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NCTES ON THE BUDGET OF THE UNITED KINGIOM Robert A. Rennie

Under the vrovisions of the Economic Cooperation Act of 1948, each
country participating in the foreign aid of the United States will undertake
general commitments to achieve monetary stability and to balance its govern-
mental budget 'as soon as is practicable."l/ These objectives are essential
to the process of reviving production and.exports in Zurove. Although the
cestruction of productive plant and equinment and the insufficiency of
imported food and raw materials have been major causes of the European
crisis, the monetary instability resulting either from a lack of balance
between effective purchasing power and the goods available at controlled
prices or from an outright inflationary price soiral has diminished the
incentive to produce. Throughout the war and postwar neriods, the deficit
in govermment accounts hes been the orimary cause of the increase in the
money supply of these countries. Determined efforts were made in various
countries to reduce the monetary overhang in the early postwar period, but
these programs were not pursued with equal vigor.

l/ Economic Cooperation Act of 1948, Public Law 472, 80th Congress, Seccond
Session, April 3, 1948, Section 115 (b) (2).
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Nevertheless, the first results of the pledges undertaken at the
Paris neeting of the Committee of European Economic Cooperation with refer-
ence to monetary and fiscal measures are encouraging. Six of the sixteen
ERP countries anticinate that over-all budgetary ecquilibrium will be achicved
durine the forthcoming fiscal year: the United Kingdom, Ircland, Luxemhourg,
Portugal, chden,l/and Switzerland. Since, however, all of these countries,
with the exception of the United Kingdom, suffered relatively little nhysical
destrustion and distortion in their monetary and fiscal systems during the
war, there is perhaps nothing remarkeble in this achievenent,

But even in the countries most devastated by the war, very sig-
nificant progress has been made toward achieving a sound hudgetary nosition.
In Austria, the public budget for 1948 should aid in stabilizing its financial
position. Ordinary rerenues and exvenditures are in balance, and while the
extraordinary budget shows a deficit of 597 million schillings, additional
revenuas of over one billion schillings will probably be collected from the
proposzd capital levies imposed under the Currency Protection Taw of 1947,
The nominal budgetary deficit in Belgium for 1948 is accounted for »y the
excess of extraordinary expenditure over extraordinary revenue and will be
covered by a public loan., The National Bank of Belgium anc the nrivate banks
extended credits of less than 3 billion francs to the Government in 1947,
and the ceiling of 50 billion francs fixed by the ordinary advances of the
National Bank was closely ohserved., Both Demmark and Norway anticivate
emall surpluses in their proposed current budgets, and their capital budgets
have heen strictly limited in consideration of the serious shortage of raw
materials and labor. The fiscal position of the Netherlands, France, Italy,
and Greece, while considerably less favorable than in the nrevious countries
on account of heavier reconstruction and/or military demands, is not eritical.,
For example, thc French ordinery budzet will be in eguilibrium and only re-
construction and reéquirment requirements must be met from nonbudgetary
sources. Part of these funds will be raised bv an exceptional loan levy; the
halance can undodbtedly be orovided from noninfletionary means of fimancing.
The mcnetary and fiscal problems in these countries will be considered in
greater detail in a later paper. The remainder of this article will e
devoted to the fiscal policy of the United Kingcom.

The British Chancellor of the Exchecuer has sought to offset the
inflationary impact of excess demand arising in other sectors of the economy
by budgeting for an over-all surplus of £330 million for thc fiscal year
1948-,9. (In the past fiscel yecar there was a small deficit of £14 million.)
He estimated that the decline in ordinary revenues from £3,845 million in the
vast riscal year to £3,765 million in 194€-49 will be more than offset by the
fall in ordinary expenditures from £3,187 million to £2,976 million. There
will he a total reduction in both ordinary and capital exocnditurcs of
aporoximately £450 million, which will undoubtedly release some nroductive
factors to other uses and aid Sir Stafford Cripps in the achievement of his
export; goals. Nevertheless, it would e erroneous to assume that the Govern-
ment will seek a gradual reduction of expenditures to the pre-1939 level,

In 1948-49, outlays for education, health, housing, and pensions will be
three and one-helf times the level of 1937-38. Military cxoenditures,
although £206 million less than last ycar, will be three times the prewar
figure,

