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FOREWORD? 3

As a result of the International Conference held in London in
November 1920, at the instance of the Fight the Famine Council,
a Peace Revision Committee was formed, of which I was appointed
Chairman. The material and arguments presented here were origin-
ally intended for submission to this Committee, but the difficulties
and delay of communication with foreign members were such as
to induce me to publish it under my own name and upon my sole
responsibility as a contribution to the discussion of a matter which
vitally concerns the peace and economic recovery of Europe.

J. A, H.
June 21, 1921,

First published in 1921
(AUl rights reserved)



The Economics of Reparation

I
REPARATION IN THE VERSAILLES TREATY

THE pre-armistice agreement under which Germany laid down
her arms in November 1918 contained the following provision
for reparation :

*“The President declared that invaded territories must be
restored as well as evacuated and freed. The Allied Governments
feel that no doubt ought to be allowed to exist as to what this
provision implies. By it they understand that compensation will
be made by Germany for all damage done to the civilian popu-
lation of the Allies and their property by the aggression of Germany
by land, by sea, and from the air.”

When the question came up for settlement in the terms of the
Versailles Treaty, Mr. J. F. Dulles, addressing the Supreme Council
on behalf of the American delegates, recorded their judgment that

The foregoing language constitutes, in so far as reparation is concerned,
the terms upon which the United States and the Allies agree to make peace
with Germany and the terms upon which Germany accepted the armistice
on November 11, 1918,

To this category of reparation the American delegates added
another, not expressly laid down in the Wilson declaration, but
# held by them to be inherently right and unaffected by those declara-
tions, viz. that ‘“ Reparation is due for ail damage directly conse-
quent upon acts of the enemy clearly in violation of international
law, as recognized at the time of the commission of the acts in
question.” How much would have been added to the sum of
reparation by such compensation, properly assessed before an
impartial international tribunal, and offset by any similar com-
pensation for violation of international law that may have been
committed by Allies, it is of course impossible to compute. But

it may be held certain that any assessment of these two sorts of
5



6 THE ECONOMICS OF REPARATION

reparations (or probably of the first alone) would amount to a sum
at least equal to Germany’s total ability to pay, as determined by
any fair consideration of her available resources.

The Americans, however, held that the proposal, pressed by
the British and the French delegates, for the inclusion in repara-
tions of the entire * costs of the war,” as distinet from these defined
damages, was a plain violation of the pledge of the pre-armistice
agreement. Those who agreed to the case for the extension, relied
(in particular the French) upon the terms of the armistice agree-
ment of November 11, 1918, which contained clause 19, opening
thus: ‘““ With the reservation that any future claims and demands
of the Allies and the United States of America remain unaffected,
the following financial conditions are imposed: Reparation for
damage done.” This general reservation, made subsequently to
the pre-armistice arrangement, they contended, left the Allies free
to present any claims for reparation they thought fit. The American
rejoinder to the effect that the armistice terms were ““ A military
document, designed only to ensure the Allies being in a position
to enforce the peace arrangements previously entered into,” and
in nowise competent to modify or over-ride the earlier agreement,
was for some time not accepted by the members of the Supreme
Council who stood for the inclusion of ‘ war costs.” Nothing
short of the instruction of President Wilson that the American
delegates should dissent “ and, if necessary, dissent openly ’ from
a procedure ** which is clearly inconsistent with what we deliber-
ately led the enemy to expect and cannot now honourably alter
simply because we have the power,” 1 stopped the Supreme Council
from this flagrant violation of their pre-armistice pledge. But,
formally bowing to the American protest, the other members of
the Council reinstated a large section of their claim under the head
of “actual damage.” For in Article 282 of the Versailles Treaty
we read: ‘“The Allied and Associated Governments, however,
require and Germany undertakes, that she will make compensation
for all damage done to the civilian population of the Allies and
Associated Powers and to their property during the period of the
belligerency of each as an Allied or Associated Power against Ger-
many by such aggression by land, by sea, and from the air, and
in general all damage as defined in Annex 1, hereto.”” Now while
the body of this clause conforms to the pre-armistice agreement,
its tail contains violations as patent and almost as substantial as
that of the proposal to include the entire * war costs” under
-reparations. For, on turning to Annex 1 we find the whole of

1 Baruch, p. 25.
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‘ pensions and separation sallowances” brought under reparations
on the ground (adduced in a memorandum by General Smuts)
that they came under the head of * damage to the civilian popu-
lation of the Allies in their person and properties which resulted
from the German aggression.” Now any reasonable readik of
this Smuts memorandum makes it evident that it validates the
full French claim for including the entire cost of the war, and that
its logic involves that the whole of the Allied war expenditure met
by taxation and loans, including the interest hereafter to be paid
in all war-borrowing, should form a claim for reparation.

* What had really happened,” writes Mr. Baruch, ‘“ was a
compromise between the Prime Minister’s pledge to the British
electorate to claim the entire costs of the war, and the pledge to
the contrary which the Allies had given to Germany at the
Armistice.” ?

But this extension of the pre-armistice reparations to include
pensions, allowances, and other indirect damages to civilians, by
no means exhausts the violations of the earlier agreement, con-
tained in Annex 1. The provision that Germany shall be respon-
sible for the reparation in respect of civilian damage done by her
Allies is equally indefensible, This illicit extension of the claim
on Germany was doubtless due, in part, to the fact that the other
Allies could not be regarded as capable of any financial reparation,
in part, to the desire of certain representatives of the Allies to load
on to Germany a completely crushing burden of indemnity.

The failure to fix the total amount of reparation Germany was
called upon to pay was an almost necessary implication of these
violations of the pre-armistice agreement. Difficult as was the
task of assessing fairly the material damage sustained by the inhabi-
tants of the invaded areas, by partial commissions naturally sym-
pathetic with the sufferers and therefore lenient in their scrutiny
of claims, an approximately correct estimate of this damage might
have given a sum admittedly within the capacity of Germany to
pay. The addition of these vast new obligations of unfathomable
magnitude rendered it virtually impossible to reach a figure
measuring the total damages for which reparation should be
claimed. Any such figure would be recognized as of purely specu-
lative value and its magnitude might have been such as to evoke
that reasonable scrutiny of Germany’s * ability to pay > which it
was deemed politically expedient at this stage to postpone. For,
as will presently be shown, any serious attempt to check the
* costs ” or ‘‘ damages *’ basis of reparation, by this consideration

! Baruch, p. 157
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of capacity to pay, would have exposed the Allied statesmen to
the charge of having wilfully deceived their peoples in holding
out the expectation of such indemnities as would relieve their
taxation and restore their national finance.

Fhis exposure could only be averted, or postponed, by a refusal
to name a fixed sum for reparation. This course was adopted by
the Supreme Council, and their Reparation Commission, which, while
prescribing definite sums to be paid at intervals within the following
years, postponed until May of 1921 the declaration of the aggregate
sum and the conditions, in time and in kind, of its payment. The
Reparation Commission provisionally arranged that, while the
ultimate amount to be paid should be left unsettled, four large
separate payments should be made by Germany at named dates,
in the shape of gold-mark bond issues.

The first issue was of £1,000,000,000, payable on May 1, 1921,
without interest.

