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PREFACE

The following Declaration was made by the Joint Committee
of the Carnegie Endowment for International Peace and the
International Chamber of Commerce at a meeting held on June
25th, 1936 :

The Carnegie Endowment for International Peace and the International
Chamber of Commerce having separately passed resolutions affirming that
Peace, Trade and Human Happiness lie along the same road, and having
joined to consult economic experts of many nations and of diverse views
as to how and by whom and what immediate action can be taken to streng-
then the will to peace, to stabilize currency and to restore trade, the reports
and conclusions of their experts are now submitted to the Carnegie Endow-
ment and the International Chamber for detailed consideration without
delay.

The series of 30 memoranda contained in this book have been
prepared by 17 economists from various countries, at the invitation
and on behalf of the Joint Committee of the Carnegie Endowment
and the International Chamber of Commerce. The purpose and
composition of the Joint Committee is explained in the
Introduction.

In the preparation of these memoranda, the Joint Committee
had the assistance of a Committee of Experts composed of six
eminent economists who were responsible for the general direc-
tion of the research undertaken.

On the basis of these memoranda, the Committee of Experts
have drawn up a set of conclusions, printed at the end of this
book, in which they set out those solutions and recommendations
which appear to them of the greatest immediate practical interest.

In view of the gravity of the present world economic situa-
tion, the need for finding rapid solutions and the individual
value of the opinions expressed in these various memoranda by
outstanding economists of the day, we believe that it is of public
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interest that their work should be made available without delay.

It must be clearly understood, however, that the Joint Com-
mittee, as well as the Carnegie Endowment and the International
Chamber of Commerce, in publishing these memoranda, express
no opinion on any of the expert’s views, and reserve their entire
liberty for the formulation of their own practical recommenda-
tions in regard to the problems dealt with in this book.

Signed :

Nicholas Murray BuTLER,
President of the Carnegie Endowment
for International Peace;

F. H. FENTENER VAN VLISSINGEN,

President of the International Chamber
of Commerce
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INTRODUCTION

Brief sumamar
of the work accomplished by the Joint Committee

By two resolutions, the first of which was adopted at the
International Conference held a Chatham House, March 5th 1935,
under the auspices of the Carnegie Endowmen! for International
Peace, and the second at the eighth Congress of the International
Chamber of Commerce, held in Paris from June 24th to 29th,
1935, it was decided by these two organizations to collaborate in
an exhaustive survey and study of the principal aspects of inter-
national economic relations. Following this decision, a Joint
Committee Carnegie Endowment-Internationa]l Chamber of Com-
merce, was appointed by these two bodies. At a first meeting
held on October 8th, 1935, the Joint Committee agreed to call
upon a Committee of Experts to prepare the technical basis on
which they would ultimately found their own opinions and
recommendations. Il was further agreed, at a second meeting
held on November 16th 1935, to limit the Joint Commitee’s pre-
sent investigations to the iwo main problems of the removal of
trade barriers and monetary stabilization, whereupon the follow-
ing statement was adopted, as constituling a summary of the
guiding principles to be followed by the Committee in its work :

CURRENT PROBLEMS OF ECONOMIC RELATIONS
BETWEEN NATIONS

The International Chamber of Commerce which was called
into existence by the businessmen of the world for the promotion
of international economic intercourse, and the Carnegie Endow-
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ment created for the purpose of assisting efforts towards the
maintenance of peace, believe that economic dislocation leads to
worlds impoverishment and this in ils turn is a fruitful source of
conflict between nations. They therefore think that there is no
more urgent task than an examination of the conditions which
would most immediately contribute both to economic improve-
ment and io a more harmonious state of international political
relations. It appears to both these bodies that the following
subjects should in the first place be subject to expert investigalion.

The improvement of commercial relations between nations
and particularly the conditions under which it may reasonably
be ezpected that ezisting barriers of trade can be lowerea
including a study of the technique by which this end can be
most effectively reached.

The improvement of monetary relations between nations and
more particularly the conditions under which a satisfactory
currency stability can be attained internationally.

These problems of course do not ezhaust the field of investi-
gation of the economic relations between nations which influence
both prosperity and peace. There are, for instance, the questions
of internal planning in its relation to inlernational intercoursey
the question of raw malerials in all its complex implications; the
whole problem of population and immigration, and so on. But
the International Chamber of Commerce and the Carnegie
Endowment are of the opinion that the two problems specifically
set out above should be attacked in the first place. Any solulion
jound for these problems would not only greatly help towards
political pacification and economic recovery, but would make a
solution of the other problems ipso facto the casier.

It was finally decided that the work to be undertaken by the
experts should be divided into the four following parts :

1. Firstly, a series of separate memoranda dealing with the
Improvement of Commercial Relations between Nations;

2. Secondly, a series of separale memoranda dealing with the
problem of Monetary Stabilization;

3. Thirdly, a general report by Professor Ohlin, of the University
of Stockholm, on “The Problem of International Economic
Relations”; - ; ' S ’

.



INTRODUCTION 3

4. Fourthly, a final report of the Committee of Experts, by Pro-
fessor T. E. Gregory, of the University of London, stressing the
remedies capable of bringing about a more orderly state of
affairs.

These reports, once approved of by the Joint Committee at
a third meeting (June 25th 1936), constitute the basis upon which
have been laid the practical recommendations formulated by the
members of the Joint Committee at a fourth and last meeting
(August 4th 1936) and published in the press after their approval
by the Council of the International Chamber of Commerce and
the Trustees of the Carnegie Endowment for International Peace.

The Joint Committee is composed as follows :

Chairmen :

Dr. Nicholas Murray BuTLER, President of the Carnegie Endow-
ment for International Peace.

Dr. F.H. FenTeNER vaN V0issiNGEN, President of the International
Chamber of Commerce.

Members :

Sir Alan A. Anpemrson, G.B.E., M.P. (Great Britain), Honorary
President of the International Chamber of Commerce; Chair-
man of the Orient Steam Navigation Co. Ltd.; Member of the
Board of Governors of the Bank of England.

Mr. René P. Ducnemin (France), Vice-President of the Inter-
national Chamber of Commerce; President of the Etablisse-
ments Kuhlmann.

Mr. Alired FaLTER (poland), Member of the Council and Executive
Committee of the International Chamber of Commerce;
President of the Central Union of Polish Industries; General
Manager of the “ Robur ” coal-mines.

Dr. Otto Christian Fiscaer (Germany), Vice-president of the
International Chamber of Commerce; Mitglied des Vorstandes
der Reichs-Kredit-Gesellschaft, Berlin; President of the
Reichsgruppe Banken.

Mr. A.E. Janssen (Belgium), Former Minister of Finance; Pro-
fessor of Economics, University of Louvain.

Mr. Ernest Mercier (France), Managing Director of the Union des
Syndicats de 1’Electricité.
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Mr. Peter MoLyneaux (U.S.A.), Trustee of the Carnegie Endow-
ment; Editor of “ The Texas Weekly ”.

Mr. Hisanori MunakaTa (Japan), Superintendant of the London
Agency of the Bank of Japan; Member of the Board of
Directors, Bank for International Settlements.

On. Gr. Uff. Avv. Gino Ouvern: (Italy), Member of the Council
of the International Chamber of Commerce; President of
the Associazione Italiana Fascista gli Industriali Cotonnieri.

Mr. Bjorn Pry1z (Sweden), Member of the Council of the Inter-
national Chamber of Commerce; Managing Director of the
Aktiebolaget Svenska Kullagerfabriken.

Alternate : M. K.G. Lunpvig, Former Minister of Commerce;
General Manager of the Sveriges Industriforbund.

Lord Riveroare, K.B.E. (Great Britain), Vice-President of the
International Chamber of Commerce; Chairman and Ma-
naging Director of Arthur Balfour & Co. Ltd., Capital Steel
‘Works, Sheffield.

Dr. James T. SuorweLL (U.S.A.), Trustee of the Carnegie Endow-
ment; Director of the Division of Political Economy and
History of the Carnegie Endowment.

Mr. Harper SisLey (U.S.A.), President of the Chamber of Com-
merce of the United States.

Dr. Hans Surzer (Switzerland), Member of the Council and
Executive Committee of the International Chamber of Com-
merce; President of the Swiss National Committee of the
I.C.C.; President of the Swiss Union of Commerce and
Industry; President of the Sulzer Brothers Ltd., Winthertour.

Alternate : D. E. WerreR, Member of the Council of the 1.C.C.

Dr. Ernst TRENDELENBURG (Germany), Staatssekretir i.e.R.;
Stellvertretender Leiter der Reichswirtschaftskammer.

Mr. Eliot Wapsworte (U.S.A.), Vice-President of the Inter-
‘national Chamber of Commerce; President of the Boston
Chamber of Commerce; former Assistant Secretary to the
Treasury.

Mr. Thomas J. Watson (U.S.A.), Member of the Council and Exe-
cutive Committee of the International Chamber of Commerce;
President of the American National Committee of the 1.C.C.;
Trustee of the Carnegie Endowment; President of the Inter-
national Business Machines Corporation.
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The Associate Director of the European Centre of the Carnegie
Endowment for International Peace : Mr. Malcolm W.
Davis.

The Secretary General of the International Chamber of Com-
merce : Mr. Pierre Vassrur.

The Committee of Experts is composed as follows :

Professor T.E. GRecory (Great Britain), Chairman; Professor of
Fconomics, University of London.

Professor Dr. E. BoesLer (Switzerland), Professor of Economics,
Technische Hochschule, Zurich.

Professor Bertil G. OmrLin (Sweden), Professor of Economics,
University of Stockholm.

Dr. Leo PasvoLky (U.S.A.), Membe: research staff of the Institute
of Economics, Brookings Institution, Washington, D.C. *.

Professor Dr. Andreas Prepdnr (Germany), Professor of Eco-
nomics, Institut fiir Weltwirtschaft, Kiel.

Professor Charles Rist (France), Former Professor of Economics,
University of Paris; Honorary Deputy-Governor of the Bank
of France.

The Following economists were also consulted by the Joint
Committee :

Dr. Antonin Bascm (Czechoslovakia), General Director of the
Manufactures Réunies de Produits Chimiques et Métallur-
giques, Prague.

Mr. Dag Hammamskiorp (Sweden), Member of the Finans-
departmentet.

Dr. Hubert Douglas Henverson (Great Britain), Joint Secretary
Economic Advisory Committee since 1930.

Mr. Per Jacossson (Sweden), Economic Advisor to the Bank for
International Settlements.

Dr. Ludwig von Mises (Austria), Professor of Economics, Uni-
versity of Vienna.

Dr. . Feliks Muynamskr (Poland), Former Vice-Governor of the
Bank of Poland; Professor of Banking at the Academy of
Commerce in Warsaw.

1 Dr. Pasvolsky served on the Committee during the early stages of its
work. He resigned on taking up an official Government appointment.



4] : INTRODUCTION

Professor Giorgio MorTara (Italy), Professor of Statistics at the
Royal University and at the Universita Commerciale Luigi
Bocconi, Milano; Director of the « Giornale degli economisti
e rivista di statistica ”.

Professor Lionel Ropsins (Great Britain), Professor of Economics,
University of London.

Mr. A. A. van Sanpick (Netherlands), Secretary General of the
Rotterdamsche Bankvereeniging.

Professor Jacob Viner (U.S.A.), Professor of Economics, Uni-
versity of Chicago.

Secretary of the Joint Commitlee and of the Commitlee of
Ezperts :
Dr..G. CourTtois pE ViCosk.
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Contents

The following series of reports on the general subject of * the improve-
ment of the commercial relations between nations ” has been divided into
four main headings, between which the separate memoranda have been
allocated as follows :

PART A : THE DECLINE OF WORLD TRADE AND (TS SIGNIFICANCE
IN ECONOMIC AND HUMAN TFRMS

One memorandum by Professor Eugen Boruier on * The technological,
long-term factors in the reduction of the volume of overseas trade * :

(a) The replacement of overseas supplies by * homegrown " products (e.g.
agricultural changes in Continental Europe). What has heen the eco-
nomic cost of self-sufficiency ?

(b) The replacement of * natural ” products by ** artificial * substitutes
(e.g. artificial silk versus cotton). To what extent has the movement
been artificially fostered ?

PaRT B . THE FUNDAMENTAL REASONS POR INGREASED PRUTECTIONISM

One memorandum by Professor Lionel Ropnins on :

1. The growth of local unemployment as cause of increased protection.

2. The growth of philosophies of * self-sufficiency ” and their limitations.
How far in fact is it true that even under modern conditions of tech-
nological progress nations really are self-sufficient ?

3. The influence of the war menace and the necessity of subordinating
economic prosperity thereto, and the cost thereof, in a loss of economic
welfare.

PART C : THE TECHNIQUE OF PROTECTIONISM

Two memoranda by Dr. Leo PasvoLsky and Professor Jacob Vinen on :

1. The actual level of tariff rates and the consequential burden on produc-
tion and consumption, as far as it can be estimated.

2. The rise of the quota and the decline in the importance of the absolute

rates of duty.
8. The use of currency instability and exchange restrictions as instruments

of protectionist policy.
4. Embargees on the export of capital and on the payment of interest as
factors in the improvement of the so called ‘* balance of payments ™.

PART D : THE ROAD TO RECOVERY

Three memoranda by Dr. Leo PasvoLsxy, Professor Andreas PresdsL and
Professor Jacob VINER on the follownig subjects :
1. Is it possible to abolish or to mitigate the use of the tariff quota ?
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7.
8.

THE PROMOTION OF TRADE BETWEEN NATIONS

The past and the future of the most favoured nation clause in its limited
and unlimited forms.
The influence of currency stabilization on the stabilization and the
reduction of trade barriers.
Experiences with bilateral treaties, both with and without the most
favoured .nation clause : a study of actual experiences.
The place of regional pacts :

(a) The British Empire since Ottawa;

(b) The efforts made towards a greater freedom of trade in Central

Europe.

The problem of reducing the level of tariff rates by means of internatio-
nal agreements covering particular groups of articles.

"The possibility of multilateral agreements.

How far has past experience with a tariff truce been conclusive ?

One memorandum by Professor Charles Rist on : ** The past and the future

of the most favoured nation clause in its limited and unlimited forms. "

One memorandum (XXX) on : * Trade between the industrial and agri-

cultural countrics of the world. ”



Memorandum
on the technical long term factors in the reduction
of the volume of overseas trade

by

Professor Dr. Eugen BofHLER,
Professor of Economics, Technische Hochschule, Zurich

Experience shows that the importance of economic changes
is generally overrated, especially if they are the results of state
interference. Owing to the lack of comparable figures for longer
periods, slight variations are made the basis of revolutionary
theories.

In reality there exists, in the long run, a remarkable
constancy of relations between the different economic factors
which resists state interference and political change as well as
cyclical flyctuations and war influences. Contrary to popular
ideas, invention and technical progress exhibit an astonishingly
constant growth for about a century. Likewise a striking
constancy of relation between the prices of the chief commodities
as well as between the different cost factors can prevail for longer
periods, in spite of fundamental technological changes.

The same constancy of relations can be ascertained in inter-
national trade for longer periods: between exports and internal
production as well as in the distribution of world trade between
countries and between groups of commodities. In spite of the
rising tide of protection since the seventies the average annual rate
of growth of world trade between 1883 and 1913 was 3,6 %, which
is practically equivalent to the yearly growth of basic production
during the same time. Even the reenforced tendency to self-
sufficiency after the war could not hinder the increase of the said
rate of growth to 4,85 %, average of 1925-1929, against 4,52 %,
average of 1908-1913, which again seems to have equalled the rate
of growth of the world’s basic production.

Of course, there have been changes in the distribution of
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‘world trade between continents and countries as well as between
commodities. The percentage of European trade to world trade
and the share of consumptlion goods have fallen. But these
tendencies are not at all consequences of the war or of political
measures, but they have been going on for decades in a continuous
way and they need not be objects of concern for the future.

There is not the slightest scientific reason why this constancy
of relation should have been upset by the present crisis and its
political consequences. For it is due to the polar structure of the
economic reality which implies that every force has its opponent
force, every motion its opposing motion, and to the fact that
every country must keep its balance of payments in equilibrium,
whilst there exists a fairly constant relation between internal
production and foreign trade which excludes arbitrary manipula-
tion to a greater extent. \

In fact, the available statistical data show that between 1929
and 1932 the volume of foreign trade and of internal production
have diminished to the same extent. Only since the low point
of 1932 foreign trade seems to lag behind the development of
internal production, the basic production of the world reaching
in 1934 about 99 %, industrial activity about 84 % of the average
of 1925-1929, whilst the quantum of international trade was
standing at 85. This disproportion has given rise to grave appre-
hensions which suppose that certain structural changes, especially
the tendency to self-sufficiency, the industrialisation of overseas
countries and technological changes might reduce the volume of
international trade in the future. Though comparative statistical
data are lacking to a great exient, we are trying o appraise these
changes in the light of past experiences and tendencies. Reac-
tions on the distribution of world trade are, however, not within
our reference.

(a) The replacement of overseas supplies by * home-grown *
products.

The first chief aspect of the tendency to replace overseas
supplies is the attempt to restrict the supply of foreign foodstuffs
and raw malerials by industrial countries, partly for political
reasons, partly as emergence relief for agriculture, partly as pro-
tection against the inflow of cheap overseas produce resulting
from mechanization, partly as a result of internal planning,
Whilst most countries are satisfied with protecting their food
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supply by duties, quotas, price guarantees, grants, and subsidies,
others, like Germany, and Italy and to some extent France, are
also trying to develop their inland production of raw materials by
the replacement of imported material by home-grown, by the
development of substitutes, by the regeneration of scrap and
secondary materials and by different other methods of econo-
mizing foreign commodities.

Though this policy was actively pursued since the close of
the war, it did not result in a reduction of the ratio of imports
to total consumption of breadstuffs (wheat and rye) until 1929,
owing to the replacement of rye by wheat in Central Europe. On
the contrary, between 1909-1913 and 1927-1929 the percentage of
net imports of breadstuffs to total consumption increased for
Central and Western Europe from 27.3 % 1o 30.8 9%, the per-
centage of net imports of foodstuffs (barley and maize) falling
at the same time from 49.0 to 47.5 9. During the present
depression, the tendencies to self-sufficiency not only became
stronger, but were reenforced by the difficulties of the balances
of payments. So the percentage of net imports of wheat and rye
to total consumption decreased for Europe as a whole from 21.9 %
to 17.8 % whilst the corresponding share of barley and maize
remained practically constant, decreasing only from 22.2 to
21.7 %. To show the net result of these changes since the war
the following figures for important contries are added. The
percentage of net imports of wheat was in the following
countries :

1009-1910 1913-19{1 1930-1931 1934-1935

Great Brilain 8.4 % 82.8 9,
Germany 342 % 6.7 %
France 11.7 % 7.8 %
Italy 224 % 9.8 9
Belgium & Luxemburg 76.1 % 74.2 %
Netherlands 81.5 % 69.3 %
Switzerland 85.56 % 80.1 ¢

Itere we find indeed an important reduction in the volume
of foreign trade which is going on in spite of very big differences
in costs of production.

For the agricultural products of animal origin we do not
possess the corresponding percentages for longer periods. In the
years 1930 to 1932 they varied in the said countries for butter
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between 14 9% (Switzerland and. Belgium) and 91 9, (Great
Britain), the Netherland having a net export of 23 %. For cheese
they went from 16 9% (Germany) to 75 % (Great Britain),
Switzerland and the Netherlands being exporting countries. To
get an idea of the changes brought about by home-production of
formerly imported products for Europe as a whole, we must rely
on net imports only. Here we find very different developments.
The net imports of Europe between 1925-1929 and 1930-1933 have
increased for cattle from 83,000 heads to 85,000 heads, for butter
from 1,236,000 q to 2,231,000 q, for cheese from 797,000 q to
916,000 q and for eggs, including egg products, from 1,256,000 q
to 1,291,000 q. The net imports of Europe have decreased for
pigs from 222,000 heads to 140,000 heads and, for milk from
991,000 q to 960,000 q. The reductions in net imports of bread-
stuffs have, therefore, been compensated in part by increased net
imports of other kinds of food.

(Besides, there are also opposite tendencies at work, namely,
the replacement of * home-grown ” products by imported, because
of their cheapness, the most striking example being the substitu-
tion of home-grown animal fats by vegetable oils or imported
whale oil." The production of vegetable oils (excepting olive oil)
has increased between 1909-1913 to 1931-1932 from 41,1 mill. q
to 67,1 mill. q or by 63 % and the net imports of the oil fruits
into Europa have increased even during the depression, namely
from 60 mill. q in 1925-1929 to 64 mill. q in 1930-1933.

The total quantum of international trade in articles of food
has, therefore, suffered from a smaller decrease than is generally
assumed. It fell between 1929 and 1934 from 100 to 85, showing
a little increase since 1933. The volume of imports of the five
chief countries has diminished even less in volume, namely, from
100 to 91. The problem is, therefore, not so much a matter of
volume as of values.

Nor is it probable that this process will go much further,
though several countries make efforts in this direction, the chief
reason. being that the increase cannot be obtained largely by an
extension of the acreage, but practically only by an increase of
the yield which is a very slow and changing process. In Italy
the “ corn battle ” had to be fought eight times, until the record
yield of the year 1925, in the beginning of the battle, could be
consolidated, and the increase was not much different from that
of other countries. In Germany the average yield for 1929-1934
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as to wheat and rye was still lower than before the war (1911-
1913). Then the one-sided promoting of the production of bread-
stuffs had unexpected reactions on other branches af agriculture,
so that their production decreased and greater imports became
necessary. In Germany this planning has partly reversed the
agricultural situation from a buyers’ market to a sellers’ market,
forcing restrictions on consumption.

“There is, further, the aspect of costs.(Self—sufficiency can be
bought at a high price only) Whilst before the war and even in
1929 the prices of the same agricultural articles in the different
countries differed by a relatively small percentage only, there are
at present differences of 100 % and more. In 1913 the difference
between the average annual wholesale price in Berlin for home-
grown wheat and the price for Plata Rosario in London was only
2.93 5. fr. or 14 %. In 1934 the difference had risen to 16.0 s.
fr. or 212 % of the lower price. As to other agricultural products,
we find in December 1935 between England, Germany, France,
Italy and Switzerland differences of wholesale prices, ranging
from 68.8 to 121.5 s. fr. for beef per kg live weight, from 88.7 to
125.0 s. fr. for pork per 100 kg live weight, from 0.097 to
0.224 s. fr. for milk per kg, from 1.80 to 4.15 s. fr. for butter of
first quality and from 1.03 to 2.02 s. fr. per kg home made Emmen-
tal. Though such international comparisons of agricultural prices
are always questionable, because different qualities prevail or
corresponding quotations are not available, these figures will give
an idea of the cost of self-sufficiency.

For these reasons, in the long run a much further progress
of the tendency to replace foreign articles of food seems impro-
bable. We may even expect a reversal of the movement during
the recovery, because during the depression every country natu-
rally gives access fo the most necessary articles only, the conside-
rations of the balance of payments outweighing all others.
When recovery progresses and balances of payment find their
equilibrium, the cost factor comes again to the front, especially
for countries with an important export business. For in the long
run this policy raises the cost level and restricts export from the
cost side, whilst the reduction of imports reacts in the same
direction on exports. So experience shows that the tendency to
protection rises and falls with rising and falling turnover and
prices. With improving business most ideologies making a
virtue out of emergency will disappear and give place to the
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opposite tendencies showing the advantages of international trade
and division of labour.

A less hopeful prospect seems to prevail in regard to the
opposite tendency, viz. : the replacement of imports of industrial
articles by overseas countries or industrial competitors, which has
been fostered by the fall of agricultural prices, by the monetary
difficulties and by the increasing tendency to industrial pro-
tection. Unfortunately, we have no comprehensive figures, so
that everybody is impressed by individual information in regard
to the development of overseas countries. Only a few (mostly
European) agricultural countries publish indices of industrial
activity. So the composite index of industriel production for
Chile, Denmark, Finland, Greece, Roumania and Hungary shows
that their industrial activity fell below the average during the
depression (to 86 against 69 in the average) and has since then
recovered to 115 during the first term of 1935, the average world
index being 90. The index of the textile industries alone has
gone up to 159 (1929, 100). Though these indices reflect the
cyclical variations only, there is no doubt that such an increase
could not be reached without an increase in manufacturing capa-
city, especially in the textile industry.