1/ If additional military expenditurcs sought by the Minister of Defense
are approved, thcre will be a small deficit in the Swedish budget.
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The anticipated gross reduction in revenue in the present year
derives almost entirecly from the decline in three non-tax categories. The
receiplis from the sale of surnlus proverty will decline by £95 million, the
income of state trading organizations will fall by £44.3 million, and miscel-
laneous receipts, which last year included the cancellation of unspent
aporopriations from previous years, will drop by £175 million. Total tax
receiphs, on the other hand, will rise by £243.7 million, primarily beccuse
of the anticipated higher levels of taxable income. The net revenue derived
from changes in tax rates and the introduction of new taxes will be only
£11.3 million,

Although there will he a general increase in total tax receipts;,
the income tax wes again reduced. Since 1945, the remissions in this tex
have amounted to £581 million, a large part of which have benefited the lower
income groups. To reduce the current deterrent to overtime work which the
progressively higher withholding rates imposed upon workers' weges, the
income limit at which the tax first becomes vayale at the A5 ver cent
normal rate was raised. The following schedule presents the major concessions
introduced in the tsx by the current hudcet:

Income Tax Changes in the United Kinzdom “udget

1947-48 1948-49

(a) Initial exemptions £120 £135

(b) Earned income allowance: one-sixth of one-fifth of
the amount the amount
garned cerned
but nct hbut not
excceding exceeding
£250 £4,00

(¢) After deducting the other anpropriate allowances
(single person £110, married couple £180, emvloyed
wife £110, and each child £60), the first £50 of
taxable income is texed at 15 per cent as before,
the next £200 at 30 per cent instead of £75 as in
194748, and the remainder at the full standard
rate of 45 per cent plus surtaxes ranging from
10 per cent on gross incomes over £2,000 to
52.5 per cent on those over £20,000,

(d) To encourage the return of women to industry, 2 new
benefit was introduced permitting the employed
wife as well as the husband to recceiwve the
reductions in the hasis rate on the first £250
of texable income outlinedin(c¢).

The increase in the earned income allowance (b) will raise the
ceiling on incomes qualifying for relief from £1,500 to £2,000, It was ex-
plicitly designed to relieve the tax hurden of administrative, professional,
and scientific workers in the middle income brackets. On the other hand, the
benefilis granted by raising the scale of graduation at which the reduced rates
aoply (c)\will exempt most wage earners from the full 45 per cent rate. The
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total income tax relief will cost the Treasury £101 million in a full fiscal
year. While this tex reduction is contrary to the anti-inflationary ob-
jective of the budget, the Chancellor anticivates that the stimulus to
workers' incentives to produce will help to rcduce the large deficit in
Britain's external payments.

The major controversy concerning the new budget revolves about
the special levy on investment income., It will apply onlv to taxpayers
with 2 total income of more than £2,000 whose investment income exceeds £250.
This tax, ranging progressively from 10 per cent on investment income in the
£250-£500 bracket to 50 per cent on that exceeding £5,000 is in addition to
the existing income taxes. As a result, incomes from this source exceeding
£11,47% will be subject to rates in excess of 100 per cent. The Chancellor
emphasized that this tex would be non-recurring and was designed primarily
as an enti-inflationary measure. In general, the economic and monetary
effects of the tex will not be great. In some cases it will be pzid out of
savings derived from other income sources, In others, aszets will be liqui-
dated through sales of securities to other individuals in order to pay the
tax, In both circumstances, net nersonal savings will be reduced as the
governrent revenue--and by the same token the government surplus--rises.,
To the extent that seccurities are sold to others, there will be a tendency
for bord prices to fall and interest rates to rise. It is unlikely that the
Government wishes to abandon its "cheap money" policy to such an extent, and
the government departments or the banks will probably purchase sufficient
amounts of securities to maintain their prices. Thus, thc net absorption of
purchasing power by this tax will not be large. It follows that taxes upon
savings or capital will not serve as a significant brake to inflationary
forces, and budgetery surpluses derived from such taxcs will not necessarily
stabilize the economy.

