Control exchange control regu­
lations decree that no commodities may be exported 
to countries outside the sterling circle except under 
the authority of a licence. 

And, as foreign exchanges must be conserved 
for the purchase of the materials of war and other 
requirements of the fighting services, claims for 
them on the part of the civilian section of the na­
tional economy must be reduced to the smallest 
magnitude consistent with the efficient running of 
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the economic life of the country. Imports of 
all kinds, therefore, are subjected to careful 
scrutiny and control by regulations and are made 
subject to the issue of a licence. Purchases from 
outside the sterling area are restricted to absolute 
necessaries which are not procurable within the 
circle. A certain category of goods, such as gold, 
monkeys and certain articles of luxury, which are 
mainly unnecessary, are altogether prohibited 
from importation and goods, which are obtainable 
from within the circle, may not be imported from 
outside the circle. 

The device of licensing imports and exports 
also makes possible the most advantageous use of 
shipping space, which, in times of war, needs to 
be economised, and enables prevention of any at­
tempt at trading with enemy countries. The 
object of economising on foreign exchanges is also 
indirecdy served by producing at home commo­
dities hitherto imported from abroad. If, for 
instance, India were to grow less of cotton, for 
which the Japanese market has been cut off, and 
with the resources thereby set free were to raise 
more food crops, not only would the strain on the 
food front at home be less but the foreign exchanges 
which would otherwise be required to import 
food grains and other articles of food from abroad 
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would be "saved." 
These general regulations may be reinforced 

from time to time with a view to closing the loop­
holes and leakages in the Control which practical 
experience might reveal.1 For instance, the United 
Kingdom Control introduced in July 1940 more 
stringent orders with regard to the transfer of sterl­
ing balances held by residents outside the sterling 
area. The "free" sterling markets in neutral 
countries were getting their supplies of sterling 
from the United Kingdom bank balances of resi­
dents outside the sterling circle. These were sold 
to foreigners who had sterling payments to make. 
As such sterling was obtainable at a more advanta­
geous rate than the British official rate, the result 
of the presence of the "free" markets in sterling 
was that the British Control lost the amount of the 
foreign exchanges which in the absence of the 
"free" markets might have been paid into it. In 
order to remedy the situation, i.e., to dry up the 
supply of sterling to the "free " markets, the new 
orders canalised into separate accounts, which 
were mutually unconnected and ran parallel to one 
another, all transfers of sterling as between resi-

1 See "Completion of Exchange Control," The Econo­
mist, 17 July 1940, pp. 124-25. 
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dents and non-residents. Special agreements were 
entered into with certain countries under which 
the debits and credits arising out of trade and other 
transactions were made payable through these 
accounts. In this manner exchange transactions 
through the official channel were sought to be in­
creased at the expense of the "free" markets in 
sterling. 

In a modern war, however, the foreign ex­
change requirements of a country at war may out­
strip the current accruals of foreign exchange 
through the channels of trade. It may be necessary, 
therefore, to build a nest-egg from out of the long-
term investments abroad of its citizens such as 
securities issued by governments or joint-stock 
companies. Their sale abroad would produce the 
necessary foreign exchanges for supplementing the 
amounts of them acquired through exports. 



CHAPTER IV 

SAVING A N D THE WAR 

In this chapter we shall examine the third and 
the fourth main sources from which the national 
war fund may be built up, namely, economies in 
personal consumption on the part of the public 
and the restriction of civilian investment. In a 
prolonged war these two sources must necessarily 
be the chief sustenance of the war effort of a nation. 
For, the other sources reviewed in the last chapter 
are more or less in the nature of reservoirs and 
must, sooner or later, reach the limit of exhaustion 
as they are drawn upon. Saving, on the other hand, 
like income from which it emerges, is a continuous 
stream and cannot easily dry up so long as income 
is large enough for the exercise of economies in 
consumption. 

We shall take first reduction in personal 
consumption on the part of the public. It is quite 
obvious that if people eat less or less costly food, 
buy cheaper or fewer clothes to wear, consume 
less electricity or firewood, use petrol sparingly, 
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travel less, employ fewer servants and so forth, 
they either make available equivalent food, clothes, 
petrol, travelling space etc., for use by the military 
and the essential services or set free labour, plant 
and materials engaged in producing them for turn­
ing out instead goods which may satisfy the war 
needs of the State. By foregoing the use of cars, 
for instance, we not only release for use by military 
personnel on duty the fewer cars that may be there 
or may be produced but enable the car factories to 
devote their attention to turning out more bombers 
or military trucks instead. Similarly, by exacting 
a large number of shaves from a razor blade we en­
able the machinery, the army of skilled workers and 
the materials employed in manufacturing blades 
to produce instead bomb shells. If we fail to exer­
cise these personal economies, the supply of the 
agents of production being limited, it is quite 
clear that the needs of the fighting services may 
have to be stinted. 

An important task before governments at war 
is, therefore, to induce their citizens to consume 
less or to impose reduced consumption upon them, 
with a view to setting free a maximum of the men 
and things for the war trades. It is important 
to bear in mind this objective as the contribution 
to the real war fund resulting from personal eco-
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nomies in different directions is apt to differ in mag­
nitude, sometimes greatly, and it is not every item 
of economy that may necessarily yield some addi­
tion to the fund. For instance, economies which 
set free chauffeurs, able-bodied young men fit for 
military service and men of mechanical knowledge 
are of greater help to win a war than economies 
which may release from employment men learned 
in the classics, skilled performers at Kathakali danc­
ing, poets and philosophers, who may be convinc­
ed pacifists, midwives, specialised children's nurses, 
and young men not possessing any specialised skill 
and medically unfit for military service. The latter 
group of persons would be of little or no use to a 
War Office. There is, therefore, not much point 
in dislodging them from their jobs. Indeed, in 
the case of midwives and children's nurses, it may 
be best to leave them at their jobs, as they would 
be performing a useful service to the community 
without taking away anything from the war fund. 
More or less the same would apply to services 
rendered by museums and art gallaries. Their 
closing down may, no doubt, release their staff 
for war service, but the loss in public amusement, 
which has its advantages in times of war, would 
be incomparably greater than the gain to the war 
effort. Economies over a wide range of personal 
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consumption, however, would set free labour, 
plant and materials which are more or less well 
fitted to produce the things that the conduct of a 
war may require. 

Six several forms of action are open to a 
government for bringing about reduced real con­
sumption on the part of its people. These are: 
(1) commandeering the producing plants or the 
annual output of consumers' goods, (2) restric­
ting the imports of consumer's goods or of machi­
nery and other instruments of production employed 
in the consumption trades, (3) restricting the domes­
tic output of instrumental goods which are meant 
for use in the civilian trades, (4) appealing to the 
patriotic sentiment of the people and doing propa­
ganda for abstaining from non-essential consump­
tion, (5) controlling incomes through devices such 
as putting a "ceiling" on wages, "compulsory" 
saving, heavy taxation, etc., and (6) rationing. 

We have already referred to commandeering 
as a device of meeting the needs of war in the last 
chapter. By going straight to the root of the 
matter it enforces reduced consumption on the 
public. The supply of consumers' goods is cut 
short behind the backs as it were of the consumers. 
It has an additional merit in that, simultaneously, 
it takes over into the real national war fund die 
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men and things made available as a result of the 
reduced real consumption. 

In cases where the consumption goods are of 
foreign origin or depend for their manufacture 
upon imported raw materials or machinery, the 
supply of such goods in the local markets could be 
cut short through regulating the imports of the 
consumption goods, raw materials or machinery 
as the case may be. The contribution to the war 
fund resulting from this would be in the form of 
foreign exchanges as these would now be "saved" for 
the purchase of war materials from abroad. When 
the instrumental goods employed in turning out 
consumers' goods are locally produced, the output 
of the latter may be curtailed via the reduced crea­
t ion of instrumental goods. This may be achieved 
by exercising control over the supplies of essential 
constructional materials such as i ron, steel or 
cement. They may be rationed out through the 
issue of priori ty certificates. The effect of this 
control on the output of final goods, however, 
would not be apparent unt i l the existing instru­
mental goods employed in the trades show signs of 
wear, suffer loss in efficiency and need to be replaced.1 

1 Reduced production of consumers' goods may also be 
realised through outright prohibition of their manufacture 
or imports by executive decree. Certain selected articles, 

5 
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There are certain categories of consumption 
in respect of which appeal to the patriotic sentiment 
of the people and propaganda produce the best 
results. The use of the telephone, the telegraph and 
the- railway are cases in point. If the public take 
advantage of these facilities sparingly, they make 
room for the traffic of the military and that of the 
essential services without the necessity of having 
to increase the number of wires or rolling stock. 
And, as in these cases the rationing of their use 
in not easily practicable, recourse must necessarily 
be had to appeal to the good sense of the public 
through propaganda. 

A direct method of imposing personal econo­
mies on consumption is to cut at the very source of 
expenditure, namely, income. This is achieved by 
putting a "ceiling" on, or "freezing," wages and 
salaries, through compulsory saving such as 
deferred pay or by heavy taxation. 

mostly luxuries, are subjected to such decree in many bellige­
rent countries. In Germany where war-time restrictions 
would seem to have reached an extreme limit, according to 
a recent report in The Economist, the manufacture of furniture 
and certain household commodities is altogether banned. 
The report adds that as a result of various restrictive meas­
ures production of civilian commodities in the country has 
practically been at a stand-still for several months. With 
the same end in view perfume, jewellry and stamp shops are 
to be closed down. See The Economist, 6 March 1943, p. 300. 
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President Roosevelt's decree of 8 April 1943 
is an example of the first. It freezes all wages and 
salaries at the existing level and also all employees 
in the jobs they hold. The freezing of wages and 
salaries solves the problem of having to collect 
into the treasury any increase in the money in­
comes of the people by preventing the occurrence 
of such increase. And the freezing of employ­
ment, on the one hand, prevents competition among 
entrepreneurs to secure labour and, on the other, 
prevents workers from seeking higher remunera­
tion elsewhere. Essentia] mobility of labour, 
however, is provided for by empowering the Direc­
tor of Economic Stabilization to transfer workets, 
at his discretion, as between jobs and trades. 

Compulsory savings are in the nature of taxes 
on income. They are realised before the payment 
is made of income in the form of wages or profits, 
with this difference, namely, that, whereas in the 
case of taxes payments made to the government 
are not recoverable, in the case of compulsory 
savings they take merely the form of a loan to 
the government. The party on whom the saving 
is imposed, in fact, either subscribes to a war loan 
or makes a deposit at the treasury and would get 
back the amount of the subscription an<i the in­
terest thereon at the agreed dates. Under the 
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Excess Profits Tax Ordinance issued on 17 May 
1943, for instance, it is obligatory to deposit with 
the Government of India 13¾ p. c. of the excess 
profits before the declaration of dividends. These 
deposits would be repayable after the war with 
bonuses plus interest at 2 p.c. The device of 
compulsory saving enables a levy being made on 
all incomes including the lower grades. For 
political reasons it may not be expedient so to adapt 
the income tax system as to reach the latter. Also, 
as the levy is only a loan but not a tax, the rate of 
the levy may be, perhaps, higher than would be 
permissible in the case of a tax. 

' In times of war taxes generally and taxes on 
income, in particular, tend to increase heavily, 
the super tax and the excess profits tax combined 
falling with especial severity on the higher grades 
of income. 

Rationing of consumption goods, though 
it limits personal consumption directly, is not, stric-
dy speaking, essential to war finance. For, it is 
not through rationing that Additions are made to 
the real war fund of the nation. It is not as if 
rationing cuts down the actual demand for consump­
tion goods, thereby brings about a reduced pro­
duction of them and thus sets free some of the 
agents of production engaged in the consumption 
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trades for the benefit of the war fund. Though 
this is quite feasible theoretically, in practice, it is the 
other way about. For, it is administratively more 
convenient to cut down civilian supplies through 
the various devices indicated above, than to work 
the same thing up through rationing. Rationing 
would require the setting up of a large, costly and 
rather combrous machinery which must necessarily 
take time, whereas the cutting down of supplies 
at their source may be effected with much greater 
despatch. Also, if the production of consumers' 
goods were to be left free, the device of rationing 
alone being relied upon to restrict their output, the 
danger of leakages at the expense of the national war 
fund in the machinery of rationing would be great. 

The real justification for rationing, therefore, 
must be sought not in the immediate and 
direct needs of war, but elsewhere. It would 
seem to lie rather in the fear of the social 
peace being threatened and the possible harmful 
effects of this on the war effort. For, in the 
absence of rationing, as a result of the keen strug­
gle to secure a share of the limited supplies, the dis­
tribution of the consumers' goods among the mass 
of the population may become chaotic. Though the 
proportion of the total supplies of any staple article 
of food that is consumed by the rich people may 
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be small, they may indulge in hoarding large stocks 
of them. Among the masses of the people, some 
may be able to collect barely their requirements, 
others little or nothing at all. And the conse­
quences of this may be serious, especially in free 
countries with democratic constitutions. Such 
a state of affairs may also seem ironical when the 
nation is supposed to be engaged in a war which 
is aimed at rendering the world safe for democracy. 
Rationing, therefore, is essential to the mainte­
nance of peace and quiet on the home front. 