The second was to cover Belgium’s war costs, and was expeeted
to amount to £800,000,000 due May 1, 1921.

The third series amounted to £2,000,000,000, bearing interest
of 2} per cent. from 1921 to 1926, and 5 per cent. hereafter, with
1 per cent. for sinking fund. This would retire the bonds by 1951.

A further series of bonds for £8,000,000,000 was to be issued
on some unnamed date, provided that the Reparation Commission
decided that the obligations for interest and sinking fund which it
involved could be met.

Further issues of unnamed amounts might be authorized by
the Commission from time to time. This course they took, though
warned of the double damage it entailed (1) in sapping the incentives
to industry and saving in Germany and increasing her difficulties
of procuring outside raw materials and credit, (2) in enabling and
inducing Allied statesmen to postpone the ‘ day of account ”’ with
their peoples and thus encouraging extravagances of expenditure
and deficiencies of taxation based upon the false pretence of huge
indemnities from Germany. Financiers and economists, whose
advice was sought but not followed by the Supreme Council, appeared
to have been unanimous in holding that (1) the real basis for com-
puting reparations was Germany’s capacity to pay, and (2) that
fixing a reasonable indemnity without delay was advantageous to
** capacity to pay ’! They differed, however, very widely in their
estimate of ‘ capacity to pay,” varying in the figures which they
gave from some 2,000 million sterling to 25,000 millions.!

If the strict interpretation of the pre-armistice obligation had

1 Baruch, p. 46.
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been kept, it might have been feasible to assess the total reparations
on a basis of proved damages, but the inclusion of Pensions, Allow-
ances and other immeasurably great items in Annex 1, would yield
a result so far in excess of Germany’s actual or potential capacity
to pay, as to render such a process of assessment nugatory. It
might, therefore, be taken as generally admitted, that the real
problem is that of ascertaining the maximum amount which Ger-
many can afford to pay and the Allies to receive from her. The
importance of this latter qualification will appear a little later on.
The first question is that of measuring Germany’s capacity to pay.
But before proceeding to discuss such measures it is important to
recognize two guiding principles laid down for instruction to the
Reparation Commission.

The first is that reparation should have due regard to the
economic life of Germany. In the interpretative note to Germany
of June 16, 1919, the Allied and Associated Powers made the
following declaration :

“ The resumption of German industry involves access by the
German people to food supplies, and by the German manufacturers
to the necessary raw materials and provision for their transport
to Germany from overseas. The resumption of German industry
is an interest of the Allied and Associated Powers as well as an
interest of Germany. They are fully alive to the fact, and there-
fore declare that they will not withhold from Germany commercial
facilities without which this resumption cannot take place, but
that, subject to conditions and within limits, which cannot be laid
down in advance, and subject also to the necessity of having due
regard for the special economic situation created for Allied and
Associated countrics by German aggression and the war, they are
prepared to afford to Germany facilities in these directions for the
common good.’’1

The second guiding principle is that the performance of the
reparation by Germany should be secured, if possible, * within
a period of thirty years from May 1, 1921,2 though it remains
within the discretion of the Commission to postpone for settlement
in subsequent years ‘‘ any balance remaining unpaid.” To this
latter provision Mr. Baruch, however, appends the following
brief commentary: ‘From a practical standpoint, the present
value of a sum payable without interest after thirty years is very
small. To have required interest payments on sums due after
thirty years would have meant the practical impossibility of ever
discharging the principal of the debt.”3

1 Baruch, p. 68. 3 Article 233. # Baruch, p. 60,
*
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1I
THE PARIS DEMANDS

Tuis recital of the treatment of the reparation problem from the
time of the pre-armistice agreement to the insertion of the repara-
tion clauses in the Versailles Treaty has been necessary in order
to bring out the four radical defects in all subsequent attempts
at a settlement of the issue. The first is the violation of the pre-
armistice agreement limiting the sort of damage for which repara-
tion should be made. The second is the procedure by assessment
of the extended damages without close regard to ability to pay.
The third is the unjudicial and necessarily erroneous assessment
of damages and of modes for payment by a partial tribunal. The
fourth is the failure of the Allies to undertake to give the industrial,
commercial and financial conditions rendering payment possible.
The cumulative effect of these initial errors is seen in each stage
of the proceedings to enforce the reparation clauses, The basis of
computation and the time conditions laid down in the treaty were
such as ruled out from the start any possibility of fulfilment on
the part of Germany. Any payments in kind, or allied expenses
to be defrayed by Germany, were to be determined arbitrarily by
one interested party. The value of deliveries in kind, such as coal,
ships, engines, was liable to be depressed by the enforcement of
their delivery at a more rapid rate than the economic needs of
the reclplents required. This policy had the further necessary
effect of injuring the productive power of Germany, and so re-
ducing her general ability to make subsequent payments of
reparation.

The failure of Germany to satisfy the first demand for the pay-
ment of £1,000,000,000 in gold values by May 1, 1921, was made
inevitable by these conditions. The amount of Germany’s net
payment could be reduced by bloating the costs of the Armies of
Occupation or by the low valuation of the goods delivered. The
former process was inevitable when the military authorities of the
occupied areas had no inducement to keep down expenses. In
point of fact the payment for an American private soldier approxi-
mated to the salary of a general in the German forces, and it was
notorious that most of the luxuries in these areas which figured in
our Press as evidence of German wealth were for the exclusive use
of the Allied soldiery. But the fundamental injustice and irra-

s
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tionality of the claim to be a judge in one’s own cause comes out
in the valuation of the deliveries. Germany claimed to have
delivered, after due allowances, the full sum of £1,000,000,000.
The Reparation Commission assessed these deliveries at £400,000,000.
A large part of this wide difference was by admission due to the
fact that the Germans valued at the time of delivery, the Com-
mission at a later period when values had fallen, chiefly owing to
the very size of those deliveries of coal, ships, dyes, ete., in the
face of a shrinking market. But, quite apart from this considera-
tion, lay the natural tendency of the two parties to value in accord-
ance with their respective interests. In no important private
business bargain would it be deemed possible to get a fair valua-
tion by the method laid down in the Versailles Treaty. This
violation of the elementary principle of equity poisons the whole
reparation question, making any pacific settlement impossible.
For the Treaty provision by which Germany was compelled to
admit the judgment of her enemies as final in all disagreements
as to fulfilment of demands, is nothing other than an indefinite
continuance of the rule of force in peace-time. As time goes on
it will become continuously more evident that there can be no
security for Europe until the question of fulfilment of the reparation
and all other conditions of the Treaty has been removed from the
arbitrament of one of the interested parties and put under the
jurisdiction of a genuinely international tribunal.

The inherent injustice and unreason of the method pursued in
its bearing on reparation are evinced in the refusal to take as the
basis of actual demand an objective view of Germany’s ability to
pay. Seeing that by the illicit additions made to the pre-armistice
bill, the war damages against Germany (however fairly assessed)
must greatly exceed the early capacity of Germany, it might have
seemed reasonable that the Allies should have done their utmost
to explore, test and value, that capacity, and should have striven
to adjust their demands to it. But no such thing. Political con-
siderations required the Allied Governments to maintain the position
that Germany was to be made to pay the war expenses, and that
vast sums would be recovered from her to lighten the Allied debts
and restore their finances. Politics disinelined them for any closer
scrutiny of the economic sources from which these phantom billions
were to be drawn. When driven into a corner they committed
themselves to quite fantastic calculations, without relation either
to the power of Germany to pay, the willingness of the Allies to
receive such payment, or to the terms of their own Treaty under
which they professed to act. Of such a character were the Paris
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demands of January 1921. These demands required, first, the
payment of fixed annuities to the following amounts :

100 millions £ per annum for the first 2 years from May 1921, .