Still the importance of these figures must not be overrated.
The lower the absolute basis of the index, the greater the increase
in the percenlage, even if the absolute change is small. Then
the increase is not much greater than the increase of the index of
industrial activity of several of the old countries.’ Lastly only a
part of the extension of industrial capacity of newer countries
means competition to the older industries.; The whole building
activity, the public utilities, the industrial branches in connection
with transportation, the printing trades and several branches of
consumption industry have practically no competitive influence
on the old industrial countries, but form a new outlet for their
products. A real loss arises chiefly from the replacement of the
textile and related staples like clothing and shoes. This fact is
clearly shown by the trade figures after the war up to 1929 : whilst
the quantum of textile exports of the five chief exporting countries
was lower in 1929 than in 1913, the quantum of the other consump-
tion goods as well as that of the production goods showed a further
increase. {The result of overseas industrialization is therefore not
a decline of world trade, but a change from staples products to
products of higher quality and workmanship, as well as from
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consumption goods to production goods like in internal economy,
There is no scientific reason why this experience should lose its
value for the future. Most pessimists in this connection confuse
the first occupation of newer countries with their development.
In fact the latest trade figures, as far as avalaible, show that since
1931 and 1932 the percentage of overseas trade to total trade is
quickly rising in the older industrial countries owing to the
recovery of agrarian countries.

A much greater danger lies in the reduction of foreign trade
between the industrial countries themselves which were for a
long time the best customers of each other. Before the war the
foreign trade beltween the old industrial countries (United King-
dom, Germany, France, Netherlands, Belgium and Switzerland)
increased considerably, though the percentage of their reciprocal
trade to total trade declined somewhat since the nineties. After
the war even the absolute growth ceased and the percentage of
total trade was for some time greatly reduced, thouzh it recovered
a great part of the loss subsequently. This diminution of relative
importance of the trade of the older industrial countries is wholly
natural, because their commercial relations have altained their
optimum. Long term technical factors are implied inasmuch as
the technical differentiation of these countries is decreasing
owing to the exchange of technical experience and owing to
transplantation of industries from one country to the other as a
consequence of protection.

But even this tendency must not be overrated. One of the
most conspicuous examples of such a replacement is that of coal
by hydraulic electric energy. The quantity of coal necessary to
produce this hydraulic energy by caloric would be at least about
100 mill. tons. Neverlheless world production of coal was in
1929 by more than a 100 mill. tons higher than in 1913, though
various methods of economizing coal were introduced in the
meantime. As to the coal imports of the countries which have
mostly developed their hydraulic energy, namely, Italy, Norway,
France, Sweden and Switzerland, it is surprising to state that they
were in spite of this replacement considerably higher in 1929
than in 1913, viz. 58 mill. tons in all against 45 mill., and even
in 1933 during the depression only by 3 mill. tons lower than in
1913. The reason is to be sought in the fact that the development
of this source of energy has so stimulated industrial activity in
general that the other uses of coal increased. The same applies
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to the attempts of replacing heavy and light mineral oils by
inland production and to other similar processes. They are in
the long run not reducing the volume of foreign trade, but just
keeping its equilibrium.

If, therefore, between 1925 and 1929 the trade between
industrial countries no longer increased in absolute terms, it is
not owing to technological changes, but owing to protection.
Nevertheless during the depression this trade has shown more
resistance than the overseas trade. In fact the percentage of
European exports to the total exports ot the said industrial coun-
tries increased considerably (France only excepted) and was still
higher in 1934 than in 1929, though a certain reversal has taken
place since 1931 owing to the recovery of overseas countries.
Lastly it must not be forgotten that even today European exports
still form more than two thirds or even three fourths of total
export trade of the European countries (with exception of the
countries with empires like England and France), so that the
greatest stimulus may be expected by the abolishing of trade bar-
riers between these countries.

(b) Replacement of natural products by * artificial ® substi-
tutes.

(The replacement of natural by artifical products with the
possible effect of reducing foreign trade has chiefly progressed in
two forms : 1) by the development of real substitutes and 2) by
the recovery of used materials by the way of regeneration.]

( The most flagrant example of real substitutes is the replace-
ment of nitrate of Chile by synthetic nitrogen,}with the result
that the percentage of the Chilean natural product of the total
production has fallen from over 50 9% in 1913 to 23 % in 1929-
1930 and to only 5 9% (or 9 9% of the consumption) in 1933-1934.
But a reduction of world trade has in no way resulted from this
process. Even the quantum of exports of Chile nitrate was higher
in 1929 than in 1913, though its value. was cut to a small
percentage. But what is more important, the exports of the
substitutes have so increased owing to the diminution of price
and the growing use of artificial fertilizers as a consequence
thereof, that total volume and value of foreign trade in fertilizers
is even in the depression higher than in 1913.

" A second important example of substitution is the replace-
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ment of natural silk, cotton and wool by “ artificial silk” or
rayon,) the production of which has increased from 16,200 t in
1913 to 349.700 t in 1933, whilst the Index of production of
textile materials in general has increased from 100 to 131 only.
But this development as such has certainly not reduced the vo-
lume of international trade, the consumption of all other textile
malerials in fact having increased. After the war the exporl of
textile products somewhat diminished in volume, but not in
consequence of the rising compelition of rayon, but of the said
industrialization of overseas countries. On the contrary, the
rising exports of rayon and its products have counterbalanced the
loss of other products and have especially alleviated the crisis of
the European textile industry. During the crisis the exports of
rayon and rayon products have, in addition, resisted better than
those of the other textiles. So this substitution too did not result
in a reduction of world trade. .

A third example of substitution, viz. the replacement of
lumber by other building materials like steel, cement and bricks
has certainly retarded the rapid increase in the exports of sawn
softwood, which mounted from 2.7 mill. stds. in 1880 to 6.3 mill.
stds. in 1913, but increased only to 7.5 mill. stds. in 1929. But
this delay has been compensated not only by increased exports
of steel and cement, but also by the increased export of wood-
pulp, so that even here no net reduction of foreign trade has
resulted.

An exact idea as to the possibilities of replacing mineral oil
by synthetic products cannot be formed at present, as compre-
hensive data are not available. But it is evident that the increase
in consumption of motor fuel is progressing so rapidly that a net
reduction of foreign trade in mineral oils will not result there-
from in any case, even if the replacement should progress more
rapidly than at present.

¢ Still less the possibilities of replacing natural rubber by a
synthetic product (Buna) can be foreseen; though it is said to
have reached the phase of commercial production. Its chances
depend naturally to a great extent on the cost of production for
which no reliable data are available. In addition it is not pro-
bable that the volume of world trade will be affected materially,
because even in the case of a complete success centralized produc-
tion and decentralized consumption will prevail for some years
to come.
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For several smaller substitutes like artificial leather or resin
we have not statistical evidence. But it is very improbable that
international trade will be materially affected thereby.

- A second form of replacement of natural products by inter-
nal production constitutes the recovery of used materials.) 1If this
development should reach greater dimensions, it would not only
lead to a greater decentralization of production, but also to a
reduction of international trade. The chief examples are the
following.

During the last two decades the production of iron and stecl
from scrap has so increased that since 1910 the curves of pig iron
and steel production materially diverge, because less iron ore is
necessary to produce the same quantum of stee] . As, however,

_about two thirds’of this scrap result from the production process,
the percentage of really recovered iron is estimated to be about
0,63 9% of the total supply or about 11 mill. tons. But it is to be
supposed that this percentage will steadily increase. Its reaction
on foreign trade lies (a) in the reduced demand for iron ore, (b)
in the tendency to decentralization of the production, for
example, by the development of iron works in Italy and Hungary
and (c) in the tendency of hindering the export of scrap. But
it is questionable whether this has resulted in a net reduction of
foreign trade. In the after-war expansion period, the trade in
iron and steel products as well as in scrap has continuously
increased. During the depression the exports decreased less than
production, while since 1932 they have not increased at the same
rate.

. For the non-ferrous metals, the recovery of waste or secon-
dary metal has in part quickly developed during the last decades,
so that for example in the United States for every three tons of
mined lead one ton was recovered from scrap. But this replace-
ment has attained greater dimensions only in the United States
and in the countries with exchange difficulties, whilst for the
rest it depends on price, because under normal conditions the
recovery pays only where consumption is high and increasing.
Therefore a net reduction of foreign trade is improbable.

The same applies to the recovery of waste in the textile
industries which has been intensified especially in countries with
exchange difficulties. The continuous increase in the consump-
tion of the new materials shows also in this case that the tolal
international turnover has not been reduced thereby.
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Among the other raw materials the secondary production has
reached the greatest dimensions with rubber. Here the depen-
dence of the recovery on prices is evident. ‘During the war the
percentage of regenerated rubber to total production rose up to
571%. After a fall to 23 % it rose again to 51 % in 1923, when
prices mounted gain. During the crisis the percentage was
reduced to about 22 1%, and for other countries a similar percen-
tage is stated. In spite of this large share of recovered produce
tolal consumption is rapidly rising, so that no harm to foreign
trade has resulted.

To summarize, it may be stated thal most apprehensions in
regard to a4 possible reduction of world trade on technological
grounds could not be verified in the long run. But it is probable
that the attempts to increase the percentage of internal pro-
duction of foodstuffs and raw materials for political reasons will
increase for some time to come. Owing to the unavoidable
reactions one may expect that this tendency will find a growing
objective resistance, so that in the long run the relations between
inland production and imports will not be changed.

On the contrary, the greatest theoretical possibilities of a
recovery of world economics lie in the reversal of this policy,
because the exchange between agricultural and industrial states
has also in the post-war period contributed most to the increase
of international trade. It would mean a short-sighted policy to
stifle these economic possibilities for European countries by an’
excessive policy of self-sufficiency. Likewise, for most European
countgies the exporls to other European countries comprise still
the highest percentage of total trade. So a reciprocal loosening of
restrictions on foreign trade with these countries would certainly
mean one of the most efficient stimuli of recovery of the world as
a whole.

February 1936. (Signed) : Eugen BoEBLER.



Memorandum on the fundamental reasons
for increased protectionism

by

Professor Lionel Ronsins,
Professor of Economics, University of London

I. The object of this memorandum is to examine the fun-
damental reasons for the great increase of protectionism which
has been characteristic of the last half-century of human history.

It should be clear that this increase is something which
needs to be explained. The last half-century has been a period of
rapid increase of all means of communication.) The Railway
systems of the world have been extended and consolidated. Ship-
ping services have been increased and made more reliable. To-
day the aeroplane is making distance still more negligible. Yet
in spite of all this, we find that the nations of the world are
busily engaged in erecting ever greater and greater obstacles to
the increased volume of trade which these developments make
possible. An inhabitant of another planet, informed of the
scientific progress of the last hundred years, might expect to
discover a world organized to take advantage of the increased
division of labour which these increased facilities for communi-
cation permit. If he actually paid a visit of inspection he would
find the queer animals which inhabit this earth devoting much
of their energy to what must appear to be a sort of self-frustration,
destroying with one hand the riches which the other has
created.

To discover why this has come about is the object of this
memorandum.

II. 1. If the different parts of the world were organized into
one state, there is no reason to suppose that the existence of
inter-local obstacles to trade would be regarded as desirable. It
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has been characteristic of the development of modern states that,
within their boundaries, the obstacles to trade have been removed.
The formation of the German Empire, the reforms of the French
revolution, are conspicuous examples of a process which, when
there has existed a sufficiently powerful state-machine, has every-
where been thought to be desirable. If by the accident of history
the Roman Empire had persisted and its dominions had been
continuously co-terminous with the borders of the known world,
it is hard to believe that the persistence of local barriers to free
exchange would have been thought to be consistent with the
greatest benefit of the majority of its inhabitants. Whether a
world state was organized on individualist or on socialist lines,
a division of labour not limited by artificial territorial divisions
would clearly be in the interests of the majority of its citizens.

2. But the world is not organized on these lines. It is orga-
nized into a number of territorial groups, constituted very largely
as a result of historical accident, whose boundaries in a world
state would have.absolutely no econcmic significance. The con-
trollers of these slates do not profess to legislate for the benefit of
the world as a whole. They claim only to legislate for the henefit
of their own members; and though from lime to time they may
pay lip-service to international solidarily, there can be no doubt
that if there were a conflict between the interests of the world as
a whole and those of their own group they would unhesitatingly
choose the latter.

It follows therefore, if we are to examine the evolution of
policy, that we must always lake as our starting-point the inte-
rests, real or imaginary, of the national state. We need not
inquire why the economic aclivities of the world as a whole are
not deliberately organized with a view to the benefit of the majo-
rity of its inhabitants; given the absence of an international
authority there is no problem there. We must ask rather why it
is that the policies of the different nalional states are such as to
create international disharmony.

3. Now it is conceivable that there may be a real clash bet-
ween the interests of the world as a whole as regards trade and
the interests of particular national groups. As we shall see later
on, it is doubtful whether recal clashes of this sort have played a
very large part in bringing about the present international chaos.
But it is clearly possible that such clashes may exist; and it is
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obvious that, in a vague way, many people believe that they do
exist. It will be convenient therefore to commence our investi-
gation by inquiring in what way such clashes may be conceived.

To do this, two issues must be very clearly separated. We
must separate the question of what people want, of how they
conceive their interests, from the question of how best they actually
may secure what they want. It is obvious that disharmonies may
arise, either as a result of differences of ultimate aim, or as a
result of differences in opinion as to the best way in which ulti-
mate aim may be realized. It is conceivable that the different
nations of the earth may entertain fundamentally different con-
ceptions regarding the ultimate aims of national policy and that
disharmony may arise in this way. Or it is conceivable that they
may each be striving after the same thing and yet, by reason of
differences of opinion regarding the best way to get it, their
policies may create disharmony.

4. Let us commence with disharmonies originating in the
ultimate aims of policy. If the government of a particular area
regards it as an end in itself that the organization of production
should be self-sufficient, it is obvious that its trade policy will be
inimical to international division of labour. Such ideals of self-
sufficiency have indeed from time to time exercised some
influence on poltical though. It was held by Plato and other
Greek philosophers that foreign trade was in itself to be regarded
as inimical to the atmosphere of the ideal state. The austerity of
the alleged self-sufficiency of Sparta was contrasted favourably
with the cosmopolitan atmosphere of Athens, whose prosperity
depended on foreign trade. In recent times similar views have
been held by less worthy and less interesting writers : Fichte,
Adam Miiller and the so-called romantic school of German eco-
nomists, whose writings have unquestionably influence the
thought of the leaders of present-day Germany, exalled the idea
of the Geschlossene Handelsstaat. To eat home-grown rhubarb
has been held to be more virtuous than the consumption of the
foreign lemon. But it is doubtful how far ideas of this sort have
been responsible for the development of policy. From time to
time they may have been used to defend measures introduced for
other reasons. But although at the present time they are undoub-
tedly rapidly attaining great ascendancy in certain parts of the
world, their influence on policy hitherto has probably not been
very great.
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5. But although it is possible to exaggerate the influence of
the idea of self-sufficiency as a means of preserving the charac-
teristic ethos of the national state, it is important not to under-
estimate the influence of the ideal of economic sell-sufficiency,
regarded, not as an end in itself, but as a means of military
defence. It has always been conceded by Free Traders that if the
location of any particular form of production within the borders
of the national state was regarded as essential to security against
attacks from other states, then measures designed to foster this
industry could not be regarded as contrary to national policy.
And even before the Great War consideralions of this sort played
some part in the determination of policy. The German agrarian
policy was defended on military grounds. Since the War, expe-
rience of the difficulties which may arise in case of blockade or
widespread interruption of international commerce have led to a
vast extention of such measures. The extensive protection of
industries capable of being used for munition making has also
been defended on this ground.

The cost of such measures is obvious. The factors of pro-
duction which are used for producing expensive supplies at home,
might have been used to obtain them less expensively from
abroad by exchanging goods for whose production local condi-
tions are better fitted. It is arguable, moreover, that, even
granting the necessity for regarding the danger of war as a per-
manent factor in international relations, much protection is
ill-conceived. The experience of the last war, while it undoub-
tedly shows the value of security from blockade, has shown also
the advantage of the riches which come from international
commerce. It is not possible to have both of these, and it is not
certain that in the majority of cases the latter is of less import-
ance. But in recent years such considerations have tended to lose
influence. As the danger of widespread international conflict
becomes more acute, the area of military protectionism increases.

6. It is possible however to regard policies based on cir-
cumstances of this kind as being essentially abnormal. It is still
arguable that the average citizen, even of the more bellicose
areas, regards war as an evil which ought eventually to be elimi-
nated, and conceives the main object of policy to be the inception
of conditions in which the non-military requirements of the
race are satisfied as far as the niggardly provisions of nature
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make possible. It is arguable, that is to say, that the main aims
of national policy may still be conceived as being the maximisa-
tion of what some would call * economic " welfare. There are
obvious difficulties in furnishing a precise definition of this
object, but for the purpose of this memorandum these difficultics
may be ignored. We may proceed therefore to inquire whether
in the realization of such an aim the interest of one national
group may conflict with the interest of others, whether one
country can gain by a policy of trade restriction.

7. Now it is quite true that it is possible to,conceive of cascs
in which one national group may gain at the expense of others
by erecting obstacles to trade. Theoretical economics demons-
trates clearly that in certain circumstances it is conceivable that
a tariff may have the effect of turning the * terms of trade " in
favour of the inhabitants of the country imposing the tariff, that
is to say, of bringing it about that they get more imports for a
given quantity of exports. This, after all, is only what we should
expect from the most general propositions of the theory of
exchange. We know that if particular groups of producers hap-
pen to occupy a position of strategic advantage in the market,
then by suitable restrictions they can secure monopolistic gains.
This clearly applies not only to industrial groups but to geogra-
phical groups also.

In fact, however, it is possible greatly to over-estimate the
applicability of this argument. The circumstances in which an
unequivocal gain of this sort is realizable do not often occur in
practice. The geographical group which attempts to turn the
terms of trade in its favour by restrictionism will as likely as not
find that it is merely raising up competition for itself in other
quarters. Moreover, the whole argument depends upon the
assumption that~ conditions in the outside world remain
unchanged, that other nations pursue a passive policy in the face
of isolated protection. In practice these conditions are not likely
to be realized. The erection of a protective tariff by the members
of one national group is likely to be countered by the erection of
protective tariffs elsewhere; and though it is not certain that all
the possible gains will be cancelled out, the probabilities are
overwhelmingly in favour not merely of cancellation but also of
net impoverishment all round.

Exactly the same circumstances apply to the other arguments
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by which it is attempted to establish the possibility of a perma-
nent gain from the erection of protective tariffs. Other things
being equal, for instance, it is possible that the erection of a bar-
gaining tariff may result in a lowering of tariffs all round, in
which case these tactical manceuvres would have been productive
of lasting benefit. But experience suggests that in practice other
things are not equal. It is generally probable that the erection
of a bargaining tariff will bring about a situation in which that
tariff becomes permanent- to say nothing of the increases else-
where which its erection may have occasioned. Similarly, it has
always been conceded that cases are conceivable where protection
to infant industries may result in national benefit, but again
experience shows that such a form of assislance to infant
industries is almost always abused. The industry is called into
being and the tariff is not removed. If there be a case for the
fostering of infant industries by national states (and having
regard to the arbitrary nature of national boundarics, this case
is bound to be very slender) a subsidy rather than a tariff seems
to be appropriale instrument. It is much less likely to be pro-
longed once the occasion for its use has disappeared.

8. The foregoing arguments however apply to be possible
long-run gains from protection. It should be clear that the
prospects of such gains are very slender. If we restrict our view
to the immediate effects of protection there are other cases where
some benefit may be conceived. If a tariff is imposed at a time
when trade is bad and a considerable margin of the factors of
production are unemployed, it is possible that the result may be
a nel gain of production; though it is almost certain that the
gain achieved will not be as great as that which might have been
achieved if the unemployed factors of production had been re-
employed by recovery under Free Trade conditions. It is true,
too, that if a general tariff is imposed at a time when the central
bank of the country imposing the tariff is losing gold, some credit
contraction may be made unnecessary and the tariff itself will be
productive of some permanent maldistribution of resources and
its existence will be no safeguard whatever against a similar drain
of gold in the future.

It is notorious that arguments of this sort have played a
considerable part in determining the policies which have been
actually adopted during the recent depression. But the result of



30 THE PROMOTION OF TRADE BETWEEN NATIONS

such policies indicates the rebutting argument. If, in an other-
wise stable world, a single nation has recourse to such policies,
it may conceivably snatch for itself some gain — or perhaps better
said, some avoidance of loss. But if such policies are applied
simultaneously by a number of nations, their effects, so far from
being productive of gain all round, have in fact cumulative
results of a negative order. If all countries impose emergency
tariffs at a time of crisis the effect is almost certainly deflationary.
More unemployment is produced than would have occured in
the absence of such policies. Historically it is probably true that
the increase in the height of international obstacles to trade has
taken place in this way. Analytically it cannot be argued that
the world is richer than it would have been if no such increase
had taken place.

9. In recent years the case for trade restriction has some-
times been argued from a different point of view. It has been
defended as a policy of national planning. .To protect planned
industry at home it is necessary, it is said, to restrict foreign
imports. The tariff is essentially to be regarded as an instrument
of that “ scientific ” control of economic activity which is to
replace the individualistic “ chaos ” of the free market and private
enterprise.

Such a view however betrays a most paradoxical conception
of the aims of national planning. If national planning is
intended to bring “ economic ” advantage — if, that is to say, it
is desired for the sake of “.wealth ” rather than military power,
aesthetically pleasing lay-out of the countryside, etc. — it must
surely be designed to use the national resources in the most pro-
ductive manner. Now resources will not be used in the most
productive manner if they are used to produce at home what
could be obtained more cheaply from abroad. It is the essence of
the case for free exchange that it permits local resources to be
specialized to produce the things which they are best fitted to
produce and thus to procure by way of exchange from abroad
more of the things which they cannot produce so efficiently at
home. A national plan which does not proceed on the same
principle is not a national plan but a national muddle.

10. Against all this, however, and against the case for free
trade in general, it is sometimes argued that the advantages of
international division of labour are really very small. The tech-
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nique of modern machine production, it is said, renders the
location of industry a matter of comparative unimportance.
There may be some sacrifice in greater self-sufficiency, but it is
more than compensated by the greater stability of a more auto-
nomous system." Such arguments find support not only among
those who attach importance to the abracadabra of planning but
also among those monetary reformers who hold that their
attempis to secure the advantag‘e"a_f‘ of a constant domestic price
level would be considerably eased by the diminution of the
dependence of particular industries on events in other parts of
the world.

All this is surely very much in the air. The sacrifices
involved by a policy of self-sufficiency must depend essentially
upon the size and natural equipment of the particular national
area in question. They would be one thing for an area such as
the United States, another for an area such as Belgium or Hol-
land. While it is perhaps arguable that, if the benefits to be
secured by a policy of national planning undisturbed by outside
forces were very great, an area such as the United States might
make such an experiment without catastrophic impoverishment,
it is clear that, for smaller aeras, more dependent upon interna-
tional trade such a policy would inevitably be catastrophic.
Vague talk about national planning which takes no account of
the differences in the international situation of different national
areas is not merely useless, it is positively misleading.

This becomes much clearer if we inquire at all into details.
If modern machine technique is to be maintained (and it is the
existence of modern machine technique which is usually the
pretext for this type ar argument) it is clearly impossible that
the different national areas should become entirely self-sufficient.
The necessity for obtaining raw material supplies makes that out
of the question for almost every national area in the world. Yet,
if trade in raw materials is to conlinue there must be also trade
in finished products. The distribution of natural resources bet-
ween the different national areas is not such as to permit trade
to be carried on only by the exchange of one kind of raw material
for others. If the exporters of raw materials refuse to import
manufactured articles, then the would-be importers of raw mate-
rials will be unable to secure the means of paying for them. The
dislocation which would thus be occasioned in a world which
hitherto had been organized for fairly extensive international
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trade, must be such as for all, save a few specially favoured areas,
more than to counterbalance the extremely doubtful benefits of
increased national planning. The distribution of men and natural
resources -in different parts of the world is not such as to permit
most at least of the existing national areas to plan far towards
self-sufficiency without grave loss. Here as elsewhere the belief
that it can be otherwise rests on the naive assumption that while
you plan to produce everything save raw malerials at home.
others will pursue a more or less free trade policy.