Similarly, different types of exnenditure may or may not increase
inflationary pressurcs, In the United Kingdom, a large part of the war
damage payments and the excess profits tax refunds arc undoubtedly saved
and exert no further immediate pressure upon the economy. On the other hand,
the direct purchase of goods and services by the Govermment may lead to an
increase in prices and profits and consequently to an increase in revenues
from tre income taxes if the inflationary effect is allowed to propagate it-
self trroughout other sectors of the cconomy. In this case, the increase in
govermmental income is not a check to inflation, but simply the result of
other expensionary forces at work. However, the effective administretion of
orice and rationing controls has curbed this development in the United Kingdom
in the past, and it is unlikely that there will be any relaxation in such
restreints upon purchasing power in the near future.

Nevertheless, neither direct controls nor moderate budget surpluses
will orovide a sufficient solution to the problem of inflationary pressures.
The increase in liquid asset holdings in the hands of the vublic since 1939
approximates £9 hillion, and it has been estimated that only about 50 per cent
of this amount revresents stable savings at present price levels. The re-
maining £4.5 billion seeks continuously to break through the impediments to
consumer demand that the Government has erected. The pressure obviously
cannot be removed within a reasonable period by higher government taxation.
The incentive to produce is already adversely affected by the vresent high
level of texation, and any continuation of capital taxation would only reduce
the propensity to save,
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On the other hand, the rigid and deteiled controls which must be
maintained under these conditions to insure that goods destined for the
export market are not voraciously consumed in the home market and that prices
do not rise beyond compectitive levels overseas are profoundly distasteful to
the British public. The problem of removing the pent-up volume of purchasing
power is one of great complexity and prohably cannot be solved completely by
any overall measures. It is possible, howevcr, that insufficient consider-
ation ras been given to programs of compulsory saving and lending. Certainly,
the cortinued illusion of abnormal internzl orosperity in the United Kingdom
during a period of excessive depcndence upon extermal aid tends to reterd
the necessary reacjustment of economic and financial policies.

CREDIT RESTRICTIONS AN DEFTATION IN ITALY Albert O, Hirschman

Cctober 1947 marked the high tide of Italian price inflation.
After having aporoximately doubled within the space of o year, wholescle
prices fell steacily after October and leveled off in March 1948 at 15-20
per cent helow the peak reached five months ecarlicr. The cost of living de-
creased by around 12 ver cent. The fall in orices experienced during these
months was accompanied by many femiliar symptoms of depression. Industrizsl
production fell off in spitc of constant or increesing raw material and energy
supolies, the stock market crashed, and important firms went through financial
difficulties and often avoided bankruotcy only by subsidics from the Treasury.

The reversal of the inflationary movemcnt in October 1947 has been
most ccmmonly associated with the quuntitative credit restrictions which
were issued by Minister of the Budget Einaudi in August 1947 and which be-
came effective on Cctober 1, Ais of that date all bunks were to sct aside an
amount eaual to 20 »er cent of their denmosits in excess of ten times their
cepital or an amount equal to 15 ner cent of their total denosits, whichever
was smeller, Thesc amounts were cither to be investod in sovernment or
goverment-guaranteed securities for deposit at the Banlh of Italy, or to
nc held in an intercst-bearing blocked account at the Benl of italy or the
Treasury;l/ Farthemore, 40 per cent of any nct increment in deposits after
October 1 was to be set aside in a similar fashion until the reserves thus
created reached 25 per cent of total deposits for cach bank.

It is recognized that & numher of other factors have at the same
time exerted a dovmward pressure on orices, such as the payment of the first
installment of the canital levy voted in May 1947, the bumper olive cromp,
slaughter of livestock ,following the drought, and a considerable volume of
franco valuta importsg/of suger, mecat, and fats. The virtual assurence of

1/ Previously, Italian “anks wer: subject to the same reserve reguirements
to the extent of the excess of their deposits above twenty, or, since
1946, awove thirty times their cepital, 1In bractice, however, this
regulation which cdated from 1926 was not enforced anc was ineffcctive
in view of the lag of the banks' capital accounts behind the exvansion
of desposits, ' :

2/ l.e., imports financed by privately held foreign assets; see this Review,
May 5, 1947.
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continuity of American ald as the Interim Aid and Euroncan Recovery Programs
took shepe also had a significent psychological reaction,