150 » » next 3 years.
200 2 T ” 3 years.
250 » » » 3 years.
300 » » following 81 years.

The sum of these 42 annual payments is 11,300 million £, or, at
their discounted present value, some 5,500 million £ But to
these payments of fixed amount are added 42 payments * equal to
12 per cent. ad valorem of Germany’s exports.”

How much this 12 per cent. on export would have added to
the fixed annuities, it is of course impossible to estimate with pre-
cision., But one admitted economic truth enables us to make an
approximate calculation. The total net annual payments for
reparation must be represented in an excess of export over import
values. For in no other way can the payment in gold marks_or
world currency be met. Now German export trade requires an
import trade to furnish the foreign raw materials without which
most of the staple exports, e.g. metal goods and textiles, could
not be produced, and to supply the deficits in goods and materials
needed for the support of the working population. Though no
closely fixed proportion exists between this import trade and the
export trade, every increase of the latter will involve an increase
of the former in some proportionate scale. Mr. Keynes shows
reasons for holding that it is impossible to suppose that “ Germany
could continuously maintain her exports at a value of more than,
say, 40 per cent. above her imports.”” Upon such a basis the pay-
ment of the earliest and lowest of the annuities, with the 12 per
cent., would involve a total export trade of nearly 700 million £
with an import trade of 500 millions, yielding surplus imports
approaching 200 millions, a sum enough to pay a fixed 116 millions
with the 12 per cent. tax of 84 millions. Every fresh step in the
increase of fixed payments would, of course, entail a corresponding
increase of the tax amount, until after eleven years the high level
of an aggregate annual payment of about 400 millions £ would
be reached.

Having regard to the facts that the export trade of Germany
in 1920 did not reach one-half of the 700 millions £ which Mr,
Keynes holds normally sufficient to support the payment of the
first of the annual demands, while the trade balance for the year
exhibited a surplus not of exports but of imports, the Paris demands
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scem to be impracticable at their start. But suppose that by a
special financial effort, such as the sale or mortgage of internal
capital resources, the earlier payments could be made, is it credible
that in eleven years’ time provision could be made for the annual
payment over a period of thirty-one years of such a sum as 400
millions ? Can anybody contemplate the cconomic situation in
which year after year so vast a tribute could pour out of Germany
into the Allied countries, flooding their markets ? The very thought
of such a predicament was enough to evoke plans of a most deter-
mined kind for keeping out these goods by all the nations threatened
with such bounties. If the bad exchange of Germany sufficed to
drive a “ free trade ” people like ours into protective legislation,
before the era of indemnities began, what would happen when the
manufacturers and traders of the several Allied nations saw their
own reparation policy impelling Germany to undersell their own
products not only in neutral markets but in their home markets,
in order to pay the annual instalments of the reparation ?

At first the Allied politicians tried to wriggle out of the pre-
dicament by futile proposals to demand payments in exports of
raw materials which Germany was to find either out of her own
national resources or, as must inevitably be the case, out of other
countries into which she was to be free to “ dump” the cheap
manufactures we could not consent to receive. But though this
seemed a satisfactory way out to Mr. Lloyd George, our business
men saw that nothing would be gained by keeping German manu-
factured goods out of our markets, if these same goods were going
to oust us from all the neutral markets of the world and often to
invade our markets in the disguise of finished neutral commodities.

But, finally, suppose that the Allies had been willing and able
to receive these huge supplies of unpaid exports, and to adjust
their economic systems to the regular gratuities, what would happen
when the 42 years came to a close, and the parasites were suddenly
robbed of their accustomed prey? One has only to state the
problem in order to show how incredible it is that this scheme of
Paris should have received support of any economic authorities.
Quite manifestly it emanated from the disordered brains of poli-
ticians not concerned with facts or their consequences, but with
keeping up appearances and feeding the passions and credulity of
their people.

But before proceeding to discuss the latest form of the repara-
tion demands, it may be well to point out that the Paris demands,
and the situation to which they gave rise, were as illegal in form
as they were foolish and impracticable in substance.
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Article 2383 of the Treaty empowered not the Supreme Council,
but the Reparation Commission, to determine the amount of the
reparation, to notify it to the German Government *“ on or before
May 1921, and to *“ draw up a schedule for securing and discharging
the entire obligation within a period of thirty years from May 1,
1921.” The Supreme Council substituted for the Reparation
Commission théir own unauthorized will, infringed their own instruc-
tions to that body by adding to the fixed payments demanded an
indeterminate body of taxation, extended the period of payment
to forty-two years, and enforced these demands at once instead of
waiting for the default of Germany. Moreover, the * sanctions ™
they applied are not in accordance with the provision of this part
of the Treaty. For the Allies had themselves laid down explicitly
in the Versailles Treaty the method of procedure for determining
the amount of the reparation and for arranging its payment. It
provides that, in the event of Germany’s failure to make payment,
the Commission may postpone the payment or that ‘“such other
action may be taken as the Allied and Associated Governments,
acting in accordance with the procedure laid down in this part of
the present Treaty, shall determine.” . This makes it clear that
such changes in the terms of reparation, and in the methods of
enforcement, lay entirely outside the competence of the Supreme
Council and could only be made by the Commission or by the
Allied Powers as a whole, in co-operation with the United States
of America.

III
THE ULTIMATUM TERMS

THOSE who have complacently assumed that the reparation issue
has at last been brought to a satisfactory settlement by Germany’s
acceptance of the latest decision of the Reparation Commission
(communicated to her by the Supreme Council under the cover
of an Ultimatum) are the dupes of external formalities that ignore
or hide the really relevant considerations. Neither the decision
of the Reparation Commission nor the German acceptance takes
due account of what we must recognize to be the determinant factor
of the issue, Germany’s capacity to pay. The decision merely
reiterates Germany’s liability under the Treaty to pay the damages
assessed to her, and lays out the methods and times for payment.
Capacity to pay, so far as taken into account at all, is assumed,
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not proved. Nor can Germany’s acceptance be taken as presump-
tive proof of her capacity. It is common knowledge that the
signature of Germany to the latest Allied demands was extorted
by the threat of an immediate invasion which would lead to the
political disruption of the nation and its economic destruction.
It involves no imputation of ill faith to any unarmed person or
community that they should put their name to any undertaking,
however impossible to fulfilment, that is thus presented to them
at the cannon’s mouth. There exists neither moral nor legal obli-
gation to carry out an undertaking thus extorted by force, even
were it practically feasible. Where fulfilment is not feasible, the
issue of obligation does not arise at all. Those who would-under-
stand the real significance of this latest phase of the reparation
issue, must look beneath the political moves and motives to the
economic bedrock.