But even if this were not so, it would still be untrue to argue
that the existence of modern technique renders the international
division of labour any less advantageous. The case for interna-
tional division of labour rests on differences of costs. So long as
the costs of production of different commodities are different in
different areas, so long will it be advantageous for each area to
specialize on producing those things in which its costs of pro-
duction are least and to procure the rest by way of exchange from
elsewhere. And these cost differences depend in the last resort
on the different relative scarcities in the different parts of the
world of the different factors of production — depend, that is to
say, on the existence of differences of efficiency wages, differences
of rents, differences of raw material costs, differences of transport
charges, eic. And there is really no presumption that modern
technique renders any less essential nice attention to these parti-
culars. On the contrary indeed. Moreover, it is clear that in so
far as the achievement of the economics of large scale production
depends upon large markets, the general case against trade res-
triction is all the greater. There may be some national areas,
such as the United States of America, offering so wide a market
that the maximum economies of mass production can be secured
at home. But in the majority of cases it is safe to say that limi-
tations on trade are a definite hindrance lo the achievement of these
economies. The world would be much -richer today il markets
were more exlensive.

III. 1. If all this is true it follows that, save as a means for
securing military security — and a rather dubious means at that
— policies of protection are not likely to secure to the inhabitants
of different nations any of the aims which most of them would
acknowledge if they were to reflect on these matters. The pro-
blem we are trying to solve, the problem namely of the causes of
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the increased protectionism characteristic of the actual benefits
of the modern world, finds no solution in consideration of the
actual benefils to be secured by policies of restrictionism. The
phenemenon of increased protectionism is essentially a manifesta-
tion of irrationality.

What then are the roots of this irrationality, and why is it
more prevalent at the present day than in earlier times? To see
this it is necessary to look a little more closely at the influence
shaping policy and the general conditions under which these
influences are exerted.

2. It is a fundamental argument for Free Trade that the
market brings about that specialization of the use of national
resources which is conducive to the greatest national income
measured in price terms. But this argument, while it promises
advantage for the majority of the inhabitants of the national area,
does not promise advantage for lines of industry in which the
comparative advantage of the area in question is less. The
process whereby, under free trade, international division of
labour is brought about, has thus a double aspect. It brings
profit to those industries in which the advantages of local spe-
cialization are greatest, but it brings loss to those industries whose
products it is more expedient to obtain by way of exchange frorg
clsewhere. The argument of those free traders who some-
times suggest that the disappearance of any industry as a result
of foreign competition is the result of gross inefficiency on the
part of the management of that industry, is false. Under free
trade conditions an area cannot keep within its borders branches
of all types of industry; it will keep only those branches in
which it has the greatest comparative advantage.

Now in conditions of equilibrium such a state of affairs
would be advantageous for everyone. But equilibrium seldom
exists. The general conditions of supply and demand are conti-
nually changing and with them the conditions of most advanta-
geous specialization. In such circumstances some groups suffer
disadvantage. Unless the members of these groups are willing to
transfer their services to other lines of production, they may
suffer considerable impoverishment. Such cases of hardship
attract attention. The general public, which as Bastiat explained,
is always more impressed by what is seen than by what is not
seen, perceives the losses of the groups which are being squeezed
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and tends to ignore the general gain which are the obverse side
of this process. Unless there exists a body of vigilant and
informed opinion continously active to resist the appeals of special
interests for protective measures, the tendency to impose such
measures is very strong.

But it is not only under such conditions that the tendency to
protection is active. It sometimes happens that changes in gene-
ral trade conditions bring it about that, in order to maintain
international equilibrium, some credit contraction within a
national area is necessary. In such circumstances the disad-
vantages of such contraction are not limited to special groups.
The effects of the contraction are widespread. Although general
considerations of long-period advantage are all against resort to
the tariff instrument, considerations of short-term alleviation
seem all in its favour. Again, if there is not a powerful intellec-
tual tradition of adherence to free trade principles the arguments
for imposing a tariff may appear almost overwhelming.

3. In the modern world resistance of this sort has been
conspicuously lacking. It is probably true to say that the majo-
rity of competent economists are still convinced believers in the
advantages of free exchange. But their numbers are few and in
recent years the weight of their advise has been greatly weakened
by dissentions upon special issues. It is probable that the majo-
rity of the English economists, for instance, who for special
reasons of monetary policy, were willing to countenance a
departure from free trade in England in 1931 would have still
acknowledged the validity of the general arguments for free
trade. But the confusion caused in the minds of the general
public by their attitude was great, and the abandonment of the
policy of free trade by Great Britain substantially weakened the
resistance to free trade all over the world.

Moreover it must not be forgotten that the political resis-
tance to protectionism which used to be maintained by the parties
of the Left so long as these parties were inspired by the nineteenth
century liberal tradition, has greatly weakened. The modern
socialist, fascinated by the prospect of political power and the
possibility of a little planning in his own national area, is apt to
regard arguments relating to the advantages of international
division of labour and exchange as having only academic impor-
fance.\ And if, as is very likely, he is supported financially by
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groups of workers whose employment may be endangered by the
incidence of foreign competition, he may be as willing as the
politician of the Right to support a protectionist policy. Moderate
socialists, though they may still render lip-service to the ideals
of international economic co-operation, in fact for the most part
support policies which lead in exactly the opposite direction.

4. This weakening of the intellectual resistance to the
persistent tendency of lay opinion to acquiesce in measures of
protection is paralleled by important changes in economic orga-
nization, which make the apparent ravages of foreign competition
more conspicuous and damaging. In a systerm in which
movement of resources from one branch of industry to another is
easy, the damage caused even to particular groups by foreign
competition is likely to be small : the displaced resources can be
rapidly transferred to other lines of occupation and the benefits
‘of increased cheapness are shared by all. But if mobility is hin-
dered by the existence of monopolistic obstacles of one kind or
another, then the damage to the groups affected is likely to be
of much longer duration. If rigidity of wages impedes the
absorption of displaced labour into other industries, if restric-
tions on investment and artificially sustained monopoly impede
free enterprise, then the difficulties of the transition are likely to
be considerably enhanced. It is well known that obstacles of this
sort, themselves the product of the decline of economic libera-
lism, are characteristic of the economic organization of most
countries in the post-war period, and it should be noted that their
effect tends to be cumulative. - The existence of protective tariffs
gives rise to monopolistic obstacles ; the existence of monopo-
listic obstacles give rise to resistance to free exchange; resistance
to free exchange increases the difficulty of new adaptation; new
protection is therefore granted, and the accumulation of obstacles
to international trade makes the incidence of change in the
remaining parts of the system which are free, much more oppres-
sive and productive of. sharp disequilibrium. In the panic
atmosphere of general depression, measures which would have
been resisted in times of good trade are willingly agreed to.
There are few politicians who can refrain from measures which
promise hope of any alleviation of unemployment, however
ultimately damaging such measures may promise to be.
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IV. 1. We can see the truth of these considerations if we
survey the growth of protectionism in Europe during the last
sixty years.

The turning point in the tariff history of the last century was
Bismarck's re-imposition of the iron and steel duties in Germany
at the end of the ’seventies. Up to date time the tendency had
been in the opposite direction. The Free Trade movement had
moved from victory to victory and it did not seem absurd to
suppose that within a short period comparatively free exchange
would become general. The fall of Delbriick and the creation of
the new German tariff changed all that. lenceforward protec-
tionism was to grow.

This reaction was the result of a conjunction of influences.
On the one hand the growth of an anti-liberal social philosophy
in the German universities had provided intellectual weapons for
the representatives of special interests. The Historical school,
which was then dominant, was imperialist, anti-utilitarian and
anti-intellectualist in outlook. Moreover, it was led by men who
had never really understood the classical arguments for freedom
of trade. This created an intellectual atmosphere favourable to
the growth of protectionist ideas among the masses. The pro-
longed crisis which followed the collapse of 1873 provided the
economic atmosphere in which the intellectual reaction could be
- politically effective.

In the same way, the growth of agrarian protectionism later
on, was the product of the conjunction of painful economic
change and confused thinking. Throughout the ’seventies and
the ’eighties the competition of the agricultural products of the
New World caused difficulties to .the agricultural interests of
Europe. Again German economists provided the appropriate
apologia for policy. The ideal of a “ just balance ” between agri-
culture and industry, which from the “ economic ” point of view,
is completely devoid of meaning, was exalted by such men as
Wagner and Oldenberg. The agricultural interests were not slow
to make political terms with the representatives of industry.
Henceforward agrarian protectionism and industrial protectio-
nism advanced hand in hand.

2. But the reversal of free trade policy which had been
achieved up to the outbreak of the Great War was slight com-
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pared with what has happened since. The War itself produced a
great extension of the branches of industry devoted to the manu-
facture of war materials. When the War was over it was desired
as far as possible to safeguard these indusiries against the
consequences of a falling-off of demand for their products and
the increased competition from similar industries abroad. The
creation of new states under the Peace Treaties and the fear of
new wars gave rise 10 high protection for manufacturing indus-
tries in areas which from a purely economic point of view would
have been well advised to concentrate on other development.
Resistance to the changes brought about by the catastrophe of the
- 'War is a conspicuous feature of the policy of the post-war period;
and protectionism is one of the manifestations of this tendency.

3. By the middle of the ‘twenties of this century another
influence was making itself felt. The great increase of agricultu-
ral production which had come about during the war years and
in the period succeeding the War produced a depression among
agricultural  producers. The absence of opportunities for
migration deprived the agricultural populations of the most
obvious relief from their distresses. Fear of war on the one hand
and fear of the socialism of the urban populations on the other
led the politicians of the day to grant ever-increasing measures of
agrarian protection.

The effects of all this were cumulative. The products of the
New World, deprived of easy access to the markets of the Old,
showed a greater tendency to fall in value. The capacity of the
inhabitants of these areas to import manufactures was dimi-
nished. In a desperate attempt to maintain international equili-
brium they themselves imposed tariffs on industrial products,
thus increasing the difficulties of the manufacturing countries
and rendering the market for their own products less stable.
For a time the incidence of these measures was warded off by the
inflationary expansion of the pre- 1929 period. But when the
boom broke their effects were manifest and the speed of restric-
tionism redoubled. -

4. In the Great Depression, all these tendencies have been
multiplied. Widespread unemployment, the contraction of
markets, the political uncertainty and unrest which has accom-
panied it, have driven one government after another into policies
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which, in happier times, better judgment would have restrained.
Since the autumn of ‘1931 and the abandonment of the Gold
Standard by Great Britain, to the other causes making for
restrictions and depression there has been added the instability
of currencies. The depreciation of the pound sterling and the
currencies which followed the pound sterling, meant increased
financial difficulty to those countries which remained on gold.
To meet these difficulties resort has been had, not merely to high
protection, but even to more rigorous forms of restrictionism.
In many important commodities trade is limited within narrowly
imposed quantitative margins. It is a conspicugus feature of the
history of the last few years that what recovery has taken place
since the worst of the depression has been almost exclusively
limited to trade within the different national areas. The policy
of restrictionism has had full experimental trial.

V. If the analysis of this memorandum is correct, two
conclusions seem to follow.

In the first place, since the growth of protectionism is
essentially a manifestation of the progressive development of
- wrong ideas regarding the benefits of such policies, it follows
that only by the education of public opinion to more correct
views can the process be reversed.® From time to time something
may be achieved by tactics. Distressed governments may be
manoeuvred into a position in which without settled views as to
policy they adopt measures conducive to greater freedom of trade.
But in the long run the chronic disposition to succumb to the
temptation of the seen, rather than the calculated, effects of
policy, can only be resisted by an educated public opinion.

But in the second place, since the intensification of protec-
tionism is to be ascribed to the cumulative effects of all kinds of
restrictive policies, of which protectionism is only one, it follows
that this process of education is likely to be much more effective,
if it is part of frontal attack on measures conducive to restric-
tionism and instability in general, than if it is limited to an
attack of tariffs.” There is much more hope of inducing the public
to tolerate the absence of protection to special interests if the
incidence of change on these special interests is minimized by an
absence of hindrances to transfer to other lines of enterprise.
The public is much more likely to tolerate the disturbances inci-
dental to tariff reduction, if at the same time it has not to
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contemplate the disturbances incidental to monetary instability.
Only by a general rehabilitation of the principles of sound policy
can the present vicious circle be reversed.

February 1936. (Signed) : Lionel Rossixs.
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(The period of the®urrent economic depression has been
extremely fruitful in the development of techniques for the regu-
lation of international trade.) Some of the devices employed
today have been in use for a long time and have been merely
extended, during recent years, in scope and effectiveness. Some
are distinct innovations. Enormous energy and ingenuity have
combined to create as tangled and as obstructive a system of trade
barriers as the world has ever seen. As a result, businessmen
engaged in international trade and government departments
concerned with commercial policy are confronted with unprece-
dently complicated techniques of protectionism.

The purpose of this memorandum is to present a bird’s-eye
view of the salient features of the vast problem involved in these
developments. Accordingly, attention is cenlered on the princi-
pal forms of protection, the nature of which is briefly described,
and on the different objectives which the devices employed are
designed to serve. At the end, a few striking results of present-
day protectionism are brought together.

1. Principal Farms of Protection.

The devices for the restriction or regulation of international
trade in operation at the present time are so numerous and so
varied in character and objective that it is impossible, in the scope
of a brief discussion, to decribe them all or even to classify them
with any degree of completeness. For the immediate purpose of
this memorandum, however, it is necessary to name the principal
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forms of protection and to describe briefly the devices involved.
These forms are as follows :

(Customs duties.
Excise and other special taxes.
Subsidies and measures growing out of their use.
Currency depreciation and measures growing out of it.
Embargoes.
Import Licences.
Import quotas.
Customs quotas.
Milling and mixing requirements.
Exchange Controls.
Monopolies.
Sanitary regulations.
Administrative regulations.

The first four of these forms of protection are designed to
restrict the volume of imports without any direct control of the
physical quantities of goods brought into the country. They are
based, generally speaking, upon the principle of creating a diffe-
rential in the return per unit obtained by the domestic and
foreign producers — in favour of the former and against the
latter. :

The purpose of a customs duty, excise tax, or any other fiscal
charge imposed upon the importation of any commodity is to
raise the price at which that commodity sells in the protected
market and to enable the domestic producer to obtain the full
benefit of that price, while the return to the foreign producer is
based upon that price minus the amount of the duty or other
charge. To the extent that any duty or charge thus improves the
competitive position of the domestic producer vis-a-vis the foreign
producer, it is restrictive so far as the latter is concerned. It is
not prohibitive, however, so long as even the lower return
obtained by the foreign producer is still remunerative for him.
This happens when his costs of production are sufficiently lower
than those of the domestic producer to enable him to compete
with the latter in spite of the duty. It becomes prohibitive if, in
order to market his products in the protected country over the
duty or charge, the foreign producer must sell at a loss. Depend-
ing on the relative costs of production, a small duty may be prohi-
bitive, while a large one may be only mildly restrictive.
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The form in which a duty is imposed has an important
bearing on the degree of burden it places upon imports. A
specific duty tends to be less burdensome when prices go up and
more burdensome when prices go down, while an ad valorem
duty has just the reverse effect. The relative effectiveness of an
ad valorem duty may vary substantially with the choice of the
method of determining dutiable value. It may make a great deal
of difference in the amount of duty collected it the ad valoremn
percentage is applied to the invoice value of the imported goods
or to a value of such goods based upon the price at which they sell
in the importing country. An arbitrary valuation placed upon
imports for customs purposes or an arbitrary rate of exchange
used in the conversion of currencies for such purposes may
change a relatively low ad valorem duty into a severely restrictive
one.

(Subsidies also have for their purpose an improvement in the
competitive position of the domestic producers. They may be
direct, in the form of outright grants of pecuniary assistance, or
indirect, in the form of remission of taxes, drawbacks of various
sorts, etc. }(They may be granted with respect to the entire
output or with respect only of that portion which is exported.
When the entire output is subsidized, the competitive position of
the producer is improved both in the domestic and the foreign
markets. When only exports are subsidized, the improvement
occurs primarily in the producer’s competitive position in the
foreign markets.)

Countries to which subsidized goods are shipped, especially
when subsidies are granted specifically with respect to exports,
frequently take counteracting measures. Such measures usually
consist of the imposition of countervailing dulies, amounting
approximately to the subsidies granted, which are collected in
addition to the ordinary customs duty or other charge on imports.
This action neutralizes the advantages secured by the exporter
through the receipt of subsidy. Alternatively, the granting of
subsidies by one country may be effectively neutralized by a simi-
lar action on the part of a competing country.

Currency depreciation produces effects similar 1o those pro-
duced by the granting of subsidies. Its immediate result is to
improve the competitive position of the domestic producer both
in the domestic and the foreign markets, although this advantage
tends to be nullified in the measure that the depreciation itself
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induces a rise in domestic prices. And as in the case of subsi-
dies, the trade advantages of currency depreciation are frequently
neutralized by the compeling countries either when they adopt
a similar course of action or when they impose countervailing
import charges or other special restrictive measures.

The other forms of protection enumerated in the list given
above are, with one exception (customs quota), based upon the
principle of control over the physical volume of goods permitted
to be brought into the country. There is a radical difference bet-
ween this principle and that which underlies the previously
discussed forms of protection. In the latter case, there is no
restriction on the volume of imports, except that imposed by the
process of price competition. Quantitative regulation, on the
other hand, is based in effect upon a complete prohibition of
imports, which may be in part modified by specific exceptions.

In practice, complete embargoes on imports are not frequent.
More common is the use of a licensing system, under the opera-
tion of which no imports of a particular commodity are permitted
unless licenses authorizing such importation had been issued in
advance. Such a licenzing system is highly arbitrary in cha-
racter, since the issuance of licenses can be discontinued at any
time. It permits of a somewhat more orderly development of
trade when combined with a quota syslem.

Under a quota system, the amount of particular commodity
which may be brought into the country during any specified
period is fixed, usually in advance. When the quota is unallo-
cated among the supplying countries, no cognizance is taken of
the origin of imports. As soon as the quota for a particular
period has been filled, no more imports are allowed until the
beginning of the next quota period. When a quota is allocated
among countries, each country may supply its permitted share at
any lime during the quota period. The application of a quota
syslem necessitates a large amount of technical and administra-
tive detail, relating to the determination of quota basis; the
handling of carryovers, from one period to another and from one
commodity to another; sub-allocation of the quota among indivi-
dual traders; and many others.

(A clear distinction should be drawn between an impor! quota
and a customs or tariff quota. The former is an arrangement
under which the physical quantity of imports is fixed; the latter
is one under which a fixed quantity of imports can enter at a
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certain favorable rate of duty, while any additional amount may
come in on the payment of a higher rate. Thus a customs quota
partakes of the nature of both a quantitative and a non-quantit-
tive restriction. ) .

(Milling and mixing requirements constitute another form of
quantitative regulation. Cerlain industries are required by law
to use specified proportions of domestically produced raw
materials. In some cases, the volume of imports is regulated
indirectly by the pre-emption for the domestic producers of a
fixed portion of the domestic market.) In other cases, quotas or
import licences are used at the same time.

(Exchange control involves regulation of trade through the
fact that payment for imported goods can be made only at the
discretion of the control authorities. In some cases, no imporls
are permitled unless the control authorities had agreed in advance
to provide the necessary foreign exchange. }In some cases,
imports are permitted without prior authorization with regard
to exchange, and some of the funds owing to the foreign exporter
become blocked or frozen. When this happens, the accumulation
of such blocked balances acts as a brake on further imports. In
the releasing of foreign exchange, the control authorities
frequently set up scales of preference as between various categories
of commodities and, in rarer instances, between countries.

Exchange controls give rise to a large variety of devices
which have a direct or indirect influence upon trade. Among
these can be mentioned clearing and compensation agreements
and arrangements; the use of multiple exchange rates, either
in connection with such agreements and arrangements or
independently of them; embargoes on movements of capital or
on transfers of interest and dividend payments; and many others.

(Monopolies represent another powerful device for controlling
the volume of imports. They constitute arrangements under
which governmental agencies or specially designated private
agencies are authorized to be the sole purchasers of imported
commodities, although they may or may not be the sole
domestic distributors of such commodities.?

(Measures of quantitative control of imports are frequently
accompanied by the collection of special fees. In some cases,
such fees are purely nominal.) Not infrequently, however, the
fees are so substantial that they have the effect of imposing
* extremely heavy fiscal charges upon the strictly limited quantities
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of goods permitted to be imported under the quota and other
systems.

(Sanitary and administrative regulations, the laltter including
marking requirements,)etc..., are too numerous and variegated
to be discussed here. Their avowed purpose is usually something
quite different from restriction of competitive imports, but they
are, in fact, frequently operated in such a way as to provide an
effective bar to imports,

II. Objectives of Protectionism.

There are two primary objectives which the various devices
for the regulation of trade are today intended to serve.{One is the
safeguarding of individual domestic industries. (The other is the
safeguarding of more general national interests — such as
currency stability, the preservation of basic monetary reserves,
etc. — through direct regulation of the country’s international
balance of payments. In the first case, protection is designed to
operate with respect to particular commodities, the purpose
being to restrict the importation of each individual commodity.
In the second case, protection is designed to affect the total
volume of imports, with or without reference to particular com-
modities, the general purpose being to regulate the total volume
of payments to be made to foreign countries. The use of protec-
tionist devices for the safeguarding of individual industries is of
long standing. Their application to the safeguarding of the
international balances of payments is of more recent origin.

During the decades immediately preceding the World War,
international trade operated mainly on the basis of price compe-
tition . Customs duties constituted the only important protectio-
nist device, utilized, generally speaking, for the purpose of
regulating the terms of competition between domestic and foreign
producers in thé marketing, within protected countries, of more
or less closely competitive commodities. There was little, if
any, preoccupation with the problem of the international
balances of payments, but rather a general assumption — which
was, in fact, borne out by actual practice — that accounts between
countries will tend to adjust themselves though the operation of
the various elements comprising them and through the function-
ing of an adequate international monetary and credit system.
The safeguarding of individual domestic industries was the clearly
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recognized objective of protectionism, and, judged by post-war
standards, the degree of protection was small. Moroever, again
as compared with post-war conditions, the pre-war decades were
singularly free from sudden disturbing factors in the operation
of the highly integrated international trade, monetary, and
credit systems.

These systems were completely disrupted by the war and its
aftermath. Although they were gradually rebuilt during the first
post-war decade, their reconstruction took place in conditions
which constituted a fertile breeding ground for far more drastic
and extensive prolectionism than existed before the war.
Changes in the sources of supply of many vitally important
commodities, induced by the exigencies of the war; alterations
in the relative values of national currency units; the heritage ol
enormous international debt obligations bequeathed by the
conflict; and many other factors conspired to bring about a vast
increase in the level of prolection accorded individual industries,
and to bring to the fore the problem of direct adjustment of
international balances of payments. Both types of protection
became intensified as the current economic depression unfolded
itself.

The circumstances attending the depression inflicted a
number of severe shocks upon the structure of international
economic relations. The sharp decline in commodity prices and
the consequent reduction in the value of international trade led
debtor countries into attempts 1o adjust their balances of payments
by a drastic contraction of imports and a forcing of exports. The
creditor countries found some of their industries subjected to
extraordinary competition resulting from forced exporls, and
they began to seek means of counter-action. The collapse of
currencies and the whole-sale movements of funds across inter-
national frontiers, which ushered in the second and more severe
phase of the depression, served to intensify the search for protec-
tion both for individual domestic industrics and for balances of
payments.