Nevertheless, the establishment of primary and secondary rescrve
requirements remains among the prime causes of the October reversal because
of both their real and their »nsychological impact. In spite of officinl
warnings, bank crecit expansion hed become an increasingly important factor
in the inflationary process, as is brought out clearly by the following
table. i

Assets of Italian Banks
(In billions of lire and per cent of total assets)

Dec. Dec. Sept., Sept.
1944, 1945 1946 1947

Cash assets and ‘ : :
reserves 140.5 189.4 243.9 212.7
L2 % 35% 27 % 4%
Securities 88.9 136.4 205.8 252.5
27% 26% 23 % 17 %
Other asscts 105.2 209.2 L4482  1,045,2
31% 39% 50 % 69 %
Total 334.6 535.9 €97.9 1,510.4
100 % 100 % 100 % 100 %

Source: Bulletin of the Bank of Italy.

The "Cther assets" in this table consist almost exclusively of
loans to business ancd individuals. Some absolute and relative exoansion of
this category was of couvrse to he expected with the resurgence of economic
activity after liberation, The increase, however, becemc elermingly rapid
in the year »eginning Septembder 1946, It forced.the liguidity of the banks
down to a very low voint and, by forcing them to withdrew reserves held with
the Treasury and the Bank of Ttaly, created difficultics for the financing
of the budget deficit., 4s usual, it is difficult to avpraise to what extent
bank loans permitted sveculative hoarding of commodities at various stages
of production, but in the absence of effective inwventory controls there can
be little doubt that a portion of the loans was so employed. In any event,
the exvansion of bhank credit far outstrioped the increase in industricl
activity which from Sentecmber 1946 to Jeptem™er 1947 increased by anproxi-
mately 20 ner cent.

The need for bank credit restrictions was therefore real both to
contain inflation anc to avoid large- scale Treasury recourse to direct
advances from the Bank of Italy,

The new rescrve requirements enacted by Zinaudi were not calculated
to bring about an actual contraction of credit on the part of the banking
system as a wholc: The anplication of the new requirements rcsulted in the
freezing of an amount (112 billion lire) which wss zpproximately equal to
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that already held by the banks with the Bank of Italy and the Treasury in
cash or securities (97 and 18 billion, respectively). This frecezing of a
large fraction of the already scant liquid resources of the banks could not
fail, however, to have a profound influcnce; on their credit policy and on
economic conditions in general. 1In the firpt place, meny individual banks
did nov7 hold sufflclent reserves, in cash or securities, and in their case
the new requirements resulted in an actual 110u1datlon of credit commitments.,
Secondly, the benks whose reserve position was adequate had considerzd the
reserves which had been frozen as part of their available funds and immediately
strove to build up excess reserves by making access to credit more difficult.
Finally, a good deal of economic activity, particularly in the fields of re-
construction and investment, was predicated not merely on a constant, but on
an expanding flow of credit and would thecrefore have been hurt even though
the to%al volume of bank credit had remained unchanged,

The credit restrictions (in conjunction with the simultaneous
paymen® of the first installment of the capital levy) resulted in a severe
shortage of cash. Several large firms in the North experienced difficulties
in meeiing their payrolls, Einaudi's advice to them was to liquidate the
large hoards of raw materials, foreign exchange, and extraneous assets (real
estate, industrial shares, etc.) which they had acquired during the preceding
inflationary phase, The fall in commodity prices, particularly in the black
market, followed. The fall in foreign exchange and stock market orices
which had started as early as June received new impetus. The stock markets
were particularly affected as loans for vurchesing or cerrying securities
were the first to be curtailed. Furthermore, new issues of securities
which had become the only source, the Treasury apart, of fresh funds for
industry were ahsorhed only with creat di“ficulties bv the market. The
genera.. index for veriable-income securities was halved between Sevtember
and February.

