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July 3, 1951

RECENT CHANGES IN GERMANY'S FOREIGN TRADE AND RAW MATERTAL POSITION -

Gordon B. Grimwood.

The continuing expansion of Germany's deficit vis-a<vis the
Furopean Payments Union caused Germany in February 1951 to suspend all
"1iberalized" import licenses to the EPU area; at the same time German
authorities expressed grave concern as to whether imports from EPU
countries under bilateral agreements could remain undisturbed., After
consultation with the Managing Board of the Organization for European
Economic Cooperation, Germany agreed to issue import licenses for both
liberalized and non-liberalized imports through June 1951, based on a
percentage of former trade, It was expected that imoorts from the EPU
ares in the second quarter of 1951 would average approxi mately $170
million per month, as compared with a monthly average of %202 million
during the first quarter and of #9211 million during the fourth guarter
of 1950. At the s me time the Bank deutscher Laender took steps to
reduce the total volume of short-term credit outstanding in order to
discourage the financing of excessive imports. By March 1951, these
measures had succeeded in producing a small payments surplus vis-a-vis
the EPU area; this surplus increased in April and May sufficiently to
enable Germany to repay completely the spécial credit granted by EPU in
the fall of 1950, April trade statistics, for the first time since the
war showed a surplus on total account (%17 million); preliminary May
statistics indicate that this surplus has increased to #23 million.,

Exports to the dollar area, which have increased more than
sufficiently to cover commercial imports from th-t area, together with
payments from the EPU as a result of surpluses for April =nd May, have
coused a sharp rise in German dollar reserves. This rise worries rather
than pleases the German authorities, since the improvement in Germany's
trade and payment position has been more the result of cuts in imports
than of an expansion of exports. Although the value of exports has been
jncreasing the value of imports has been declining far more sh2rply in
comparison with fourth quarter 1950, Preliminary trade statistics for
May indic~te that, as ‘compared with April, the value of imports declired
further by %7 million, while the value of exports declined by %1 million.
This development, ensidered’ together with the fact that the May volume of
industrial production is not expected to rise above April figure, makes
paramount the question of whether exports can be exnanded rapidly enough
to vermit imports to rise avain to a level which will support a continuing
increase in the level of industrial production,

Foreign trade

A geographical breakdown of GCermany's trade (see Table 1)
reflects the development of the EPU deficit in 1950-51. In the first
quarter of 1951 this deficit was sharply reduced in comparison with the
fourth quarter of 1950, although it remained slightly above the auarterly
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average for 1950, Germany's payment surplus with EPU, as reported by

the Bank for International Settlements, amounted to 845 million in April
and %81 million in May, while the trade surplus with that area, ac¢ording
to prelimin-ry statistics, amounted to 455 million and #78 million,
respectively,

The EPU area, which for payment purposes also includes those
sterling countries that do not participate in the European Recovery
Program, sccounted in 1950 for 6l -~ 70 per cent of Germany's imports.,
The proportion rose from quarter to quarter, but dropped slightly
during the first quarter of 1951 and fell sharply in April. Corresopond-
ingly, the share of the Western Hemisphere in Germany's imports declined
in 1950 from 25 per cent in the first quarter to ¢0 per cent in the
fourth quarter; it rose slightly in the first quarter of 1951 and
jumped to 32 per cent in April. These changes reflect the rapid
increase-'in prices of raw materials from the non-particivating sterling
area and, to a lesser extent, Germany's efforts to shift imports first
from the dollsr to the EPU area in response to the credit facilities
granted to Germany under FPU. and then hack zain to the Testern
Hemisphere in response to an increase in ECA allocations.

Germany's éxports showed the opposite movement. The share
of the EPU area declined from 79 per cent in the first cuarter to 72
per cent in the fourth quarter of 1950, and remained little changed
in the first four months of 1951. The Western Hemisphere, however,
increased its purchases from 9 per cent of Germsny's exnorts in the
first quarter to 18 per cent in the fourth quarter of 1950 and main-
tained this position approximately in 1951, This development reflects
not only the increased demand of the United States for industrial products
resulting from the repercussions of the war in Korea, but also the
success of the efforts of German exporters to reconouer the L~tin
American market. Unless Germany's export industries can increase
their output by means of larger imports of raw materials. the rise in
exports to the dollar area will be schieved to a large extent at the
expense of exvorts to the EPU countries. Since Germany must purchase
about two-thirds of its raw materials from the EPU area (including
the non-participsting sterling countries), the shift in exports
contributes to the instability of Germany's position in EPU.