Customs duties which, before the depression, were fast
regaining their pre-war position as the principal form of pro-
tectionism, have, during the depression, lost a part of their
importance. It is true that almost all countries have, during the
past few years, raised their tariffs and that other factors, to be
noted in the next section of this memorandum, have served to



TECHNIQUE OF PROTECTIONISM 47

increase the effectiveness of customs duties. But such duties and
other fiscal charges on imports, while powerful enough under
conditions of ordinary price competition, are not always suitable
instruments of protection under emergency conditions, when the
significance of price competition as the basis of international trade
becomes greatly impaired and other considerations acquire an
over-riding importance.

It is characteristic of customs duties that, unless they are
made prohibitive and shut out imports altogether, it is impossible
to determine with any degree of assurance the precise effect that
any increase in the rates will have upon the volume of imports
of the commodities involved. This is true under conditions of
ordinary price competition, since foreign producers may be will-
ingz 1o lower Lheir prices and thus absorh a part of the duty. It is
far more true wohen tarifls are used against forced exports and
when price compelition is affected by such powerful promotive
factors as currency depreciation and subsidies.

When nations find themselves in conditions in which they
belicve that they need quick, cerlain, and draslic reduction of
imports, they are likely to resort to quanlitative restrictions,
which permit the accomplishment of this result. Ience, many
creditor countries have added import licences and quotas to the
arsenal of their protectionist weapons, while most of the debtor
countries have introduced exchange controls, frequently com-
bined with the other forms of quantitative resulation. In ad-
dition, the other protectionist devices described above have come
into use or have heen intensified in their application.

Whether or not the particular protectionist devices are
designed primarily to safeguard individual industries or the
balance of payments, they operate in praclice largely through
reduction of imports of individual commodities. It is true that
when all tariff rates are raised by a uniform percentage or when
currency depreciation is applied in its protective rather than trade-
promotive phase, the effect is likely to be on the total velume of
imports, rather than on the imports of particular commodities.
A similar effect is produced when foreign exchange control is
applied in such a way that exchange is released on the basis of a
cerlain uniform percentage of past performance on the part of
countries of individual importers. But cases of this sort are the
exception, rather than the rule. By and large, restriclion is
applied to individual commodities.
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LThe result is that even when the primary objective of pro-
tection is the safeguarding of the balances of payments, in effect
the action involved leads to the according of an extarordinary
measure of protection to individual industries. Usually in order
to reduce the requirements for foreign payments, drastic limita-
tion is imposed upon the importation of those commodities
which happen to be less indispensable or which happen to be of
such a nature that with respect to them expanded domestic pro-
duction may, with relatively greater ease, supplant imports.) It
frequently happens that the safeguarding of the country's
balance of payments, becomes merely an excuse for increased
protection of individual industries.

This consideration is of great importance in any examination
of what may be regarded as the normal and the emergency func-
tions of protectionism. In this connectionftwo problems are of
outstanding significance, although there are, of course, many
others. The first relates to the safeguarding of the balances of
payments by means of trade prolectionism. The second ijs
concerned with the choice of protectionist devices in the safe-
guarding of individual domestic industriesz-

There is no doubt that, under the impact of sudden disturb-
ing factors, a nation may find it desirable to exert a direct
regulatory influence upon its international balance of payments,
principally in order to maintain the stability of its currency. It
may happen that under such conditions the measures adopted
" may, without being expressly intended to do so, inevitably have
a restrictive effect upon trade. It may also happen that direct
limitation of imports may have a decisive signilicance in
attaining the objectives in view." But however wise such a
course of action may appear in an emergency, when converted
into a more or less lasting policy its effects upon the process of
international trade relations is bound to be disastrous.

{Protracted maintenance of currency stability by means of
control measures applied to the balance of payments is fully as
disruptive of an international monelary system as unstable
foreign exchange rales, since an effective functioning of such a
systemn requires not only stability of exchange rates but also
freedom for traders to buy and sell international means of
payments.)Without these two factors, trade becomes a halting
and unsatisfactory process.) Multiangular trade movements and
multiangular settlement of international commercial obligations
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become obstructed, and nations are pushed in the direction of
trade-diverting and trade-destroying bilateral balancing .

The use of quantitative restrictions, even when thev are
directed primarily toward the safeguarding of individual domestic
industries, also alter substantially the character of the trade
process. Assuming their suitability under emergency conditions,
their use under ordinary trade conditions is a wholly different
matter.

CThe characteristic feature of customs duties noted above —
namely, the fact that they do not allow of certain and predictable
determination of their effect upon the volume of imports —
which militates against their use under emergency conditions,
renders them far more desirable as an instrument of protection
under normal trade conditions;) While customs tariffs unques-
tionably interfere with a full functioning of price competition in
the operation of international trade, they do not, when used in
reasonable moderation, destroy such competition or even seriously
impair it. They leave a substantial scope both for the exercice of
business initiative and enterprise and for a play of the forces of
supply and demand in the formation of the prices which con-
sumers in the protected market have to pay for the products of the
safeguarded industries.

Quantitative controls place trade on a wholly different basis.
They either lead to a system of regimentation of trade, inescapable
in any more or less effective attempt to allocate the market bet-
ween the domestic and the foreign producers, or else they give
rise to monopolistic tendencies, which may or may not be
successfully tempered, in the interests of the consumers, by direct
governmental interference. They tend to deprive trade of its
essential flexibility, while their power to create strongly
entrenched vested interests is far greater than is the case with
customs duties.

In short, on the assumption that, in the present state of the
world, some measure of protectionism is practically inevitable,
it is clear that there are great differences between the various
objectives of protectionism and the various devices by means of
which these objectives are attained, from the viewpoint of their
basic economic repercussions.
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III. Some Results of Present-day Protectionism

Any examination of the techniques and objectlives of present.
day protectionism inevitably raises the fundamental issue of the
future of international trade relations. While it is not the
purpose of this memorandum to deal with this phase of the
problem, some of the considerations involved in the choice het-
ween different forms of protectionist policy have just been
indicated. Further light upon the problem may be shed by a
brief resume of some of the results of present-day protectionism.

Mention was made earlier of the fact th.. the burden of
customs tariffs has increased greatly during the depression. This
tendency is strikingly illustrated by the following figures,
showing the percentual relation between total customs revenue
and the total value of import trade for ten countries during the
years 1929 and 1933. (The data are from Indez, February, 1935.)

Country 1929 1933
The Netherlands . 2 8
Belgium . 4 10
United Kingdom . 5 16*
France . . . . . . 7 15
Germany 8 25
Switzerland . 9 17
aly . . . . . . . 1 26
The United States . . 13 19
Argentina . . . . . 17 29
Spain . . . . . . 18 29

These figures require a word of explanation, since they
represent a tendency rather than tell the whole story. The
effective burden on trade is really much greater than these figures
indicate. The import trade of every country includes a varying
percentage of goods admitted free of duty. Therefore, on the
dutiable portion of import trade the tariff burden is much greater
than would appear from the ratio applying to the value of the

! Tobacco duties, which are exceptionally high, are excluded from
the computation. Had they been included, the percentages for the two
years would have been respectively 12 and 30.
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entire trade. For example, in the case of the United States the
ratio between total customs revenue and the dutiable portion of
the import trade was 39 per cent in 1929 an 54 per cent in 1933.

The increases in the tariff burden resulted partly from the
rise in the tariff rates and partly from the fall in commodity
prices. ‘To the extent that duties are levied on the specific rather
than ad valorem basis, the percentual relation of the duty to the
price of the imported article increasecs automatically with the fall
in the price.)

Another striking development in the past few years has been
a contraction of triangular trade. The section on * The Tendency
towards Bilateralism ” in the League of Nations Review of World
Trade, 1934 contains the following significant comments :

(There are at least two reasons why the tendency lowards
bilateralism has contributed to the recent fall in the value
of world trade. Firsl, measures laken by any couniry to
reduce its trade deficit with another are likely to influence,
not only the trade of the latter, but of a whole series of
countries.

A move in the direclion of bilateralism may cause a
reduction in world trade many times greater than that in the
trade between the two countries originally concerned.
Secondly, the fall in the demand for the products which the .
victims of this policy can no longer buy to the same extent
as previously — owing to the lack of currency available for
purchases in markets freely chosen by the importers —
causes a reduction (or prevents an increase) in world
market prices affecting the value of the trade of all countries.}

The combination of increased tariff burdens, the use of
quantitative restrictions and foreign exchange controls, and the
trend towards bilateral balancing growing out of attempts at safe-
guarding balances of payments has resullted not only in an
absolute diminution of international trade in both value and
volume, but also in a relatively greater decrease in international
trade than in total production. Again turning to the calculations
of the League of Nations experts, the physical volume of the world
production of foodstuffs was, in 1933, approximately equal to what
it had been in 1929, while during the same period the world trade
in foodstuffs decreased, in physical volume, by 16 per cent. The
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volume of world production of manufactured goods declined by
23 per cent, while the volume in the world trade of such goods

became reduced by 41 per cent.

FeBruary 1936. (Signed) : Leo PasvoLsky,



Memorandum
on the technique of present-day protectionism

by

Professor Jacob ViNER,
Professor of Economics, University of Chicago

1. The Measurement of the “ Height ” of Tariff Levels.

No clear and unambiguous meaning can be given to the con-
cept of the * height " of tariffs, and no precise economic signifi-
cance can be attached to any of the current methods of measuring
the height of a tariff. Interest in the height of tariffs is
presumably based on interest in the economic effects of tariffs
and rests on the assumption that there is a close and positive
relationship between the height of a tariff and its effects. It
would be better procedure, therefore, in discussions centering
about the effects of tariffs, if for discussion of the height of tariffs
there were substituted examination of the possibility of finding
approximate measures or indices of the effects of tariffs. It is
necessary, however, to distinguish between different types of
effects of tariffs, since what may be an acceptable measure of one
type of effect may be seriously misleading as a measure of another
type of effect.

(The significant long run effects of a tariff of a particular
country, from the strictly economic point of view, may be dis-
linguished as: 1) the restrictive effect on imports; 2) the economic
burden, in the form of loss of real income, resulting for the
country imposing the tariff; 3) the economic burden, in the form
of loss of real income, resulting for the rest of the world.®

I will endeavour to show that, whichever of these classes of
effects is taken as the primary consideration, the ordinary modes
of measuring the heights of tariffs by averages of rates of duty in
the law, or by averages of rates of duty actually collected on
imports, are seriously inadequate as measures or indices of such
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effects, and in general have a strong bias in the direction of mini-
mizing such effects.

1. (The immediate purpose of protective import duties is Lo
reduce the volume of imports of the commodities upon which
they are imposed. Where there would be any imports in the
absence of duties, the imposition of a duty, whether protective or
revenue or a mixture of both in intent or in its actual mode of
operation, must necessarily tend to reduce the physical volume of
the imports of the commodity subject to duty.) The higher the
duty also, the greater must be its restrictive effect on imports,
until the duty has reached the point where it is absolutely or
virtually prohibitive of import, when further increases in the
rate of duty would have no effect on the volume of imports. It
might seem, therefore, that by comparing the heights of the tariffs
of two countries, one would obtain at least an approximative
measure of the restrictive effects on imports of dutiable articles
of the two tariffs, where the degree of restriction is conceived of
in terms of percentages of reduction of physical volume of imports
resulting from the tariffs. It will be shown that this inference,
on its face so plausible, is subject to such serious qualifications
that it establishes, at best, only the weakest of presumptions.

Let us take first the most commonly used measure of the
*height of a national tariff, namely,(the ratio of the total duties
collected by a country to the value of its total imports} In such
a measure, the duties are weighted by the quantities of the com-
modities paying the respective duties, with the result that the
duties which quantitatively are most restrictive of imports are
given the least weight. Since it may be accepted that high duties,
other things equal, are more restrictive of import than low duties,
this method tends to exaggerate the * height ” of the moderate
tariffs and to minimize the “ height ” of the extreme tariffs, from
the point of view of restrictive effect on imports, and may even
make the tariff most restrictive of imports seem the least burden-
some. A duty of a given height, moreover, will ordinarily cause
less percentage reduction of import if it is a revenue duty than if
it is a protective duty, since in the latter case imports will decline
both because the higher price to the consumer reduces
consumption and because a greater proportion of the consumption
is supplied from domestic sources, whereas in the former case
imports fall off only because of the decline in consumption. The



TECHNIQUE OF PROTECTIONISM 55

use of the average duty collected as a measure of the height of the
tariff will, therefore, tend to make a revenue duty of say 20 per
cent ad valorem appear a more serious restriction on trade than
a protective duty of the same amount, whereas the reverse is
ordinarily the case in fact.

The inadequacy of this type of measure can perhaps be most.
clearly brought out by a hypothetical illustration. Let us suppose
that two countries, otherwise identical, follow different tariff
policies, one country levying an import duty of 20 per cent on
all imported commodities, while the other levies a duty of 1000
per cent on all commodities whose import it wishes to restrict,
and no duty at all on other commodities. Suppose also that, in
the case of this second country, the 1000 per cent duty is levied on
a wide range of potential imports, and that it is absolutely
prohibitive of import. The country with the moderate tariff,
much of it purely fiscal in its effects, will appear by the test of.
ratio of duties collected to total imports to have a 20 per cent
tariff, while the country with the prohibitive tariff will appear
by the same test to have no tariff duties at all !

Similar objections must be raised against acceptance of
another widely-used measure of the height of tariffs, namely, the,
ratio of total duties collected to the total value of dutiable imports.
Within the range of the dutiable commodities, greater weight is,
by this test also, given to the less-restrictive, (i.e., normally, the
lower) duties than to the more restrictive (i.e., normally, the
higher) duties. This method, on the other hand, gives no weight
whatsoever to the zero duties, and a country with one high duty
{(say 100 /%) and all other commodities free of duty would appear
by this method to have a more restrictive tariff than another
country which levied duties of 90 percent on all imports.

We are led to the conclusion that since weighting by the
value quantities of imports gives exaggerated weights to the less-
restrictive duties and minimized weights — reaching zero in the
case of absolutely prohibitive duties — to more-restrictive duties,
it is wrong to use quantities of imports subject to particular
duties as weights for the respective duties in measuring the res-
trictive effects on imports of national tariffs. It may be suggested,
therefore, that the restrictive effect of tariffs on imports should be
measured by simple averages of rates in the tariff schedules,
without weighting of any sort. But this is open to equally
serious objections. Rates on commodities of trifling importance
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would be given equal weight with rates on major commodities,
or on major classes of commodities where an * omnibus * rate in
the tariff covers a wide range of different commodities; revenue
duties would be given the same weight as protective duties;
duties nominal in their effect because levied on commodities
which would not be imported even in the absence of duty would
be given the same weight as duties which force the consumer to
derive his supply of a major commodity from domestic instead
of foreign sources.

How, then, are the restrictive effects on imports of different
tariffs to be compared? It seems to be necessary to conclude that
no satisfactory basis for comparison exists, and that whatever
rough index is accepted, faute de mieur, as a presumptive
measure of the restrictive effects of tariffs, it must not rely on
comparisons of levels of rates of duty, whether weighted or un-
weighted. I suggest,{as the best measure available, although
admittedly both imperfect and difficult of application, the per-
centage of total imports to total national consumption)conside-
ration being given, in interpreting such a comparison, to:
(a) the respective areas of the countries; and (b) their per capita
incomes. This method of comparing the restrictive effects ot
tariffs on imports dispenses with the need of reference o the
tariffs themselves, and judges of the effects of the tariffs by
directly comparing what may be presumed to be these effects.
The more restrictive of import a particular country’s tariff is, the
smaller will be the percentage of its consumption of foreign to
its consumption of domestic commodities, other things equal.
But the larger the area of a country, the more important will be
transportation costs to and from the frontier as a “ natural * bar-
rier to foreign trade supplementing the tariff, and in using as a
measure of the restrictive effects on imports of the tarilfs of two
different countries the ratios of their consumption of foreign to
their consumption of domestic commodities, it would be neces-
sary to make allowance for the influence of internal transportation
costs of there was a substantial difference belween the distance
from the frontier, along important trade routes, of the average
consumer, or producer, in the two countries. The “ frontier *,
moreover, should be interpreted here as the economic, rather
than the political frontier, as it is the comparative distance bet-
ween producer and consumer according as production is for
domestic or for foreign consumption which is significant. A



TECBNIQUE OF PROTECTIONISM 57

further reason for making allowances for a small ratio of con-
sumption of foreign to consumption of domestic commodities for
a country large in area is that extent of territory and diversity of
natural resources and of climatic conditions will tend to go toge-
ther, so that the country large in area will even under free trade
typically produce for itself a wider range of products of the soil
than will the country with a restricted area. On the basis of
similar reasoning, the ratio of consumption of foreign to con-
sumption of domestic commodities should be discounted some-
what for countries with relatively high per capita incomes, since
as relatively expensive and luxurious commodities can best bear
trausportation costs, such countries would, under free trade, tend
to go further afield for their consumption commodities than
would poor countries.

It is a further argument in support of the use of the ratio of
consumption of foreign to total commodities to total consumption
in preference to average rates of duty as a measure of the res-
trictive effect of governmental commercial policy on imports that
the former automatically takes into account, while the latter
completely ignores{the substitution for formal import duties of
administrative regulations, burdensome formalities, govern-
mental preferences in purchases, official propaganda against
purchases of imported commodities, quotas, etc., as means of
restricting imports)) The growth in recent years of *“ adminis-
trative protection " in all its varied forms and of direct partici-
pation in foreign trade of governments make this consideration
an important one.

Too much is conceded, however,(tp the modern obsession for
“ quantification ” and for precise measurement, when its leads to
the suppression of commonsense and judgment> and to the
acceptance in lieu of it of arithmetically precise measurements of
something which has an uncertain and variable relationship to
the phenomenon which is the real subject of interests. Persons
well-informed as to the general economic structure of two
countries can, from a general examination of its tariff legislation
and the make-up of the imports, of the range of the free list, of
as to which is more seriously restrincting foreign trade, and can
certainly reach a conclusion of greater probable validity than by
reliance on any of the common measures of the “ heights ” of
tarrifs based on average of duties. Consideration of the volume
and of its foreign trade, come to an adequate ely reliable judgment
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the extent of administrative barriers to trade, of the height of the
maximum duties and the range of commodities subject to relati-
vely high duties, all in the light of the economic status of the
countries concerned, will to competent inquirers tell much more
about the extent of governmental restriction of trade than will
any of the mathematical formulae, with their spurious air of
precision, which have been applied, or advocated, in this con-
nection.

(It should be noted that a given set of import duties is likely
to be less restrictive of the total volume of imports than of the
imports subject to duty) If the imposition of a duty, or increase
of an existing duty, on a particular commodity, makes that com-
modity too expensive for consumers in the duty-levying country,
they may substitute for it, in part, not only competing domestic
commodities, but some other foreign commodity not subject to
duty or whose duty has not been raised. When a duty is
imposed or raised on a commodity fabricated from a raw material
that country does not produce, and the duty results in the esta-
blishment or expansion of a domestic fabricating industry and in
the suppression of import of the fabricated commodity, the
decrease in import of the fabricated commodity will be in part
offset by the increase in import of the raw material. A country
which does not produce rubber and which hitherto had imported
its automobile tires 'will by imposing a high duty on tires decrease
its import of tires but increase its import of rubber. But the
increase in the latter will normally be much less, in value, than
the decrease in the former import. This, incidentally, is a further
consideration against the acceptance of the ratio of amount of
duties collected to total value of dutiable imports as a measure of
the significance of a tariff.

2. For the country levying the tariff,(the burden of long-run
protection consists primarily of the excess of the cost at which the
protected commodities are produced at home over the cost at
which, under free import, they could have been obtained from
abroad in exchange for exports.) Protection will in addition tend
to alter the distribution of the national real income among the
different classes of the population, both by changing the relative
rates of remuneration of the different classes of productive ser-
vices and by changing the relative prices of the commodities
predominantly consumed by these respective classes, but whether
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such redistribution is to be regarded as favorable or unfavorable
will depend upon the nature of the redistribution in each case,
and presumably also on the personal views of the observer.

If the sole governmental barriers to trade consist of formal
import duties, and if none of these duties exceeds a very moderate
level, then we can be certain that the country levying these duties
is not incurring a heavy economic burden as the result of the
tariff. But if the tariff contains high as well as low duties, it is
impossible to obtain even the roughest of measures of the burden
of the tariff from any kind of average of the import duties. Where
a b per cent duty suffices to keep out imports, but the actual duty
is 50 per cent, 45 per cent of the duty is surplusage, of no
significance except as it may enable a domestic monopoly to
exploit its customers under the shelter it provides against foreign
competition. It is to be noted here that a duty which may cut off
a large volume of imports is not necessarily also a duty which
imposes a heavy economic burden on the levying country. \Where
the domestic cost of production of an important commodity is
but slightly in excess of the price at which it can be imported, a
low duty will suffice to cut off a large volume of foreign trade,
but will not involve a correspondingly large economic burden for
the levying country. Great burdens cannot result from low duties,
and will not result even from high duties on important com-
modities, if low duties would have sufficed to keep out imports.
'Ihe extent of the burden depends on (a) the volume of domestic
production dependent on the tariff for its continuance, and (b)
the minimum level of duty essential for such continuance?) It is
impossible to obtain any measure of this from analysis of imports
and actual duties alone, but a satisfactory measure of the burden
of its tariff to a country can be found by computing the excess of
the aggregate cost of the domestic production of all commodities
whose production is dependent on tariff protection over what its
value would be at world prices, laid down free of duty in the
ports of entry. This would somewhat exaggerate the burden of
the tariff, since if its tariff were to be removed, the world prices,
in money, and still more in terms of its own export products, at
which it could obtain the quantities it would wish to purchase of
the protected commodities would rise somewhat. The degree
of exaggeration would ordinarily be slight, however, when a
single country was under consideration. Unless it were a very
large country, its commercial policy would be unlikely to have
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market effects on the world price levels of its imports, while it
it would under free trade be so important a source of supply for
the world of its export staples as appreciably to influence their
price, this would indicate that its comparative advantage in
producing these staples was so great that its rates of duty, and
therefore the burden to it of protection, would have to be corres-
pondingly great to force its producers to abandon specialization
in the production of these staples. In so far, moreover, as the
removal or reduction by one country A of its restrictions on trade,
would lead other countries, either unilaterally or as the outcome
of bargaining, to remove or reduce their restrictions on the
import of country A’s products, the joint removal of the tarifls
would operate to check the tendency for the terms on which A
could obtain its imports in exchange for its exports to move
unfavourably to A, and might move them favourably to A. In
so far, therefore, as the maintenance by countries B and C of a
tariff on A’s products can be regarded as the result of A’s
maintenance of a tariff on the products of B and C, or in 0 far
as A, by removing its tariff on their goods, can obtain the removal
of their tariffs on its goods, the total excess in the aggregate
money cost of production in A of the commodities whose domestic
production is dependent on the tariff over what these quantities
would cost at their prevailing world prices free of duty is an
approximative measure, in terms of money, of the aggregate eco-
nomic burden of the tariff, which does not call for substantial
correction downwards. The measurement should be on the
basis of wholesale prices, since retail prices reflect national dif-
ferences in retailing costs which apply more or less equally to
domestic and to imported commodities, and should be on the
basis of delivered or c.i.f. prices, since if there are special costs
(or economies) associated with import other than those resulting
from trade restrictions, they sould be permitied to influence the
calculation.