The psychological reactions of the credit restrictions reinforced
their "physical® imoact, A phenomenon that is well known from cxperience
with rationing was noticed: Loans which were of little urgency but could
not be refuscd by the banks were. aoplied for cven though they were not
needed, thus further reducing the volume of credit for mecting reel needs.l/
Furthemmore, & certain distrust toward the banks develoned and resulted in
a reluctance to deposit and even in scattered withdrawals., Officially
encourdaged expectations of 2 continued price fall led to postponcments of
vurchases and thereby to further dowvnward oressures.,

The stage was thus ideally set for the starting of a defletionary
movement, particularly in the industries producing capitel goods. To make
the situation more critical, wages not only failed to decrease, but continued
to increase because of thcmr automatic but lagging connection with thc cost
of living, But it was precisely becausec the dangzer of an cbrupt collapse of
large parts of Italian industrial activity hccame suddenly so real thet the
Govermuent started compensatory spending on a large scale: Almost immediately
upon the onset of the crisis the Treasury came to the rescue of a number of
threatened branches and firms, mostly in the sector of heavy industry, A
50 billion lire fund was sct up for the reconversion and modernization of

l/ A black market for credit with interest rates up to 15 and 20 per cent
also developed as a consequence of this situation.
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the mechenical industries; the capitel of the IRI (Istituto per la
Ricostruzione Incustriale) was increased by € billion lire; subsicdies
were granted to domestic coal, li;nite, sulnhur, and silk oroducers;
special credlt facilitics and subsidies were given to artisans, smell and
medium-sized intustries, os well as for the industrialization of Southern
Ttaly.

In vicw of thcse developments, it has hecn ohserved thet the
Italier Covermment beeome involved in the contradiction of having its
Ministcr of Industry undo whet had been done by its Minister of the 3udget.
It is certeinly curious to notice how Tinaucdi's Morthodox® woliey wctually
lcd to more 3tate intervention in, and greatcr Stete control of, Italian
economic life, But aside from this point, the combination of deflation with
exnansionary measures in specifically selccted fields wes a logical cconomic
nolicy for Itcly to follow after tho violent inflation it hed undergone,
Initially, the "onen® vostwar inflation in Italy (as in France) probably
pemitted reconstruction to orocced mors renidly then might have heen
possible under conditions of monetary sta»ility. But as the pace of the
inflation quickened, an increasing nortion of the investmznt (hozrding of
inventcries ancd foreign exchange, non-essential building, exvansion of the
distritutive trades) was wasteful and often competcd successfully with
genuine reconstruction znd modernizetion activities, It thus bicame actuall;
easier and nossibly tempting to carry on these activities in a ceflationery
envirorment, i.e., in a situation where the universal scrambdle for raw
materials, skilled labor, and foreign exchange resources would give place
to a relative abundance, In Italy the temoorary recession had another
consequence which mey prove beneficial in the long run: it exposcd the
profourd maladjustmnents in Italy's industricl structure which had remeined
hidden &s long es »rices rose,

The deflationary movement might hawve been cxpected to flatten out
in January/February 1948, In December, the note circuletion increcased Dy
10€ billion lire or »y 16 ner cent as a result of heavy vear-end payments
combincd with statlonary rcvenuc, In Jonuary, Linaudi revised the »rosnective
hudzet defielt uowerd from the originally nlanncd 200 billion lire to 500-
600 billiion, i.c., an emount sinilar to fiscal 1946-47. At the sume time
the barks hod rebuilt a4 mergin of liquidity; toward the cnd of Januery, they
had accumuleted 50 bHillion lire in cxcess roscrves., In February, intercst
rates for locns to rokers and dealers collavsed from 9.50 to 1 per cent.
Farthermore, the Government took a series of measures designed to revive
businces and investment activity: The vavment of the first installment of
the nrcgressive (as cdistinet from the nroporiiomal) cepitel levy was post-
poncd from Jonuery until June, the progressive tax on dividends was abolished
and business firms were permitted to use part of their orofits for the re-
valuation of their asscts on a more rcalistic hasis.

In svite of these develooments, industricl activity continued to
declines in January 1t had decrezsed by 15 per cent from the »ncak reached
in Octcber even though the seascnal declinc in electric power cvailabilitics
hed been very slight during the winter, On the stock merkets, new heavy
losses were suffered in February. The reason for the continued listlessness
of ecoromic activity wes, of course, the feclin: of insecurity crezted by
the apprroaching elcctions, Private investment activity came oracticelly to
a standstill and somc »rcecautionary canitel flight was noticed,
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In view of thc outcome of the elcctlons, there will he great nced
to be watchful lest an investinent boom causcd bv the return of confidence
unleash a new inflectionary upsurge.