A breakdown of Germany's imports by major commodity groups
and geographical areas (Table IT) shows the signific¢ant role played by
raw material imports. 1In the first auarter of 1951, these imnorts (by
value) rose to a record level and, by volume, maintained the record
reached in the fourth quarter of 1950, BRetween the first ocuarter of
1950 and the first auarter of 1951, they increased from 27 to 36 per
cent of total imports by value, and from 27 to 29 per cent by volume.
In April, however, they declined, compsred with the averaze of the
first quarter, »bout L per cent by value and 15 per cent by volume,
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Imports in general have risen much faster in value than in
volume (Table III); most of the rise (in absolute figures) occurred in
shipments of producers' goods, i.e., raw materials and semi~finished !
products, The unit value of consumers' goods remained relatively stable,
but the unit value of producers! goods rose 35 - L5 per cent between the
first quarter of 1950 and the first'ouarter of 1951, The unit value of
imports as a whole rose 18 per cent, as compared with a rise of only 8
per cent in the unit value of exports (Table IV). The deterioration in
the terms of trade, as measured in this manner, amounted to almost 10
per cent.

Raw material position

The Federal Republic of‘'Germany, in a report to the Organization
for European Economic Cooperation, has submitted a schedule of production,
import, eéxport, and consumption of various key raw materials., This
schedule, which is summarized in Table V, indicates that during 1950
stocks of certain basic raw matérials were seriously denleted, particularly
coal and coke, non-ferrous ores, and non-ferrous metals, Textile stocks
increased very slightly, while stocks of raw rubber remained almost
unchanged. These statistics omit several important categories of
German raw materials and all consumers' goods; as far as they go, they
would seem to show that reports of German inventory accumulations during
the last half of 1950 were somewhat exaggerated. It is possible, how-
ever; that "consumption" includes, and nend stocks" exclude, inventory
accumulation by processing and distributing agencies; in that case the
figures would underst~te the amount of raw materials actually available
to the German economy.

Table VI répresents an attempt to project these raw materials
positions to June 30, 1951, due regard being =ziven to seasonal influences
and to increases in industrial'production, This method of projection
leaves a wide margin for error, but it is believed that it indicates
the trend of developments likely to occur unless the level of imports
is raised. The concentration of projected short-falls in the non-
ferrous metals industries is primarily the result of a 65 per cent
increase in production in those industries between the first four months
of 1950 and the first four months of 1951. On the other hand, the
projected increase in coal stocks during the first half of 1951 would
seem to indicate that German complaints about an excessive coal export
quota may be somewhat exaggerated,

The German delegation to the OEEC has submitted an estimate
of raw material positions as of the end of the second half of 19511/
which indicstes that small amounts of most of the important raw materials
will be in stock as of the end of the year. A close examination of the
detailed statistics reveals, however, that this position is based on
drastic cuts in the consumption of many basic raw materials, The use

I/ "The German Import Program," OEEC. Doc. EC(51)28, 23 May 1951.
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of raw rubber, for instance, is expected to be more than 50 per cent,
and the use of basic non-ferrous metals is expected to be from 20 to
50 per cent, below that estimated for the first half of 1951, although
production of all metals exceot copper is expected to be slightly
increased, Imports of most raw materials is expected to be below the
level attained during first half 1951, The deepest cuts in consumption
of raw materials occur in those instances in which Table VI indicates
short-falls for the first half of 1951, and the combined effect of
inereased production and reduced consumption is barely sufficient, in
many of these cases, to permit a'positive figure to be obtained., This
German position vaper, therefore, bears out the conclusion that a
rising level of industrial production could not be expected at the
present level of imports.