In form the new demands are less unreasonable than those of
Paris, and are in closer accordance with the Treaty terms. They
fix the total liability at the sum of 137 millions of gold marks (in-
clnsive of the navment dne Mav 1 and tha Relaian Aaht tg the
stimated
dits and
t Treaty
he fixed

:han the:
Page 15, line 24, read *‘ £5,500,000,000" for *“ £5,500,000.” yield of

ERRATA

Page 15, line 18, 7ead * billions ” for *“ millions.”

Page 15, line 40, read * millions ” affer “ £100.” iemands
the final

account.
The time-distribution of the payment is in certain respects better,
in others worse, than that of Paris. Germany is to deliver bonds
amounting to £600,000,000 by July 1, 1921, followed by £1,900,000,000
by November 1921. These bonds are to be issued at once to the
investing public, on a 5 per cent. interest basis, and Germany is
to provide this interest with a sinking fund of 1 per cent. in gold
bonds, payable twice a year to the Allies and secured by a lien upon
Customs and Export duties, or in default, upon all other properties
of the German Government. The interest service of these two
issues of bonds (amounting in all to £2,500,000,000) at 6 per cent.
is £150,000,000. To meet this annual charge Germany must find
a regular fixed contribution of £100 plus 26 per cent. of the total
value of her exports. This export tax is thus assumed to yield
at the start not less than £50,000,000, any yield in excess of that
amount going to the sinking fund.
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The remainder of the total sum, viz. £4,250,000,000, is to be
provided by a third series of gold bonds, to be delivered next year
to the Allied Governments, but only to be issued and put upon
the market when the Reparation Commission decides that Ger-
many’s resources are adequate to meet the additional service of
these bonds. Since there is to be no accumulation of interest in
respect of this third series until it is actually issued, any reasonable
view of the situation may leave out of account two-thirds of the
total sum, which doubtless has a political use to pacify the popular
demand for swinging damages, but no economic significance, since
the time for its ripening into actuality is unlikely ever to be reached.

The necessity for postponement of the issue of the third series
of bonds is pretty obvious. Their service would at once load the
annual reparation payments with an additional £300,000,000 to
provide the 6 per cent. interest and 1 per cent. sinking fund required
for their service, a manifestly absurd proposal.

I am of opinion that the evidence of Germany’s capacity to
pay will make it clear that the Commission can never declare the
arrival of the time for the issue of the £4,250,000,000 bonds, and
that the Allied Governments must be aware of this fact and in view
of the situation have decided, while maintaining the appearance
of fulfilling their pledges to secure from Germany the full damages
under the Treaty, to cut down their real demands to the figure,
£2,500,000,000, which was the amount of Germany’s alternative offer
at Paris. This offer they rejected as derisory and unworthy of
consideration. But though ill-formulated and not fully compre-
hensible in the form in which it was stated, it probably approxi-
mated to the truth in respect of Germany’s capacity to pay, and
the Allied reversion to this sum as the limit for their actual demands
is a half-conscious testimony to the economic validity of that offer.

But though upon this hypothesis we may rule out the sub-
stance of the large postponed sum, its formal existence none the
less operates very detrimentally upon the realities of reparation.
The truly urgent need is the provision now of a large capital sum
in order to set about without delay the reconstruction of the devas-
tated areas. A protracted series of annual payments do not meet
this need. Hence the proposal to put upon the world market the
gold bonds to be paid this year by Germany to the Allies. Real
reparation hinges upon the sale of these bonds in large amounts
and at something like their full nominal value. Such a market
in its turn depends upon the belief of the investing public in various
countries, especially in America and the few other countries with
funds available for such investments, that Germany can and will
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‘carry out her undertakings in respect to the service of these bonds.
Now, while most men of financial experience will agree that, under
renewed conditions of economie stability, and with fair access to
external markets, Germany might with reasonable confidence be
expected to be able to provide interest and sinking fund for a repara-
tion of £2,500,000,000, they will refuse to entertain a proposition to
provide the capital for such a fund, if there is attached to it the
huge further obligation. For they will rightly judge that, whereas
Germany might well exert its best energies to pay a sum that is
within its compass, it will not do so, if success in that achievement
is to be the test and cause for further and far larger demands upon
her future energies. It may be replied, that if, as I have here
argued, there is no serious expectation or intention on the part
of the Allied Governments to extort this third issue, the damaging
reaction on investors in the earlier issues should not arise. But
everybody knows that the general investor, who is invited to assume
this burden, is timid and suspicious, and that the formal existence
of this large immeasurable risk is certain to operate most potently
upon his timidity and suspicion in the case of an investment whose
value is based upon German undertakings and assets. It is safe,
therefore, to assert that no priority of claim upon the German
assets for the first two issues will under these circumstances suffice
to make them marketable except in small amounts and at exceed-
ingly low prices. This will mean that the capital sums required
for the early restoration of the devastated areas will not be forth-
coming. Though part of this deficiency may be made up from
such deliveries in kind or in labour as France may be induced to
accept, the net result will be a smaller immediate yield than would
have been obtained, if the large deferred portion of the indemnity
had been omitted from the account.

While the fixation of the total obligation corrects the deep
inherent vice of the provision under Annex II of the Treaty, in
which three Bond Issues amounting to £5,000,000,000 are treated
as ““a first instalment ” of an unnamed illimitable total, it does
not go far towards meeting the radical objection to any assessment
which exceeds the reasonable capacity to pay. The smaller limited
impossibility of the present aggregate sum is as disabling a factor
in its bearing upon the provision for immediate restoration as the
larger unlimited impossibility of Annex II under the Treaty. For
it does not matter how much greater one burden is than another,
if you cannot in any event bear either of the two.

And this is the actual situation of Germany under reparation
proposals based on damages and not upon capacity.
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If the demands had been confined to the two first issues, and
they had been distributed over a larger period instead of being
demanded within this year, it is possible that Germany might have
been able to defray the expenses of their service. But while the
first vice of the new demands consists in the piling on of these
deferred bogus billions, the second consists in the excessive size
of the immediate sums required for service of the first two issues.
Although the Paris proposals, with their rapid climb to a height
of some £400,000,000 per annum at the eleventh year, were more
intolerable in their final incidence, the new London scheme imposes
a considerably heavier load at the start. This is made manifest
in the addition of a 26 per cent. export duty, instead of a 12 per cent.,
as in the Paris terms, to the same fixed demand of £100,000,000
for the first two years. For since it is impossible that an export
surplus of £100,000,000 should be provided from a total export
value of less than £300,000,000, the additional duty on that amount
would reach £78,000,000, making a total of £178,000,000 for the
opening years. But the payment of this enlarged sum in export
surplus (the only possible form of payment) must, raising that
sum above £800,000,000, raise also the yield of the 26 per cent.
duty. Thus it is evident that the Allied demand begins at a yearly
sum of nearly £200,000,000.

Now, while it is generally agreed that Germany, with her
Silesian and Ruhr mines intact, and restored facilities to foreign
trade, could in due course of time restore her industries to such
a level as, with economy of internal administration, would enable
her to pay a considerable annual sum, no one could make a reason-
able case for her ability to pay at the outset a sum approaching
£200,000,000 out of her immediately available resources. I am
at a loss to understand how the Reparation Commission, instructed
by the Treaty to * consider the resources and capacity of Germany,”
can have advised the Allied Governments that Germany possesses
an immediate power to pay these annual sums. For though the
Commission ** shall not be bound by any particular code or rules
of law or by any particular rule of evidence or of procedure,” it
is to employ * trustworthy modes of computation.”