The actual use of this measure would involve substantial
effort, but would not otherwise be subject to serious difficulties.
International price comparisons would have to be made for a
large number of important commodities, and allowances would
have to be made for differences in quality, where the protected
article and the article available for purchase in the world market
were not identical. The results would indoubtedly be striking,
and highly educational.
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3.Qhe tariff of country A, in addition to the burden which it
imposes-on country A, results in economic loss to the countries
whose exports are reduced in volume and/or lowered in price in
consequence thereof.) This latter burden of protection even
ardent protectionists are willing to admit, and sometimes even
to cherish as one of the fruits of protection. It is an undeniably
real burden, and yet its measurement, no matter how approxi-
mate, appears an impossible task, since it involves a comparison
of an existing situation with another hypothetical one. The levy
by country A of duties which impinge upon country B’s exports
has, as its results a diversion by B of productive resomfs from
producing the commodities formerly exported to Bto produacing the
same commodities for home consumption or for export to other
countries than B at reduced prices, or to producing different
commodities for home consumption or for export to B or to third
countries. The fact that this diversion results only from the
imposition of duties by country A is sufficient to establish a
presumption that it involves economic loss to B. But how
measure the extent of this loss? If A’s duties are low, the burden
on B cannot be great, for B could maintain its exports without
substantial reduction in volume by a moderate reduction in their
price, and if it did not do so this would indicate that it had
available alternative uses for ils productive resources involving
even less loss. But suppose some or all of A’s duties were high?
Without careful and comprehensive analysis of each case, it would
be impossible to determine whether this meant a heavy burden
for country B. High though the duties were, they might still be
insufficient to induce domestic production in A of the commo-
dities previously imported from A. If A’s demand were
inelastic, B might still be able to sell these commodities in A over
“the tariff wall without substantial reduction in either quan-
tity of price; if A’s demands were elastic, or if domestic pro-
duction were established in A, the import from B might
substantially cease. Whether this would involve B in heavy loss
would depend on the available alternative uses to which it could
put its released productive resources. If other markets were
available for the same commodities on not much less favourable
terms than those afforded by A’s market before the imposition by
the latter of its duties, or if the productive resources hitherto
engaged in producing for export to B could be diverted without
much loss to producing other commodities for domestic

it
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consumption, for export to A, or for export to third countries,
the loss to B resulting from A’s duties would again not be severe.
Whether or not, therefore, even high duties by A on B's staple
exports result in heavy loss to B cannot be determined ‘merely by
consideration of the height of A’s duties, or their restrictive effect
on B’s export to A of the commodities subjected to these duties,
but depends also on other factors extremely difficult of
measurement.

II. Quotas and Other Import Restrictions.

(The use of import quotas in lieu of import duties as a means
of restricting imports came into existence in modern times as the
outcome of wartime conditions. ) During the War there was
almost world-wide resort to import and export restrictions essen-
tially of the quota type. @bese had as their objectives the conser-
vation of productive resources, of gold and foreign funds, and of
transportation facilities, for the essential national uses, rather
than the protection of domestic industries against foreign
competition)which wag then a minor consideration if present at
all. More§tress, in fact, was laid on the conservation of supplies
of essential commodities for national use than on exclusion of
foreign supplies, and in international bargaining the exchange of
concessions frequently took the form of the reciprocal reduction
of barriers to export instead of the protectionist form of reciprocal
reduction of barriers to import. After the termination of hosti-
lities, these quantity restrictions disappeared only slowly, and there
was, in fact, for a time a tendency to substitute quota restrictions
on imports for the disappearing restrictions on exports. { During
a period of marked currency disturbances, some governments,
sought means to protect domestic industries against the flood of
abnormally cheap imports which they anticipated — usually
mistakenly — would come from the countries with rapidly
depreciating currencies, concluded that import duties, and
especially specific duties, were too inflexible and too mild a
restraint against exchange dumping, and therefore turned to
import quota{as a more flexible and more exact instrument for
limiting volume of imports to the desired levelD YFor some
countries, moreover, as an added objective, for others the principal
objective [ of import quotas was the desire to protect their own
currencies against exchange depreciatiof) By 1928, however,
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most countries had achieved what appeared to be definitive sta-
bilization of their currencies, and with the disappearance of
exchange fluctuations, came also the almost complete removal of
quantitative restrictions on import.

\With the coming of the depression,(widespread resort was
again had to the quota system, as a means of protection to cur-
rencies, as a means of maintaining employment in domestic
countries subject to foreign competition, and also as an instru-
ment of trade bargaining) This wave of quota legislation had
been foreshadowed even before the depression by the adoption in
a number of countries of the quota method in dealing with
imports of moving-picture films and of grain, and by the United
States in dealing with immigration.

As instruments of commercial policy, quotas have, from the
point of view of the officials in charge of executing commercial
policy, certain distinct advantages over import duties. The fixing
of quotas is almost invariably and of necessity an administrative
responsibility, whereas legislatures have, for historical reasons,
been jealous of their power over tariff rates and have been
reluctant to surrender this power to administrative officials. ( By
the substitution of quotas for import duties, administrative
authorities thus obtained a greater measure of power over com-
mercial policy, and appreciated especially the greater flexibility
and speed in adjustment to rapidly changing conditions which
this made possible. They escaped also in large part the necessity
of disclosing and defending their policies in detail before the
legislative bodies.\ The consuming public, moreover, were ordi-
narily even less conscious of the burdens resulting for them from
import quotas than of the burdens resulting from formal import
duties, and by the use of the import quota restrictions could be
placed on imports without arousing the same degree of protest
from consumers which would have followed the imposition of
formal import duties sufficiently heavy to accomplish the same
degree of import restriction. In tariff bargaining, also, quotas
probably had an administrative advantage over import duties in
that their greater effectiveness as restraints on trade made other
countries more willing to make concessions to obtain an increase
of a quota than they would be to obtain the reduction of a duty.)
It was also probably regarded in many quarters as an “ advan-
tage ” of quotas that since most-favored-nation pledges in com-
mercial treaties made no provision for them, and there was no
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satisfactory way in which the most-favoured-nation principle

could be applied to them, they opened a path to almost unlimited

discrimination between countries, without involving overt and

unambiguous violations of a least the letter, it not the spirit, of
. existing most-favoured-nation obligations.

Quotas, however, were soon found to have offsetting dis-
N~ advantages even for the administrative authorities. The same
.» absence of an obvious rule for allotting quotas among different
countries in accordance with treaty obligations or equity which
facilitated discrimination between countries made it also impos-
sible for countries to acquit themselves of charges of unfair
discrimination no matter how guiltless they were of the intention
unfairly to discriminate, and no matter what principle of allot-
ment they adopted. CThe task of allotment of the quotas among
importers was also exiremely difficult and burdensome, and
made necessary continuous negotiation and controversy with
importing interests, much more embarrassing in kind and more
intensive in degree than the formalities involved in the routine
administration of ordinary import duties)

From the point of view of the general public interest, the
quota system has, as compared to ordinary import duties, some
minor advantages, some of which, moreover, seem in practical
experience to be more theoretical than actual, and has some major

i" and certain disadvantages. (The advantages of the quota over the
import duty are : the greater speed with which quotas can be
varied conform to changed conditions; the greater precision with
which quotas can be used to accomplish the objective of commer-
cial policy, when that objective is the reservation for domestic
production, regardless of cost , of a specified minimum propor-
tion of the domestic market for particular commodities; the
greater effectiveness of quota increases than of import duty
reductions in trade bargaining) {The disadvantages of the quota

Mystem, though less obvious, seem much more weighty. It
involves the transfer of tremendous power to administrative offi-
cials, without effective safeguards against bureaucratie abuse and
arbitrary execution, and with dangerous temptation to currup-
tion. It destroys the effectiveness of the most-favoured-nation
pledge as a guarantee against discrimination and a means -of
assuring that, as between foreign countries, the contribution to
imports shall be allotted in accordance with the ability to supply
them at the lowest money costs. It is free from the maximum
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limit which a stable import duty imposes on the extent of sacri-
fice which a country shall assume to exclude importation, and it
conceals from the public, and generally from everyone, the
extent of the maximum sacrifice involved in such exclusion.
The authority to change quotas without reference to the legisla-
ture tends to give assurance to domestic producers of commodities
sabject to quota that no matter how much they extend their
production, a satisfactory market will be established for them
through the progressive reduction of the import quotas, and thus
tends to encourage the unlimited expansion of high-cost
industries.) Whereas under import duties the excess of the price
in the sheltered market over the world price, so far as the imports
are concerned, goes to the Treasury in the form of customs reve-
nue, under the quota system, unless complex and difficult
administrative precautions are devised and successfully adminis-
tered, this excess will go as a windfall profit to either the foreign
exporters of the domestic importers who receive quota allotments.

(When used as an instrument of tarift bargaining, the quota tends
1o discriminate against triangular trade — which is not inherently
less advantageous than bilateral trade — and in general to foster
an uneconomic allocation of production as between foreign
countries.)

It should be noted also that countries may, and frequently
do, impose obstacles to import trade in other ways than by levy
of import duties or imposition of import quotas, and that these
other methods are peculiarly uneconomic because they make
imports more expensive not by adding a tax to them whose pro-
ceeds constitute revenue for the national treasury, but by making
the process of importation itself more costly both for the importer
and for the customs administration. Among such administrative
barriers 1o import are : import restrictions and examination and
other requirements in the guise of sanitary regulations; burden-
some regulations with respect to the passing of goods through
customs; marking of origin requirements; and provisions creat-
ing uncertainties and risks for the importer with respect to the
amount of duty for which he is liable. The nature and purpose
of such provisions is not often frankly conceded, but an enligh-
tening exception is presented by the following passage in the
decision of an American customs authority in a case involving
the interpretation of the “ marking of country of origin ” provi-
sion in the American tariff :

Yas$ W b
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The purpose of Congress in enacting this provision was
to make competition with the domestic manufacturer more
difficult and expensive, and if compliance with its require-
ments should render articles less desirable to purchasers, or
should be more expensive and difficult, such fact could not

- defeat the intention of Congress, which was to reduce, if not
prohibit, competition with American manufacturers. (T.D.
40,771 — G.A. 8961.)

The growth of direct participation by government in eco-
nomic activities has also operated to increase the importance of
barriers to trade which take other forms than import duties.
Where a government is itself an important purchaser of commo-
dities, it may operate to keep down the volume of imports by
confining its purchases to domestic commodities even when there
is a pronounced price advantage in favour of foreign commo-
dities. 4

As the combined result of all of these factors, import duties
have shrunk greatly in importance relative to other types of res-
trictions on imports, and in a number of countries the formal
schedule of import duties in the tariff law has become a minor
element in the general aggregate of restrictions on imports.

III. Currency instability and trade barriers.

Not only does currency instability constitute in itself a bar-
rier to trade, but the existence of currency instability or of threats
to currency stability leads in several ways to the deliberate
establishment of restraints on imports, which, imposed though
they are as emergency measures, tend to persist long after the
situation which led to their establishment has passed away.

If the currency of a particular country is fluctuating in its
exchange value in terms of the currency of another country and
if the actual or anticipated fluctuations are substantial and irre-
gular, this instability of exchange rates operates as a barrier to
trade between these countries. (If the exporter demands payment
in his own currency, the foreign potential buyer may hesitate to
take the risk that by the time payment is due, the cost to him of
the merchandise in his own currency may be much higher than
when the purchase was being negotiated, or the alternative risk
that shortly after he made his payment the currency of the export-
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ing country will depreciate sharply and the merchandise T3>
he bought will drop in market value in terms of his own cur- >
rency. If the sales are made in terms of the importer’s currency,
the exporter may be reluctant to assume the risks and will there-
fore be restrained from pushing his export sales.) To some extent,
protection against these risks can be obtained by hedging ope-
rations in the currencies involved. Aside, however, from the
costs of the hedging transactions, this remedy is available only to
a limited extent, since markets in forward exchanges are narrowly
limited in the range of currencies dealt in, and for the less
important currencies the markets are either non-existent or are
*“ thin ” and uncertain, so that it is difficult to obtain protection
at moderate cost in the required amounts and for the required
periods. (Foreign trade, moreover, is not merely a question of
sales and purchases of commodities, but involves heavy long-
term investments in sales agencies, assembly plants, transpor-
tation facilities, etc., and where such investments must be made
in foreign currencies there is no available means of hedging
against the risk of depreciation of those investments because of
depreciation of the foreign currencies through which the invest-
ments were made? It is to be noted, however, that the important
instabilities from the point of view of foreign trade are instabilities
in exchange rates, and instabilities in the gold values of currencies
are important from this angle only as they involve, or are asso-
ciated with, instability in exchange rates.

Countries whose currencies are under pressure, and which
are determined not to permit them to depreciate,(have available W2
only two methods of relieving themselves from such pressure, A
induced deflation at home, or restrictions on imports?) The former
method is everywhere unpopular, and for governments which are
not strong involve political dangers which few governments are
willing to face, whereas restrictions on imports are more likely,
at least initially, to increase than to decrease the popularity of the
government. There is a natural tendency, therefore, for govern-
ments to resort to restrictions on imports as a means of coping
with the emergency, rather than following other, politically
more risky, expedients. The fact that increasing the barriers R
against imports is likely to prove a blind alley, since it relieves o
the country of deflationary pressure only if other countries do- R\
not, either in retaliation or in self defense, follow suit, is rarely
given adequate consideration by the responsible authorities, and
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this procedure tends to result in a competitive race to raise the
barriers on trade still higher, with damage to the quality of do-
mestic employment and no increase, or even a decrease, in its
quantity.

(A common expedient resorted to to protect a currency against
depreciation, or to avoid forced resort to deflation, is to restrict
the amount of exchange which importers may transmit abroad
to the amount of the exchange proceeds from exports?) In this
way, a balance is artificially maintained in the exchange market,
but at great cost to the volume of foreign trade, and where by
““ compensation ” agreements or unilaterglly the balancing of
payments against receipts is enforced by individual countries
rather than for trade as a whole, the impact of the exchange res.
trictions falls with discriminatory severity on the trade with
countries which are important sources of supply but are not
important markets for your country’s products, and, more gene-
rally, on triangular or multilateral trade.

MﬁExchange controls, however, are in some respects less inju-
rious than import quotas involving the same degree of restriction
.of import, for whereas separate quotas are allotted as a rule for
each important commodity, an exchange restriction is in effect
a global quota for imports of all kinds from a particular country,
and the apportionment of this quota among the different cown-
modities is left to the determination of the ordinary forces of the
market.)

It is, of course, possible to use depreciation of the currency
as a deliberate substitute for increases in the tariff where the
objective it to force a decrease of imports. Deliberate deprecia-
tions of the currency, as distinguished from mere surrender to
pressure, have, however, been exceedingly rare in modern times,
and when they were engaged in the major purpose seems to
have been rather to escape from an internal deflation or from the
unemployment resulting from rigid prices rather than to restrict
imports. (Currency depreciation is commonly regarded as so
much more serious a step than increase of tariff rates that to use
it as a substitute for increased rates would to most persons — and
rightly — seem like using a sledge-hammer to kill a fly.) When
currency depreciation is in serious contemplation in any country,
the additional protection against foreign competition which will
— or may — result from it will often be advanced by its prota-
gonists as an additional argument in its favor, but in general it
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seems unlikely that it has ever been a major element in the deci-
sion to depreciale — or to permit depreciation to occur.
The existence of currency instability, or of the threat to cur-

rency stability, leads, however, in several ways to the deliberate .

establishment of barriers to trade. A country still adhering to the
gold standard or to a currency pegged to gold or to another
relatively stable currency, may find its currency under pressure
because of competition in its own market or in its export markets
from the abnormally cheap exports of other countries with
recently depreciated currencies, or because of its inability to
maintain its export sales in the accustomed volume, or at the
accustomed prices in its own currency, in the markets of countries
with recently depreciated currencies.(Even if it has abundant
specie or valuta reserves, it may feel that the appreciation of its
currency relative to other currencies is resulting in abnormal
pressure of foreign competition on its domestic producers and in
unemployment and budgetary deficits. Y Countries finding them-
selves in this situation are under a strong temptation to seek at
least partial relief from these pressures by imposing new restric-
tions on import trade, and because of the rapidly chang-
ing nature of the problem, they are likely to resort
to the more flexible types of import restrictions such as
“ exchange-dumping ” duties, import quotas, and changes of
tariff rates by administrative action, rather than to the relatively
inflexible method of legislative amendment of their tariff sche-
dules. A country, moreover, whose duties are specific rather
than ad valorem and whose currency, because of depreciation of
foreign currencies, has a rising value in the exchange markets,
is, in effect, undergoing an automatic rise in the level of its tariff,
when calculated on an ad valorem basis, when prices in the
countries with depreciating currencies are rising, if at all, in less
proportion than the depreciation of the exchange value of their
currencies. The depreciation of foreign currencies tends also to
result indirectly in still another way in the raising of the tariffs
of the countries with the relatively appreciating currencies. The
relative appreciation of a currency tends to have deflationary
consequences on prices and on the physical volume of business
and employment, i.e., to cause * depression ", and it is when bad
business conditions are unfavorable that the pressure for tariff
increases is most vigorous and the resistance to such pressure

weakest, as a rule.
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IV. Relation of Embargoes on Capilal Ezports and on Pay)ncnis
of Interest to Commercial Policy.

In periods of acute depression, a debtor country with large
fixed interest obligations on past obligations and with the pre-
vious inflow of new capital sharply cut down and perhaps even
reversed through calls for amortization of old indebtedness, is
likely to face serious difficulties in meeting its current foreign
obligations. Increase in the value of its exports is likely to prove
impossible, because in times of depression foreign demands will
have fallen, and, in addition, the depression will probably have
led to the introduction by foreign countries of added barriers to
the entrance of foreign commodities into their markets. Even if
money costs are sufficiently flexible in the debtor country to
permit substantial reductions in export prices to be made, such
reductions, while tending to result in an increase in the physical
volume of exports, are by no means certain to result in an increase
in the monetary value of the exports. In any case, any increase
in the latter is certain to be substantially smaller, in percentage
terms, than the increase in the former. To meet its external obli-
gations, therefore, a debtor country in a period of world-depression
must drastically reduce the value of its imports, and such reduc-
tion will not necessarily occur automatically with the speed and
to the extent required if its external obligations are to be met.
Under these conditions the government may judge it to be neces-
sary either to impose new restrictions on imports or to default
on its own external obligations, or — if the external obligations
are mainly private and the debtors are still solvent — to prevent
full payment of interest and amortization obligations due to
foreign creditors by nationals.

The creditor country which during a depression imposes new
restrictions on commodity imports (or on the export of capital)
is therefore in effect by these measures operating to force the
debtor country to default on its capital obligations, or to increase
its own barriers on imports, or to do both. While debtor
countries are sometimes only too ready to grasp any excuse for
failure to carry out their financial obligations to the letter, the
common behavior of creditor countries in the field of commercial
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policy during a severe depression does provide their debtors with
some measure of moral, if not legal, justification for refusing to
make tremendous sacrifices in the attempt to fulfill the letter of
their bonds.

Countries which deliberately assume the creditor rdle should
either feel compelled to recognize that they thereby assume also
an obligation to refrain from measures which make fulfilment of
their contracts by the debtors actually or seemingly impossible or
possible only at the cost of intolerable sacrifices, or else thev
should reconcile themselves to accepting with good grace failure
by their debtors lo meet their obligations on schedule during
periods of stress.{One of the clearest lessons to be learnt from the
experience of the past few years is that before resumption of
international capital movements on anything like the pre-
depression scale can safely be permitted, there must occur a
substantial reduction of trade barriers, even compared to their
1929 levels, and that the creditor countries in particular must
recognize the inconsistency — and the futility — of demanding
full payment of what is owing to them if they are simultaneously
following a trade policy which makes such payment unreasonably
burdensome if not impossible)

(Foreign trade, the free movement of capital, stable
exchanges, were dominant factors in the economic progress of the
world during the century before 1914, and their power to
contribute to future prosperity, if given the opportunity, is un-
diminished. ) But without substantial freedom of trade, exchange-
rates stabilization will seem to many countries dangerous or
inexpedient; without exchange-rate stabilization, few countries
will be prepared to assume the risk involved in unilateral
reduction of import restriction while their currencies are vulne-
rable and their labor still incompletely employed; without both
a substantial measure of freedom of international trade from
restrictions and of exchanges from wide fluctuations in value,
international capital movements will not resume, and would
involve serious risks if they did resume. {The multiplication of
trade barriers, fluctuating exchanges, and restrictions on capital
movements, are all closely interrelated manifestations of one
general evil, namely, the disharmony between the economic
interdependence of the nations of the world and the narrowly
nationalistic orientation of their economic policies) Movement
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toward a greater measure of international economic cooperation,

if it is to yield early and abundant results, must deal simultane-
ously with all three aspects.

February 1936. (Signed): Jacob ViNem.
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1. The permanence or impermanence of import quotas and
of other devices for quantitative regulation of imports depends
upon the character of the general economic structure of the na-
tions employing such devices. (Generally speaking, control over
the physical quantities of any particular commodity entering a
country has a raison d’étre under two sets of conditions :
(1) when the production or marketing of the commodity in
question is subjected to regulation within the country; and
(2) when emergency circumstances render desirable a rapid
and certain restriction of the volume of imports of that particular
commodity. Quotas which represent an accompaniment of
internal regulation are not likely to be abolished, unless the
system of regulation is itself abandoned. On the order hand,
quotas which operate in the absence of such regulation are not
likely to be long-lived.)

(Most of the quota systems in existence today belong to the
second category. They were introduced for emergency reasons
or as a means of retaliation, and logically ought to disappear
when the conditions which brought them into being cease to
exist. ) However, like all strong protectionist measures, they tend
to create vested interests, which are frequently responsible for
their continuation long after the original difficulties which they’
were designed to correct become capable of adjustment by other
and less drastic means.)

At the same time, quotas are in no way different from other
emergency measures, which, if continued in operation too long,
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tend to set into motion forces that bring about their own des-
truction. Quota systems are administratively irksome and
expensive. Because of their drastic nature, they create violent
alterations in movements of trade and wide disparities between
national price levels. They are difficult to apply in a non-
discriminatory manner and, therefore, introduce an element of
hostility into international commfercial relations. By impairing
foreign markets, they arouse the opposition of the exporting
industries. By raising prices, they become anathema to the
consumers.

All these elements combined have, no doubt, been respon-
sible for the fact that during the past two years there has been a
noticeable slowing down in the extention of the quota idea. In
fact, in most of the quota countries the tide is visibly beginning
to set in the opposite direction.

It is scarcely to be anticipated that quotas and other quan-
titative controls can be abolished with anything like the same
swiftness with which they were introduced. But there are many
ways in which their demobilization can proceed. There are
to-day numerous individual quotas which have long ceased to
serve any useful purpose and which can be weeded out without in
any way impairing the particular interests for the defense of
which they were originally set up. There are numerous other
individual quotas which, because of changed conditions, can be
gradually enlarged, until they become means of safeguard rather
than of direct restriction. There are still others which can be
superseded by more normal and less drastic and disturbing
devices.

Finally, the customs quota, under which there is no limi-
tation on the total physical volume of imports, but only a limita.-
tion on the quantity that may be brought in at relatively favour-
able rate of duty, may provide, in some cases, a feasible method
of transition away from quantitative regulation.

II. — IV. — VIIL. These three points can be more conve-
niently discussed together than separately. I shall touch upon
the following aspects: (1) relative efficacy of bilateral and
multilateral agreements as instruments for the reduction of trade
barriers; (2) bilateral agreements without the use of the most-
favoured-nation clause; (3) bilateral agreements with the condi-
tional most-favoured-nation clause; (4) bilatleral agreements
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with the wunconditional most-favoured-nation clause; and
() criteria for the generalization of concessions under the
unconditional most-favoured-nation principle.

(1) CIn my opinion, bilateral agreements are more effective
than multilateral arrangements as instruments for the reduction
of trade barriers. It is difficult to imagine a multilateral agree-
ment that would do more than provide for a horizontal cut in the
general level of customs duties in the participating countries.)
Such a cut, because of its general nature and because of the dif-
ferences in the economic position of the countries concerned, is
not likely to be extensive. Most of the recent discussions with
reference to possible multilateral commercial arrangements have
run in terms of cuts of the order of magnitude of 10 per cent.
Bilateral agreements, on the other hand, permit much larger
reduction with respect to selecied commodities. Each of the
signatories can concentrate its attention upon those trade barriers
which hurt the most and can seek concessions with regard to
those of its exports the sale of which in the market of the other
signatory is especially restricted. 'While the bilateral method is
slower and more cumbersome than the multilateral method, it
is more likely to result in an increase in the volume of trade,
provided, however, it is accompanied by appropriate action in
the field of the application of the most-favoured-nation principle.

While less effective than bilateral agreements for purposes of
direct. demobilization of trade barriers, multilateral agreements
have great usefulness from another viewpoint. They can be uti-
lized to advantage in securing uniformity of general principles
and practices, and in this manner provide an important
foundation for, and facilitate the conclusion of, bilateral agree-

- ments.