Further statistical evidence for the conclusion that the
supnly of raw materials is falling behind the rate of increase in '
industrial nroduction is presented in Table VII. Since February 1951,
the ratio of raw material imports to intustrial production has been
falling sharply below the 1949-50 average, This €all is the more
serious since the heavy industries, which are expanding most rapidly,
consume a particularly high proportion of imported raw materials and
esovecially non-ferrous metals.

Conclusions

On the basis of the statistical evidence presented, it would
seem that Germany!s imports and stocks of raw materials are barely
sufficient to maintain the volume of industrial production ~t the level
attained during the first quarter of 1951. The increase in industrial
production during Aoril 1951 (which, according to preliminary, data did
not continue in May) was apparently made possible by drawing down stocks
of raw materials which are not being replaced; therefore, if the rate °
of increase in industrial production over 1950 is expected to continue,
additional stocks of raw materials--barring the possibility of a
substantial shift in utilization--must be attained by increased imports.
The only alternative would be the closing down of many basic industries
and a rapid increase in unemployment. vhile that alternstive might help
solve the balance of payments difficulties, it goes without seying that
it canmnot be seriously contemplated; least of all at a time when full
production of all estern REuropean nations is needed worse than ever
before. It is to be hoped that the favorable develonment of Germany's
trade and payments position over the last two months will make it
possible to do away with many of the recently imposed import restric-
tions and that imports will be permitted to rise to the level needed to
supnort the continuous expansion of Germany'!s industrial nroduction,
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Table IIT
Germany - Index of Imports, by Volume and by Value

(1936=100)1/
(1) (2) Unit Value
Volume Value (2/1)
N 1950 1951 1950 1951 195%  |1951
 Commodity 1st 2nd 3rd Lth|Ist |1st 2nd 3rd Lth|Ist |1st 2nd 3rd hth;lst
quarter qu. quarter qu. quarter jqu.
Foodstuffs 156 115 165 188|177 |510 372 530 633{579 {327 323 321 337|327
Raw Materials 80 85 89 109|110 |2h1 263 284 41278 |301 309 319 378|L3L
Semi-Mfg. 80 70 93 13L| 97 |2k1 227 307 L91|39L |301 32k 330 3666
Finished Goods 193 198 258 373|305 {L56 L80 571 87L {782 [236 242 221 234|256
.* Total Index 116 103 131 163|147 |352 312 397 sL1{525 {303 303 303 333|357

1/ OQuarterly averages
Source:? Aussenhandels—Stat1st:k der Bundesrerublik Deutschland

Table IV
Germany - Index of Exvorts by Volume and Value
(1936=100)
Period Volume Value Unit Value Unit Value
Imports
(1) (2) (2/1) Exports
1950 -~ First Quarter 69 178 258 117
Second Quarter 82 211 257 118
Third Cuarter 99 257 259 117
Fourth Quarter 129 342 265 125
1951 - First Quarter 126 352 279 128
‘I' Source: Aussenhandels-Statistik der Bundesrepublik Deutschland
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Table V

Germany -~ Raw Material Position, 1950

o . Inventory Change Change Total Inwentofj;
- Commodity 1/ 1 Jan. 1950 Jan-June July-Dec. Change 31 Decs 1950

‘Wool, Ummfg, 13.6 + 5.4 + 0,6 + 6,0 19,6

©.., -etlen, raw 3Ll +1L.L - 9.8 + L6 3940
'Hides & Skins 17.h ~ 0.5 + 8.0 + Ta5 2L.9
~ Raw Rubber 12.9 - 3.1 + 2,0 - 1.1 11.8
Iron Ore Li,07h - 621 + 935 + 31k 4,388
Manganese Ore 11 + 7 + 11 + 18 29
Lead Ore 2/ 28 ~1342 + 2.9 ~10.3 17.7
Zinc Ore 2/ 5L.5 -27.8 ~ 5,0 =~32,8 21.2
Gopper Ore g/ 52611 - 301 - 009 - I-ho 218',4
Wool Yarn 1.6 + 1,8 - 1.4 + Qols 240
Cotton Yarn 92 + 6.0 - 5.6 + Oslt 566
Copper 2Le3 - 3eb ~ 5.9 - 9.3 15
Aluminum 2210 - 303 ""12'5 "'1508 . 6.2