When these considerations do not prevail, 
the necessity for introducing rationing is corres­
pondingly less. This would seem to provide 
the broad explanation for the absence of rationing 
in India on a country-wide scale. The capacity 
of the people in this country meekly to suffer the 
difficulties which may come their way is classic and, 
if isolated disturbances do sometimes arise, ex­
perience has shown that they can be effectively over­
come with less elaborate, though more drastic, devi­
ces than rationing. Also, the existing administrative 
costs together with the inevitable war-time additions 
made to them being already disproportionately 
high, it would be a colossal drain upon the avail­
able resources of the country to instal a machi­
nery for nation-wide rationing when the urge for 
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economy is so great. In the case of large cities, how­
ever, in which public opinion is ^specially vocal 
and the fear of wide-spread and serious food riots 
may be very real, the balance of advantages may 
lie on the side of rationing. But cities to which 
this description may apply are comparatively few 
and in some of them rationing is already in the pro­
cess of being introduced. However, rationing, 
regional or nation-wide, must not be confused with 
the economic measures which are essential to 
finance a war. 

We shall now proceed to consider the fourth 
main device of releasing productive resources for 
the benefit of the national war fund, namely, res­
tricting new investments in the civilian trades. 
The principal aim here is to make available for the 
war needs a maximum portion of the aggregate 
net savings of the community which may result 
from the voluntary, induced or imposed economies 
in personal consumption. 

The current stream of savings may be held 
or invested by their owners in one or more of the 
following ways: (1) hoarded in the form of cash, 
(2) held on current or fixed deposits in a bank, 
(3) exchanged for an old asset or security or ad­
vanced as a loan against their hypothecation, 
(4) invested in newly created securities or capital 
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goods such as an estate, plant, machinery or raw 
materials employed in the civilian trades, and 
(5) handed over to the government as war 
loans. 

In so far as alternative (3) is concerned, it is 
clear that, if the acquisition of the asset or security, 
through purchase or mortgage, does not represent 
an act of dis-saving on the part of someone else, 
the savers would merely pass on the burden of the 
decision regarding the disposal of their savings on 
to the shoulders of those who acquire the savings. 
The same would apply to the savings entrusted to 
a bank. The bank, however, would have *to invest 
the savings held on current deposit in short-term 
assets (i.e., assets representing circulating real 
capital). The savings held on fixed deposits alone 
could be safely invested for longer periods. 

Virtually the same would be true of the savings 
held in the form of hoards. For, in times of 
war governments take care to comandeer, except for 
such small amounts as may be needed for industrial 
use, the gold stocks in the country as well as the 
current production of the mines as these are useful 
for the purchase of essential materials from neutral 
sources. Hoarders, therefore, are not likely to be 
able easily to get hold of gold in which to keep 
their savings. If they do succeed in getting hold 
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of it, chances would seem to be that it would be part 
of the old stocks of gold and their purchase of it 
would clearly fall under the category of alternative 
(3). By acquiring such gold they would only be 
shifting the decision with regard to the investment 
of their savings on to someone else. The control 
over newly mined gold being even more complete 
than the control over the existing supplies of the 
metal, it is exceedingly improbable that the hoarders 
might succeed in acquiring the newly mined gold, 
in which case alone they would escape the ring 
which governments at war seek to put around the 
savings of their citizens. 

If not in gold the hoards must be held in 
currency notes. In this case the savers who hold 
the notes may be said to be, in effect, transferring 
the responsibility of investing the savings, which 
the notes represent, to the banking system. 
For, it would then be economically quite legitimate 
for the latter to create for investment purposes 
either equivalent notes or bank credit or some of 
the one and some of the other, without inviting 
the charge of currency or credit inflation. The 
banking system would then be merely passing on 
the savings of the hoarders to the investors though 
it may be without their consent or knowledge. 

From which we see that, given war-time res-
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trictions, the net social savings of the community 
must flow, directly or indirectly, into alternatives 
(4) or (5). In order to put a ring around the 
current stream of social savings with a view 
to canalising a maximum portion of them into 
war loans (alternative 5), it would suffice, 
therefore, if the government were to take the 
necessary measures for blocking up to the desired 
degree, the several openings for new investment 
(alternativ 4). 

This is generally secured in three ways. First, 
the flow of capital to neutral countries is prohibited 
by executive decree. Any attempt at evading the 
decree would be effectively foiled by exchange 
control. Domestic savings would thus be com­
pelled to seek investment at home. If exchange 
transactions between countries falling within the 
Empire sterling area are not subjected to any 
severe control and capital is comparatively free to 
move as between them, they would only be moving 
from one ring into another without being able to 
escape into neutral countries. 

Secondly, the creation of capital goods for use 
in the civilian trades is restricted or wholly 
blocked up, depending upon the degree of its so­
cial importance, through the issue of priority certi­
ficates for the purchase of essential constructional 
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materials such as iron, steel or cement,1 In a coun­
try, like India, where the engineering trades are 
either non-existent or only poorly developed, 
the same end may be attained by exercising the 
general control over imports against the free impor­
tation of machinery and machine, tools.2 

Thirdly, the raising of capital in the home 
market is made subject to the issue of a licence by a 
competent authority. In India, for instance, under 
the Defence of India Rule 94A, which was an­
nounced by the Finance Member at a Press con­
ference on 17 May 1943, no new capital may be 
issued without a permit obtained from the Examiner 
of Capital Issues in Delhi. This enables the govern-

1 The following complaint by a leading businessman, 
Mr. J. R. D. Tata, gives some idea of the effect of this 
control on the possibilities for new investment in India: 
"While it is inevitable in war time that the consumption of 
steel for private building purposes or ordinary market con­
sumption should be heavily curtailed, the almost complete 
withdrawal of all structural steel during the last two or three 
years has had a serious effect on the pace of the country's 
industrialisation.0 Speech at the 37th annual general meet­
ing of the Tata Iron and Steel Co.,Ltd., heldon 28 July, 1943. 

2 Under Defence regulations all orders for machines 
and machine tools, whether abroad or to producers in India 
must be sent to the Machine Tool Controller, Department 
of Supply, Calcutta, through the Regional Representative of 
the department in Bombay, Lahore, Madras and Cawnpore. 
See Bombay Chronicle, 11 July 1943, p. 6. 
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ment to scrutinise all new issues of capital with a 
view to protecting the capital market for the issue 
of war loans. Coupled with the restrictions on the 
creation or importation of instrumental capital 
goods, it acts as a double check on the flotation of 
non-essential new enterprises.1 It also helps to 
prevent the springing up of superfluous invest­
ment trusts, insurance companies or banks, whose 
material capital requirements may not be large. 

Until the formulation of Defence India Rule 
94A there existed only the first two checks to invest­
ments in India. But the absence of the third may 
not be said to have militated against the funda­
mental aim of drawing into the war fund a maxi­
mum of the community's savings. The first two 
checks did involve more or less complete control 
over all new flotations which depended for their 
functioning upon instrumental capital goods. And 
from the standpoint of the war effort proper there 
could not be any serious objection to the flotation 
of enterprises such as investment trusts, insurance 
companies or banks. For, in view of the block­
ing up of investments in other directions, they can 
do little else than act as agents for collecting 

1 See the list of questions to be answered in the applica­
tion for a permit to the Examiner of Capital Issues. Commerce, 
21 August 1943, p. 287. 
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the savings of the public for investment in war 
loans or treasury bills. On the other hand, there 
may be certain advantages in allowing the formation 
of such companies, if there should exist a strong 
body of opinion among the savers against subscrib­
ing to war loans, as might be the case in some 
discontented political dependencies. They may not 
have the same objection to taking up the shares 
of these new companies. 

At the same time it may not be conducive to 
post-war economic stability to allow an indiscri­
minate growth of new companies. When normal 
conditions return after the restoration of peace a 
good many of the new ventures may prove to be 
superfluous to a healthy functioning of the economy 
and would, consequendy, tend to be eliminated. 
In the process they may retard the smooth progress 
of post-war economic reconstruction. Timely pre­
vention of a mushroom growth of companies 
would, therefore, contribute to the economic 
well-being of the community after the war. The 
new Defence of India Rule permits this being 
done. 

Having taken these negative measures designed 
for blocking up the several channels for new invest­
ment, governments at war adopt certain positive 
steps for gathering in the savings of the commu-
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nity. The method and form of loan issues are so 
adapted as to appeal to a wide range of tastes and 
requirements. To suit the demands of the banks 
and the other constituents of the short-term money 
market, they issue twelve-month treasury bills or 
short-dated treasury bonds, long-dated war loans 
are issued for the benefit of trusts, insurance com­
panies and the general investing public, war saving 
certificates for those with small means and so forth. 
In addition they also organize, from time to time, 
(or induce unofficial bodies to do so), tank weeks, 
battle-ship weeks, "send a plane fund" and such 
like compaigns for collecting savings. 

From the above analysis we see that, if the 
government were to take the necessary measures 
for restricting the output of consumption goods, 
the community would have no alternative but to 
save. May be that, owing to the abnormally high 
prices which the scarcity of goods might produce, 
those with fixed money incomes such as wage-
earners and salaried men might now have to 
devote to consumption a larger proportion of their 
incomes than before the war. But this is quite 
immaterial to the volume of social savings avail-
able for financing the war. For, it would only 
lead to a transfer of incomes from those with fixed 
money incomes to the profiteering dealers and 
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the latter would be compelled to save. Looking 
to the community as a whole its aggregate net 
savings would be necessarily larger than what they 
might have been prior to, or in the absence of, the 
curtailment of civilian supplies, and its magnitude 
would increase with every additional curtailment 
of them though the savings of certain classes may 
be less. Under a regime of rationing and price 
control, however, the mad rush for goods would 
cease and the savings of all classes may be higher. 

Likewise, if the government were to take the 
necessary measures for restricting the creation of 
new instrumental goods, the savers would have no 
alternative but to place their savings, directly or 
indirectly, at the disposal of the State for the prose­
cution of the war, whatever may be their personal 
views regarding the war. They would be unable 
to send them abroad to a neutral country. If 
they bought with them some existing property, 
some of the old stocks of gold, old securities, life 
insurance policies, or the shares of newly created 
investment trusts, banks or insurance companies, 
they would merely be asking someone else to take 
their savings to the treasury, instead of doing 
this themselves. The same would be the case if 
they kept them with the banks. They would be 
unable to invest them in new machinery or in new 
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houses. The first they will not be able to import, 
even if the manufacturers abroad were willing or 
free to produce them, and, for the second, they 
may not get the necessary priority certificates in 
respect of cement, iron or timber. They would 
be unable to acquire new gold in which to keep 
their savings underground. If, instead, they were 
to decide to hold currency notes, the Reserve 
Bank of India may pass on their savings either to 
the Government of India or to the Imperial Go­
vernment through issuing to them equivalent 
currency notes, to the former against rupee treasury 
bills or rupee war loans and to the latter against 
sterling treasuiy bills or sterling war loans. To 
this must be added the possibility that, in the event 
of excessive inflation, the value of the notes hoarded 
may completely disappear and, again, into the hands 
of the government for financing the war. 

Nor would any attempt at riotous living on 
the part of the consumers in any way diminish the 
aggregate volume of savings flowing into the trea­
sury. For, as we have seen, so long as the supplies 
of consumers' goods remain depleted any competi­
tive outbidding on the part of consumers to ac­
quire them can only drive their prices higher 
and higher and increase the profits of the consump­
tion entrepreneurs. These latter would then be 
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compelled to save more and the aggregate net 
social savings would remain undiminished. 

This is not to say that, once civilian supplies 
are cut down and the output of new instrumental 
goods is restricted, it is a matter of indifference to 
the government as to what people do with their 
incomes and savings. If they spend their incomes 
freely, prices, profits and wages would keep soaring 
high and, unless incomes earned in the war 
industries are also correspondingly high, there is a 
danger of the real resources being drawn away from 
the war effort into the civilian trades. To prevent 
this from happening, the government may be driven 
into inflationary finance. If savings are not employ­
ed in subscribing freely to war loans but are left 
on deposit with banks or are hoarded in currency 
notes, as the banks and the currency authority 
can take only a limited quantity of long-dated 
securities, an unduly large proportion of govern­
ment debt may remain in the form of treasury bills 
or bonds. This might create budgetary difficulties 
or engender inflation after the termination of the 
war. 