The Itelion experience of the last six months--which is the
closes approximetion yot to the long-awaited postwar cyciical downturn--
serves to illustrate & number of more or less familisr prodositions:

(1) It is always possible to stop an inflation if there
is 2 will to do so; benk credit rcstrictions have an imnortant
pert to olay in the halting of the infle blomary process,

(2) It is almost impossible to arrcst a violent in-
flationary process without provokin. & deflation.

(3) "hile moderate inflation is compatidle with, and
mey even assist thc carrying out of, nlanned investmcnt
activities, such activitics crc likelv to fore hetter under
ﬂ:l ¢ly deflitioncry conditions then during a vrinlent in-

fletionary »roeccss which results mainlv in westcful and
spoculctlvo investuent,

(4) eflation is still feared morc than inflation. In
Itely, the latter was loft to oroceed for years bofore bringing
forth onvrgcflc measures designed to combat it; while at the
first sim of defletion, the alam of nublic oninion wes con—
sicereble and governmental zction was immediatelv and nowcrfully
fertheoming,
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PROBLEMS IN APPPRAISING THE STERLING RATE Randall Hinshaw

The c¢ifficulties of applying statistical techniques to problems
of policy are nowhere “etter illustrated than in the question of the
appropriateness of the current dollar-sterling rate of exchange. Professor
Ellis has aptly remarked that the problem of defining the ecuilibrium rate
of excienge is vastly less difficult than the more »ractical provlem of
determining, in a concrete situation, its actual 1evel.l/ In the present
case, aowever, even the problem of defining the aovnropriate rate is beset
with difiiculties of a most perplexing character. At nresent, the British
demand for foreign exchange is rigidly restrained by comprehensive import
controls, while the supply is augmented by a high level of emergency fi-
nancial assistance from the United States. Clcarily, the exchange rate which,
in these circumstances, would equate the currently forthcoming suonly of
forei.n exchanie with the demand is not the same as the rate which would
ecvate sudply with demend if imports were not controlled or if aid from
abroad were not available., In the latter case, the equilibrium price of
dollars in terms of oouncs would almost certainly be higher, and nossibly
much higher, than under nresent conditions; and, other things egual, the
British price lewvel would also be hizher., Thus we are confronted with the
annoying fact that current nrice deta--no matter how relevant the series
choscn--nrovide no basis for nrice or cost vaerity calculations which give
any indication of what the equilibrium exchange rate would be in the absence
of domestlic controls and external assistancee, since there is no way of knowing
what the British orice level would be under the latter conditions. The most
that can be expected from any parity calculations derived from cxisting cata
1s an indication of thec direction of equilibrium under the present conditions
of internal control end external aid, ZEven for this restricted purpose,
parity celculetions have only the most limited reliability, and must there-
fore be regarded as a marginal consideration.

A serious technical difficulty in constructing parity figures
which have any meaning in the nresent context rclates to the selection of
an avoropriate hase period, While it is of great importence that the base
period shoulcd %e recasonably recent, the nearcst nossible neriod that could
conceivably be uscd as a standard of eguilidbrium has already becn sevarcted
by almost a decade--a decade characterized by enormous structural changes in
the Sritish internetional position. Even if we disregard these structural
changes; we are confronted with the general concensus that sterling was over-
valuced with respect to the dollar in the years immediately hefore the wer.,2
The 'thirties in Britain were characterized v a persistent external deficit
on current account, and in the two years vreceding the outbreak of war the
Bank o England and the Exchange Equalization Account suffered large losses
of gold in a fruitless cffort to maintain the extcrnal valuc of the pound.
In part, the latter difficulties werc the result of the disturbed inter-
national situation, but they also were a rcficction of unfavorable price
developments, In rcletion to 1929, the durchasing-power parity of the pound
in 1939, as measurcd by cost-of-living data, was $4.10. Even this figure

;/ Howard S, Ellis, "The Equilibrium Rate of Exchenge' in Explorations in
Economics, McGraw-Hill Book Company, Inc., 1937, p. 27.

g/ Cf. Thomas Balogh, "Foreign Exchange and Export Trade Policy," Economic
Jouwrnal, March 1940, p. 2. -
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may have Leen above the ecuilibrium value of the nound in the late fthirtics,
as there are reasons to hclieve that the pound was overvalued in 1929,