Tin O.J,,l + OQS - 042 + 013 Ol? .
Zinc 22:9 b lth b 700 - 8.14 lllos
Leather 5:9 + 1.0 - 3‘7 - 2'7 302

1/ In thousands of metric tons.
2/ Metal Content

Source? 0e.E.E.C. Document EC (51) 18, Addendum L, 26 April 1951,
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Table VI

‘gaﬁﬁgrmany.w Projected Raw Material Position as of June 30, 1951,f ?§ .
(Thousands of metric tons.)

Inventory Imported Raw Materials Inventory
1 Jan. 1951 Production Import ZExport Consumption 30 June 1951

19,6 1.5 L5 2 L9 15
, 39.0 0 146 2 159 2
Hides & Skins 2he9 38 39 - 80 22
Raw Rubber 11.8 0 60 7 99 -3l
Manganese Ore 2940 0 105 0 110 2l
*Copper Ore L8.L 0.6 5l 0 96 7
0.1}. 0.2 2 0 5 ' - 2
Ok 0.3 3 0 5 -1
Produced Raw Materials
Wool Yarn 2.0 L7 i 1 62 =10
- Cotton Yarn 546 159 5 2 200 -32
Leather 3.2 Lo 5 1 52 -5
Hard Coal, Coke 1,885 59,202 2612 11,957 L7,598 u,luh
Iron Ore };,388 5,82 23,8 L3 10,116 2,19
Lead Ore 17.7 2l 13 0 61 -6
Zine Ore 21.2 3L 23 0 81 - 3
Aluminum 6.2 26 L 3 58 -25
Zinc 1kL.5 68 6 1 110 -22
Copper 15.2 105 52 19 153 0

Note: Figures on raw material production have been projected for a six-month

period on the basis of first quarter 1951 statistics, while import and
export figures have been projected for the same period on the basis of
January-April figures. The consumption figures are based primarily on
the ratio of consumption to raw material imports during the first half
of 1950 in the case of imported raw materials, and on the ratio of con~-
sumption to raw material production in the case of those raw materisls
primarily produced in Germany. The figures have been adjusted to take
into account the increase in the production index of the appropriate
mamufacturing industries for the first four months of 1951 over the
first four months of 1950; in the case of coai and coke, the increase
in the general industrial production index has been used. Minus signs
indicate short-falls in raw material supplies that would arise if the
level of industrial production continued to rise at its present rate
through June 30, 1951, and the level of raw material imports and pro-
duction conformed to the projections,
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Table VII

ny Vo},mne of Indus‘orlal Imports and Industrla'i Preduct ’on
~ (Average Oct. 1949 - March 1950 = 100)

Industrial Imports Production 1/
L (2)
 1st Quarter 69 2/ 86
 2nd Quarter 86 2/ 90
~ 3rd Quarter 83 2/ 91
~ Iith (uarter 97 99
1st Quarter 103 101 102
2nd Quarter 105 109 %
3rd Quarter 117 119 98" .
Lith Quarter 152 : 135 13
1951
1st Quarter 137 135 _ 101 :
January (1L7) (131) (112)
February (133) (137) (97)
larch (131) (139) {9L)
April 11h L3 80

Notes: l/ Including power, excluding building, beverage, and tobaoco.
2/ United States - United Kingdom zomes only.

..” Sources: Der Aussenhandel der Bundesrepublik Deutschland,
Monthly Report of the Bank deutscher Laender, April 1950,
April 1951,
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July 3, 1951
FIWENCIAL STABIIT TY AND ECONOVIC DEVELOPMENT IN COMMUNMIST COUNTRIES ~

Edward Ames

The communist countries of Esstern Europe are all carrying
out ambitious industrialization programs. These programs are in
prineiple understandable since the countries in question are obviously
"underdeveloped" by comparison with Western European countries as well °
as in terms of their own natural and human resources. At the same time,
non-communist economists often feel that these vrograms are "unrealistic"
or "excessive", while the governments of the communist countries them-
selves have frequently been forced to revise downward their periodic
plans. The question of what might be considered a "realistic® develop-
ment program has not been satisfactorily explored: in the communist
countries discussion of the question is hampered by the fact that it is
a political offense ("right-wing deviation") to sugrest that any
particular government program may be too large, and in non-communist
countries discussion is often conducted on the basis of concepts which
cannol be applied to a communist economy.