As we proceed to cite the relevant facts regarding Germany’s
present capacity to pay, it will appear incredible that the Com-
mission should have endeavoured to apply ‘ trustworthy modes
of computation,” if it is upon this advice that the Allied Govern-
ments are acting. The whole procedure of presenting these demands
in the shape of an ultimatum, without even giving the German
Government that ‘“ just opportunity to be heard ” which Article 284
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requires, reduces to the merest mockery the language of the Treaty,
with its grave announcement that the actions of the Commission
are to be “ guided by justice, equity and good faith.”

The inability of Germany to fulfil these early undertakings
forced upon their acceptance is so manifest that it is impossible
to suppose the Allied statesmen to be ignorant of this inability.
If so, we must conclude that some of them desire the natural and
necessary effect of their conduct, viz., to prepare the way for early*
defaults upon the part of Germany, and to keep open this running
sore in the body politic of Europe in order to pursue other ends
~ which they prefer to a reasonable settlement on reparations.

v
CAPACITY TO PAY

TrE brunt of my criticism of the Allied policy on reparation turns
upon the absence of any impartial investigation of Germany’s
capacity to pay. But the objection may be raised that, though
the action of the Commission and of the Council is ex parte, their
interest lies so clearly in the direction of securing the largest quantity
of reparation actually attainable, that it is unreasonable to impute
to them a policy which kills the goose that is to lay the golden
eggs. Even a partial tribunal may judge fairly, if fairness is
essential to the attainment of its selfish end. This may be the
plea of those who hold that Germany can pay, that she is shamming
poor, and that the uncompromising action of the Supreme Council
is necessary to “ call her bluff.”

But while it may be conceded that capacity to pay is not for
any nation a closely calculable sum, but one possessing a consider-
able elasticity, there exists a body of relevant facts and figures
enabling us to reach a reasonably just estimate.

Theoretically, the capacity to pay possessed in a given year
by the income of a nation consists in and is measured by the excess
of that income over and above the costs of maintaining the capital
and labour engaged in necessary industries and commerce, and of
maintaining the necessary expenses of government. If a larger
period than a single year be taken, the maximum capacity will,
however, require an allowance for some saving and enlargement
of capital to be made in addition to bare costs of maintenance,
so that the enhanced productivity of a progressive industry may
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fructify in increased surplus, available for future reparation. Put
otherwise, the theoretic maximum payment consists of the
economic rent, surplus profits, excessive interest and salaries, the
payment of which to their German recipients is not necessary in
order to evoke and maintain any productive service on their part.
Labour must be maintained at a level of working efficiency, capital
must not be let down or discouraged from coming into being : but
all income beyond these necessary payments, the surplus income
of the rich and middling classes, can be taken by taxation, and,
after deduction has been made for necessary costs of government,
the rest can be converted into export goods for payment of
reparation.

Such is the economic theory. It requires, however, several
important qualifications from the practical side. No process of
taxation, however searching, honest, and efficiently conducted,
can secure the whole, or nearly the whole, of the theoretically
attainable surplus. Every art of concealment will be employed
by owners. Much of the unearned income is so closely associated
with earned and necessary income as to be incapable of measure-
ment and separation. Where properties bearing unearned or
excessive incomes have been free subjects of recent transfer, at
prices which discount this excess, any attack upon the present
incomes they yield will arouse a passionate resentment against
confiscation. In general, it is politically impracticable to effect
a sudden increase of taxation beyond a certain rate, especially for
such an unpopular purpose as reparation. In these and other
ways the taxing power, even of the strongest and most respected
State, is restricted. In the case of Germany, subjected so recently
to great constitutional upheavals, it is unreasonable to expect that
any Government, whether acting on its own free initiative, or still
less when submitting to detailed dictation of foreign Powers, can
approach the maximum surplus income through any process of
taxation. The common motive, sedulously sown by the baser of
the Allied statesmen, that Germany was not taxing her people as
highly as some Allied countries, ought to have received its coup de
gréce from the Report of our Commercial Secretaries at Berlin and
Cologne to our Government last January, in which the estimate
was given that the Reich and the State taxation for the current
year would amount to 43 per cent. of the national income. Nor
is there any ground for the reckless assertion that the high taxes
are not collected. In addition to the burden of their regular taxa-
tion a capital levy has been imposed, and some further indirect
taxation has been announced.
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Out of this higher taxation, how much can be diverted into
reparation remains uncertain. Against a large reduction in military
and naval expenditure must be set an enormous war-pension item,
which cannot, like the internal war-debt, admit either of repudia-
tion or postponement. Moreover, though there is no public external
debt to be defrayed, the aggregate indebtedness of German
nationals to foreigners, the accumulation of war-advances, is very
large, estimated by German officials ! at 50 billion marks. There
may be grounds for holding that Germany has abstained from
reductions in some departments of her public expenditure in order
to support her plea of inability to pay. But it is evident that a
large proportion of her taxable capacity must be allocated to her
own needs of government.

But whatever proportion of the surplus income (rents of junker
landlords, town rents, high profits of cartaels and other lucrative
businesses, etc.) is obtainable by taxation, must suffer a very large
deduction when it is translated into the export goods by which
alone reparation can be paid. For the process I here describe is
one that changes the luxurious goods and services, upon which
the rich classes in Germany expended most of their * unearned ”
incomes, together with the unnecessary comforts of .the fairly
prosperous middle classes and the cheaper enjoyments of the working
classes, into the sort of goods which can get marketed in foreign
countries.” Reflection will show that the transference can only
be compassed at the cost of an enormous shrinkage in values.
Concretely stated, the capital, ability, and labour, which formerly
went to produce goods and services of very various sorts accommo-
dated to the luxurious or other personal requirements of different
classes of the German people in their several localities, must be
transferred into a comparatively restricted number of trades working
for the foreign markets. Such transfer i$ manifestly an expensive
process in itself, and can yield at first no appreciable gains, though
in the process of years these export trades, fed with new supplies
of labour and capital, would produce greatly enhanced quantities
of those chemicals, and other scientific products, standardized
metal and textile wares, ships, engines, toys and other cheap
luxuries, which every Allied nation is struggling to exclude
by setting up protective tariffs and other obstacles to German
competition.

1 Memorandum on Germany’s solvency for the purpose of reparation, p. 13.
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\'
ALLIED OBSTACLES TO REPARATIONS

ENorMous powers are assigned to the Reparation Commission
to determine not merely how much Germany shall pay, but in what
forms payment shall be made, to decide how much foods and
materials are necessary to her in the years of reconstruction, and
to supervise and regulate both her taxing system and her internal
public expenditure, with a view to securing that, after certain
primary internal needs are satisfied, reparation shall have a first
claim on the resources of the nation. These amount in effect to
a right of arbitrary supervision over the entire economic system,
public and private, of Germany. This power of economic super-
vision is confirmed by a similarly compulsory power over legislation,
conveyed in Article 241 in the peremptory form that * Germany
undertakes to pass, issue, and maintain in force any legislation,
orders, and decrees, that may be necessary to give complete effect
to those provisions,” the ‘ necessity ” to be determined by the
Reparation Commission.