It is, therefore, in the interest of the govern­
ment to supplement the physical measures, designed 
to restrict the production of 'consumers' gopds, by 
financial measures such as those aimed at pre-

6 
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venting an undue rise in prices and incomes and 
thereby mop up the surplus purchasing power of the 
community before it is allowed to work out social 
harm. The latter are formulated more with an eye 
to avoiding the social injustice and the social dis­
orders which might otherwise follow the colossal 
changes which a war must produce in the economy. 
So far as the immediate requirements of the war 
are concerned they may be said to be satisfied al­
most as soon as the civilian supplies are cut down, 
the output of capital goods is restricted and the 
men and things are thus released for feeding the 
fighting machine. 



CHAPTER V 

I N F L A T I O N A N D THE WAR 

There remains to consider the last important 
method of war finance, namely, the creation of 
expansionary currency or bank credit. A govern­
ment at war may supplement the moneys raised 
through taxation and war loans by printing cur­
rency notes (or getting this done for it by the bank 
of issue), by inducing the banking system to ad­
vance to it moneys which do not represent equi­
valent savings on the part of the public or by some 
combination of these two devices. The currency 
or credit acquired in this manner would serve the 
same purpose as, and would be indistinguishable 
from, the proceeds of taxation or of the issue of 
war loans. Like the latter, they enable a with­
drawal of the goods useful for war from civilian 
consumption or of labour, plant and materials from 
civilian employment. India provides an example 
of war finance through the inflationary issue of 
currency and the United Kingdom provides an ex-
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ample of such finance through the expansionary 
creation of credit. 

Expansion of currency by the issuing authority 
in favour of the government may be done against 
government securities or treasury bills. It is im­
material whether such issue is made directly to the 
government or whether the securities or treasury 
bills are first taken over by the public and then 
passed on by the latter through the banks to the 
bank of issue in exchange for new currency. Ins­
tead of approaching a bank of issue at all the 
treasury may also itself exercise the right of issue 
and direcdy put into circulation treasury notes, as 
the British Treasury did during the first world war 
when it put into circulation, under the Treasury 
and Bank Notes Act, 1914, £ 1 and 10s. notes. 

Both forms of the inflationary issue of currency 
are at present in process in India and are employed 
to finance the war expenditure of the Government 
of India and also of the expenditure in India of the 
Imperial Government, Inflation for the benefit 
of the Government of India takes place partly 
through the direct issue of currency by it but mainly 
through the issue of notes by the Reserve Bank of 
India against Government of India securities. 

Direct issue of currency takes place in the form 
of one rupee notes and also rupee coins. The 
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rupee notes were ushered in by an * Ordinance 
(Currency Ordinance No, IV of 1940) in July 
1940. Like the rupee coins, no reserves need be held 
against them and there is not any staturory maxi­
mum limit for their issue. Also they enjoy the 
same legal and monetary status as the rupee coin. 
Indeed, they may be and are held as part of 
the "rupee coin" reserve on the asset side of 
the Issue Department of the Reserve Bank of 
India. The amount of them outstanding do not, 
however, form part of the note liability of the 
bank. They are a liability of the general revenues 
of the State. 

The rupee coins are also tokens like the rupee 
notes and yield inflationary revenue by the amount 
of the difference between their face and bullion 
values. Primarily with a view to avoiding the 
difficulty, experienced during the last world war, 
which would follow a rise in the bullion value of 
the coin above its face value, its pure silver content 
was lowered from eleven-twelfths to one-half of 
its weight (180 grains) by the Indian coinage 
(Third Amendment) Ordinance of 23 December, 
1940. The possible increase in the profits of 
coinage, however, has been largely neutralised by 
the rise in the price of silver. Since March 
1943, when the price of silver rose above Rs. 109 
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per 1oo tolas, the "melting point" of the old stan­
dard rupees, the possible increase in profits may be 
said to have been more than neutralised. 

No statistics are available of the issue of one-
rupee notes by the Government of India under the 
Ordinance of 24 July, 1940. But the amount is, 
probably, appreciable. The issue of rupee coins 
during 1940, 1941 and 1942, however, aggregated 
Rs. 51.09 crores. But it is difficult to state as to 
what proportion of this would represent the profits 
of issue. 

The bulk of the inflationary finance, however, 
would seem to be effected through the issue of the 
Reserve Bank of India notes against Government 
of India rupee securities. Legal obstacles on the 
way of such finance have been cleared by an Ordi­
nance, the Reserve Bank of India (Amendment) 
Ordinance, issued on 8 February 1941. It removed 
the upper limit of the amount of these securities 
which could be held by the Reserve Bank against 
the note issue, namely, Rs. 50 crores or one-fourth 
of the total assets in the Issue Department of the 
Bank, whichever was higher. These securities in 
the assets of the Reserve Bank as on 25 August, 
1939, the week preceding the outbreak of war, 
were of the value of Rs. 37.39 crotcs. They rose 
to Rs. 120.71 crores on 11 June, 1943, or by Rs. 



INFLATION AND THE WAR 87 

83.32 crores. The table below gives an idea of 
the pace at which notes have been issued against 
rupee securities of the Government of India includ­
ing treasury bills. 

TABLE I 

Notes in Circulation and Securities in the Issue 
Department of the Reserve Bank of India 

(Crores of rupees) 

Average of Rupee Sterling Notes in 
Friday Figures Securities Securities Circulation 

1938-39 32.18 66.88 182.36 
1939-40 37.42 78.32 208.86 
1940-41 48.57 129.97 241.62 
1941-42 75-56 165.44 308.46 
1942-43 138.51 320.60 5^3-94 

April 1943 I37*39 480.79 667.00 

One of the causes for the inflationary issue of 
currency in India for the British Government 
would seem to be the phenomenal increase in the 
expenditure in India of the Imperial Government 
with the progress of the war. As will be seen 
from the following table, it outstripped the sterling 
obligations of the Government of India (Home-
Charges) during the second year of the war (1940-
41). 
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TABLE I I 

Expenditure of the British Government 
in India and Home Charges 

(Crores of rupees) 

A B 
British Home Charges 

Expenditure 
in India1 

A - B 

1939-40 4 27 - 2 3 
1940-41 53 30 + 2 3 
1941-42 185 32 + 152 
1942-43 387 49 + 338 

This meant that the bills payable in India by 
the Imperial Government could no longer be met 
wholly by offsetting, as was possible in the first 
year of the war, against the payments owing to the 
British citizens by the Government of India. For 
meeting the bills in full the Imperial Government 
had to acquire rupees otherwise than by asking for 
the payment of Home Charges in Indian currency. 

There were four several possible ways of doing 
this, namely, (1) export of goods to India for sale 
against rupees in the Indian market, (2) com­
mandeering for disposal in India the British owned 
rupee securities or the sterling securities represent-

Tbe Economist, 26 September 1942, p. 393. 
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ing the sterling debt of the Government of India or 
the shares of companies operating in India but 
registered in the United Kingdom with a sterling 
share capital, e.g., the shares of the jute mills, of the 
Bihar coal mines, the Imperial Bank of India, the 
cotton textile mills and of the iron and steel indus­
tries, (3) floating a loan in India on behalf of the 
British Government and (4) directing the Reserve 
Bank of India to issue to the Indian agents of the 
Imperial Government currency notes against British 
Treasury bills, British Government securities or any 
other ad hoc sterling paper. 

Of these several ways (1) must be ruled out 
for the double reason, namely, scarcity of manu­
factured goods and scarcity of shipping space. The 
second alternative compares with the commandeer­
ing and disposal of the British owned dollar secu­
rities to pay for the surplus imports of war goods 
or essential commodities from America into Great 
Britain. It would reduce the debtor position of 
India and might contribute towards a higher stan­
dard of living for her people in the post-war period. 
But for Great Britain the opposite would be the 
consequences of this policy. It would amount to 
killing the goose that has been, for generations, 
laying the golden egg for the British investor. 
This alternative also must, therefore, be ruled out. 
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Alternative (3) involves a great financial climb 
down for a country which has been traditionally 
filling the role of a supplier of capital not only to 
India and the rest of the Empire but also to a large 
part of the outside world. It might cause public 
opinion in neutral countries to suspect the financial 
strength of Great Britain and might produce very 
adverse comments from the enemy broadcasting 
stations. To these objections must be added the 
risk, however remote it maybe, of the issue proving 
unsuccessful, which may cause irreparable damage 
to the Imperial iqgat in India as well as abroad. 

None of these objections, however, are appli­
cable to alternative (4). It is also the simplest and 
the most expeditious method of obtaining cur­
rency in India, the time taken for doing so being 
no more than what may be involved in cabling 
the advice to India that sterling treasury bills of 
the required value have been deposited with the 
Bank of England to the credit of the Reserve Bank 
of India. It does not call for the shipping of Bri­
tish goods for the Indian market nor for the com­
mandeering of the British owned Indian securities. 
To pay for either the British Treasury would have 
to find more money by taxation, loans or inflation 
in Great Britain. Instead, the same end is attained 
by inflicting inflation on India at a minimum of cost 
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to the British Treasury, namely, that represented 
by the nominal interest payable on the treasury 
bills passed on to the credit of the Reserve Bank 
of India. Payment of the bills at the due dates 
need not create any great problem as the maturing 
bills could be replaced by fresh ones. It does not 
also involve the delay or the risks of floating loans 
in India. 

Though from the British standpoint this is 
undoubtedly the best of the four alternatives, it 
would seem to be the worst of the four from the 
Indian standpoint. It forces inflation on India, 
not in order to finance the Indian war effort, but 
in order to relieve the pressure of war finance on 
the British Government and it , perhaps, saves the 
British public from so much more inflation. It 
imposes "forced saving" on the Indian public 
in order to enable Great Britain to pay her Indian 
war bills. It is a subtle device of drawing upon the 
Indian economy to supplement the British national 
war fund and yet keep the fact cleverly concealed.1 

Indeed, this method of meeting Imperial expen­
diture in India would seem to have created a perfect 
illusion that the burden of the British.war finance 

1 See World Economic Survey , League of Nations, 1939-41, 
pp. 130-31. 
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in India is borne not by the Indian public but by 
the British Government. How successfully it has 
screened away the real fact may be seen from the 
trend of the discussion in India regarding the 
accumulation of the sterling paper with the Reserve 
Bank of India: that it is but a measure of the amount 
of the inflation inflicted upon us for the benefit of 
the British Treasury and that the cost of this sterl­
ing to the British Government is no more than the 
cost of the paper on which the securities passed on 
to the Reserve Bank are printed does not seem to 
have been very clearly perceived by some of the 
Indian publicists who have written on the subject 
at considerable length. 

The effort of the British Press to spread the 
illusion is, however, understandable. The London 
Economist} for instance, ,has observed that "Every 
bullet of Indian manufacture discharged by Indian 
soldiers in the Burmese campaign is paid for on the 
mail in sterling/' It would be economically far 
more correct to say, that we have been made to 
pay for it through the nose by the reduced cons­
umption imposed upon us through inflation. After 
reviewing the amount of sterling accumulated 
with the Reserve Bank the same paper, with a sense 

6 March 1943, p. 302. 
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of elevated moral triumph, adds: "There is little 
here of 'imperialist exploitation' it should be widely 
noted." One feels tempted to retort that if this is 
not imperialist exploitation it is inflationary exploi­
tation. But it is nothing other than exploitation. 

It is somewhat amusing, however, to note 
the same journal's description of an identically 
similar act by Germany. In an article entitled 
"Scientific Looting," referring to the finance of 
German purchases of war materials and other goods 
in German occupied territories, it has observed: 

"This does not mean, of course, that the 
owners of goods requisitioned or bought by 
Germans are not paid for them. The Germans 
are too clever to resort to the crude form of 
looting, except in remote countries such as 
Poland. As a general rule, they pay for every­
thing and pay generously—with the conquered 
nation's own money. That is the point: no 
matter what form the payment takes, it is in 
fact always the monetary authorities of the 
conquered countries who provide the cash. 
Germany, in addition to inflating her own 
currency, is in a position to inflate the curren­
cies of other nations. 