The teble below contains price parity calculations based on three
serics: (1) cost of living, (2) wholesale »rices, and (3) exvort nrices.
The varities are comnuted in the conventional way, with 1939 as a bese.
However, the 1939 nurchasing-nower parity, s derived above, is used in-
stead of the 1939 average exchange rate 2s the standard of cquilibrium.l

o

Purchasing-Power Paritv of the Pound Steriing

Price %erics Used 1939 1946 1947
Cost of living $4.10  $4.48  $5.00
fholesale prices 4,10 3.79 4,34
Export orices 4,10 3.64 3.82

Accordinz to these computations, the pound in 1947 wes undecrvalucd
on the basis of cost-of-living and wholesale-orice data, and was overvalued
on the basis of cxnort-price data. Of the thrce scrics, the onc hased on
cost-of-living fizurcs is nerhaps the least relevent. At the present time,
the cost of living in Britain is maintainecd et .n artificielly low level by
means of orice ceilings, rationing, and subsidics, While uncer more normal
conditions varity computations hused on cxnmort-price data are onmen to serious
odjections, in the »resent problem thev probably »rovide morc reliable
evidence of the dircetion of egquilibrium than sither of the other two serics,
Indeed, any cvidence which may be construcd as indicating that the sound
should be apprecieted must be regarded with ~usoiclon. At e time when there
is marled extcrnal »rcssure on the 3ritish ressrve position--even under con-
ditions of tisht imdort control and extensive aid from abroad--there can e
little doubt that ccuilibrium is in the direction of depreciztion.

This does not necessarily meen that deprzeiation in the »resent
circumstances would be a wise volicy. It is »ossible that the desirable
cfiects of denreciation can be achiecved with less overall injury Sy other
means. The latter cuestion, however, is beyond the scope of this notec.

l/ For exemple, the parity rates for 1047 were derived as follows: narity
United States »nrice index for 1947
Forcign price index for 1947 .
were first converted to a 1939 base,

rate = $4,10 x A1 »rice indexes
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has been attributed to the lack of a fixed relation between the reichsmark
and foreign currencies. The military rate of 10 reichsmarks per dollar--
which grossly undervalues the reichsmark on the basis of German legal do-
mestic prices--was not used in foreign trade. Instead, commercial imports
and exports were nriced by the Joint Export-Import Agency of the U.S.-U.K.
zones (JEIA) in two different ways: in terms of dollars at world merket
prices, as far as thoe foreign exporter or importer was concerned, and in
terms of reichsmarks at the German legal ceiling prices, as far as the German
importer or exporter was concerned. In other words: foreigners paid to JEIL
dollars at world market prices for German imports; but thc German seller re-
ceived from, end the Germen purchaser paid to, JEIA reichsmarks at the German
domestic legal ceiling price. In this manner, world market prices and German
domestic prices remained completely unrelated to each other. For some com-
modities, the German prices comparcd to world merket orices ot & rutio of
epproximately 30 U.S. cents per roichsmark; generclly the ratio wes much
higher, in & fow cases reaching almost 100 cents per roichsmerk. Since the
German producer in zll ccses received only the Gorman logel ceiling vrice

in reichsmarks, it did not meke eny differonco to him whother the world
market price of his product wes high or low. In conscquoence, there wes no
inducement for German producors to concentratc upon exports, «nd ospecially
upon the exports of those goods that were in grectest domend abrocd end would
heve brought the highest prices in terms of dollars.

The low level of the foreign trade of bizonal Germany}/frequently

In order to oncourage production for cxport of such goods, £nd ot
the same time to propare for e roadjustment of the Gormen domoestic price
systom to world markct levels, tho Bipertite Board--the suprome cuthority
of the occupying powers in the economic «ffairs of the U.S.-U.K. zoncs of
occupation««instrucﬁod the Bizonal Economic Council on lierch 2, 19&8, to
put into effect the following now policy for pricing commercial imports end
exportss

(1) Imports will be priced in roichsmarks at contract cost
in foreign currcneies convortod into reichsmirks ot the rate of
30 U.S. conts per reichsmerk,

(2) Exports--cxcept for oxports of cocl--will be priced in
reichsmurks «t the contrect solling pricc in forcign curroncios
ccnverted at the rote of 30 conts per reichsmark, If the reichs-
merk proccods so calculeted sre less thon the presont legel
rcichsmark prico, the oxporter will continuc to reccive the
presoent pricoe.