It may, of course, be argued that no detriment is hkely to
oceur to the economy of Germany by the exercise of any such
powers of interference, however wide, because it is obviously to
the interest of the Allies, as recipients of reparation, so to exercise
these powers as to enable Germany to attain such industrial,
commercial, and financial efficiency as would facilitate such
payment.

There are, however, two faults in such an argument. The
first is a fault of ignorance and incompetency. Outside interference
with the delicate mechanism of national industry and public finance
is certain to be injurious, however well-intentioned it might be.
The second is the danger that the supposed interest, true or false,
of one or other the Allied States, or their nationals, would
continually deflect the control of the Commission from its primary
and avowed purpose, that of getting reparation. This injurious
tendency is admittedly responsible for many of the Treaty provisions
which cripple Germany’s industrial and commercial recovery. A
report from the Port, Waterways and Railways Commission to
the Supreme Council on June 9, 1918, in reply to the German
claim for immediate reciprocity, cites two reasons for refusal.
The first is that non-reciprocity for a limited period is desirable
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in order to prevent Germany from profiting from the devastation
and ruin for which she was responsible, The second, closely related
to the first, is the need to provide against the danger lest the
land-locked states which had gained their economic independence
should fall once again under the economic tutelage of Germany.!

Other motives are assigned by the Powers for their political
and economic policy in the Saar, and for non-reciprocal conditions
in the matter of commercial exchanges. The Saar policy is defended
not merely as “ a security for Reparation,” but as * a definite and
exemplary retribution ’ (i.e. for the destruction of French mines),
while commercial non-reciprocity is *“a measure of reparation
due to “a consideration of justice.” 2 Such * punishment,” it is
urged, is “ a conception which is essential to any just settlement.”

The fullest avowal of this policy is contained in the Reply of
the Allied and Assembled Powers, June 16, 1918,3 directed to answer
the German plea for the fulfilment of President Wilson’s third
“ Point,” viz., *“ The removal, so far as possible, of all economie
barriers and the establishment of an equality of trade conditions
among all the nations consenting to the peace and associating
themselves for its maintenance.” This Reply contends, first, that
non-reciprocity and inequality for *a transitory period ”’ does not
really violate this point, inasmuch as the war has left certain
nations in a temporary state of feebleness. Equality requires a
recognition of the existing differences of economic strength and
industrial integrity of the peoples of Europe. Wilson’s require-
ment must, therefore, involve that Germany shall temporarily be
deprived of the right she claims to be treated on a basis of complete
equality with other nations. *‘ The illegal acts of the enemy have
placed many, of the Allied States in a position of economic inferiority
to Germany.” “ For such countries a certain freedom of action
~ during the period of transition is vitally necessary. It is therefore
a consideration for justice which has led the . . . Powers to impose
on Germany, for a minimum period of four years, non-reciprocal
conditions in the matter of commercial exchanges.”* In a word,
“it is only justice that restitution should be made, and that these
wronged peoples shoild be safeguarded for a time from the
competition of a nation whose industries are intact.” 8

The economic clauses of the Treaty are permeated with these

1 History of the Peace Conference, vol. ii, p. 99.
¢ Ibid., vol. ii, p. 400, also pp. 279-389.

8 Ihid,, p. 320.

4 Ibid., veol. ii, p. 322.

¢ Ibid.,, p. 876.



24 THE ECONOMICS OF REPARATION

motives of punitive justice and provisions against the too rapid
recovery of Germany’s industry and commerce.

The full bearing of this upon the economic policy of reparation
is, however, best understood when it is related to the commercial
and fiscal conduct of the several Allied Nations after the armistice
and the peace. That conduct, in accordance with the resolutions
adopted by the Economic Conference at Paris in 1916, is applied,
partly by legislation, partly by administrative discretion, to a policy
gravely detrimental to the economic recovery of Germany, and
particularly to her capacity for reparation. It isin geheral a graded
policy of exclusion, by which each nation (1) protects its home
industries against foreign competition from any source, while, by
its colonial administration, it monopolizes the trade and raw
materials of the empire; (2) by particular agreements with certain
Allies, gives more favourable terms to the imports of their goods
and a participation in the probable development of oil and other
natural resources in mandatory or other subject  territories ;
(8) imposes a protective tariff upon a higher level against imports
from minor allies and neutrals; (4) directs special measures of
diserimination or exclusion against important classes of German
imports, accompanied by numerous disabilities or prohibitions upon
their traders and settlers, and their business undertakings in allied
countries and their possessions, protectorates, or mandatory areas.

The different Allies have taken different measures for developing
this policy, but with the same general purpose and the same result,
that of placing strong barriers against the resumption of profit-
able trade by Germany. The fact that linked with this purpose
is the wider one of conserving, «ach its own national resources
and markets for its own nationals, only serves to emphasize the
destructive nature of the whole trade policy.

The truth is that the problem of Reparation has focused more
powerfully than ever before the antagonism between the two
conceptions of international trade, that which regards it as the
widest form of that co-operation by division and specialization of
labour which affords the greatest yield of wealth to the entire
community and its particular members, and that which sees in it
a conflict of activities and interests by which the members of one
nation may, through governmental action, benefit themselves at
the cost of the members of another nation.

All the reasoning adduced to support the various provisions
for reparation in kind, non-reciprocity, forcible intervention in the
economic administration of Germany, restrictions on her import

- and export trade, uprooting her foreign settlements and confisca-
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tion of her foreign resources, is subject to this common reprobation,
that it assumes a fundamentally false conception of the nature of
international economic relations.

It is, of course, true that some of the motives adduced for certain
of these hostile measures are avowedly non-commercial, being
punitive, compensatory, or merely precautionary. But in these
cases it is never realized that the indulgence of each of these motives
must be paid for in terms of reduced productivity of Germany,
and therefore in reduced capacity for reparation. It is not realized
that each blow struck at the enemy through these acts of peace
recoils upon the striker.

All these provisions are recognized by economists in every
country to be commercially unsound in their bearing upon Germany’s
capacity to pay and upon Europe’s general capacity for economic
recovery. One aspect of the complicated folly is, indeed, drilling
its way into the intelligence of many members of the Allied peoples,
viz., the flat contradiction between the policy of demanding a
huge unnamed indemnity and the policy of keeping out the German
goods, by which alone the payment of any indemnity is possible.
When this education has gone further, it will expose the similar
folly of all the other vexatious interferences with the revival of
German industry and eommerce.

If the Allies had from the first been animated by the clear
dominant purpose of setting the German people to work at once
under conditions enabling them to make the largest and the earliest
reparation for the injuries they had inflicted, the economic policy
they would have adopted would have been as follows. Recog-
nizing that, from 1916 onward,- the working population of the
country had been underfed, that all industries dependent on
outside raw materials had been starved, that its transport had been
grievously impaired, that its credit for external purchases was
‘wellnigh depleted, they would have striven in every way to restore
the fabric of its industry and the transport system, to repair its
damaged agriculture, to build up by large food supplies the economie
efficiency of the population, and to furnish such additional credit
as was required to make the necessary external purchases until
the normal machinery of exchange was restored. Having in view
these essentials of recovery, they would have been careful to secure
(1) that the political and territorial changes which they made should
be accompanied by as little disturbance as possible of former econo-
mic relations between the severed parts, and that, in particular,
political severance should entail no fiscal or transport barriers ;
(2) that, having regard to the fact that every European nation was
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more or less suffering from a shortage of food, fuel, raw materials,
machinery, and manufactured goods, the provisions of the Treaties
and the post-war policy should be directed to secure for all nations
the utmost freedom of importation and exportation consistent
with sumptuary regulations.