In a communist as well as in a non-communist economy, it is
possible to distinguish between outlays for private and for public use
end within both categories between outlays for present use (consumption)
and outlays for future use (investment), In contrast to non-communist
societies, however, all outlays for future use, orivate as well as
public, are made by the State and its agencies, while outlays by
individuals are restricted to current orivate use. Discussions of
communist economic policy have usually been concerned with the relation
between outlays for public and orivate use, or between outlays for
present and future vrivate use (consumotion -nd investment), or betweén
outlays for various kinds of public use (e.g., civilian and military),
or between outlays for various kinds of future private use (e.g., light
and heavy industries). These auestions are not devoid of interest,
This paver, however, is primarily concerned with the relation between
present and future use as a whole without distinguishing between out=
lays for private and for public use. Since "development" is a major,
if not the decisive, factor in determining the allocation of resources
for future use, the sector of the economy concerned with outlays for
future use will bhe called the Development Sector, and the part of the
overall economic plan regulating the allocation of resources for future
use will be called the Development Plan,

The following discussion will deal with the problem of
formulating a conceot of "stability" with respect to the Develonment
Sector of a communist country. In this way, it will attempt to set
forth a criterion for evalusating communist devel opment programs,
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Ingtitutional structure of communist economy

]

i Although unfortunate from most points of view, Soviet

"; influence in Eastern Europe has had the desirable effect of simplify-
-ing the economist's task by creating a pattern of wniformity in the
institutional structures of these countries, Privste industry tends
to be restricted by law to enterprises hiring less than a certain '
mumber of workers (in the Soviet Union, no private hiring is allowed,
and private enterprise is limited to one person), The prevailing form
of industrial ownership is by the State, although smaller units, chiefly
in the agriculture, handicrafts, and service fields, are cooperative in
nature; The state-owned enterprise is an independent administrative
entity, with its own balance sheet and profit and loss account;l/‘the
enterprise, however, is considered as custodian of state vroperty,

. rather than as the owner of the property itself, Legally, therefore,

b the rights and obligations of the enterprise concern only current
production, and do not extend to 'fixed assets, which is under the
direct jurisdiction of the State, acting through the Ministry of Finances,
Any change (acquisition, ‘construction, sale, or demolition) of fixed
assets of the enterprise, however financed, is permitted only with the
authorization of the Ministry, as representing the owner of the enter-
prise. The cooperative, on the other hand, is the property of its member-
ship; although in fact property of cooperatives may be shifted from one
jurisdiction to another, in theory it is done with the consent of the
owners, who are supvosed to be recompensed for any losses in their
original investment., This distinction is not of much importance in
terms of current operations -- where all enterprises have plans, are
more or less subject to allocations programs, etce — but in terms of
capital investment there is a significant difference., The state enter-
prise receives its fixed assets as grants from the State, whereas the
cooperative must finance exvansion out of accumulated profits or from
long-term credit, There is no "payment" by the state enterprises for
fixed assets, and although the State may authorize the enterprise to use
its profits for construction purposes, rather than to pay them to the
Treasury, the enterprise -does not thereby become the owner of these assets
in any juridical sense,

Sectors of communist economy

. The communist economy may thus be divided into three sectors,
which may be called the Development, the Enterprise, and the Consumer Sectors.

In the Development Sector, the principal directing agency is the
Ministry of Finances, operating through the medium of the State (i.e. central
plus local) Budget. This sector accounts for production of certain goods
and services which are paid for out of State budgetary funds rather than
the funds'of enterprises. The range of such goods and services is con-
siderable, ranging from defense equipment to schools and new factories.