(2) (The omission of the most-favoured-nation clause from a
bilateral agreement is usually for the purpose of giving such an
agreement an exclusive of preferential character. Agreements and
arrangements of this sort are, in my opinion, highly detrimental
to an effective functioning and satisfactory development of inter-
national trade. They inevitably cause diversions of trade from
its accustomed channels. They create a tendency toward bilateral
balancing, which serves to intensify trade diversion. They set
up a vicious cycle of discrimination and retaliation.) As a result,
while they may, in some cases, facilitate the solution of immediate
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difficulties arising between the two nations concerned, their
general effect is to cause a reduction in the general volume of
world trade and frequently also in the volume of trade between
the two nations themselves.

(3) (The same objections apply fundamentally to bilateral
agreements based on the conditional most-favoured-nation prin-
ciple. Under that principle, the concessions which one country
grants to another apply initially exclusively to that other country,
although their benefit may be extended to any other country
which is willing to offer equivalent concessions.) By the same
token, the country with which the particular treaty or agreement
is concluded, does not receive automatically the benefits of con-
cessions accorded in the next treaty or agreement, but must
bargain for them additionally. The result is that discriminations
are constantly set up — initially, in favour of one country and
against all others, and gradually in favour of some and against
other countries. These discriminations can be removed only
through a long and confused process of continuous negotiation.
In the meantime, trade currents are caused constantly to shift, in
smaller or greater degree.

Moreover, when a country concludes with another country a
bilateral agreement based on the conditional form of the most-
favoured-nation-principle, it does so with a full realization that
later on it will be called upon to offer additional concessions in
order to'secure additional benefits. Hence, it will naturally
‘tend to hold possible concessions in reserve. Initially, therefore,
such agreements are likely to be not nearly as far-reaching as they
could be if it were not necessary to hold something in reserve for
future use.

(4) Inmy view, only bilateral treaties and agreements based
on the unconditional most-favoured-nation principle can be really
effective in bringing down trade barriers and in supplying a
'satisfactory basis for the development of international trade.
This principle was one of the important bases upon which com-
merce achieved its development during the half-century preced-
ing the world war and upon which it was reestablished during
the post-war years. It renders possible equality of treatment and
thereby lends flexibility to international commercial competition.

The inclusion of an unconditional most-favoured-nation clause
in a bilateral agreement requires, as a necessary corrolary, a
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generalization of the bilaterally granted concession to all or most
of the other countries. The clause means a mutual pledge on the
part of the two signatories to extend to each other, automatically
and without any further compensations, the benefit of any con-
cessions granted by each of them to a third country. The pledge
can clearly be fulfilled only if such automatic generalization of
concessions is practiced, as a matter of policy, by each of the
signatories.

The usefulness of the unconditional most-favoured-nation
principle may be substantially impaired if that principle is
applied in a limited, rather than unlimited, form. In the latter
case, most-favoured-nation treatment extends to all commodities;
in the former, certain commodities may be exempted from its
application. Under present-day conditions, the principle is
usually applied in its unlimited form, although some countries
retain, as a matter of policy, a system of exempting specified
commodities.

(56) In the application of the unconditional most-favoured-
nation principle, a substantial importance attaches to the cri-
teria used for establishing the basis of generalization. The
customary and, in my opinion, the most acceptable test is that
of non-discrimination. A country may generalize bilaterally
granted concessions to all countries without exception. Alter-
natively, it may generalize only to countries which in fact
accord its commerce non-discriminatory treatment. Or it may
limit generalization only to those countries with which it has a
treaty or agreement providing for a contractual most-favoured-
nation obligation. (Of the three forms, I consider the second the
most effective. The third is too limited in scope, while the first
provides no basis for exerting an influence upon discriminating
countries to cease discriminatory practices.)

Some students of commercial policy believe that generaliz-
ation of concessions under the unconditional most-favoured-nation
principle should be denied to countries which maintain a rela-
tively high level of protection or which pursue in other ways
commercial policies which may be regarded as relatively illiberal.
In my opinion, the use of the principle for this purpose is likely
to impair rather than strengthen its efficacy. The principle is
admirably suited as an instrument for establishing a regime of
equality of treatment, but its effectiveness for this purpose will
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clearly be impaired if it is also used as a means of reduction of
trade barriers. Other and more powerful means exist for accom-
plishing this latter result.

For example, there is a sufficient degree of national specia-
lization for the rule of the principal supplier to be employed very
effectively. A country concluding commercial treaties or
agreements with other countries can restrict the granting of
concessions to each of the latter only to those commodities of
which it is the principal supplier. Unless too closely restricted
by minute sub-classification of tariff items, such concessions are,
under the unconditional most-favoured-nation principle, of value
to many countries in addition to the principal supplier. On the
other hand, there are few countries at all important commercially
which can secure full benefit for their export trade merely
through generalization, unless trade barriers are reduced on those
commodities of which they are the principal suppliers. The
withholding of such concessions from recalcitrant countries by
refusing to negociate with them constitutes a powerful weapon
for securing liberalization of commercial policies on the part of
such countries.

II. (The absence of currency stability has an extremely
detrimental effect upon the process of reduction of trade barriers?
So long as no assurance exists as to the relative values of the na-
tional currency units, nations will hesitate to assume definite
and far-reaching commitments with respect to the devices which
“they employ for the protection of their national economies from
foreign competition. The degree of reduction of customs duties
will inevitably be such as to take into account the possibility of a
sudden and substantial alteration in the terms of trade resulting
from changes in the exchange rates. While such danger exists,
there is little likelihood that the machinery of quantitative
control will ‘be scrapped, since its operation might have to be
invoked on short notice to meet emergency conditions. For the
same reasons, cominercial treaties and agreements are likely to be
of short duration or be made subject to deniinciation on short
notice. Alternatively, reservations with respect to change in the
exchange rates are likely to be written into commercial treaties
and agreements. Such reservations are included, for example, in
the trade agreements which are being negotiated by the United
States, in the following form :
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In the event that a wide variation occurs in the rate of
exchange between the currencies of the Uniled States of
America and ............... , the government of either country,
if it considers the variation so substantial as to prejudice the
industries or commerce of the country, shall be free to pro-
pose negotiations for the modification of this Agreement;
and if agreement with respect thereto is not reached within
thirty days following receipt of such proposal, the govern-
ment making such proposal shall be free to terminate this
Agreement in its entirety on thirty day’s written notice.

The writing into commercial treaties and agreements of
reservations of this type was recommended in the resolution on
commercial policy adopted last September by the Assembly of the
League of Nations.

Such reservations represent an attempt to reconcile the
process of demobilization of trade barriers with an absence of
definite currency stabilization, but their use serves to emphasize
the fact that at least de facto stability must underly any contractual
agreements or arrangements for a reduction of trade barriers. It
is clear, however, that the very need of incorporating such
provisions in commercial treaties and agreements renders the
operation of these instruments precarious and uncertain.

VII. {Past experience with a tariff truce has shown clearly
both the usefulness and the limitation of this device. The
creation of a ceiling to trade barriers is indispensable to any
general and widespread movement toward a demobilization of
trade barriers.) But unless it is followed by such a movement and
serves merely as a starting point for it, a customs truce is not
likely to be maintained. These two propositions were demons-
trated with great clarity by the experiment with a cusloms truce
during and after the London Monetary and Economic Conference,
of 1933. In other words, a tariff truce mustinevitably be precisely
what the phrase itself implies : an interval which cannot last,
but which must lead either 1o a treaty of peace or to renewed
hostilities.

February 1936. (Signed): Leo PasvorLsky.
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Professor Jacob Vinem,
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A
1. The Possibility of Abolishing of Mitigating the Use of the
Tariff Quota,

(Because the quota is a more effective means than the import
duty of restricting imports, its disappearance cannot be expected
unless protectionist sentiment subsidesy But a number of factors
will, or may, work toward a decline in the extent of the resort
to it.

{(a) The duties and responsibilities it imposes on administra-
tive authorities will tend to become burdensome to them,
especially as the struggle by interested importers to gain larger
fractions for themselves of given quotas becomes more intense,
and as the importers become more efficient, or more insistent, in
applying political and other pressures.} It may reasonably be
predicted also that corruption and favoritism will invade this
fertile field, and general discredit for the quota system may there-
by result, with a consequent revulsion of opinion against it.

(b) The countries which do not themselves practice the
quota system could check its growth by pressing in their trade
bargaining for quotas so large as to cease to be restrictions on
imports, by protesting vigorously when reasonable grounds exist
for holding that the quotas assigned to them violate the spirit if
not the letter of their claims to most-favoured-nation treatment,
and in general by resisting as far as possible the application of
quotas to their exports.

(c) The fact that there is no simple rule or formula for
apportionment of quotas between different countries which is
demonstrably equitable to all tends to make each quota a basis for
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recriminations and for claims of unfair discrimination by foreign
countries, and thus tends to make the application of quotas a
nuisance for at least the diplomatic branch of the government
applying them.

(d)One of the main arguments for quotas is that they are
a more flexible instrument than import duties for dealing with
abnormal trade conditions resulting from disordered exchanges
and acute depression. Currency stabilization and economic
recovery will operate to deprive this argument of force and to
weaken the attachment of economic groups to the quota system)>

(e)(Countries which would not think of abandoning the
quota system unilaterally might be willing to contemplate such
abandonment if it were part of an international movement in this
direction.) Multilateral agreement seems a much more promising
avenue to mitigation of the quota nuisance than either unilateral
or bilateral action, especially as in any international conference
there would be important participants who were definitely hostile
to the quota system, or who had adopted it only or mainly as a
means of coping in trade bargaining with other countries who
adhere to it. Except, however, on the ground that past experience
indicates that protectionism has tended to wax in periods of
depression and to wane in periods of prosperity, there is not
much in the present situation to give hope of an early demise of
the quota system. One can resort to wishfull thinking about the
irresistible influence in time of education and the spread of
enlightenment, but the educational process works slowly and
uncertainly, and its product is not invariably good to look upon.

II. The Post and the Future of the Most-Favoured-Nation Practice

((a) The Unconditional Form

Certain important advantages flow from the unconditional
most-favoured-nation practice.

(1) Given the extent to which a country desires to permit
imports, the application of uniform rates to imports of similar
commodities, regardless of their country of origin, leads to the
imports being made from the countries which are willing to
provide them at the lowest prices. It especially safeguards the
importing country from the danger that the country (or coun-
tries) receiving preferential treatment will be unable or unwilling
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to provide the full quantity which the importing country
demands, so that the importers in the latter country must resort
to countries subject to the full duty for portions of their supplies;
that the price level prevailing in the importing country is there-
fore the world-price plus the full duty; that exporters in the
favoured country, for the portion of the trade which they supply,
therefore obtain the world-price plus the amount of preference in
duty enjoyed by them; and that the amount of the preference
thus, in effect, constitutes a subsidy to exporters in the favoured
country at the expense of the customs revenue of the importing
country. ) When a reduction of duty is extended to all countries,
the Treasury’s loss of customs revenue is offset by the consumers’
gain in the form of lower prices; when the reduction of duty is
granted only to a country, or countries, providing only a fraction
of the imports, the loss to the Treasury is not offset by a corres.
ponding gain to the consumers.

" (2) Uniform tariffs, regardless of origin of imports, avoid
giving rise to the irritation, controversy, an international ill-
feeling which results when countries find that their exports are
being subjected to discriminatory treatment. ) There is no case on
record where a country whose exports have been subjected to
higher duties than exports from another country has acknow-
ledged that such discrimination was justified.

(The most weighty arguments against unconditional most-
favoured-nation practice will next be commented on :

(1) It is claimed that the increasing specialization of tariff
rates, and the use of administrative regulations and quotas in lieu
of import duties, make possible almost unlimited discrimination
between countries without overt violation of the letter of the
most-favoured-nation pledge, and that the pledge is thus losing its
significance. }There is much force to this objection, but it is to
be noted that it is equally valid against the conditional form of
the pledge, that something — though not much — can be done,
through additions to the usual wording of the pledge, to provide
protection against discriminatory administration and discrimina-
tory quotas, and that in any case whatever protection against
discrimination the most-favoured-nation pledge still provides is so
much to the good. It must be admitted, however, that both
tariff specialization and the substitution of other devices for
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import duties have lessened the effectiveness of the pledge, and
that there is no reason for supposing that it will regain its former
importance if these practices continue to prevail. Even more
serious perhaps is an apparent tendency of countries bound by
such pledges to disregard them whenever inconvenient, and of
countries holding such pledges to refrain from vigorous protest
when they are violated.

(2)(It is claimed that unconditional most-favoured-nation
practice, instead of promoting tariff reduction, operates as a bar-
rier to such reduction through tariff bargaining." Country A, it
is held, will be reluctant to grant concessions to country B, if it
knows that it must immediately extend them gratuitously to all
countries entitled to receive most-favoured-nation treatment from
it, and country B, moreover, will be less tempted to offer return
concessions to A if it knows that it must share A’s concessions
with all the rest of the world.

Granting for the moment that concessions which must be
generalized will not be valued as highly by the other parties to
tariff negotiations as would exclusive concessions, it should be
remembered also that exclusive concessions are much more likely
than generalized ones to be economically costly to the grantor
country. (See supra.) If concessions are made exclusive, moreover,
this restricts the number of concessions which can be made, and
therefore the number of countries to whom attractive offers of
concessions can be made. If the concessions, instead of being
made exclusive, i.e., confined by agreement to a single country,
are simply not generalized, and the country receiving the con-
cession does not also receive a pledge of most-favoured-nation
treatment, it is not likely to place a high value on the concession,
since not only may it later be extended to other countries, but in
subsequent negotiations other countries may be given even
greater concessions on the same items, with the result that the
original concession becomes totally valueless. Even countries
that are reluctant to give the most-favoured-nation pledge are
insistent, therefore, upon obtaining it, and while the unconditio-
nal pledge does, in some ways, act as a barrier to negotiation of
tariff treaties, refusal to grant it would also act such a barrier,
and, if we may judge from past experience, to even a greater
degree.

In modern times there have been three important instances
of attempts to carry on tariff bargaining on other than the un-
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conditional most-favoured-nation principle, and in each case the
attempts were either failures or return to the unconditional prin-
ciple became necessary before the negociations had been
completed.

Sardinia, in the 1850’s, initiated a series of tariff negotiations
in which she planned, in addition to the specific tariff concessions
to be made by her, to grant only a pledge of conditional most-
favoured-nation treatment. But Austria, through fear that any
concessions granted to her by Sardinia would be rendered
nugatory by subsequent greater concessions on the same items,
and also with the objective of gaining protection against discri-
mination by Sardinia on items not included in the Austro-Sardi-
nian treaty, would negociate with Sardinia only if Sardinia agreed
to include an unconditional most-favoured-nation pledge in the
treaty. Sardinia was forced to yield, and her grant to Austria of
an unconditional pledge had the effect of making all her formally
conditional pledges also unconditional in their mode of operation.

The United States, from 1890 to 1913, carried on tariff bargain-
ing on the basis of the conditional principle, but only with
mediocre and diminishing results. At the beginning of the
period, there was not general understanding of the differences
between the conditional and the unconditional pledge, and,
moreover, the statutory limitations on the concessions which the
United States could make by treaty or agreement gave assurance
to negotiating countries that once they had received the minimum
rates permitted by the statutes no countries could be given lower
rates without new legislation. At the beginning of the period,
moreover, the United States were in a peculiarly strong bargain-
ing position. The principal item they used for bargaining
purposes was the sugar duty, and the competition between the
sugar-producing countries to find a market for their subsidized
sugar crops was so intense that an important importer of sugar
was in a strong bargaining position. The United States, more-
over, were at the beginning of the period, still predominantly an
exporter of raw materials and foodstuffs and an importer of
manufactured products, and at that time the countries of western
Europe were much more concerned with finding markets for
their manufactures than with protecting their food and raw-
material producing industries against foreign competition. In
spite of their advantageous position, the United States nevertheless
obtained only meagre results from their bargaining. Many of the
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| concessions they received were merely nominal, or consisted of the
removal of discriminations to which they would not have been
subject in any case if they had been following the unconditional
practice themselves. With the exception of some exclusive conces-
sions extracted from Brazil by strong-arm diplomacy, for which
episode two later presidents of the United States offered apologies,
none of the concessions received by them from any country were
exclusive or even special in character. The discriminations in
their treatment of imports coming from different countries led also
to repeated and acrimonious diplomatic protests, and were in part
responsible for the fact that the export trade of the United States
was, before the war, subjected to more open discriminations in fo-
reign tariffs than the exports of any other important country. In
1923, after an exhaustive study of it's own experience under the
conditional practice, and the experience of other countries under
both practices, the United States Government abandoned the con-
ditional practice which it had hitherto followed from the
beginning of the republic, and adopted the unconditional most-
favoured-nation practice.

The third instance is provided by the experience of France in
the post-war period. France emerged from the war determined
to abandon the unconditional practice, against which she was
prejudiced because it had been imposed on her by Germany in
the treaty ending Franco-Prussian War. She promptly entered
into a series of tariff negotiations, with the determination not to
grant any unconditional pledges, but soon found that she could
not obtain significant concessions from other countries unless she-
gave them guarantees that her own concessions would not be
nugatory by still greater concessions to third countries on the
same commodities, and, as the negotiations worked out, the
countries negotiating with her obtained pledges of unconditional
most-favoured-nation treatment sufficiently extensive to cover all
the trade possibilities in which they had a substantial interest.

There is, however, one aspect of unconditional most-favoured-
nation practice which, it must be conceded, does operate both as
a check to tariff bargaining and as an obstacle to tariff reduction.
Where the unconditional most-favoured-nation pledge is granted
as a routine matter, or unconditional most-favoured-nation treat-
ment is granted without bargaining even in the absence of'a
pledge, a country with a prohibitively high but uniform tarift
may refuse to enter into lariff negotiations at a time when they are
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prevalent, content to wait for the flow of concessions which other
countries grant to each other for compensation to accrue to her
without involving her in the necessity of making compensatory
concessions. The existence of countries which follow this practice
has a natural tendency to make other less intransigent countries
reluctant to enter into tariff-reducing agreements among them-
selves whose benefits they will have to extend to the non-
bargaining countries.

There is a solution for this problem which is consistent with
adherence to the unconditional principle. The most-favoured-
nation pledge should not, or need not, be granted as a routine
matter, and as merely an incidental provision in stereotyped
treaties of commerce and navigation. It should, instead, be made
an integral part of tariff treaties, and accorded, reciprocally, as
one of the significant items in the mutual exchange of considera-
tions. The life of the pledge, moreover, should be made
coterminous with the life of the other provisions in the tariff
treaty. To countries with low-tariff and non-bargaining policies
most-favoured-nation treatment should be extended without a
pledge, or if with a pledge the pledge should be subject to ter-
mination in case of departure from the low-tariff policy by the
country receiving the pledge. High tariff countries which refuse .
to engage in tariff-reducing negotiations should not be given a
pledge of unconditional most-favoured-nation treatment, and
whether in practice such treatment should be extended to any of
these countries or withheld from them should be determined as
expediency may dictate. Even if only a handful of countries were
to adopt the policy here recommended, it would suffice to
remove in large part whatever validity there is in the objection to
the unconditional principle that it operates as an obstacle to tariff
reduction, and would make it more unquestionably than it has
been in the past an instrument toward the reduction of tariffs 2s
well as an instrument toward uniform treatment of all countries
in good stading in tariff matters. It should be noted, however,
that the policy advocated could be followed in belter grace by a
country with a low tariff than by a country whose own tariff
seems unreasonably high to other countries, and low tariffs are at
the moment very nearly non-existent.

(3) The objection so frequently made against the uncondi-
tional most-favoured-nation principle that it involves the grant by
country A to country B for nothing of concessions for which
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country C had been required to give compensation, and is there-
fore unfair both to country A and to country C, would be without
force if unconditional most-favoured-nation pledges were not
granted promiscuously to all countries that asked for them, but
were granted only to countries following a tolerable tariff policy.
The most-favored-nation pledge would then be a mutual gua-
rantee against discrimination, and the flow of advantage from
the pledges would ordinarily be in both directions as between
any pair of countries tied to each other by such pledges.

(b) The Conditional Form

The conditional form of the pledge is, in practice, either
interpreted and applied as if it were unconditional, or is a mean-
ingless pledge, imposing no real obligations on the country
granting it, and conferring no genuine protection on the country
receiving it. In the conditional form of the pledge, country A
pledges to extend to country B : (1) freely, any concessions which
it may make to a third country freely, and (2) for equal com-
pensalion, any concessions which it may make to a third country
for compensation. But when concessions are made freely, they
are almost invariably made general in any case, and if country
A makes a concession to country C for compensation, country B
would find that its pledge of conditional most-favoured-nation
treatment would be of no service to it in obtaining the extension
of such concession to itself. Country B can, it is true, offer com-
pensation to A in return for the extlension to it of the concession
made at country C. But it does not need a treaty in order to be free
to make offers. Country A, it is true, is legally bound to extend
to B the concession it has made to C if B offers equivalent com-
pensation, but country A will be the sole judge as to the * equi-
valence ” of the compensation. There have been several instances
in the past when a country in the position of country A has gone
to the extent of informing a country in the position of country B
that the economic relations between A and C were such that no
concessions which B could offer would be equivalent to those
received from C.

In the past the United States was the only country which for
any time followed consistently the conditional practice, and
while its holding of conditional pledges by other countries which
followed the unconditional practice generally enabled the United
States to claim the extension to herself gratuitously of concessions
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which other countries had granted originally for compensation
but had immediately extended to third countries gratuitously, the
United States, themselves, had refrained from making any gra-
tuitous concessions, and by virtue of the conditional nature
of all their pledges, at least as they interpreted them, were able to
refuse to extend gratuitously to third countries any of the conces-
sions which they had originally granted for compensation. No
country ever derived any advantage from a conditional pledge by
the United States, except in a few minor instances as the result of
inadvertence on the part of the drafters of the pledge. The condi-
tional pledge is to all intents and purposes equivalent to no pledge
at all when it is received from a country all of whose pledges and
whose practice is conditional, and is in its mode of operation
identical with the unconditional pledge when it is received from
a country any of whose pledges or whose practice is uncondi-
tional. The substitution of the conditional for the unconditional
most-favoured-nation principle and the total abandonment of the
most-favoured-nation principle would, in practice, have virtually
identical significance.

III. Currency Stabilization and Reduction of Trade Barricrs.

I have dealt with this in my memorandum on Part C. I wish
here only to emphasize that currency instability and trade barriers
are mutually supporting, that each provides a pretext for the
continuation of the other, and that it is unlikely that either pro-
blem will soon obtain even a partial solution unless they are both
attacked simultaneously as interrelated aspects of a general
situation.

IV. Bilateral Treaties.

The history of tariff-bargaining is long and complex. In the
period, 1860 to 1880 or so, tariff-bargaining on a bilateral basis,
with generalization of the concessions by virtue of most-favoured-
nation provisions, was an important contributing factor to the
only major movement of modern times in the direction of reduc-
ing trade barriers. In the period after 1880, the practice of
padding tariffs for bargaining purposes and of failing to remove
all the padding in the subsequent negotiations made it a question
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whether the bargaining had as a net result the raising of the
lowering of tariffs, and in any case the favourable results were
disappointingly small. Unfavourable results, however, are not
inherent in the tariff-bargaining process; during a period of
depression and unemployment the case from the national point
of view against unilateral tariff reduction is a strong one; the
popular prejudice against tariff reduction is not nearly so strong
when the reduction is brought about simultaneously at home and
abroad, and when the concessions obtained from foreign
countries can be set off against the * sacrifices " made by one’s
own country; if tariff-bargaining were conducted with a genuine
will to obtain reduction of tariffs, and not merely to squeeze con-
cessions out of foreign countries, if there is a fair measure of
popular support at home for tariff reduction by agreement, and if
the negotiators are not merely skilled traders but realize that in
the long run the advantages from what is * surrendered " are
likely to be at least as great as the advantages from what is
“ won ”, the results of tariff-bargaining would be surprisingly
and gratifyingly abundant.

VI and VII. Multilaleral Agreemenls.