(3) Producers of coremics end toxtiles cen disposc of
LC por cent of their oxport procceds in forcign currcneiecs for
the importation of cquipment end matorials cnd other nccesscry
fcroign peyments,

The reichsmork pricc of commercial imports in most enses will be
higher et the new rcto thon undor presont reguletions. This will nceessitate
highor prices for goods into which the importcd commoditics {mcinly rew

1/ Sce this Reovicw, Merch 23, 1948, p. 1. T
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mcterinls) are incorporated. Commorcial imports, however, will romein ct e
relotively modest lovel ceven under the latest ERP proposals: about half of
totel imports (foodstuffs, fertilizer, and petroloum products) will continue
to be fincncaed by the occupying powers end will not bo affected by the new
price rules. The impact of thesec nrice changes on the domestic economy
therefare will not be very considereblc.

The roichsmark price of export goods also will increase in most
cases, but the price will remain considerably lower than bleck market quo-
tetions. As long cs the opnortunity for black market troinscetions is not
substanticlly curteciled, tho foct that oxport prices will be somewhat higher
than logal domestic prices will hordly constitute r vary offective incentive
for German producers to sell their goods abrocd. Furthermore, any divorsion
of Germen goods from domcstic to foreign mcrkets will benofit the German
economy only os far os oxport proceeds tre used for increesed imports with-
out undue lags.

The ellocation of cxport proceeds to textile cnd cercmics menu-
fecturers is an oxtonsion of o genernl, but morce modest, scheme cdopted in
the summer of 19&7.l_ The scheme hcs hed scent success so far. Efforts of
produccrs to usc their forecign cxchange quotes for additional imports heve
been hampored by supply difficulties, and it is reportcd that somo producers
mede only helf-hearted efforts to overcomc those obstaclecs end were quite
setisfied with holding foreign oexchange belunces rether thon reichsmerks
pending « decision on curroncy reform. The use of those forcign exchango
holdings will have to bo stringently controlled in order to prevent the
owners from hocrding them or from using them for tho importation of goods
not vitelly nceded by the Gormen economy.

The new diroctive thus will be significent primarily es o symptom
of & new policy rather thon bocrusc of its immoediste procticel conscquonces.
This new policy not only meeans & return to grecter freedom in bizonal intor-

etionul trade, but elso perhups foreshoadows the setting of o new gonerel
exchonge rate for the reichsmark. The 30 cent ratc already hes boon used

for & number of purposes (pcyment of dollar cernings to rclocscd prisonors

of wir; conversion of internctionsl communicction and transportetion cherges),
end the militeory 10 cont rato hes roetoined little practiceal significance.
Tha 30 cent reate might be formally adopted es o geoneral rotc of cxchange as
soon s the proposed curreney rcform finally is put into cffcect. Moanwhile
the occupction authorities in the combined zones hove decided not to mcintain
c«ny longor the rigid pricc-stop initiated by the Nozi regimo and tokon ovor by
quedripertite agreement. The now Bizonsl IGconomic Administrction is to be
entrusted with the task of raising domestic prices thot heve hecome untenoblo
boccuso of chonges in weges and othor cost factors. If the Administretion
manages to perform thuet function in such o way es to cbolish somc of the most
flegrent discrepancies between the potterns of German cnd world merkcet prices
in intornctionally traded goods without reinforcing inflationcry prossurcs,
the introduction of a gencrel oxchongoe rote will bao greatly facilitcted.

Price, exchange rote, and currency reform rcgulations in themselves
cannot solve tho problems of thc Gormon economy. Rchabilitation will have
to be accomplished by & radical improvemoent in the c¢fficicney of Germen
lebor and mencgement. Monetory measurcs, however, can removo obstacles to,
cnd provide somc incentives for, the development &nd utilizcotion of the
productive forces of the Germen pcople.

1/ Soo this Reviow, August 26, 18L7, p. 11.