The methods of payment in occupied terri­
tories can be summarised under the following 
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headings: (1) payment in Reichsmark notes; 
(2) payment in Reichskredit-Kassenscheine; 
(3) acceptance of bills drawn on German 
Government departments; (4) issue of bank 
notes by occupation authorities; (5) settlement 
through exchange clearing; and (6) payment 
with the aid of advances from central banks. 
In each case the net result of the transaction is that 
Germany obtains something for nothing, and the 
financing of the purchase entails an expansion of 
currency or credit in the conquered countries.1 Even 
when payment is made in Reichsmarks, it 
does not mean that the recipients are enabled 
thereby to buy German goods, for, imports 
from Germany are strictly controlled."2 

One wonders why, when exactly the same thing 
is done by another power in respect of its Eastern 
dependency, it should cease to be "scientific looting" 
or "imperialistic exploitation." Indeed, it takes 
away our breath when we are told that it becomes, 
instead, an act of unexampled generosity. And 
that is what the British propaganda machine would 
want us to believe. Further commenting upon 
this technique, The Economist adds: 

1 Italics mine. 
8 The Economist, 24 August, 1940, p. 249, 
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"By inflating the currencies of her victims, 
Germany aims at killing two birds with one 
stone. She is able to exploit the conquered 
nations to the limit of their capacity; and she 
is able to do so without unduly antagonising 
them. If the Nazis were to resort to bare­
faced plunder, the bitter hatred against them 
would become intensified and increase the diffi­
culty of ruling the conquered peoples. As 
it is, large sections of the conquered communities 
are placed under the delusion that they are being 
paid generously for the goods they have to sell to 
the Germans. This deception cannot last for 
ever. Sooner or later, the victims wil l realise 
that Germany has depleted them of their 
supplies of goods and has left them witH an 
inflated currency whose holders are unable to 
spend it . It is only then that the population 
of the conquered countries will realise the true 
character of Nazi exploitation/'1 

It is not at all clear why this way of thinking 
should not apply to the inflation which is at present 
in process in India. 

If we were a sovereign power, importation of 
goods not being open, we should, perhaps, insist 

1 Ibid., p. 249. 
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that we be paid in rupee securities held by the 
British public very much in the same way as the 
British purchases in America were paid for in 
dollars acquired through the sale, in the United 
States, of the British owned dollar securities. This 
was the course best calculated to meet our insterests. 
But so long as Great Britain remains the trustee 
of our finances we can have little or no choice in 
the matter and all discussions, regarding it can have 
no more than purely academic value. 

The actual magnitude of the inflation thus 
effected, however, can be known only to the parties 
concerned until they may agree to reveal to us the 
amount of the British Treasury sterling bills, 
British Government'bonds or other sterling or 
rupee paper representing a liability of the British 
Government (e.g. bills drawn on British Govern­
ment departments or Government firms such as 
the United Kingdom Commercial Corporation) 
presented to or held by the Reserve Bank of India, 
which is apart from, and is in excess of, sterling 
acquired from private parties in the course of 
trade. But that such' inflation exists or that its 
volume is appreciable need not be doubted as 
the table below would seem to make clear:— 
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TABLE I I I 

Sterling Securities in the Issue Department of the 
Reserve Bank of India and the Balance of Trade 

(Crores of rupees) 

A B i c 
Balance of Sterling Notes in 
Trade in 

merchandise 
Securities Circulation 

1938—39 43-o3 66.88 182.36 
1939—40 78.02 78.32 208.86 
1940—41 68.38 , 129.97 241.62 
1941—42 77.84 165.44 308.46 
1942—43 84.21 320.66 513-94 

The increase in the sterling paper held by the 
Reserve Bank during 1940-41, 1941-42 and 1942-43 
is striking. It coincides with the increase in the 
Indian expenditure of the British Government 
.during the period, especially the latter two years. 
It is out of all proportion to the rise in the merchan­
dise balance of trade. 

It is exceedingly difficult, however, to conjec­
ture what part of sterling in the possession of the. 
Reserve Bank may represent ad hoc sterling paper 
held as a basis for the inflationary issue of currency* 
For, the merchandise balance of trade is not the rele­
vant figure of the amount of sterling which may be 

7 
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presented to the Reserve Bank in return for notes 
to be issued in India. A part of the trade balance 
may be employed, before it may reach the Reserve 
Bank, for liquidating bills arising out of the invisible 
imports into the country. And the magnitude 
of this is known to be considerable. It would seem 
probable, therefore, that the volume of the infla­
tionary sterling in the vaults of the Reserve Bank 
may be more than the difference between the figures 
in columns A and B in the table above. Also 
part of this difference may represent payments for 
the purchase of gold exported from India to Great 
Britain which, under Defence regulations, is 
acquired by the British Treasury. 

Another part may represent American and 
other allied war expenditure in India against which 
Great Britain would receive dollars and other 
foreign exchanges and India a corresponding 
amount of ad hoc sterling and equivalent inflation. 
In other words we have no means of know­
ing the actual amount of the inflation imposed 
upon the country on British account, what part 
of it is for financing Imperial expenditure in In­
dia, what part for the purchase of Indian gold 
and what part for acquiring dollars and other 
foreign exchanges, which, in the ordinary course, 
would have found their way into the Reserve 
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Bank of India, It is not possible to make good 
bricks without straw. 

In a country with a well developed credit sys­
tem such as Great Britain direct recourse to the 
printing press as a method of inflationary finance 
is both unnecessary and unlikely. The same result 
may be produced through securing the creation 
of bank credits in favour of the government, cur­
rency expansion being only induced as a result of 
credit expansion. The main steps of procedure 
would be somewhat as follows. The starting 
point of the process would be an extension of credit 
by the Bank of England on Ways and Means to 
the Treasury. If in a given week the Government 
require £ 10 millions over and above the receipts 
from taxation and loans, this amount would be credi­
ted to the Public deposits in the books of the Bank. 
When the Treasury would draw cheques on this 
amount to pay its contractors and other creditors 
the amount of the advances would pas from the 
Public to the "Other" deposits through the clear­
ing, i.e., to the credit of the joint stock banks which 
would get these cheques from their constituents. 
In other words, the cash reserves of these banks 
would increase by £ 10 millions. This would 
considerably improve their ratio of cash to liabi­
lities. If we assume this ratio to be normally 
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10 p. c, as the deposit liabilities of the banks would 
have risen only by 10 millions, they would now be 
in a position to advance credits to the extent of £ 90 
millions- And, if the rate of interest they charge 
be less than the earnings on war loans and 
treasury bills, the public might feel tempted to 
act as the link between bank credits on the one 
hand and war loans and treasury bills1 on the 
other. That is to say, a Ways and Means advance 
of £ 10 millions might be expected to bring to the 
Government a public subscription as of much as 
£ 90 millions out of artificially created bank credit 
towards their loan issues.2 

1 Though the discount market in London continues to 
act as a link between the banks and the 'Treasury in respect 
of the latter's programmes of deficit financing by holding 
large quantities of treasury bills on borrowed funds, after 
the outbreak of war the clearing banks have begun to 
acquire treasury bills directly from the Bank of England, 
instead of from the discount market. This war-time in­
novation, which violates a deep-rooted principle of British 
banking practice and which was considered to be vital to 
the British central banking technique, arose out of the 

Phenomenal increase in the floating debt borrowings of the 
'reasury after the outbreak of war. See The Economist^ 

25 July, 1942, p. 113. 
2 When "The first issue of War Loan" was made in 

Great Britain "the banks undertook with a unanimity which 
could not be fortuituous to provide special short-term faci­
lities to enable their clients to apply for the stock and 
Spread their instalments over a lengthier period than that 
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Credit expansion, however, cannot continue 
by itself without entailing an expansion of currency. 
For, the newly created credit, through govern­
mental expenditure, would pass into circulation and 
would produce an increase in income and expendi­
ture, which, in turn, would give rise to a greater 
need for currency. Indeed, in the absence of an 
additional issue of currency the pyramid of credit 
might stand in danger of withering away through 
a drain of cash from the banks. Use of the printing 
press must, therefore, follow the progress of credit 
expansion. During the first world war this was 
done by the Treasury. It exchanged currency 
notes for the banks' deposits with the Bank of 
England and the banks passed on the notes to their 
customers in payment of the latter's deposits with 
them. 

Some idea of the inflationary expansion of 
money in the United Kingdom during the present 
war may be gained from the following table:— 

provided in the prospectus." This account from Tie Eco­
nomist {Banking Supplement, 18 May, 1940, p. 4) shows that 
credit creation to finance the war has been in process from 
the very start. 
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TABLE IV 

Note Circulation, Bank Deposits and Prices 
in the United Kingdom1 (July 1939 = 100) 

Notes in Bank Wholesale 
Circulation Deposits Prices 

103 I O I 102 
I V 105 108 119 
I 104 n o 130 

1940 I I n o 112 136 
I I I 119 122 143 
I V 118 138 152 
I 123 146 154 

1941 I I 130 156 156 
I I I 141 173 158 
I V 147 164 161 
I 157 166 163 

1942 I I 162 175 163 
I I I 162 175 163 
I V ' x73 187 1632 

19431 180 1891 

~ 

On the basis of these and other figures Pro­
fessor Pigou has estimated that in August 1941 
or after nearly two years of war there took 
place in the United Kingdom an "unwarranted" 
or inflationary expansion of money and income of 

1 Figures taken from the Report on Currency and Finance for 
the year 1942-43, Reserve Bank of India, p. 6. 

2 For two months of the quarter only. 
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about 20 px.1 It would seem significant that the 
pace of currency expansion has lagged behind the 
pace of credit expansion. The opposite holds true 
in the case of India. The rate of currency ex­
pansion in this country is appreciably greater than 
the rate of credit expansion. That is to say, the 
credit creating capacity of the banks in India being 
limited, the Government has placed greater faith 
upon the former method of putting itself in funds 
than upon the latter. Also, currency, credit as 
well as prices have all increased by a greater ratio 
in India than in the United Kingdom. This is clear­
ly brought out by the table below:— 

TABLE V 

Note Circulation, Bank Deposits and Prices in 
India2 (July 1939 = 100) 

Notes in 
Circulation 

Bank 
Deposits 

Wholesale 
Prices 

1939 I I I 
I V 
I 

102 
122 
132 

101 
103 
105 

105 
129 
125 

1 See A. C. Pigou, "War Finance and Inflation," Economic 
Journal, December 1940, p. 468, and "Types of War Infla­
tion", Economic Journal, December 1941, p. 447. 

2 Figures taken from the Report on Currency and Finances, 
op. cit. p. 6. 
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Notes in Bank Wholesale 
Circulation Deposite Prices 

1940 I I 135 106 117 • 
I I I I 3 1 "5 116 
I V 129 125 121 
I 136 129 120 

1941 I I 148 135 131 
I I I fJ 2 149 150 
IV 167 165 iJ4 
I 204 167 154 

1942 I I 246 185 169 

ra 273 224 185 
I V 311 253 218 

19431 360 *73 258 

It is immaterial, however, whether it is cur­
rency or credit that is expanded for meeting the 
war bills of the State. Both do the work equally 
well. Only under the method of a straightforward 
issue of currency, either by the government direct­
ly or against government securities, in order to 
raise a given volume of funds the volume of the 
currency issue would have to be larger than under 
the British method of induced credit expansion.1 

But the full amount of the newly created credit 
or currency cannot be stricdy termed inflationary. 

1 A. C. Pigou, The Political Economy of War, London, 
1940, pp. 103-05. 
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For, if the public should decide to hoard in times 
of war more currency than it does normally,1 the 
government would merely be getting hold of the 
savings, which the hoarded currency represents, 
if equivalent currency or credit were to be created 
in its favour by the banking system. It would be, 
in effect, simply a case of creating in favour of 
the government substitute monetary tickets to real 
savings which had got mislaid somewhere in the 
process of circulation. Similarly, the taking up 
of the industrial slack, the magnitude of which, 
as we have seen, may be quite appreciable, would 
require more money. If the currency or credit 
created in favour of the government was no more 
than what was necessary for doing this, the process 
cannot be termed inflationary. 

Inflationary finance may be said to begin only 
when the limit of these two factors has passed. It 
is only thereafter that the governmental disburse­
ments of the newly created money would be in addi­
tion to, not merely in substitution of, private ex­
penditure and the men and things which the govern­
ment would require would then be drawn away 
from their civilian occupations behind the backs, 

1 This would seem to be the case in Great Britain. See 
The Economist, "Bank credit and Inflation,'' 21 June 1941, 
p, 818. 
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and without the approval, of the consuming public. 
The output of consumers' goods would shrink as a 
consequence and their price-level would rise. The 
incidence of this would fall with greater severity 
on the smaller income groups. Inflation thus acts 
as a concealed, regressive tax. 

But the amount of the productive power 
which it may be possible to secure through a given 
volume of the inflationary creation of money must 
necessarily diminish with the progress of inflation. 
For, assuming that the war has got into its stride 
and unemployment has practically disappeared, 
every creation of expansionary currency or credit 
must raise the prices of the war goods and of the 
agents of production which the war industries 
may require. This would materialise as a result 
of the government or their contractors bidding for 
the war goods or the agents of production as the 
case may be against the. civilian consumers or 
the entrepreneurs running the civilian trades. 
The new money, through the governmental dis­
bursements of today, would become the consumers' 
incomes of tomorrow and would then produce a 
further rise in the prices of consumers' goods. 
Thereafter, it would get into the possession of the 
civilian entrepreneurs, and would strengthen their 
position vis-a-vis the government contractors in 
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bidding for labour, plant and materials which 
they would require. Competition between the 
government and the entrepreneurs would drive 
the prices of the agents of production higher stil l . 
So as to enable the government to obtain a given 
quantity of men and things for the war industries 
the volume of the inflationary funds which would 
have to be placed at its disposal must, therefore, be 
higher each time. In other words, to get control, and 
to maintain control continuously, over some defined 
fraction of the productive resources of the country, 
inflation must take place at an accelerating pace 
the rate of acceleration being determined by refer­
ence to the rise in the commodity and factor prices. 