The recent history of multilateral negotiations is not such as
to warrant optimism as to a successful outcome from further
attempts in this direction. The more countries there are parti-
cipatling, the smaller is the pressure on any one country to make
concessions, the smaller is the responsibility or credit attaching
to any one country or its representatives for the failure or success
of the negotiations, the greater is the probability, if the scope of
the conference is limited, that for some of the participants the
product of the negotiations will appear to be concessions without
compensation in return, and the greater will be the opportunity
to make empty but generous sounding speeches in the more
public meetings while pursuing wholly obstructionist tactics in
the business meetings. In any case, the failure of past confe-
rences has, for the time being at least, put a curse on such con-
ferences in the public mind, and bilateral negotiations, or perhaps
better, negotiations between small groups of important countries,
would seem to offer more prospects of success in the near future
than ambitious multilateral conferences.

The narrower the range of matters with which an inter-
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national conference has to deal, the greater the probability that, in
appearance or in fact, the participants will belong to three groups,
of which one has no substantial interest one way or the other in the
outcome of the conference, another has everything to gain and
nothing to lose, and the third has — or believes it has — nothing
to gain and everything to lose. From such a conference no
valuable results can be expected. If, however, the range of
matters dealt with is broadened, the chances that every participant
has something specific to gain from it and that every national
representative can return boasting of what he has won for his
country, and therefore the chances of a successful outcome of the
conference, will be much greater. It is significant that the only
genuine product of the Geneva Economic Conference was the
hides and bones agreement, every signatory to which was in the
position of winning an apparent advantage as well as of making
a concession, and that this perhaps was also true of the only
genuine outcome of the London Economic Conference, the silver
agreement. If conferences are planned to deal only with parti.
cular groups of commodities, the countries will ordinarily be
either exporting or importing countries, and will divide accord-
ingly, or they will be exporting countries, when any agreements
they reach are not likely to be received with enthusiasm by the
importing countries. If the commodities to be dealt with cover
a wide enough range so that each participating country finds
that the concessions it is asked to make as an importing country
are offset partially at least by concessions offered to it as an
exporting country with respect to some other commodities, the
conference would appear to have better prospects of a successful
outcome.

VIII. Tariff Truce.

A record of previous failure in one or two previous efforts is
not of course to be accepted as a decisive demonstration that a
further effort would be equally unsuccessful. It seems obvious,
" however, that none of the important participants at. the Geneva
" Economic Conference participated in it with a genuine determi-
nation that something substantial should emerge from it, that
what enthusiasm there was behind it was the enthusiasm of the
League Secretariat unbacked by power and that the national
representatives who had the power lacked the enthusiasm. That
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a conference should have prospects of success, it seems necessary
that it should have some vigorous national sponsorship; that it
should not appeal merely to the inadequate quantity of good sense
and good will of world public opinion but should represent also
the specific and firm objectives of at least a few national
governments,

But the need now is for much more than a “ tariff truce ",
which might indeed be an evil rather than a good, if it had the
psychological effect of freezing the status quo and of permitting
governments to experience the warm glow of moral achievement
merely because they had promised not, for a time, to make a bad
situation- still worse. It seems to me it would certainly be ill-
advised to promote an elaborate and pretentious world conference
unless the objectives of the planners of the conference were
splendid enough to capture the imagination and enlist the hopes
and the sympathies of statesmen and leaders of public opinion.

February 1936, (Signed): Jacob VINER.
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(Ot the various suggestions one hears for the restoration of
order in international economic relations, only such as are based
on recognition of the real, operative forces and facts of the posi-
tion, as opposed to insubstantial ideals and political postulates,
can give promise of success) Thus, it may be put forward for
free trade and international division of labour that they, and only
they, can guarantee the maximum economic return; but that is
no argument for their future revival, certainly not for an exten-
sive revival. National economic policy, in its real sense, does not
run on the lines calculated to lead to attainment of an economic
maximum. And particularly is that true of the economic policy
of to-day, which does not hesitate to bring purely economic sacri-
fices where these may serve to the advancement of other aims of
national policy, in respect of population or defensive efficiency
or general progress. It is not implied that economig policy must
necessarily see its goal in the state of economic minimum
consonant with a more or less advanced autarky. That would
entail not only the imposition of heavy economic sacrifices on the
nation, but, on the other hand, prejudice to all those other aspi-
rations, which can only be fulfilled if the economic ground-work
remains stable. No, actual economic policy diverges from
maximum-policy only in so far as such divergence is necessary
to harmony with other aspects of general policy. But the result-
ing equilibrium, in view of the dissimilar economic equipment
of the various nations, is inseparably dependent on a relatively
high degree of international economic correlation. This, in spite
of all autonomic reservations.

‘We must make recognition of this fact, the starting point
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for our inquiry into ways and means of overcoming the obstruc-
tions to trade, if we are to arrive at worth-while conclusions. We
must distinguish between such obstacles to trade as appear, in
the long view, necessary concurrents of the various national aims
and such as result from more or less casual and isolated
occurences. It is the demolition of this latler type of obstacle that
calls for our attention : for, seen in ils proper light, it must
appear as ultimately irreconcilable with the national interests of
the countries concerned. The obstacles in question consist pre-
eminently in defensive and emergency measures introduced under
the influence of, and with direct reference to, the world economie
crisis and the consequent derangement of monetary systems. If
and when these measures are withdrawn, the essential opposition
to a levelling of those obstacles to trade for which the crisis was
responsible, will be already overcome.

For a more detailed development of this standpoint, I refer
the reader to my Memorandum to the Currency-Report : “ the
Relations between Currency and Trade-policy . The attitude
I shall adopt in this paper to the various points in Part D follows
logically from the basic principles which I derived™ in my
memorandum and have shortly resumed above. As the space at
my disposal is limited, I shall confine myself here to the most
essential facts and aspects, beginning with the questions that
demand a negative answer :

VIII. How far has past experience with a tariff truce been
conclusive?

VII. The possibility of multilateral agreements.

VI. The problem of reducing the level of tariff-rates by
_means of international agreements covering particular groups of
articles.

National economic policy and the international market-
system may only in rare cases be brought into harmony by means
of multilateral agreements. The strong divergence of interests in
the various countries is against this solution, as is brought out in
all clearness in the case of the mooted general tariff-truce. Not
the avoidance of a general raising, nor the achievement of an all-
round lowering of tariffs is the point at issue : instead, steep
tariff reductions on certain fronts must be combined with reco-
gnition and admission of prohibitive tariffs on others. And in
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both cases, allowance must be made for the particular needs of the
various countries. For our purpose, a general tariff-truce is an
unsuitable instrument, yet it need not be rejected as a supple.
mentary expedient. And almost the same can be said of all kinds
of multilateral agreements, for they become progressively inca-
pable of accomodating the individual requirements of the various
countries as the number of contracting parties grows. Multi-
lateral agreements lowering the tariff-rates on specified articles
may carry a certain promise in some cases (cf. the Brussels Sugar
Convention). - But they, too, offer no generally applicable
solution.

Previous experience fully confirms this verdict. The Geneva
tariff-truce of March 24th 1930, and other similar efforts may be
said to have come to grief. Alone the Oslo agreement of
December 22nd 1930 (the Scandinavian countries, Belgium-
Luxemburg and Holland) has so far realised the idea that lay at
bottom of the Geneva agreement, that the contracting states
inform their partners in due time, and take up negociations with
them, before raising existing import-duties or introducing new
ones. Butall in all, the obligation extends merely to an exchange
of views. And other cases of multilateral agreements, as many of
them as throve to the point of being signed, have been equally
unsuccessful : we may instance the attempts made to get rid of
import- and export-prohibitions, and the Belgian-Luxemburg-
Dutch Ouchy agreement. Agreements come to for an all-round
lowering of tariffs on specified articles have, in the main, met
similar shipwreck. Q‘ he Geneva tariff-conferences of 1930 fought
in vain for a general reduction of tariff-rates on aluminium and
gcement; they got no farther than to fix minimum-limits for
tariffs on bone and skins Plans for an all-round uniformity of
tariffs on copper, cellulose, paper and vegetables have also been
variously and vainly mooted. The World Economic Conference
in London tried unsuccessfully to call into existence similar pro-
visions in respect of wool, cotton, tobacco and dates, Likewise
unsuccessful have beem:wnding on
wheat, coffee, cocoa and wine. The real centre of gravity in such
questions lies with the international cartels, which are in a better
position to contribute to a defeat of tariffs, or their levelling,
since their policy may affect at once international market regul-
ations and the necessary compromise between conflicling national
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Interests. International cartels have had very considerable success
in this sphere.

To avoid misunderstandings it may be added that currency-
stabilization itself, being multilateral by nature, ought to be
based on multilateral treaties or may be a unified international
complex of several treaties. To be sure, the way of gradual
stabilization by entry into bilateral or three-party treaties, in each
case for the benefits that it separately offers, is more seductively
accessible. But its attractiveness is no greater than the danger to
which this type of stabilization is exposed; the possibility of new
autonomous currency-movements on the part of any non-partici-
pating country is a permanent threat. At the least, all important
countries must unite : otherwise the risk is inevitable present
that the lingering uncertainty may prevent the withdrawal of those
measures of economic autonomy which belong properly to the
crisis and stand in the way of stabilization.

III. The influence of currency-stabilization and the reduction
of trade-barriers;

I. Is it possible to abolish or to mitigate the use of the tariff
quota?

In so far as the causes of crisis are eradicated — that is, the
debt-problem solved — currency stabilization offers us a very fine
chance to get rid of those obstacles to trade which were originally
phenomena of the crisis. For a detailed treatment of this question,
I refer the reader to my memorandum to Part I of the Currency-
Report. However, I may add here in the same connection that
any trade policy that takes a step towards overcoming the
obstacles to trade implicit in the crisis-created features of autono-
mous policy, is a policy that we should not merely approve but
that we should cry for. It is certain that abolition of the causes
of crisis, followed by currency-stabilization, will lead automa-
tically and on a wide scale to the disappearance of trade-
restrictions of this kind. But it is equally certain that the forces
of automatic reaction alone are unsufficient. The unflagging co-
operation of trade-policy will be required to wipe this particular
slate clean : otherwise the currency-stability attained will be
continually imperilled by the dangerous, reactionary tendencies
that may still be present, though now bereft of all thyme and
reason in the general economic policy.
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I may further add that the stabilization should aim at as high
a degree of permanence as possible. Every lingering element of
uncerlainly only helps to prolong the existence of the autonomous
measures due to the crisis, and is a menace to the maintenance
of stability. But one cannot blink the fact that the forces of
autonomy are sirong and reluctant to any stabilization. So that
even a “ permanent ” stabilization will be at bottom no more
than a provisory measure, liable to necessary adjustment, to meet
the fundamental discrepancies that will later appear. The chief
business of monetary policy in the future will be the smoothing
away, so far as is possible, of these difficulties. But to think in
terms of “ provisional " stabilization would be, by the very name,
an invocation to those dangers which it is our task to exclude.
No-one can expect of a ** provisional " stabilization that it will be
followed by disappearance of the autonomous obstacles to trade of
the post-crisis and anti-stabilization order.

The question of a mitigated use of the tariff quota is closely
bound up with that of the relation between currency-stabilization
and trade-restrictions. Both depend on the realization of mone-
tary stability, and the eradication of causes of crisis. So long as
this conditions remains unfulfilled, so long will tariff quolas
remain indispensable means to equilibrium in the Balance of
Trade and Balance of Payments. Indeed, in many cases even
exchange control has to be resorted to, and exchange control is
a far worse enemy to foreign trade than even tariff quotas. The
idea that one day, after the crisis is past and done with and cur-
rencies are stabilized, tariff quotas may be generally abolished, is
ap idea fit for a better world than ours. So long as the interests
of the various countries lie in different directions, and the interest
of each separate country lies in a certain distribution of its total
import-trade amongst the various branches, so long will the
tariff quota remain a necessary economic conception. The same
can be said of the tariff quota as of the mass of trade-restrictions :
autonomous policy is assailable and worthy of attack only in so
far as it is a product of crisis, not in so far as it is part of a
process of evolution.

The question of tariff quotas, in particular, is made the more
complicated by a certain change that has been brought about in
their general significance. They appeared originally as an essen-
tially more formidable check than tariffs 1o the international
exchange of goods. Tariffs represent computable sums and fit in
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with the marhet-system : tariff-quotas run counter to the market
system and hinder or prevent the equilibrium of home-markets
with markets abroad. The tariff quota is accordingly the typical
instrument of autonomy. However, where the small importer
has been superseded by monopolistic overseas trading groups, the
importance that once attached to the tariff quota itself has now
been transferred to these organizations and their effect on the
markets. The tariff quota is really becoming a means of insuring
the foreign supplier of access to our home-market. These facts
do not speak in favour of the tariff quota but against the market-
demeanour of the monopolist organizations, or even against
these organizations themselves. So far as they belong to the non-
evolutlionary features of autonomous policy, such organizations
must be abolished and tariff quotas themselves thinned down.
Nevertheless, it should be observed that such market-organizations
are much more typical of naturally evolved autonomy than of the
other kind.

I. The past and the future of the most-favoured-nation
clause in its limited and unlimited forms.

IV. Experiences with bilateral treaties, both with and with-
out the most-favoured-nation clause, a study of actual
experience.

Bilateral treaties illustrate most clearly the main themes of
my argument for Part I, 1 of the Currency-report; I have already
gone over these themes in my introductory remarks here.
Bilateral treaties were recommended as early as 1927, by the
World Economic Conference, as the best way to an ordering of
trade-relations. Since then they have steadily increased in
number, particularly during the crisis. Together with the trade-
treaty negotiations of the mixed government-committees, which
have become a permanency, they remain today the most tho-
roughly proved instrument of trade-policy.

At first sight, the wedding to bilateral treaties of the most-
favoured-nation clause — indeed, the whole most-favoured-nation
principle — is much open to doubt. According to a view t.hat
finds wide representation in these days, the most-favoured-nation
clause is worn-out as an instrument of trade-policy and no longer
suited to the modern international economic structure. This is
an erroneous conception. It is true in so far as one regards the



98 THE PROMOTION OF TRADE BETWEEN NATIONS

most-favoured-nation clause in the pedantical sense that it stands
or falls as an- instrument, according to its capacity or incapacity
for unlimited employment. But such a view is unrealistic ; it
fails to take account of the transformations that the most-
favoured-nation-principle has undergone in course of the change
that-has come over international economic relations. Liberalist
economic internationalism or nationalist autarky, unlimited
employment of the most-favoured-nation principle or its absolute
renunciation : the one ultimatum is as uncalled for as the other.
The most-favoured-nation system and the preference-system are
not contraries but complementaries : as employed together, they
are the typical instrument of an international economic order
that combines national, autonomous reservations with intensive
international exchange; indeed, to some extent, they make that
new order possible. “ Exceptions ”, and “ suspensions " of the
most-favoured-nation clause, are quite another thing. The inter-
national market-system is only compatible with economic
nationalism in so far as each accomodates itself to the nature of
the other; and, in the same way, the most-favoured-nation clause
is only compatible with such other measures as are not in direct
contradiction to it. All the parts of a policy should interlock
harmoniously, and that is the secret we must learn.

V. The position as regards regional pacts.

In the case of the regional pacts too, I shall confine myself to
the fundamental facts. In the first place, because any sketch of
the problem of Ottawa and Central Europe, to be even reasonably
thorough, would go far beyond my available space. But chiefly,
because a careful study of the question has shown me that it will
be difficult, and may be impossible, even for objectively-minded
experts, to come to a unity of opinion over concrete measures for
the solution of the Central European problem, especially. I read
the question set by the Committee as meaning that it is to be
demonstrated in a general fashion whether and in what way
regional pacts appear suitable as means to the re-animation of
international economic relations : and I think that that is how
the Committee would wish it to be read. I shall refrain from
taking a concrete attitude to the problem of regional pacts, unless
this reading of the question is generally held to be impertinent.
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The problem would be all too simple and too simply
answered, if we tried to reduce regional pacts and tariff unions
to one and the same thing. Tariff unions amount to a return to
free-trade between the contracting states. And thus, over a limit-
ed area, they lead to all the consequences which forced autonomous
policy into divergence from free trade. They are practicable only
for states that are conscious of a natural political unity or are
yoked together in service to a common political purpose; in
which cases the clash of differing autonomous aspirations is
avoided. This view is confirmed by the fact that every historical
precedent for these unions shows accompanying political union
or efforts towards political union; or sometimes the tacking on
of a very small customs area to an extensive one.

Our inquiry here is concerned not with tariff unions, but
with regional preference-systems. Such preference-systems are
more capable than tariff unions of leaving the participating count.
ries unhampered in pursuit of their autonomous aims, yet in enjoy-
ment and respect of their closer economic ties with the preference-
countries. They are thus fundamentally compatible with an
autonomous policy. Quite the contrary is the difficulty, — the
question is whether they permit the participating countries to
maintain close economic ties with the countries without the pre-
ference-group. In other words, are they capable of conciliation
with the most-favoured-nation clause? For, to the industrial
countries at least, the most-favoured-nation clause is the indispens-
able instrument of trade-policy for the maintenance of the
international marketing-system.

It become clear that the question at issue here is not the
purely juridical one, which preference clauses are compatible
with the most-favoured-nation clause. The economical question
is the one that matters: to what extent are the countries that con-
clude most-favoured-nation treaties prepared to admit exceptions
to the most-favoured clause? For the resuscitation of inter-
national economic relations, it is of decisive importance that the
two principles should be brought into line with one another. The
most-favoured-nation principle must not be carried so far as to
extinguish all possibility of satisfaction for the particular requi-
rements of the various countries. And preferences must not so
expand as to squeeze the most-favoured-nation principle out of
exislence. Regional pacts, then, can never play more than a com-
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plementary rdle, never take the place of international trade-rela-
tions of a general nature.

Actual experiences are throughly in support of this view. It
is true that regional pacts have been signed and been successtul :
and if they have never advanced beyond the stage of assays in
Central Europe, that is to be attributed rather to the complications
of the political situation than to economic draw-backs. But these
regional pacts were shaped largely by and for the crisis and their
successes are to be explained with reference to the world econo-
mic crisis. In the case of Ottawa, the favourable effect of the
devaluation must also be taken into account. Oneé thing is sure :
the fact that previous successes can be statistically proved gives
us no ground for the assumption of future successes, unless we
first assign these previous successes very carefully and exactly to
the circumstances which lay behind them. However useful
regional preference-systems may be and however well adapted
they may have proved for use in times of crisis, they have not
yet proved their aptness for general use.

February 1936 (Signed): Andreas Prendm.
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In studying the M.F.N.C., the first point that should be noted
is that it is at once a principle of international public law and an
economic instrument for the organization of trade.

As principle of international public law, it confirms the
equality of the different States in their relations with a given State.
As instrument for the organization of trade, it provides for com-
petition on an equal footing between all countries in the territory
of the country agreeing to the clause, and it is to be hoped that
this may lead to a better distribution of production and trade.

The clause may be compared with the abolition of internal
customs barriers in a given State. Such abolition constitutes a
principle of public law providing for the juridical equality of all
citizens in their transactions with whatever part of the territory.
At the same time, it constitutes a principle of economic organiz-
ation, in so far as it determines a distribution of production and
trade different from that entailed by the existence of internal
customs barriers.

As principle of international public law, the M.F.N.C. safe-
guards the interests of all States, in so far as it enables them to
compete on an equal footing in commercial transactions with a
given country.

But de jure equality is not necessarily de facto equality. Just
as certain citizens benefit more than others, ewing to differences
of economic position, by the abolition of internal barriers, dif-

8



102 THE PROMOTION OF TRADE BETWEEN NATIONS

ferent States derive greater or less advantage from the principle of
public law embodied in the M.F.N.C. Such advantages vary
according to the distance of States from the markets thus opened
to them, according to conditions of production, technical capa-
city, wage-rates and capital strength. Thus, it may be possible
for B, beneficiary of the clause, to derive immediate benefit from
further tariff reduction granted by A to G, while D, more distant
or not manufacturing the article concerned, may be unable in
any way to profit by this new concessions. It may even work out
to D’s disadvantage, in so far as B, beneficiary of the clause, will
henceforth be able to import into A wares which take the place
of those hitherto imported by D.

Similarly, the suppression of internal customs barriers may
prove of benefit to regions hitherto cut off by such obstacles from
a sea-port and at the same time divert from the markets of other
regions the trade hitherto passing through these channels,

All the controversies which have arisen in connection with
the clause are based on its dual character; on the one hand, States
cannot, for political reasons, countenance less favourable treat-
ment than their competitors on a given market. Refusal of the
clause may be contemplated in certain cases; but no State will
renounce claiming its benefits. On the other band, the State
granting the benefit of the M.F.N.C. thereby exposes its own
industries to competition the consequences of which it is impos-
sible to foresee. Although the Stafes as such may derive an
advantage from the promotion of international division of labour
and the multiplication of commercial exchanges, each of its indi-
vidual industries is thereby faced with the extension and multi-
plication of the various kinds of competition with which it has
to cope and, accordingly, of the efforts which it will have to make
to surmount them.

Hence, a permanent conflict between the efforts of each
country to obtain from others the benefit of the clause and its
endeavour to mitigate the working of the clause in its own terri-
tory, consisting in indirect attempts to re-introduce discrimi-
nation between beneficiaries.

History of the clause

Despite unceasing criticism of the clause, there can be no
doubt that its domain has constantly been extended in the course
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of the past years. The very attempts made to eliminate it, during
the past fifteen years, have but served to demonstrate its vitality.

As will be remembered, the development of the M.F.N.C.
dates from the xvn. and xvin. centuries, culminating in the
xix. century with the Cobden-Chevalier treaties of 1860, by which
it was made the common commercial law of the Great European
Powers. It was inserted in the Treaty of Frankfort, which
terminated the war of 1870-1871, not, as often believed, at the
request of Germany, but at the urgent request of the French
negotiator, Pouyer-Quartier. This insertion marked, as it were,
the definite victory of the clause, in that it confirmed the
triumph, over the prejudices and bitterness borne of the war, of
the desire of two recent enemies to restore complete commercial
equality.

Since that date, various endeavours have been made to elude
its consequences; each of them has, however, resulted in a further
triumph of the clause. Of these attempts, three are particularly
significative, namely two belonging to the customs history of
France, the third to that of the United States.

France reverled to protectionism in 1892, after thirly years
of liberal trade policy. Among the objections called forth by the
liberal policy initiated in 1860, one of the most serious concerned
the increased competition with which the French producer was
faced on the application of the clause to each new commercial
treaty. The French Parliament sought a remedy in the form of
the so-called “ Double Tariff ” system (maximum and minimum),
the minimum tariff constituting a limit below which French
negoliators were not allowed to descend. The law further pro-
vided for the application of intermediate tariffs, lying between
the maxima and minima tariffs, the idea of the legislator being
that these intermediate tariffs should vary according of the dif-
ferent treaties. What actually happened? The negotiators were
from the outset obliged to grant cerlain countries the minimum
tariff, together with the M.F.N.C., refusal of which by France
would in return have deprived the latter of equality of duty in the
country with which it concluded the treaty. The natural conse-
quence was that, in a relatively short time, the majority of States
finally obtained the benefit of the minimum tariff, and the inter-
mediate tariff envisaged in the customs law of 1892 remained a
dead letter. What is more, France was in certain cases obliged to
descend below the minimum tariff in virtue of the so-called
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“ consolidated duties ” and all countries to which the M.F.N.C.
had been conceded, likewise claimed the benefit of such conso-
lidation.

The second attempt made by France to elude the conse-
quences of the M.F.N.C. took place immediately after the war.
At that moment, France had denounced all commercial treaties.
It was accordingly faced with the necessity of negotiating new
agreements with all countries.