The intrusion of motives hostile to this sound economy,
whether protectionist, fiscal, imperialist, punitive, or predatory, has
made the collective and social policy of the Allies one of economie
strangulation. Instead of co-operating in an effective international
arrangement for the restoration of Europe, by apportioning short
supplies of essentials to accord with national needs, each nation
has set about conserving its supplies for its exclusive use, and
erecting new barriers of commerce, primarily intended to weaken
and retard the recovery of their ex-enemies, but also animated by
a fresh impulse of national self-sufficiency, the economic backstroke
of the fears, hates, suspicions, jealousies and greeds, which the
war had fostered.

These economic faults and follies have contributed to cripple
the recovery of the ex-enemy countries, to impair their powers of
reparation, and by a necessary implication to hamper the industry,
commerce, and finance of the Allies, other European countries,
and the entire world.

VI
THE EXPORT SURPLUS

Havinag regard to the loss of territory and of internal and external
resources to which she has been subjected, and to the various other
restrictions, prohibitions, and disabilities contained in the Peace
Treaties and the post-war policy, what is the reasonable amount
of reparation Germany should be asked to pay, and how should
it be distributed in time ? Or, alternatively, given such revision
of the Treaty and of the Allied policy as will, so far as possible,
remove these obstacles and disabilities, what amount of reparation
might be got under these improved conditions ?

Starting from the two admitted premisses that, before any
capacity for reparation exists, the necessary livelihood of the
German population must be assured, and that it is undesirable
to extend the period during which reparation is paid beyond thirty
years, we soon reach the governing condition of our inquiry, viz.,
the admission that the reparation must be paid in terms of the
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surplus of export over import trade, an annual payment. The
acknowledgment of this time-limit carries this important implica-
tion. It rules out the acquisition by foreigners of any large ownership
of property in Germany as a mode of reparation. For such owner-
ship, were it not cancelled before a generation had elapsed, would
involve what would amount to a continuation of the payment of
reparation beyond that period. Therefore, however desirable it
may be that Germany’s early capacity to pay should be facilitated
and increased by the temporary mortgage of her capital resources
to foreigners, such advances should not form a permanent burden
upon the German population. This serves to enforce the central
thesis that the amount of German reparation must be presented
in terms of annual export surpluses.

Now Germany’s foreign trade, on an average of the five years
ending 1918, showed an excess of imports over visible exports to
the extent of £74,000,000. This import surplus was balanced by
means of interest upon existing foreign securities, profits of shipping,
foreign banking, trading, ete., the sum of which exceeded this
balance, allowing a considerable sum for further foreign invest-
ments. The whole of these “ invisible exports ”’ having, however,
been destroyed by the terms of the peace and the post-war Allied
policy, Germany’s pre-war foreign commerce, were it otherwise
completely resumable, could furnish no surplus whatever for repara-
tion. On the contrary, so far from having an export surplus she
would have a deficit, unable to pay for what she sought to buy.
This deficit would be enhanced by the fact that the war has con-
verted Germany from being a creditor nation, having annual interest
to receive from foreigners, into a debtor nation having annual
interest to pay. From the beginning of the war to February 1920
it has been estimated ! that the balance of imports over exports
amounts to about 60 billions marks, and that after allowing for
the payment of 4% billions by export of gold, and 56 billions by
sale of securities, a total foreign debt of some 50 billions remains
to be financed out of the annual income of the country. Whatever
allowance be made for exaggeration in this German estimate, it
remains true that in order to make any payment to the Allies she
must either greatly increase her exports or reduce her imports,
or do both.

- Now how far do the new economic conditions enable her to
perform successfully either of these processes ?

An analysis of Germany’s import trade for 1913 % shows that

1 Memorandum on Germany’s solvency for the purpose of reparation, p. 12
? Of. Keynes’ Economic Consequences of the Peace, pp. 190-2.
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it consisted to the extent of 858 per cent. of raw materials for
manufacture of articles for domestic use or for export, 28'3 per
cent. of foodstuffs, for the most part cereals, oils, cattle, and other
necessary foods, while 89 per cent. consisted of semi-manufactured
textiles and machinery. Of the remaining 825 per cent. the great
bulk consisted either of articles of consumption, contributing to
the subsistence and working efficiency of the German people, or
of capital goods serviceable for the production of such necessaries
or of export goods. In other words, no large percentage of imports
consisted of luxuries or other non-productive consumption, the
only part of import trade that could be dispensed with advanta-
geously. Assume that 10 per cent. of the 1913 imports could be
thus ranked as ‘ unproductive,” the reduction would amount
in pre-war values to some £58,000,000, or in post-war gold values
to some £90,000,000.

Now turn to the export side in order to consider how exports
can be increased. In 19138 not less than 27-7 per cent, of the export
consisted of iron goods, machinery, and coal. The loss of territory
supplying three-quarters of her iron ore, 88 per cent. of her blast-
furnaces, 9 per cent. of her foundries, 9 per cent. of her coal-mines,
and the coal payments under the Spa Agreement (or 32 per cent.
if Upper Silesia goes to Poland), must greatly diminish her capacity
for exporting this class of goods, as well as others in which coal
and iron enter largely as costs of production. If, as is contended
sometimes, Germans will be able to buy coal and iron from other
countries to make up these losses, the necessity of paying for such
external supplies in more export goods only transfers, and does
not lighten, the difficulty. Next in importance to iron and coal
come cotton and woollen goods, comprising 115 per cent. in 1913,
leather, sugar, paper, furs, electrical goods, dyes, copper goods,
toys, rubber and rubber goods, books, maps and music, potash,
glass, potassium-chloride, pianos, organs and parts, raw zine, porce-
lain. These compose in all two-thirds of the export values. They
fall in the main into three classes: (1) essential gooeds, based upon
superior scientific processes; (2) cheap standardized metal and
textile goods ; (8) luxury and artistic goods. 'What are the prospects
of a greatly increased export trade in any of these classes, under
such conditions as to earn a large gold income ? Will the Allied
countries, who took so large a share of these exports before the
war, increase their purchase? Apart from the general reluctance
of their populations to buy any goods from Germany, the fiscal
policies of most of the Allies are directed against the admission
into their markets of each of those three classes. Britain, for
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example, has passed legislation designed to keep out most important
items of Class 1 as * key industries ” and large sections of Class II
as ‘‘ dumped goods,” while both her general protective and her
sumptuary policy must tend to cut down Class III to the narrowest
dimensions. A small proportion of Germany’s pre-war export
trade consisted of articles made exclusively from German materials
(therefore involving no increased import trade), and not exposed
to the objections cited above.l