But this is not the whole story. When i n ­
flationary finance has been carried to a certain 
distance, it is apt to generate a rise in prices and 
wages not merely in proportion to the rate of i n ­
flation, but at a rapidly accelerating pace. Money 
would then begin to pass from income to income at a 
progressively increasing velocity. It is exceedingly 
dangerous to carry inflation beyond the point at 
which this may happen. Simple inflation would 
then pass into galloping inflation, confidence in the 
country's currency would be shaken, prices would 
go up soaring and the value of a unit of currency 
would tend to dwindle towards nothing. The 
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"fl ight from currency" or the preference of the 
people for durable goods would gain momentum. 
In other words the monetary system would begin 
to collapse. 

But in a modern war, the demands of which 
can never be said to be fully met, it would be ex­
ceedingly difficult to escape inflation altogether, 
especially in a poor country, such as India, where 
other sources of raising funds are meagre. There 
is no other equally efficacious device of making 
the starving man pay for the war by eating less in 
order that some of the agents of production en­
gaged in producing his starvation rations may be 
diverted into manufacturing guns and tanks. 
Even as in times of peace indirect taxation, such as 
customs duties, though regressive and inequitable, 
must form an important source of revenue in such 
countries, they cannot hope wholly to escape i n ­
flation in times of war. But it would be desperately 
dangerous to indulge in it on a large scale and 
to pass beyond the limits of simple inflation. 



CHAPTER VI 

THE POST-WAR BOOM 

An idea of the enormous scale on which it is 
possible to divert real resources from their civilian 
occupations, through the seven principal devices 
reviewed in the preceding chapters, for employ­
ment in the production of war services, may 
be gained from the figures of the increase in 
governmental expenditure of the countries at 
war. 

In the United Kingdom, for instance, the ex­
penditure of the Central Government, which in 
1938 was £ 1,015 millions, rose to over three times 
this figure (£ 3,333 millions) in 1940, the first com­
plete year of war, to somewhat under five times 
(£ 4*663 millions) in 1941, and the budget forecast 
for 1942-43 was well over five times (£ 5,286 mil­
lions)1 the amount. Of the aggregate expenditure 
for 1941, The Economist has estimated that roughly 

1 Economic Journal, June-September, 1942, p. 207. The 
actual expenditure for 1942-43 was £ 5637*8 millions. See 
The Economist, 10th Apri l , 1943, p. 456. 
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£ 1,135 millions represent non-war expenditure.1 

On the basis of this estimate the war expenditure 
of the year represents 51.8 per cent of the gross 
national income (£ 6,813 millions) at factor cost 
(i.e., excluding indirect taxes) and 47.4 per cent 
of the net national income (£ 7, 441 millions)2 at 
market price (i.e., including indirect taxes but ex­
cluding payments to depreciation funds) both 
of the same year. The same journal also estimated8 

that the war expenditure during 1918 was almost 
one half of the then national income. Since then, 
as the community's income producing power 
per. head has considerably risen, it should be 
possible to devote to war service a larger propor­
tion of the national rsources before trenching upon 
the minimum requirements of non-war service. 

The withdrawal of labour, plant and materials 
from their peace-time occupations into war ser­
vice on so large a scale as these figures suggest 
must render the organization and working of 
the war economy essentially different from their 
peace-time version.4 We shall briefly review the 

1 The Economist, 18 Apri l 1942, p. 530. 
*Ibid. , p. 530. 
8 30 September 1939, p. 590. 
4 For an idea of how the several groups of industries 

may be affected see H. Makower and H. W. Robinson, 
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broad character of these changes. 
In order to be able to absorb the slack factors 

in the war trades, the banking system would be 
called upon to produce more currency or create 
more credit. It is a mere matter of detail whether 
this is done in favour of the government or in fa­
vour of their contractors. In either case the new 
money would be employed in paying the slack fac­
tors for the war services rendered by them. This 
need not, however, affect the consumption price-
level, if we assume that the resulting increase in 
the social income would be taken back into the 
treatury through either an equivalent increase 
in taxation or an issue of war loans. It need not 
also affect the rate of remuneration of the factors 
of production as no attractions would be sought to 
be offered to the factors which are already employed 
to capacity. The new currency or credit, having 
taken up the slack into the war effort, would 
return, from the pockets of the public, via tax pay­
ments or loan contributions, back into the banking 
system. If the new credit was created in favour of 
the government contractors, tax receipts or proceeds 
of the loan issue would return into the banks via 

"Labour Potential in War-time", Economic Journal* December 
1939, p. 659. 
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the contractors who would receive these amounts 
from the government in payment of the war goods 
produced by them. This process would be repeated 
until the whole of the slack wil l have been absorbed. 
It would add to the war effort without taking away 
anything from the rest of the economy and would 
leave wages and prices unchanged. 

But, as we have seen, a world war does vastly 
more than taking up the industrial slack. The 
economic controls, which it introduces, drastically 
cut down the output of goods for civilian consump­
tion. This releases from the consumption trades 
large amounts of productive resources. These are 
then switched over into the war trades. The demand 
for war goods being assured entrepreneurs may do 
this voluntarily. It may also be brought about 
through an executive order directing the entre­
preneurs to change over from their peace-time 
occupations into producing the requirements of 
war. Alternatively the government themselves may 
employ the resources set free and run their own ord­
nance and munitions factories. 

The liquid funds, made up of the short-term 
savings of the public and the liquid capital of the 
firms themselves, hitherto engaged in financing the 
production of consumers' goods, i.e., in the creation 
of the circulating real capital which would emerge 
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as consumers' goods, would now be engaged in 
financing instead the production of war goods.1 

In the first two cases the short-term savings of the 
public would be acquired via the banks in the form 
of advances and in the third case mainly by the 
issue of treasury bills or bonds. 

A similar transformation would take place in 
the instrumental trades as well. Civilian invest­
ments being drastically curtailed, the instrumental 
entrepreneurs would, either voluntarily or under 
executive direction, divert their labour, plant and 
materials into war production, or they would 
be taken over by the ordnance factories or muni­
tions establishments. The production of the cir­
culating real capital which would mature into war 
goods of all kinds would be financed by the liquid 
moneys which in peace-time had been financing 
production in the instrumental trades, namely* 
the liquid funds of firms themselves, the short-
term savings of the public and the accumulating 
depreciation funds. These would be acquired from 
the banks partly by the entrepreneurs and partly by 
the treasury, 

1 For an account of the broad nature of this change and 
for the manner of how it was brought about in Great 
Britain See The Economist, Banking Supplement, 18 May 
1940, pp. 4j • 

8 
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When the production of the war goods would 
be completed, they would be acquired by the 
government through the moneys raised by taxation 
and war loans of all kinds- These moneys, it wil l 
be noted, would be made up of three main elements. 
They would represent partly moneys which, nor­
mally, would have been expended on consumption, 
but which it has not been possible to do owing to 
the non-availability of consumption goods. Partly 
they would comprise the normal savings of the 
community, which, ordinarily, would have been 
invested in the civilian trades. The rest would re­
present the depreciation funds, which, in normal 
times, would have been directed towards the cost 
of repair and renewal of the existing capital equip­
ment of the economy but which, owing to the res­
trictions on the production of instrumental goods, 
it has been possible to do only to a limited extent. 

In respect of imports a somewhat similar trans­
formation would be taking place. In place of the 
articles of consumption for the civil population 
and machinery for use in the civilian trades, the 
importation of which would be severely restricted, 
there would now be imported materials of war 
or machines and materials to be employed in the 
war trades. The owners of currently acquired 
foreign exchanges would be paid in domestic 
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currency by the exchange control authorities. 
This they would employ, after paying for their 
rationed supplies of consumption goods and 
meeting their tax obligations, in subscribing to 
war loans. In effect, therefore, those whose 
income receipts are in foreign exchanges would 
get in return for them, apart from their rations, 
paper documents representing tax receipts and 
government bonds, very much in the same way 
as the rest of the citizens who receive their 
incomes in domestic currency. 

When the needs of war exceed the available 
supplies of the currently earned foreign exchanges, 
foreing securities held by the citizens would be 
commandeered and sold abroad to pay for the 
essential excess imports. In exchange for these 
foreign investments, their owners would get local 
currency which, like the savings of the rest of the 
population, they would have no option but to con­
vert into war bonds either directly or indirectly. 
Thereafter they would get their income from 
investments, in local, instead of in, foreign currency. 

To bring about these changes, apart from the 
creations of money which may be necessary to 
finance the taking up of the slack factors and for 
salvaging for war use, the community's savings 
held in the form of money hoards, there need not 
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take place any expansionary issue of currency or 
credit. Also, if the depleted civilian supplies of 
consumers' goods are properly rationed out there 
need, not ensue any rise in the price-level of consu­
mers' goods. But unless all transactions in old 
securities and assets are subjected to rigorous 
control, which would be both difficult and without 
any real value from the standpoint of the imme­
diate needs of war finance, it would not be possible 
to prevent a rise in their prices. A n d the price-
level of assets such as land may be driven up to 
absurdly high levels. But, as we have seen, so 
long as new investment is under strict control this 
would not really matter. For, the owners of the 
old assets would have to pass on the savings they 
have received in exchange for the assets to the 
government as subscription for war loans. 

Speaking in terms of the flow of money the 
changes which the war may bring about would be 
briefly these. The money incomes of the com­
munity plus its depreciation funds, instead of being 
allocated as between the consumption and the ins­
trumental trades, as would be the case in normal 
times of peace, would now be allocated, in conso­
nance w i t h the new distribution of man-power, 
machines and materials, as between these two trades 
plus the war trades. The war trades would be, 
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naturally, getting the lion's share and the civilian 
part of the instrumental trades would, probably, 
be getting the least of the three. 

When the resources acquired through the phy­
sical and the financial devices prove insufficient to 
meet the exigent needs of war, recourse would be 
had to the monetary device. The men and things 
required for war would be, in this case, forced out 
of their civilian occupations by offering them higher 
remuneration. The change-over of the economy 
to a war basis would be produced through in­
flicting "forced saving" upon the consuming 
public. 

That is to say, during a war, allowance being 
made to the expansion which the slack factors may 
render possible, the war trades have to grow at the 
expense of the consumption and the instrumental 
trades. A combination of the physical, financial 
and monetary devices, on the one hand, would 
transfer productive resources into the war trades 
and man-power into the fighting services and, on 
the other, would transfer to the government funds 
with which to pay for them. Such of these funds as 
had been raised by taxation would leave no visible 
legacy behind them, whilst the funds which had 
been collected through the issue of government 
securities or through inflation would leave behind 
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the bonds of governmental indebtedness which 
would be in the possession of the subscribers to 
war loans or their legal successors or in the pos­
session of the banking system which had created 
currency or credit in favour of the government. 

The changes produced in the economy by the 
war may be roughly indicated by the diagrams 
below. Figure 3 may be said to represent the war 
trades, figures 1 and 2 the consumption and the 
instrumental trades, respectively, catering to the 
needs of the civil population and the dotted lines, 
in these two figures, the immediate pre-war 
position of the consumption and the instrumental 
trades. 

Fig. 1—Consumption Trades 
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Fig. 2—Instrumental Trades 

Fig. 3—Wax Trades 
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As the war progresses the volume of figure 3 
would grow and the volumes of figures 1 and 2 
would diminish. There is, however, a limit be­
yond which it would not be possible for the one to 
grow or for the others to fall. In the case of 
countries which wi l l have already reached an ad­
vanced stage of mechanisation and rationalisation 
of industry on the outbreak of war, this limit 
would depend upon the extent to which its citizens 
would be capable of tightening their belts and yet 
maintain the necessary standards of efficiency 
in war production as well as in fighting. In the 
case of industrially backward countries it would 
depend, in addition, upon the amount of the re­
sources which could be released from the rest of 
the economy for speeding up industrialisation 
whilst the war was on. To the extent progress 
may be made in this direction the war potential of 
the country would then be a rising war potential. 

It is no doubt possible to put in a spurt of 
effort in excess of this limit on empty stomachs or 
on starvation rations, or by drawing upon the capital 
too heavily, but this can not only not last for any 
considerable length of time but is most likely 
to be followed by an adverse reaction and it may 
take some time before the original standards of 
effort and efficiency may be regained. Any attempt 
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to exceed the economic limit of the war potential 
must, therefore, prove detrimental to the mainte­
nance of a sustained maximum of war production. 