1/ Certain types of enterprise are operated as "budget enterprises", with
l’ = their gross revenue appearing as budget revenue and their gross expendi-
tures as budget expenditures, These are primarily in service areas
rather than in industry., For simplicity, they are disregarded here.
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- 3 - Development in Communist Countries

The construction of new factories, in particuler, is centralized through
the Ministry of Finances, which (a) approves a list of projects which may
be constructed; (b) makes available from tax revenue the bulk of funds to
be used to finance'construction; (c) absorbs, by means of szles and corpo-
rate profits taxes, a considersble portion of the revenues of industry,

in such a way as to channel convertible funds out of branches which it

is not considered desirable to exnand; (d) decides the size of the portion
of the profits to be retained by individual factories already operating,
50 that some branches of the economy which the state wishes to develop
may expand through self-financing; (e) by direct taxation and ouasi-
veluntary borrowing from the population absorbs that vortion of the
nominal purchasing power of the consumer sector not needed for the main-
tenance of the planned standard of consumption. In principle, there is

no reason why the State should not finance the Development Sector by the
crestion of credits; in fact, this method is invoked only in times of
extreme emergency.

In the Fnterorise Sector; actual operations are conducted by
enterprises, state and cooperative, which are subject to two sets of
controls. The first, with which this portion of the paper is not con-
cerned, represents direct controls over outnut, allocations, end techniaues
exercised by the ministry or economic agency to which the plant is re-
sponsible. The second represents financial controls administered by the
Central Bank, which is the center for virtually all transactions among
enterprises and also the only legal source of short-term commercial credit
in the country.

In this sector of the economy lie the primary functions of
the Central Bank. Its function is to’'control inventories, and it is
able to do so for two reasons. First, newly formed enterprises are given
a certain amount of working capital, but in generzl are not given enough
to permit them to maintain their normal operations. The difference must
be berrowed as short-term credit., Second, when an enterprise mskes a
sale, it'is prevented from extending credit to the purchaser, On the
one hand, the enterprise is nerennially short of cash itself, and on
the other, the Bank supervises the enterprises! accounts and can directly
penalize it for such transactions by cutting down the size of its credits.
By its ability to control inventories (by credit rationing), the Bank
is able to influence industrial efficiency. & decrease in managerial
efficiency will lead either (a) to an increase in stocks of raw materials’
if these are not absorbed by the plant as ranidly as desired by the State,
or (b) a decrease in stocks of raw materials if such materials are wasted
in the prcduction process, or (c) to an increase in stocks of semitfinished
goods, if the plant is not processing them as rapidly as it should, or
(d) to an increase in stocks of finished goods, if, for example, the
quality of output is so low as to make the products unsalable., In all
these cases, a decline in efficiency will lead to a shortage of working
capital. When the Rank, in the course'of its supervision, discovers the
difficulty, its power to limit credits, and hence to make impossible the
completion of the prdéduction plan as ordered by the ministerial superiors
of the given factory, serves as a means whereby the Bank can discipline
the management of enterprises. Finally, by its supervision of all documents
cleared through it, the Bank is able to ensure that legal wholesale price
limits are observed,
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The Consumer Sector includes the incomes =nd expenditures of
the population as individuals. Direct control over this sector is
exgrciSed through the Ministry of Trade, which'through its fixing of
prices, variety, and quality of consumer goods, has control over the
exvenditures of the population, and the various agencies which control
wege and piece-work rates,

Bank ~»ction affects this sector as the result of the so-called
"eash plan"., The State Sectors of the economy (i.e. the Development and
Enterorise Sectors taken together) make payments to the consumer in the
form of wege$ and receive payments in the form of consumer purchases at
state stores, and of tax payments and loan subscriptions. Unlike trans-
actions in the Enterprise Sector, these transactions are in the form of
cash (bank notes) rather than of check and clearing transactions. There
is a clear relation between the total output of a plant and the amount
of wages it must pay out a2t any particular level of efficiency; hence
there is 2 relation between cash out-payments by the State Sé¢ctors and
total output (including the output of the Development Sector, which must
also pay wages), On the other hand, given any investment program, level
of inventories,and set of consumer habits, there is a particulsr amount
of cash paid into the Consumer Sector which, if it is to flow back to
the State Sectors Bo as to prevent an increase in the volume of notes
in circulation, must be absorbed by a suitable retsil trade program and
by suiteble taxes and loans,