The entire medley of the Allied post-war policy, peace terms,
tariffs, embargoes and prohibitions, unnamed reparation, has, in
a word, contributed to reduce the export power of Germany, thus
disabling her for reparation. For, quite apart from the obstacles
thus placed in the way of production, transport and marketing of
export goods, the low, fluctuating and unpredictable exchange,
which these conditions have helped to bring about, has a constricting
influence on her export trade. The fatuity of the Allied attitude
towards reparation reaches its zenith in the tariff regulations
taken by their respective Governments to correct the effect of the
bad exchange of Germany in enabling her exporters to pour
cheap-priced goods into their markets. For, first, in default of
the free export of gold (now out of the question), such flows of
goods are the only possible way in which a bad exchange can be
corrected. Secondly, they are the only way in which reparation
can be provided. Reparation in terms of German labour was
refused by France after elaborate provisions had actually been
drafted for its provision in the Versailles Treaty, and though the
new London scheme reverts to the idea, it is tolerably certain that
French labour will be strong enough to stop any large contribution
from this source. Germany’s other proposal in 1919 to give
payment in the shape of investments in German industrial enter-
prises was also refused by the Allies, ‘* because,” according to Mr.
* Dulles, it was regarded as a device to ensure the Allied peoples
becoming so bound up in the internal affairs of Germany and so
sympathetic towards the prompt economic revival and prosperity
of Germany, that the Allied Governments would be embarrassed
in their political relations with Germany.”2 But in any case, as
- 1 have pointed out, the real reparation thus furnished must take
shape in the German exports representing interest on their
investments. , A

Since the German reparation is made in gold marks, it might
have been supposed that the lower the prices at which, owing to
© 1 Cf. History, vol.ii, p. 50, for a computsation of the pre-war surplus of exports.

? Address in New York, March 12, 1921.
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the bad exchange, German goods could pour into Allied markets,

“the greater the quantity of real reparation. The chief aim and
result, therefore, of the duty in our recent Tariff Act upon goods
entering our markets from countries of low exchange, is by raising
the price and reducing the quantity of German goods imported
into our country, to diminish the real reparation as much as possible.
By pursuing this policy far enough, and by co-operation with our
Allies, we should enable Germany to pay the total reparation in
the smallest quantity of real wealth, though necessarily spread
over the longest period of years.

This, indeed, may be described as ‘ the logic” of the Allied
policy on reparations, the resultant of the two sets of forces, one
making for the largest and most impossible demands for payment
in gold marks, the other for the most strenuous refusal to receive
the only sorts of goods by which these gold marks can be earned.

To this émpasse, however, there is a further contribution from
the same source. The refusal to enable Germany to correct the
bad exchange by her large export trades continues to disable her
from buying ahead the raw materials which she must require in
increasing quantities for the performance of her reparation task
in the only way it can be performed. Any impartial observer of
the situation would undoubtedly conclude from the accumulation
of obstacles set in the only path of reparation that the Allied
Governments wished to receive from Germany the least possiblc
amount of reparation.

Any close consideration of the specific reactions of the Allied
post-war policy upon German productivity in general strengthens
this analysis of her export disabilities. The effective supplies of
labour, capital, business ability, science and intellectual equipment,
all vital elements in productivity, have all sustained heavy damages
through the war, the blockade, the peace terms, and the post-war
economic policy of the Allies. A people, reduced in number by
some nine millions through loss of territory, the remainder reduced
in number by the loss of some two millions slain and another million
permanently disabled, the entire working population damaged in
vitality and working efficiency by privations which will sap the
productivity of the rising generation—such are the heavy losses of
the productive power of labour. Even graver are the damages
inflicted on the brain-workers, upon whose efficiency the burden of
industrial progress chiefly rests. Not merely have the professional,
artistic, and intellectual classes sustained, as individuals, economic
damages to their standard of living that have impaired their
productive powers, but the public insolvency threatens to destroy



THE ECONOMICS OF REPARATION 81

the collegtive foundations of education and of culture. Business
“enterprise and initiative are deprived of their necessary stimuli:
personal ecenomy, thrift, saving for the maintenance and improve-
ment of the capital structure of industry are all alike inhibited by
a sense of insecurity about the future and the fear lest successful
industry may merely serve to swell the volume of indemnity.

This combination of concrete obstacles with psychological
deterrents, all operating through degraded currency to paralyse
effective recovery and progress of German industry and commerce,
renders it impossible that the total yield of German real income
should be such as to furnish the requisite surplus of exports to
pay a large gold mark reparation, after the prior charges for the
necessary provision for the maintenance of the German population,
the upkeep of its Government, and the cost of the armies of occupa-
tion, have been taken into account,

‘In concluding this analysis of the problem of reparation, specific
reference must be made to what may be called “ the state of
mind ” of Germany in its distinctively economic bearing. The
frequently expressed judgment of Allied spokesmen that the German
people ought to recognize their sole responsibility for the war and
to feel a keen sense of penitence, coupled with a desire to make a
reparation on the score of justice, need not here be discussed in
relation to its objective truth. It must suffice to say that there
is not the least likelihood of the German people accepting as effec-
tive incentives towards reparation any such judgment. On the
contrary, it is natural that, as the Allies dwell upon the guilt and
cruelty of Germany in the causation and conduct of the war, Germans
should see in that war a policy of their enemies carried into consumma-
tion in the guilt and cruelty of the peace. These sentiments,
whether justified or not, must exercise a depressing influence upon
the processes of economic recuperation, inducing in the more
sensitive sections of the population a feeling either of futile irrit-
ability or sheer torpor, and in either case a lowering of moral energy
exceedingly injurious to productive effort.

The aggregate effect of these considerations upon the solution
of the problem of reparation cannot be expressed in any quantitative
terms. But it is indisputably trué that the net effect of these
injurious influences upon current German productivity and foreign

" commerce, if maintained, is such that no substantial reparation
can be made, except by methods (e.g. the forcible removal of coal,
gold, etc.) which, in order to effect some small immediate payment,
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let down mmrmusly the subsnstence of the population aad-impair
the recovery and progress of the economic system of the country.

The only way in which any. substantial reparation can be got
is by adopting a policy expressly directed to restore Germany as
~ soon and as completely as possible to the highest pitch of produc-
tivity and‘the fullest liberty of foreign trade to which her injured
‘and. diminished natural and human resources are capable of
attaining. If some of the eliSabling mischief cannot be undone,
every effort should be made to repair the disabilities.

This sound pohcy of reparation would involve :—

1. Cancelment of all the injurious clauses in the economic and
financial sections of the Treaty, as well as in those pro-
visions of the Reparation Section, to which we have
referred.

2. A removal of all prohibitions, discriminations, and other
restrictions upon the transport and foreign trade between
Germany and other countries imposed by the post-war
policy of the several Allies. '

3 The provision of such positive assistance in the shape of
transport, coal, and credit, as would enablé the German
ptople to restore their damaged industry and set their
internal and external finances upon such a footing as
would conduce to -the highest productivity and the
largest export trade with the greatest celerity.

4. The removal of the entire issue from the ex-parte judgment
of the Supreme Council and the Commission to an
impartial Commission of Neutrals with a view to the
fixation as soon as possible, of such a sum of reparation
as under these improved circumstances it is reasonably
estimated Germany can afford to pay within a generation,
without letting down the population and the future
productivity, and such as the Allies can afford to receive
without injurious reaction upon their economic system,
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