On the termination of the war and the restora­
tion of peace, the demand for war goods of all 
kinds would abruptly fall. The citizen army-
would be disbanded and the men would seek 
to, return to their civilian occupations. The 
ordnance factories and the munitions establish­
ments would go into voluntary liquidation, the 
workers in them would be released from employ­
ment, and their machinery and materials would be 
disposed of. Private industries which had been 
catering for war needs would also similarly close 
down their war-time lines of production. In 
other words figure 3 above, which had grown fat 
at the cost of figures 1 and 2, would begin to 
wither away. 

The War Office would no longer be interested 
in continuing the systems of economic controls 
enforced during the war. If, therefore, the govern­
ment were to release the economy from these 
controls simultaneously with the cessation of the 
demand for war goods, the peace-time trades re­
presented by figures 1 and 2 above would seek to 
recover their lost volume. For, it wil l be noted 
that, to a considerable extent, the growth of the 
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war trades was made possible not so much by 
voluntary choice on the part of the public as through 
the authoritarian and monetary encroachments 
upon private consumption and private investment. 
As soon as these external shackles would be re­
moved from them, both trades would seek to re­
gain their liberty of self-expression. 

Meanwhile, there wi l l have accumulated in the 
course of the war an enormous volume of funds 
which would be awaiting the termination of the war 
for investment in instrumental goods. They 
may be classed under four main heads: (1) the de­
preciation funds for the repair and renewal of the 
existing plants and machinery, (2) savings, indivi­
dual as well as corporate, (3) reserves, other than 
depreciation funds, built up from out of war profits 
and set apart for post-war reconstruction and ex­
pansion and (4) monetary compensation received 
from private insurance firms or under the com­
pulsory governmental schemes of insurance for 
properties destroyed by enemy action. With the 
removal of the war-time controls there would, there­
fore, arise a rush of demand for instrumental goods, 
for the repair or renewal of the existing plants and 
machinery, which would now be in a badly worn 
condition, for the reconstruction of the buildings, 
railways, factories, ship-yards and other properties 
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destroyed by enemy bombing or under the "scorch­
ed earth" policy and also for implementing many es­
sential projects which were held in abeyance because 
of the war-time restrictions. The vasdy reduced rate 
of output of the instrumental goods, however, 
would be unable to meet this sudden rush of demand 
for them and their prices would consequently jump 
up. Eager to take advantage of this demand the 
instrumental entrepreneurs would welcome back 
in their trades labour, plant and materials released 
from the war trades. There would appear gready 
stimulated activity in the instrumental trades. 

Simultaneously, there would be increased acti­
vity in the consumption trades as well. This is 
obvious in the case of countries which had been sub­
jected to strict rationing and price control during 
the war. For, starved of their wants during the war 
years, there would be a general rush of desire on the 
part of the people at least to regain the old level 
of their real consumption. Millions of men and 
women wil l heave a sigh of relief that the neces­
sity for stinting and saving has passed and they wi l l 
sally forth in their masses to purchase more food, 
new clothes, new furniture, new cars and new 
stocks of almost everything that comes to hand. 
And for doing so nearly all would have to their 
credit an accumulated reserve of balances which, as 
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a result of rationing, had remained behind unspent. 
As the prospects of the continuance of full em­
ployment would now seem to be bright, expendi-
ture from out of current income may also be at a high 
level. The money stream of expenditure on con­
sumption would, therefore, swell above its war­
time level subsequent to the removal of the war­
time restrictions. To this pressure of demand 
would be added the demand arising out of the 
eagerness of the dealers at every stage of the 
wholesale and retail trade to build up their peace­
time norm of the stock of goods. But the cur­
rent output of consumption goods would be quite 
insufficient to cope with this rush of demand 
for them and their price-level would consequently 
shoot up much above their war-time "ceilings". 
This would correspondingly increase the profitable­
ness in the consumption trades. 

In the non-rationing and non-price-control 
countries, however, the situation may be some­
what different. In their case the cessation of the 
war may not make any appreciable difference in the 
money demand for goods. This may continue 
more or less at the war-time level. The consump­
tion price-level, therefore, may not jump up as in 
the former group of countries. It may on the 
contrary even indicate a downward tendency be-
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cause of the prospects of increased production 
or increased imports. This may be the case, for 
instance, in India where, the war having introduced 
no restrictions on individuals' freedom of expendi­
ture on consumption, prices would have already 
reached their peak levels during the war. An 
increase in the supply of consumption goods in such 
cases might, therefore, produce a downward move­
ment in their price-level. Nevertheless in this 
group of countries also the consumption trades 
may experience greatly stimulated activity. For, 
the prevailing consumption price-level itself would 
permit a large profit margin and consumption entre­
preneurs, therefore;, would be only too willing to 
embark upon programmes of increased production 
when the physical barriers to production would be 
removed. But, perhaps, unlike in the case of the 
rationing and price control countries, where the 
accumulated balances would be more evenly distri­
buted, goods consumed by the general body of 
entrepreneurs, who wil l have made large profits 
during the war at the expense of the rest of the 
community, would be more in demand and would 
consequently receive relatively greater attention 
from the producers. 

That is to, say, in the rationing as well as in the 
non-rationing economies the consumption entrepre-
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neurs would eagerly welcome back the men, ma­
chines and materials disengaged from the war trades. 

Almost as soon as the economy may be released 
from the artificial pressure of war-time controls, 
boom conditions would thug begin to set in in the 
instrumental as well as in the consumption trades. 
Labour, fixed real capital and also circulating 
real capital, (except for the portion which wil l have 
already reached too advanced a stage of production 
as war goods and would, consequendy, be incapable 
of being transformed into anything else), no longer 
needed in the war trades, would be taken over by 
the civilian entrepreneurs. The demobilisation 
crisis, if any, would be wholly transitory. Em­
ployment would continue to be full, production 
would be on the ascendant and incomes generally 
would remain high. 

In the field of money and finance the termina­
tion of the war would produce a corresponding 
change-over. The government and the war trades 
would demand no more the short- and the long-
term investment funds of the community. The 
outstanding volume of treasury bills and war bonds 
would consequendy begin to decline rather than the 
opposite. The accumulating depreciation funds 
and the short-term savings plus the payments re­
ceived by the holders of the maturing treasury bills, 
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the treasury deposit receipts and other floating 
debt would, therefore, begin to seek investment else­
where. And they would find a ready demand for 
them in the now reviving consumption and instru­
mental trades. They would easily get absorbed in 
financing the creation of the circulating real capi­
tal in the two trades. The long-term invest­
ment funds, too, would be similarly diverted by 
their owners into civilian trade and industry. 

The boom conditions, however, as we shall 
see in the next chapter, would be short-lived. 



CHAPTER V I I 

THE POST-WAR DEPRESSION 

On the termination of the war, speaking in 
terms of real resources, the economy would be in a 
state of, utter exhaustion, especially if the war had 
been a prolonged one. Most of its stock of 
machines and fixed real capital generally, whether in 
civilian use or transferred into war industries, would 
be in a badly worn condition, as, during the war, 
they would have received only the most essential 
repairs. The normal rate of renewals not having 
been possible, the number of machines in working 
condition would also be smaller than before the 
war, the rest of them having been discarded as 
scrap or melted down for their iron, an article of 
great scarcity in war-time. To this depletion of 
capital must be added the destruction of capital 
goods such as ships, docks, railways, factories, 
mines, oil-wells, buildings and other property by 
enemy action or under the "scorched earth" policy. 

Except, perhaps, in some of the war trades it 
is very unlikely that improved techniques Would 
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have been employed, during the war, in civilian 
production. So far from this being the case it 
would seem likely, as is happening around us 
today, that obsolete and less effective techniques 
of production would have been brought into 
service by the entrepreneurs. For, in view of the 
prevailing insufficiency of capital, the presence of 
a large margin of unsatisfied demand for consumers' 
goods and the high prices ruling, in the black 
markets under the regime of rationing and in the 
open markets elsewhere, these methods would have 
come well wi th in the range of profitableness. For 
instance, the spinning wheel, the hand-loom and 
the cottage industries generally, the bullock cart, 
the sailing ship1 and the like would have been 
receiving more than their ordinary measure of 
attention. In other words, on the termination 
of the war, production, on the average, would 
be less round about and, as a consequence, less 
efficient than before the war. 

The savings of the community, notwith­
standing their having been produced on a vastly 
larger scale than in peace-time, w i l l have left no 

1 An idea of the encouragement which is being given 
in India, as part of the war effort, to the bullock cart and 
the sailing ship may be had from The Economist of 27 March 
1943,P- 396. 

9 



130 POST-WAR DEPRESSION AND THE WAY OUT 

positive mark on the community's capital equip­
ment. They w i l l have instead taken the form of 
goods such as munitions, tanks, tommy-guns, 
underground air-raid shelters, trenches, sub­
marines and so forth, which, whether des­
troyed in action or not, would be incapable 
of adding to the community's productive power 
and must be reckoned as permanently lost to the 
economy. Some creations such as aerodromes, 
bombers and ships can be, no doubt, absorbed in 
peace-time trades, w i th or without alterations, but 
this would be poor compensation for the enor­
mous drain of capital which w i l l have resulted dur­
ing the war. In other words the productive capa­
city of the aggregate fixed real capital equipments 
of the belligerent countries at the close of the war 
would be appreciably below their respective capa­
cities at the commencement of i t . 

The magnitude of the circulating real capital, 
i.e., the goods in process and the finished goods 
in stock at the factory head or w i t h the dealers, 
present in the economy at the close of the war 
would be vastly less than what it was before the 
war. For, in the first place, during the war, as we 
have seen in Chapter I I I above, the circulating 
real capital o f the country w i l l have been drawn 
upon for the prosecution of the war. This would 
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have been effected by cutting down the normal 
waiting period at each intermediate stage of pro­
duction within a factory as well as by increased 
concentration of industry or closer co-operation of 
production as between the several productive units. 
This process, which we see happening today in the 
belligerent countries,1 would have advanced consi­
derably with the progress of the war, so that, on 
the termination of it, the aggregate volume of the 
circulating real capital existing in the economy 
wil l have suffered great depletion. 

Secondly, the rate of the output of raw materials 
will have suffered appreciable diminution as the 
plantations, farms and the agricultural and allied 
industries generally wil l have been worked on the 
principle of "slaughter tapping" during the war. 
The same would also hold true of the output of 
forests and, owing to the deterioration of their 
capital equipment, also of the mines and other 
extractive industries. The factories, too, would 
be turning out less of finished and half-finished 
goods in consequence of the loss in efficiency of 
machinery and other fixed real capital. The same 

1 In Great Britain governmental control of industry has 
led to increased concentration or co-ordination of produc­
tion. This has been the policy of all the war-time Presidents 
of the Board of Trade. See The Economist, 18 April 1942, 
p. 535 and 15 May 1943, p. 632. 
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would apply to the circulating real capital in trades 
in which specialised production had to be abandon­
ed owing to the loss of foreign markets and in which 
recourse had, therefore, to be taken to producing 
goods of a lower degree of economic advantage. 
For, the volume of the goods in process when 
labour and capital are applied to less effective 
spheres, i.e., to spheres in which the length of the 
average period of production is less, must decline. 

In the third place, some of the circulating real 
capital in the war trades, which wi l l have already 
reached an advanced stage of production as war 
goods, e.g., shells of bombs, half-dug trenches, 
gun-powder, tanks and guns in process, would be 
more or less incapable of being turned over to the 
civilian trades and would, therefore, have to be 
largely abandoned. 

The same would apply to the country's man­
power. It wi l l have suffered in quality as well 
as in numbers. During the war, the birth-rate 
would have been less than maintained and the death 
rate would have been higher than usual as a 
result of the normal death rate having been 
reinforced by the deaths in the front and through 
enemy bombing of the cities. Certain numbers 
wi l l have been permanently disabled through 
dis-memberment in fighting. The ratio of the 
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able-bodied men to the total population wil l have 
been, therefore, greatly depleted on the termina­
tion of the war. The general standard of efficiency 
of the nation, too, would be at a low ebb owing 
to a combination of factors. When the men return 
from the forces to their peace-time occupations, 
they will have generally suffered in efficiency 
through loss of familiarity and contact with their old 
jobs. It would be only in a minority of that 
the opposite may hold true as a result of the train­
ing received while in the army. For, while mili­
tary service may contribute to the general discipline 
and smartness of an individual, it cannot make 
him as good a carpenter or as good a farmer as he 
might have been had be continued in these vocations 
or apprenticed for them for the period be was in 
the forces. Boys and girls will have been called 
out of Schools and Universities before the comple­
tion of the full period of their training. Some may 
have lost opportunities of any training at all and t(ie 
workers in the factories will have suffered in vigour 
through over-work. Under-feeding owing to the 
shortage of food might have generally affected the 
health of the population. It would be some time, 
therefore, before the nation may return to the 
pre-war standards of numbers, age distribution and 
efficiency. 
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The general efficiency of the factors of produc­
tion as well as the productive capacity of the post­
war economy in the aggregate would, therefore, 
be considerably less than before the commencement 
of the war. If so, the programme for a return to 
the pre-war standards of production and equip­
ment, and also for an expansion beyond that level, 
which the consumption and the instrumental en­
trepreneurs might embark upon with the removal 
of the war time restrictions would prove to be, 
as we have indicated above, far too ambitious. The 
available supply of the real resources would be 
soon found to fall short of the required quantity 
for the successful completion of this programme 
and the economy would get caught when it is some­
where half-way through it . 