Conditiors of Ystability"

Given this set of circumstances, it is possible to define
"stability" in the communist economy from the government's point of
view as a situation where the following conditions are met:

(a) The Government is able to complete its Development Plan;

(b) Current production is maintained at the plamed level without any
unplanned chenge in stocks, and without unplanned unemployment or
overtime labor;

(¢) cCash payments by the State Sectors do not exceed cash inflows by an
amount more than the ch~nge in the willingness of consumers to hold
cash at existing prices,l/

The first condition implies'that the Government is able to
obtain the necessary lobor, materials, and'managerial ability for its
own requirements, Its ability to do so is, in part, a function of its
ability to exercise direct controls over economic sctivity, but in part
it depends upon the "realism'" of the plan, By "realism" is meant the
extent to which the plan makes successful allowance for indirect
repercussions of events in the Development Sector upon the other sectors

1/ In fact, savines of individuals in Eastern Europe would appear to he
small, and owing to shortages of goods, there is apt to be little
desire to hold cash if purchases can be made with it,
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of th%-economy. The second condition measures, in a real (non—monetary)
Sense; the extent to which the Development Plan is "realistie"; for if
the Development Plan can be achieved only at the expense of the current
production plan, the planning procedure must be considered defective,
The third condition measures the "realism" of the planning procedure in
finaneial terms, If the first two conditions are not met, the third may
become impossible of attainment, as it may prove imnossible so to
manipulate retail prices, taxes, and government borrowing that cash
inflow into the State Sectors will equal cash outflow. Similarly, a
failure to satisfy the third condition will in turn affect the ability
of the State to achieve the objectives of either its development program
or its.owrrent output plan. What typically happens in such a situation
is that prices rise on the "free market", where the farmer sells his
surplus to the city dweller; cash flows into the countryside, the farmer's
incentive to sell to the Government at low official vrices is reduced,
the supply of foods avail-ble in stste retail trade is reduced, state
revenue from the turnover tax and corporate profits is reduced, and in
the extreme case money may not be available to finance by ordinsry means
the Development Plan, ™ithin the cities, the incentive of the worker

is reduced becsuse of his inability to purchase anything with his cash
income, and the entire structure of industrial discipline is threatened,
This situation has been observed in the USSR in the early 1930's and again
during the recent war; it has also been characteristic of other Rast
Eurcpean countries since the end of the war,

Conclusions

The foregoing discussion has treated "stability" as a vroblem
in government planning, One element in this "stability" will be the
"tastes" of the Government, that is, the balance which the Government
strikes between its desires and capabilities in tle preparation of the
plan. The economic theory of private enternrise does not as a rule
consider the need of the businessman to adjust his "tastes" to market
conditions, although in effect this problem is implicit in the treatment
of business strategy in some recent work.1l/ It is, however, clear thnt
if the Govermment is unahle to meet its production plans, it must either
take additional measures (imposition of tighter controls, labor discip line,
rationing, et al,) or modify its plans. The use of the term "stability"
in a sense comparable to its usage in economic theory would therefore
demand that no such changes in plans or technioues of control be reaguired.

The term "stability" does not, in particular, imoly anything
about the welfare of the population as represented by the standard of
living, If the Development Plan is to be exnanded, it may be quite
possible for'stahility to be maintained through an‘appropriate increase
in tax rates, loans, prices, and labor productivity, at the cost of a
planned decline in the standard of living, It is true that if the standard
of living declines too far, either revolution or collapse may occur; but
they would be caused by the Government's vwrong assessment of political and
Social repercussions of planned level of consumption rather than by
intringic incompatibility of plenned levels of consumption and oroduction,
1/ See von Neumann and Morgenstern, "The Theory of Games and Tconomic
" Behavior", Princeton, 194k,
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