The insufficiency of the real resources, however, 
is not likely to be realised by the savers, the indivi­
dual firms or the entrepreneurs who work for them. 
For, in the sphere of finance there would seem to 
prevail affluence all round and hardly any evidence 
of scarcity.1 To the individual saver his savings 
would seem to be intact, whatever may be the havoc 
which had been wrought by the war. They would 
be there as bank deposits, post office cash certi-

1 See "The Torrent of Liquidity," The Economist, 19 
April 1941, p. 529. 
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ficates, war savings certificates, tax reserve certificates, 
treasury bills or as war bonds of various kinds w i t h 
perhaps the accumulated interest payments revived 
on them if these latter had not been expended on 
consumption. He would have no doubts at all 
that his bank would be able to pay to h im his de­
posits on demand. Indeed, he may find its position 
more l iquid than ever thanks to the treasury de­
posit receipts and treasury bills it may have acquired. 
Nor would he have any doubts in the ability of the 
government to honour their bonds of indebtedness 
at the due dates and he would see that he would be 
able to realise his investments on them almost at 
a moment's notice by disposing them of on the 
stock exchange or in the money market. The 
same sense of security would prevail in the minds 
of the management of corporations in respect of 
their depreciation funds and reserves. It may, 
therefore, seem to the parties concerned that the 
available funds would be ample not only for a re­
turn to the pre-war level of capital equipment— 
the depreciation funds alone might perhaps be con­
sidered sufficient for this—but also for taking 
the ecoqpmy beyond this standard. 

The instrumental entrepreneurs, too, would 
be misled by the low rates of interest prevailing, 
the pelntiful supply of the funds available in the 
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money market, and the high and rising prices of 
the securities and of new capital goods, hi the 
general sense of optimism, which would prevail, 
neither the savers nor the entrepreneurs may pause 
to think that, though the bank balances, the treasury 
bills and the government bonds may be there to 
"draw upon," the real resources would be present 
only in a greatly depleted strength. They may not 
see that the paper documents in their possession 
are but in the nature of the ghosts of the dead and 
that it would be futile to try to revive them. For, 
considerable quantities of real savings behind these 
documents would have, in fact, vanished in smoke, 
gone to the bottom of the sea or would have taken 
the shape of the various implements of war which 
would be mosdy useless for furthering any scheme 
of economic expansion or reconstruction. 

Instead of putting a break upon these deve­
lopments the banking system may, indeed, facili­
tate their progress. The scale of deficit financing 
by the governments at war being too large to be 
raised by public subscriptions to medium- and 
long-dated government loans, recourse would 
have been taken to an increasing extent, as is 
happening to-day in many belligerent countries, 
to the more easy method of direct short-term 
borrowing from the banks. The long-established 
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independence of currencies from rigid gold pari­
ties would have removed some of the inhibitions 
which might have deterred governments and their 
advisers from this course. It would also have 
a better appeal to the investors as the uncertain­
ties of the prevailing outlook might have created 
in them a preference for liquidity. The war, 
therefore, would have been waged to a consider­
able extent on cheap and abundant money. This 
would have left its mark in the high and rising 
liquidity ratio of the banks, and, eager to remedy 
the oppressing pressure of it , they may welcome 
credit-worthy borrowers. Rather than make 
loan conditions more rigorous, the tendency 
on the part of the banks is, therefore, likely to be 
in the opposite direction. 

Thus the chief actors in the drama, may 
not realise that the immediate post-war position 
would not permit a return of the economy at one 
stride,* so to speak, to the pre-war level of real 
consumption as well as to the pre-war standard of 
capital equipment. Blinded by the financial inte­
grity of their resources they may not see that for 
attaining the latter objective the level of real con­
sumption, so far from being increased,* would 
have to be curtailed considerably below its pre­
war level. And yet, on the one hand, instxu-
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mental entrepreneurs would launch schemes of 
capital creation designed to take the economy be­
yond the pre-war standards and, on the other, con­
sumption entrepreneurs would begin to expand 
their output in order to meet the growing demand 
for it on the part of the consumers who would now 
want to recover the lost magnitude of their real 
consumption. 

For some time, however, [while yet the 
machines, materials and man-power, disengaged 
from the war occupations, would be available 
for employment, i.e., during the period of wither­
ing away of figure 3 on p. 119 above, the inherent 
unsoundness of the programme of reconstruction 
and expansion may not become apparent. On 
the contrary, the transition from the war to the 
peace economy might seem to be progressing 
marvellously well. Peace-time production would 
rapidly increase, incomes would be high and rising 
and both the consumption and instrumental trades 
would seem to show every sign of prosperity. 

It is not possible, however, to forecast how 
long these boom conditions might continue. 
But once the agents of production made available 
from the war trades wil l have been wholly re-
sbsorbed in the civilian occupations, serious diffi­
culties would arise. Any expansion of either 
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the instrumental or the consumption trades beyond 
the level reached at the moment this may happen 
would be possible only by withdrawing real re­
sources from the other trades. And obviously 
neither of the trades would by now have completed 
their planned programme of expansion. There 
would, therefore, ensue a tussle between the two 
categories of entrepreneurs for gaining hold of 
labour and materials, the instrumental entrepre­
neurs for completing the half-finished projects and 
the consumption entrepreneurs in order to main­
tain or increase the output of consumption goods. 
The wages of labour and the price-level of mateirals 
would consequently rise. 

Simultaneously, the rate of interest also 
might tend to stiffen. For, subsequent to 
the cessation of hostilities, serious breaches wil l 
have occurred in the fund of social savings. The 
stream of current savings would no longer remain 
at the artificially inflated levels at which it may have 
been maintained during the war by the various 
measures which we have reviewed above. Owing 
to the general orgy of spending, it might even 
fall below the level which might be deemed to be 
normal. The accumulated individual balances, too, 
might be drawn upon by their owners to swell the 
volume of consumption expenditure. As the boom 
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progresses the fund of resources at the banks 
would, therefore, suffer rapid depletion and the 
banks would soon find it difficult to accommodate 
prospective borrowers as freely as they may have 
been doing in the early stages of it. They would 
make loan conditions more stringent and also raise 
the rate of interest. 

The rise in the rate of interest, for the reasons 
we have examined above, would lower the price-
level of securities and of instrumental goods. This 
would reduce the profitableness of the pro­
ductive undertakings taken in hand by the instru­
mental entrepreneurs. They would, therefore, find 
the new wages of labour and the prices of materials 
too high and uneconomic. 

The consumption entrepreneurs, however, 
would be somewhat differently placed. Through­
out the boom period the demand for Consumption 
goods would continue to be high or even increase, 
as what would be a loss to the fund of savings 
would be a gain to the volume of consumption 
expenditure. The price-level of consumption 
goods, therefore, would remain at a high level or 
even keep moving upwards. It would be largely 
unaffected by the rise in the rate of interest. If> 
therefore, the banking system did not intervene 
and create expansionary credit in favour of the 
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instrumental entrepreneurs, the consumption entre­
preneurs would be able to acquire the limited sup­
plies of savings by paying for them the higher rates 
of interest which the banks would demand. And, 
with the help of these savings, they would attract 
the labour and materials employed in the capital 
goods industries. 

Deprived of the essential factors of produc­
tion the instrumental entrepreneurs would be 
now faced with the prospects of having to abandon 
the projects which they had embarked upon and 
which would now be only half-way through. But 
this would involve considerable loss of capital. 
In order to escape the loss or to minimise it the 
more favourably placed among the entrepreneurs 
would, therefore, somehow try to raise the neces­
sary funds and either complete the remaining pro­
cesses of production or adjust the goods in process 
to a lower order of round-aboutness of produc­
tion than had been planned at first. In doing this 
they would, perhaps, attempt to recapture, by "sale 
or mortgage, some of their past savings held 
in the form of government and other securities. 
But, so far from remedying the situation, this 
can only render the struggle for short-term funds 
more keen, drive the prices of the essential 
factors of production higher, hasten the fall in se-
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curity prices and further intensify the difficulties 
in general. It cannot relieve the shortage of funds 
or the insufficiency of the real resources. It can 
do no more than shift the incidence of both on 
weaker shoulders. And, there being no other way 
of escape, further production in instrumental trades 
would be adjusted to a lower order of magnitude 
or to a lower scale of round-aboutness. This 
would give rise to unemployment in these 
trades. 

It would be no remedy to this turn of events 
for the banks to create credit in favour of the instru­
mental entrepreneurs. On the contrary, as indicat­
ed in Chapter II above, such action on their part 
would merely postpone the evil and in doing so 
intensify its character. In actual fact, however, 
before the crash would come some expansionary 
credit might have been already created by the 
banks in favour of these entrepreneurs. For, the 
banks may have felt satisfied about the general 
soundness of the projects, the integrity of the 
borrowers and the quality of the security offered. 
And, lander the existing banking tradition, so long 
as there was sufficient room for the creation of 
credit, the commercial banks need not take into 
consideration any other factor before deciding to 
advance loans. Questions such as general econo-
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mic stability do not come within the purview of 
individual banks. 

The setback in the instrumental trades would 
soon spread to the consumption trades as well, 
though for some little time high prices and increas­
ed activity might continue in the latter. As a re­
sult of unemployment in the instrumental trades, 
aggregate social income would fall and, therefore, 
the volume of consumption expenditure. Prices 
of consumption goods would thereupon tend to 
decline, the scale of their output would diminish 
and unemployment would appear in the consump­
tion trades also. The depression would thus 
spread throughout the economy and would gather 
cumulative force as it progresses. It would act 
as an instrument for liquidating the incongruities 
in the economic structure developed in the course 
of the boom. In the sphere of finance it would 
tend to eliminate, through its deflationary effects, 
the surplus currency and credit in the economy, 
which was the original cause of the trouble, and 
equilibrium conditions would thereby tend to be 
restored. 



CHAPTER V I I I 

T H E W A Y OUT 

If the analysis of the preceding chapters be 
broadly correct, it would seem that the root cause 
of the post-war depression lies in the orthodox 
method of war finance. For, we have seen that 
it is such finance that would leave behind the 
fearsome legacy of long-dated war bonds, trea­
sury bills and other floating debt, and a plentiful 
supply of inflationary funds in the money market. 
And, our analysis has shown that this would be 
responsible for all the trouble that would follow. 
It would create an illusion in the minds of the 
savers and corporations that their savings, depre­
ciation funds and reserves are intact. It would be 
responsible for raising the price-level of instrumental 
goods to artificially high levels, and would keep 
the market rate of interest at below the natural 
rate. These developments would give wrong 
signals to the instrumental entrepreneurs and would 
lead them into launching far too ambitious schemes 
of capital construction. 
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The much depleted supply of the real resources, 
however, would be insufficient, as we have noted 
above, to satisfy simultaneously the demands of capital 
construction as well as of the increased output of 
consumption goods. The situation would be some­
what like the blue-print of a building being too large 
and complicated and the materials available for its 
construction being too short. If construction on 
the lines of the blue print were taken in hand and the 
fact of the shortage were to be discovered only too late, 
there could be no way out but somehow to adjust 
hastily the part of the structure already erected to a 
new blue-print less elaborate than the old one, 
though in the process some of the materials already 
employed in the construction of it might have to 
go to waste. It would be something like this that 
would happen in the course of the post-war de­
pression. No amount of tinkering wi th the 
currency or credit system would be of any 
avail. For, there is no device by which a quart 
could be got out of a pint pot. That is to say, 
once the over-development of the instrumental 
trades was allowed to take place there would be no, 
way of escape but through nature's remedy of the 
depression. If so, the best method of avoiding the 
post-war depression would seem to be to prevent 
the post-war boom from raising its head. 

10 
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If we accept the view that the origin of the whole 
trouble lies in the orthodox method of war finance 
this could be done in one or more of three ways: 
(1) by preventing the creation of the documents 
of governmental indebtedness and the inflationary 
supply of funds; (2) by removing from the picture 
these documents and funds on the termination of 
the war; and (3) by continuing for a planned pe­
riod of post-war economic reconstruction the 
war-time economic controls. We shall briefly 
examine these several remedies separately. 

The first remedy would require that the war 
must be financed wholly from the proceeds of 
taxation and not at all by the issue of war bonds 
or by currency or credit inflation. This would 
mean that the rate of taxation would have to be 
very much higher than normally and, as depreciation 
funds, reserves and investments also would have to 
be trenched upon, the war budget would have to 
include, in addition, annual capital levies. In the 
United Kingdom, for instance, during 1941, under 
such a system, the Treasury would have had to 
collect, through taxation and capital levy, £ 4,663 
millions as against an actual taxation and miscella­
neous revenue collections of £ 1,875 millions.1 

*The Economic Journal, June-September 1942, p. 207. 
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Such war finance, however, might seem 
far too rigorous and also unorthodox. The 
burden of it might seem to weigh too heavily 
upon the minds of the people though in point 
of the sacrifice of real resources, there can be no 
difference between this method of finance and 
the actual one under which the people get in 
exchange for their savings, depreciation funds, 
reserves and investments, government bonds, 
treasury bills or other bits of paper. In compari­
son, the orthodox method of appropriating the 
savings and the capital of the people might seem to 
produce less squealing. It has also certain poli­
tical advantages, more especially, when the loan 
contributions come from the masses of the people 
in the form of deferred pay, war saving stamps 
or war saving certificates. It may increase their 
sense of security and they may then feel that they 
have a personal stake in the war and may conse­
quently be willing to bear the strain of it a little 
longer than under the taxation cum capital levy 
system. For the individual citizen the latter system 
of war finance may seem all on the debit side with 
nothing to show on the credit side* Also, in the 
case of poor countries, as noted elsewhere, finance 
through inflation may prove to be the only device 
of making the people in the lower income groups 
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pay for the war. In other words administrative 
and political considerations may render it exceed­
ingly difficult to finance a world war wholly by 
taxation and capital levies and avoid altogether 
war loans and inflation. 

If we ruled out repudiation of all government 
debt as too revolutionary or too crude, the second 
remedy would imply the imposition of a stiff 
capital levy on the termination of the war and the 
redemption in full of all the governmental indeb­
tedness incurred during it from the proceeds of the 
levy. Though not as a measure for avoiding 
post-war depressions, proposals have been made 
in the past for a capital levy as a means of wiping 
out war debt. Ricardo had strongly advocated it 
after the Napolenic Wars1 and it had led, in several 
countries, to one of the major political controver­
sies in the years following the last world 
war. The debate mainly centred round the questions 
of the burden imposed upon the national budget 
by the service on war bonds and of the injustice 
of permanently enslaving the tax-payer to the 
bond-holder. 

Expert opinion on the subject, however, has 
never doubted that from the practical view the levy 

1 Works, p. 149. 
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is perfectly feasible.1 There would be wide 
agreement also on the social justice of the measure. 
In addition, if our analysis be correct, it would 
remove from the body economy one of the root 
causes of trouble and would enable the progress of 
post-war economic reconstruction without the 
tears of a depression, 'But it is a major surgical 
operation. It would seem, however, that the great­
est good of the whole would be promoted if vested 
interests, namely, the small and the large capitalists 
who would have to be called upon to pay the levy, 
could be induced, or compelled, to submit to it. 

The adoption of either of these two remedies 
would produce an equivalence between the financial 
resources in the possession of individuals on the ag­
gregate and the real resources present in the economy. 
Under the system of war finance through taxation plus 
capital levy, this equivalence would be maintained 
even as the war was being fought. The individual 
citizens would then realize their growing poverty 
in the exact ratio in which their incomes and capital 
would be drawn upon and used up in the act of war. 

Under the second method the equivalence 
would only follow the post-war capital levy. Til l 

1 See Keynes, A Tract on Monetary Reform, London, 
1923, p, 69 ; Hugh Dalton, Principles of Public Finance, 
London, 1936, p. 271. 
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then the financial resources of the people would 
be in excess of the real resources in the economy 
by the amount of the war loans and treasury bills, 
assuming that the proceeds of their issue, or, to be 
more precise, the real resources acquired with the 
proceeds, were all used up in the war. The capital 
levy would take away from the possession of the 
public the surplus financial resources to which no 
real resources correspond. 

In doing this, it may be noted that, there may 
not result any great transference of wealth of a 
regressive nature as between the major income 
groups in the economy. The only noteworthy 
transference would be from the wealthier classes 
to the workers to the extent of the voluntary war 
contributions made by the latter. But this trans­
ference would be of a non-regressive character. 

For, the general body of contributors to the 
capital levy are likely to be more or less the same 
body of individuals as the holders of war bonds 
or the actual beneficiaries of the transference of 
wealth produced by inflation. If so, all that would 
happen would be a reciprocal payment and repay­
ment of certain sums of money as between these 
classes of people on the one hand and the govern­
ment, on the other: the amount of the capital levy 
received by the government would be repaid to the 
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assessees of the levy in liquidation of the bonds of 
governmental indebtedness held by them. Only this 
body of people would now feel themselves poorer 
by the value of the government bonds they would 
thereby lose. In respect of the profits produced 
by inflation something similar would materialise. 
These profits or sums equivalent to these profits 
would be taken away from their recipients and 
would be paid into the bank of issue or the commer­
cial banks in redemption of the government securi­
ties held by them .as cover against the inflationary 
moneys they had created. 

Thus, the capital levy may be said to deal out 
some rough and ready justice by the community 
in general. The net result of it would be more or 
less the same as if the war had been financed wholly 
by taxation plus capital levies from the very start. 
To produce the desired result, however, it must be 
collected before the instrumental entrepreneurs may 
commence work on the impossible schemes of re­
construction and expansion. 

If either of these two policies could be pursued 
and if the banks do not create any credit to which 
voluntary savings, depreciation funds or reserves 
held in liquid form do not correspond, there need 
be Utde or no fear of a false boom breaking out after 
the close of the war. For, though the capital equip-
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ment of the economy would be, no doubt, badly 
in need of repair, renewal or reconstruction, the 
instrumental entrepreneurs would be unable to 
move fastfer than the funds accumulating under these 
several heads plus the funds released from the war 
trades may permit. That is to say, the sudden re­
moval of the war-time economic controls may not 
then engender a more capitalistic development 
of the economy than the prevailing situation might 
justify. 

This would be ensured by the rate of interest 
on bank advances, which, inflationary funds being 
assumed to be non-existent in the economy, would 
be identical with the natural rate of interest. It 
would not permit any attempt at an immediate 
return of the economy to the pre-war standards of 
capital equipment. That would become practicable 
only as savings reach the pre-war level. If 
the consumers, having been starved of their wants 
during the war years, should decide to spend a 
larger proportion of their incomes on consump­
tion than they do normally, the recovery to the 
pre-war rate of savings and, therefore, to the pre­
war standard of capital equipment must be a slow 
process. Until then only so much of instrumental 
goods would be created as would be worthwhile 
under the existing interest rate, or, which is the 
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same thing, as would be permissible under the cur­
rent flow of savings, depreciation funds or reserves. 
The more important creations of capital would be 
taken in hand first, the rest of them being left to be 
attended tQ as and when more savings accumulated. 

The cue to the third remedy is provided by the 
fact that the war bonds, the treasury bills and the 
inflationary funds could induce no structural malad­
justments in the economy while the war lasted. 
The physical and the financial restrictions on the 
entrepreneurial and consumption activities, which 
had then obtained, had rendered these financial 
resources innocuous. They could set about pro­
ducing such maladjustment only subsequent to the 
removal of these restrictions. 

If, therefore, the war-time economic controls 
are continued for a planned period of time after 
the war, these remnants of war finance may be effec­
tively prevented from disturbing the orderly pro­
gress of the economy. The post-war reconstruc­
tion may then become possible without our having 
to pass through a depression. The Ministry of 
Supply, the Ministry of Labour and the Treasury, 
therefore, in place of being occupied in diverting 
labour, machines and materials from the instru­
mental and the consumption trades into the war 
trades, as they had been doing during the war, 
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should now be engaged in furthering a planned 
programme of capital creation. 

To begin with, in order to prevent the depleted 
real resources from being frittered away in the con­
sumption trades, the output of consumption goods 
must be subjected to restrictions through the same 
devices as had been employed for this purpose 
during the war. The programme of reconstruction 
could be put through speedily, if real consump­
tion could be kept down at its war-time level. 
This would release for employment in the instru­
mental trades the entire army of resources hitherto 
engaged in the war trades and capital goods could 
then be produced at the same fast pace as war 
goods. 

In the second place, investment must be res­
tricted to the volume of the real resources forth­
coming. That is to say, the creation of the instru­
mental goods must not be allowed to be launched 
on a scale which is more than commensurate 
with the supply of the agents of production avail­
able for the purpose. Speaking in terms of finance, 
the programme of capital construction must be 
so planned that the stream of liquid moneys com­
prising savings, depreciation funds and reserves 
would be sufficient, at current prices, to complete 
them. 
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It would seem necessary, therefore, to continue 
the war-time machinery of the physical and finan­
cial restrictions on investment. Only, the object 
of these restrictions should now be prevention of 
any tendency towards an over-development of the 
instrumental trades. In the light of this objective 
the use of the essential constructional mate-
rials and of the transport facilities may be subjected 
to the issue of priority certificates and the flotation 
of all capital issues may be made conditional on 
the taking out of a licence from a properly accredit­
ed authority. 

In the third place, simultaneously with these 
measures, steps must be taken progressively to re­
deem all governmental indebtedness. This would 
be facilitated if the war-time rate of taxation was 
continued during the post-war reconstruction period, 
the proceeds of it being utilised to redeem govern­
ment bonds. These paper balloons of financial 
resources may thus be exploded and put out of ac­
tion by instalments. The continuation of the war­
time rate of taxation need not, it wi l l be noted, in 
any way diminish the volume of social savings 
directed into the reconstruction trades. For, the 
moneys, which in the absence of heavy taxation 
might have been saved by the tax payers and em­
ployed in capital construction, would now be 
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so employed by the erstwhile government bond 
holders. So long as the output of consumers' 
goods is cut down the savings cannot disappear 
into the consumption trades. 

The success of these measures in preventing 
a post-war boom from breaking out, however, 
would largely depend upon the co-operation of 
the banking system. It must desist from creating 
any expansionary credit. Self control in this respect 
may be necessary because amidst the general 
feeling of optimism the temptation for creating 
credit may be great. It may be helpful, therefore, 
to "freeze" all war bonds with their then hol­
ders or allow transfers of them only under certain 
specified circumstances, and to forbid banks from 
creating credit against them. 

The economic controls may be-gradually re­
laxed as the planned programme of reconstruction 
was being fulfilled. But it may not be safe to 
abandon the controls wholly until the full comple­
tion of the programme as well as the complete 
redemption of the war debt. If the war debt 
was not redeemed in full at the time of the removal 
of the controls the economy might still have to suffer 
the consequences of such over-development in the 
constructional trades as the unredeemed bonds 
might be instrumental in producing. If, on the other 
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hand, the controls were removed before the comple 
tion of the projected plans, the instrumental trades 
might be faced with the problem of an insufficiency 
of savings for the completion of the remaining 
processes of production, as expenditure on con­
sumption might then attempt suddenly to jump 
up. When both objectives would be wholly realis­
ed, however, there will have been removed from the 
economy the two major elements of instability 
which had emanated from the conventional methods 
of war finance and the economy may then hope to 
reach, and also maintain, a position of stable 
equilibrium. 

To summarise. The origin of the cyclical 
fluctuations of the post-war economy lies in the 
finance of war through loans and inflation. If, 
however, war finance was wholly raised from taxa­
tion and capital levies and not at all through loans 
or inflation, we need experience neither a boom 
nor a depression. The economy may then steadily 
expand towards the pre-war standards of capital 
equipment and real consumption, provided that, 
after the termination of the war, the bank rate 
was not permitted to fall below the natural rate, i.e., 
provided that the banks did not create any expan­
sionary credit. 
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If this method of war-finance, which is theo­
retically the best, should be discarded on grounds 
of political expediency or administrative con­
venience, the boom and the depression may be 
still avoided if, immediately following the resto­
ration of peace, a drastic capital levy was imposed 
upon the people and the paper wealth of war loans 
was wholly wiped out with the proceeds of the 
levy. In this case also it would be necessary to 
keep a strict watch over the credit policy of the 
banks with a view to preventing overlending. 

If this, too, should prove to be too bitter a 
pill to swallow, the only way of escape would be 
to continue, for the duration of a planned period 
of reconstruction, the system of economic regimen­
tation which had been applied and developed dur­
ing the war. It would not be before the comple­
tion of the planned programme and the complete 
redemption of the war debt that the freedom of con­
sumption may be safely restored in its entirety. 

If, however, there should be wanting the neces­
sary courage and wisdom for the adoption of one 
or the other of these two measures, or a suitable 
combination of them, we would be condemned 
to an iniationary boom which would be followed 
by a depression. It is the price we would be called 
upon to pay for the sins of inability and unwilling-



THE WAY OUT 159 

ness to face facts on the part of the government. 
It is, so to speak, nature's remedy which comes into 
ruthless operation when the body politic has shrunk 
from curing itself by throwing out the foreign 
matter of the artificially created paper risches. 