A law dated July 29, 1919, re-instated the notion of inter-
mediate tariffs, already contained in the tariff issued in 1892.
The question was to place the French trade relations with the
different countries on a footing which varied according to their
economic position. The same law re-embodied a formula bor-
rowed from the American system and contained in the 1892 law,
which provided that concessions as regards the maximum tariff
could only be granted in exchange for * correlative advantages ".
This was the basis on which the first French negotiations were
conducted. But if we examine the formulae applied to the various
agreements actually concluded, we find that they tend, directly or
indirectly, towards the re-establishment of the M.F.N.C., and
that, in the case of the 1927 agreements defining the commercial
relations between France and Germany, the treatment of the
M.F.N.C. “is formally applied to Germany under Article VI ".
As a matter of fact, the M.F.N.C. is at present applied to almost
all agreements. * Ever since the initial negotiations ", writes
Mr. Nogaro, it was realized that, to obtain the benefit of the
M.F.N.C,, it was necessary to agree to this clause in regard to all
products of real interest to the other party, It was subse-
quently granted in a general way by means of reference to a
given article of an earlier-agreement. In the long run, the very
French negotiators for whom the primary consideration had been
to free French trade from the servitude of the M.F.N.C. were pre-
cisely those who contributed to its most explicit, fullest and most
liberal definition in the recent conventions... As for the inter-
mediate tariffs, they were gradually eliminated by the implacable
functioning of the M.F.N.C. (Nogaro : Régime douanier de la
France, p. 143.)

The third — and particularly significative — example of a
return to the M.F.N.C. is the well known case of the United States
of America. It will be remembered that this country, up to 1922,
had adopted the system of the so-called * correlative advantages .
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From the xvii. century onwards, the United States had granted
the M.F.N.C. only in the following conditions : to benefit by
the advantages previously conceded to A, B must grant the
United States further concessions corresponding to those made by
A. This is what is currently known as the conditional clause.
As a matter of fact, the United States, in view of their special
circumstances, have but on rare occasions agreed to concessions
in regard to their tariff — which is a single tariff. It is all the
more remarkable that the United States should, in 1922, have
renounced the formula hitherto applied and, during the past few
years, have reverted to the unconditional M.F.N.C., which has
been included in the commercial treaties contracted by M. Cor-
dell Hull with a series of States. It would seem that the principal
reasons for this change lie in the disadvantages of the conditional
clause for a country which mainly exports manufactured pro-
ducts, following a period in which its principal exports were raw
materials and agricultural products.

At all events, these three examples are striking illustralion
of the difficulty, not to say impossibility, of not applying the
M.F.N.C. in a system of public law confirming the equality of
States.

The adhesion of the United States to the M.F.N.C. is in so far
of primary importance : it may be said that, henceforth, two of
the greatest trading powers of the world, the British Empire and
the United States, consider the M.F.N.C. as an essential element
of their commercial agreements with other powers. It is impos-
sible to under-estimate the importance of this fact. The vast trade
carried on by these two great communities, their réle as pro-
ducers of raw materials and agriculture produce invest them with
a situation which may be described as preponderant in inter-
national commercial relations as a whole. Their manufacturing
capacity, the facilities provided by their vast home markets as
regards the possibility of reducing cost prices are also factors
which weigh heavily in the balance of commercial negotiations.

Means of eluding the effects of the clause

Let us now consider the other aspect of the M.F.N.C. On
the one hand, the quest for political equality as between States has
resulted in the continued extension of the clause; on the other,
the inequality of the economic effects entailed by the clause for
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various nations has given rise to attempts on the part of the latter
to elude some of its most irksome consequences. This is the
aspect of the M.F.N.C. which we must now consider.

The methods by which States have, from the outset,
endeavoured to escape from these consequences are a matter of
common knowledge. We shall confine ourselves to mentioning
the two most important :

A. The first is the system of Discrimination. We know in
what it consists. The nomenclature adopted in the customs tariff
is so precise and in such minute detail that, in practice, the
advantages conferred are restricted to the wares of the country
party to the actual negotiations. This is the method frequently
applied by Germany since 1892, which has enabled that country
to elude the consequences of the general clause inserted in the
Treaty of Frankfort.

B. Another method consists in maintaining such a high
tariff that the reduction resulting from concessions granted to this
or that State is extremely small — so small that the State granting
the concessions runs but slight risk of competition. This method
is not without its disadvantages for the State resorting to it —- for
it encourages other States to raise their own tariffs on the eve of
negotiations.

But such methods, however perfect, have not been sufficient
to silence the critics of the M.F.N.C., the reason being that, in
reality, the object of criticism is not so much the clause itself as
the existence of foreign competition which the clause naturally
cannot prevent. As a matter of fact, the severify of such criticism
is in direct ratio to the inequality of the conditions of production
of the various States.

During prolonged periods of peace, when the different price-
levels have had time to adjust themselves, when differences
between cost prices tend to weaken, while international division
of labour improves, the disadvanlages of the clause are less
acutely felt. But, during vast political and monetary upheavals,
when economic nationalism tends in the direction of * autarky ”,
the clause appears as a serious obstacle.

This is precisely what is taking place at the moment of
writing. On the one hand, all the nations of the world, both
small and great, express the intention of crealing within their ter-
ritories every type of industry that they may one day require; on
the other hand, currency devaluation has enabled certain
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countries, although not regarded in the light of potential compe-
titors when granted the benefit of the clause, to compete on
certain markets closed to them at that moment. In this respect,
unequal conditions of production may be classified under the
three following main headings :

A. Unequal conditions due to currency devaluation;

B. Unequal conditions due to differences of home markets
(e.g. superiority of U.S.A., owing to mass and serial production) ;

C. Unequal conditions due to social conditions and the
standard of living in recently industrialized countries.

This transformation of competitive conditions would in any
case have entailed certain consequences, with or without the
M.F.N.C. But the existence of the clause appeared to facilitate
this process and to increase the difficulties to which the post-war
economic transformations would in any case have given rise,
even without the M.F.N.C.

‘When the effort of reconstruction and adjustment demanded
of the businessmen and farmers of each country is too intensive
and too prolonged; when the results due to their energy and
labour are constantly reduced to naught not only bt the appli-
cation of new inventions and methods in other countries but also
by sudden price fluctuations and industrial concentrations
against which they are powerless to defend themselves, it is but
natural that they should seek protection against such incidents
in the mitigation of that principle of the equality of States of
which the M.F.N.C. is only one of the aspects.

Methods proposed in lieu of the M.F.N.C.

This then is the state of mind, which, during the past ten
years, has given birth to a series of propositions with a view to
replacing the unconditional M.F.N.C. by various systems, the
most important of which are the following :

1. The system of preferential tariffs as between certain States.

2. Customs Unions.

3. The quota system.

4. Substitution of a conditional M.F.N.C. for the uncon-

ditional clause.
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1. Preferential tariffs.

(The idea of preferential tariffs for certain countries first arose
in connection with the relations between a mother-country and
its dependencies. No one has ever dreamed of challenging the
right of a mother-country and its colonies to institute a special
trade system as between themselves. ) On the other hand, the
economic advantages of such a regime are open to discussion.
It is enough to recall the case of Canada, which is much nearer
to the United States than to the mother-country, and also that of
France and Indo-China.

On the other hand, in the case of entirely independent
countries, the question of preferential tariffs raises a twofold legal
and economic problem. Hitherto the right of independent States
to grant reciprocal preferential tariffs has invariably been chal-
lenged in countries benefiting by the M.F.N.C. The 1922 draft
agreement between the Netherlands and Belgium is an excellent
example of the case in point. It will be remembered that this
agreement succumbed to the opposition of Great Britain. This is,
in fact, one of the reasons for considering the M.F.N.C. as an
obstacle to a possible and desirable extension of economic rela-
tions. Our own opinion is that, in an age dominated by
nationalistic tendencies, the formation of preferential groups
should effectively be tolerated, above all when the community of
the interests of the countries in question is based on such close
neighbouring relations as in the case of Holland and Belgium.
As a matter of fact, those very countries which oppose preferential
tariffs on the grounds of the M.F.N.C., do not place obstacles in
the way of the formation of customs unions in the strict sense of the
word, and consider that the objection of the clause does not apply
to this case. This distinction does not appear to us of a really
fundamental character, in particular, if the countries bound by
preferential tariffs undertake not to raise their tariffs for other
countries and are prepared to receive the adhesion of other
countries subject to similar conditions. Obviously, a reduction
of tariffs for all countries would in any case, be infinitely prefer-
able, and it may be submitted that geographical neighbourhood,
owing to the low carriage costs, is in itself a sufficient natural
advantage to make it possible to dispense with that of prefe-
rential tariffs. It might also be argued that an agreement of this
kind is in reality tantamount to the application of the American
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reciprocity clause, in virtue of which A undertakes to grant C the
same advantages as B, provided C grants A facilities similar to
those already granted the latter by B; needless to say, it is dif-
ficult for one and the same country to apply simultaneously the
M.F.N.C. and the reciprocity clause.

But an effort should nevertheless be made to reconcile the
two systems.

2. Customs Unions,

Customs Unions have never called forth opposition on the
part of nations benefiting by the M.F.N.C. directed against the
prospective partners to such unions. The general view is that,
once the union has been established, the States in question
constitute a single entity from the point of view of commerce.
But there is no example of a complete customs union having been
established between States other than those aspiring to form, and
indeed already forming a veritable political unit, and this is why
customs unions will invariably prove an exception to the rule.

3. Quotas.

The more general application of the quota system is a recent
phenomenon of extremely rapid growth. This system is not
incompatible with the clause, provided the quotas allocated to
the different States are proportionate to their share of the imports
concerned during preceding years. But this principle has been
sharply opposed. The quota is a matter of concern for certain
importing countries only. Mathematical allocation is therefore
purposeless, and most States claim the right to allocate quotas
without reference to the M.F.N.C. The quotas are determined on
the basis of separate negotiations with each State, and as it is
extremely difficult to establish a comparison between the ad-
vantages thus conceded to different States, it may be said that this
system constitutes the simplest method of eluding the conse-
. quences of the M.F.N.C. And this is why the application of the
quota system regardless of obligations under the M.F.N.C. threat-
ens 1o create the greatest possible difficulties between States. In
the absence of any criterion for the preferential character or the
severity of the treatment meted out to them, all States are likely
to consider that they are unfairly treated, without disposing of
any means of estimating the more or less arbitrary character of
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such treatment. Reprisals are a foregone conclusion, and a
country which adopts the quota system as the normal basis of its
commercial policy will, in a certain time, be confronted with
measures taken by its competitors to apply this system to its own
wares. For this reason, it is impossible to regard the quota
system otherwise than as an exceptional measure, born of
exceptional circumstances and destined to disappear with the
cricumstances to which it owes its inception.

4. Conditional M.F.N.C.

A final means of eluding the unconditional M.F.N.C. has
been sought in the introduction of a so-called conditional clause.
This term often serves to designate the American system, which
we have already mentioned under the title of “ reciprocity sys-
tem ”. This is not the sense in which it is used here. By con-
ditional clause, we mean that, instead of it being taken for
granted, at the beginning of negotiations, that the unconditional
clause will form part and parcel af the future treaty, it is decided
that its benefits shall be accorded only at the end of the negotia-
tions and in some respects as their corollary. Moroever, the
application of the clause is restricted to a certain number of pro-
ducts, namely the principal commodities handled in the
reciprocal trade of both parties, to the exclusion of other wares.
Thus interpreted, the conditional clause has for many years
formed part of the current practice of German negotiators. It has
now entered into that of French negotiators.

As a matter of fact, the limitation implicit in the conditional
clause is apparent rather than real. In the Treaties signed during
the past few years by France, in which the application of the
unconditional clause was thus restricted, the number of items
excluded from negotiation was extremely small and their impor-
tance negligible.

As a general rule, the popularity or unpopularity of the
M.F.N.C. and the attempts made to elude its consequences vary
considerably accordingly to the stability or instability of commer-
cial relations and the more or less intensive character of economic
nationalism at a given moment. As a matter of fact, although
the M.N.F.C. is primarily an instrument for the maintenance of
inter-States equality, it inevitably results, in the case of tariff reduc-
tion, in a certain increase of foreign competition, not only on the
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part of the negotiating States, but also on the part of those
destined to benefit by the clause. National industries have inva-
riably considered a reduction of duties as an encroachment on
their situation. It is therefore inevitable that the effects of such
reduction should vary in intensity according to the number of
countries affected by this measure. Although an industry may
perhaps admit the necessity of tariff reduction affecting other
branches of national industry, it is extremely difficult for it to
realize the absolute necessity of the equal treatment of all States
in regard to matters affecting its own interests. Objections to the
M.F.N.C. are therefore nothing more than objections to increased
facilitities for the importation of foreign wares. Hence the
unceasing and constantly renewed efforts on the part of national
industries to limit the application of the clause.

It is certain that similar efforts would be made in regard to
home competition, if this were not prohibited by the existing
public law of the more important powers. At the present mo-
ment, no one would dream of suggesting that inland customs
barriers be re-established. And yet, it is certain that attempts are
constantly being made to prevent the extension or establishment
in certain regions of new industries or undertakings which might
be detrimental to the interests of those already existing in the
regions in question. At a comparatively recent date, the Swiss
Federal Government proposed the prohibition of motor traffic
on certain routes with a view to protecting its railways from the
competition of the motor vehicle. The existence of similar ten-
dencies is therefore hardly surprising in regard to foreign trade.
Such tendencies are, however, counteracted by the profound
recognition of each State of its responsibility to its citizens and of
the obligation devolving upon it to maintain their rights abroad.
Of these, one to which all citizens attach considerable importance
is that of trading in foreign countries on an equal footing with
nationals of the latter. Thus, the conflict between these two
tendencies, mentioned at the beginning of this report, would
appear likely to play in the future, as it has played in the past, a
decisive part in the question of the M.F.N.C. No State can
renounce claiming its benefits. But the States granting these
benefits are constantly adjured by their own nationals to limit the
application of the clause. The divergence of views with which
we are faced is therefore in the nature of things. Only when the
existing opposition to the importation of foreign wares and the
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current of opinion in favour of impracticable autarky yield to a
wider comprehension of the indispensable conditions of foreign
trade, will this contradiction tend to disapperar. In our opinion,
such comprehension can but depend upon the energy with which
the Governments of the various States succeed in bringing home
to their nationals that exportation and importation are two aspects
of the same medal, that it is impossible to reduce the one with-
out at the same time reducing the other, and that the final result
of such an operation is to reduce the very medal it had been
hoped to preserve.

February 1936. (Signed) : Charles Rust.
John H. Hersents.



Comments on the Trade between the Industrial
and the Agricultural Exporting Countries of the World
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Introduction.

The purpose of this memorandum is to put forward certain
proposals as a contribution towards the discussion of methods of
reviving the flow of world trade.

The fall in world prices that began in the United States about
1929 and rapidly communicated itself to all countries was enough
in itself to cause profound maladjustments and slow down world
trade, but throughout the crisis, nationalistic policies have been
adopted to deal with problems that are essentially international.
Economic policies framed for narrow national ends have added a
maze of barriers to international exchanges through which a
diminished flow of trade finds its way difficulty. Tariffs and
quotas were imposed in the first place to stimulate employment
by cutting down competing imports, and then to protect cur-
rencies.

Superimposed upon these causes of tariffs and quotas there
was (the problem of the low prices of agricultural products)

(These low prices had two kinds of effects upon the principal
countries engaging in foreign trade. The industrial countries,
faced with abnormally low agricultural prices, felt compelled to
protect their own producers, and did so frequently with measures
that had the most drastic effects upon the volume of agricultural
imports. In agricultural exporting countries income contracted
sharply, while they still had rigid money obligations overseas,
leaving much smaller balances for purchasing imported manu-
factures. JMoreover the cost of manufactures increased in terms
of the agricultural goods exported.

The well recognised disparity between the fall in agricultural
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and industrial prices has been an important factor in the depres-
sion. In the United States a prominent part of recovery measures
(A.A.A.) has been directed towards removing the disparity
within that country. So far as international trade is concerned,
the removal of the disparity would go far towards re-activating
trade between the agricultural exporting and the industrial
countries,

The conclusion to which this memorandum leads is that
action taken to increase consumption of foodstuffs would tend
towards a solution of this problem.

It is recognized that the question of exchange stabilization,
leading towards a return of confidence, and to greater stability
in the conditions in which international trade is carried on is of
the utmost importance in international policy for recovery.
Monetary questions, however, are dealt with by other writers and
this memorandum is devoted wholly to policy outside the
monetary field.

The direction of world trade.

In 1934, 26 % of world trade was in foodstuffs, 37 9%, in raw
materials ans semi-manufactures, and 37 9% in manufactures.

There are some ten countries whose exports are made up
largely of industrial products, and of these all but two (U.S.A.
and Japan) are European countries.

To a certain extent, world trade is an interchange between
industrial countries, but the main stream of commerce, taking
the world as a whole, is between the industrial and the agri-
cultural exporters. 76 % of the imports of the group comprising
the United Kingdom, the United States of America, Germany,
France and Italy consisted (1929) of foodstuffs and raw materials.

Rather more than half the countries appearing in interna-
tional trade statistics are agricultural producing countries
exporting foodstuffs and raw materials, and moreover, basing
their prosperity very largely upon the income received from such
exports. (China and India are excluded, since they consume
internally an overwhelming proportion of their agricultural pro-
duction, although deriving their purchasing power for imports
from exports of primary products.)
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The fall in agricultural prices.

As already recognized, the greater fall in the prices of agri-
cultural products entering into world trade than of industrial
products was the cause of one of the fundamental maladjustments
of the depression.

The price disparity may be illustrated from movements of the
“ terms of trade ” of an industrial and an agricultural country.

Taking 1927 as a base year, the average prices of goods
imported into the United Kingdom (mainly foodstuffs and raw
materials) fell from 100 to 62 in 1933, while average export prices
fell to only 76. Thus a quantity of industrial exports, purchasing
100 units of foodstuffs and raw materials in the earlier year,
bought 123 units in 1933. In New Zealand the relative price fall
was from 100 to 85 for imports and from 100 to 59 for exports in
the same period; thus depressing the “ terms of trade ” from
100 to 69.

There is some indication that the price disparity was nar-
rowed in 1934, as shown by the following table of price move-
ments of articles entering into international trade :

1929 1932 1933 1934

Foodstuffs 100 52.5 46.0 42.0
Raw materials 100 44.5 40.5 40.0
Manufactures 100 64.0 55.56 50.0

(From : League of Nations’ Review of World Trade, 1934.)

Nevertheless, the disparity remains, and, this apart, food-
stuffs prices are only 42 1% and raw material prices 40 % of the
1929 gold prices.

The explanation of the greater fall of agricultural prices is
that industry reacts to lower prices by reducing production,
either deliberately where cartels and monopolies exist, or
through the general reduction of profits which leads to a shutt-
ing down of the least profitable concerns or parts of a business.
In agriculture, however, any contraction in output must be
slower, since the time that elapses before a decision about future
production can take effect may be anything from one year for
cereal crops to three years or more for cattle and dairy products.
Whereas, too, industry throws its surplus workers out of
employment, agriculture, especially where run largely on a
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family basis is more likely to demand increased work in the effort
to maintain the money return by means of increased production.
The farmer's indebtedness usually renders this course essential;
and there is also the psychological factor of the farmer's reluc-
tance to abandon land (in the countries of extensive production)
that has been now with difficulty from nature. There is a sound
biological basis for this reluctance since land left idle for a con-
siderable period tends to revert to its natural state. This is
evident even after centuries of cultivation. (_Agricultural reaction
to lower prices has been described in the League of Nations * Sur-
vey of World Trade ” as * perverse elasticity . From a broad
human standpoint, the perversity may be in the economic
system rather than in the farmers reactions to it.)

Trade of agricultural exporting countries in the depression.

The table which follows shows the decline in the gold value
of imports and exports of nine agricultural exporting countries
between 1929 and 1934.

Imports and ezports of cerlain agricultural ezporting countries
$ millions (gold)

1929 1934
Percentage Percentage

Imports Exports Imports decline Esxports decline
Argentine 820 908 222 73 2883 68
Australia 706 590 198 72 238 60
Spain 528 407 166 69 118 71
Denmark 460 433 173 62 157 63
Dutch E. Indies 446 581 118 74 212 63
Poland 349 316 90 74 109 66
Cuba 216 272 . 45 79 60 81
Hungary 186 181 60 68 70 61
Ceylon 130 137 44 66 65 60

The fact that in most of these countries imports have fallen
off more than exports is related to the necessity most agricultural
countries were under of adjusting their balance of trade in com-
modities in order to meet relatively inelastic external obligations.

(Since prices of maufactures have fallen on the whole less than
agricultural prices, the fall in the quantity of imports (largely
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manufactured goods) into the agricultural countries, has been
relatively greater than the table indicates.)

While the exports of some agricultural staples increased in
quantity, such increases were offset by falls in price greater than
the general fall. In 1934 the average values of world exports and
imports were at 44 9% of the 1929 level. The export value of
wheat was only 30 9 of the 1929 gold value; of maize 34 %; of
sugar 37 %; of butter 27 9%; of coffee 32 %; of chilled and
frozen meat 40 %. The export values of cheese (56 %) and tea
(50 %) were above the general level. (Based on figures in
“ Review of World Trade ”, 1934.)

Tariff and quola policy.

In the post-war years attention was frequently called to the
new tariffs imposed by the agricultural countries in order to sti-
mulate their infant industries which had arisen during the war.
The older industrial countries looked to a mitigation of this pro-
tectionism, which they rightly said often fostered industries inap-
propriate to the size of local markets, the availability of semi-
manufactured goods and the availability of technical skill.

At the World Economic Conference of 1927 and at a series
of other meetings at Geneva between 1927 and 1930, proposals
were made for reduction of these post-war industrial protectionist
measures. No effective progress was made but these measures
were mild in comparison with the restrictions which the indus-
trial countries have since 1929 imposed on agricultural imports.
Extreme agrarian protectionism has been a feature of the years
since 1929, The trend of the industrial countries towards agri-
cultural self-sufficiency has greatly alarmed the agricultural
exporting countries. It is now certain that most of the agri-
cultural countries would, at the present time, be prepared to take
a very reasonable line over their industrial tariffs if thereby they
could in any way bring about a general lowering of trade barriers
against agricultural exports.

CIn the years following 1929, European countries were
constrained to impose tariffs and quotas to keep their agricultural
populations comparatively satisfied}, Any survey of the position,
such as the League of Nations Report on Agricultural Protection-
ism in Europe, reveals the extreme height to which these barriers
have risen.
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The following table, showing European duties on butter, is
quoted from .“ Butter as on World Staple * (Index, Stockholm,
Nov. 1935): ' '

Import dulies on bultter

As on June fst 1929 As on June {st 155
T Tefeinr Dmfs | motese
Country per 100 kg  butter price per 100 kg butter price

Germany 35.0 9.0 208.5 187.0
France 20.3 6.0 182.5 163.0
Italy 18.1 5.0 1563.0 138.0
Switzerland 20.0 5.0 120.0 108.0
Belgium 2.9 1.0 88.0 79.0
United Kingdom :

1) from Irish Free

State: —_ — 40.0 40.0
2) from Foreign

Countries : — —_ 25.0 22.0

3) from Dominions : — — — —_

The World-Monetary and Economic Conference of 1933
proved. quite ineffective to bring about any measures either of
currency stabilization or of the reduction of trade barriers and its
only effective proposals were those for the temporary restriction
of production of raw materials. The reason for restrictions was
the belief that economic recovery could not come about unless
prices of raw materials could be raised substantially above their
then levels. Now, however, that internal recovery is showing
itself in a considerable number of countries; that there has been
a certain measure of price recovery in some important staples and
that producers in some of the overseas exporting countries have
adjusted themselves to lower prices than obtained in 1929, it may
be asked whether measures to increase consumption are not the
most direct way of briging an end to the present impasse. If this
contention is sound, then probably the best starting point is to Le
found in efforts to increase the consumption of food since it is
now clear that great improvements in public health can be
brought about through the greater use of what are known as the
‘ protective foods ”. It is recognized that industrial countries are
not prepared to face violent disturbances to their own agricultural
production. The fear of this has hitherto rendered ineffective
attempts at all-round tariff and quota reduction, and even at a
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* tariff truce ”. But import restrictions in the industrial countries
have had the result of keeping foodstuff prices much above the
levels at which these foodstuffs might have been available to
their populations. Moreover, adjustment of costs to lower levels
of prices have not been made as they have in many cases in over-
seas agriculture.

The opportunity therefore arises for a new approach to the
question of the relations between industrial countries and the
agricultural producers (domestic and foreign) that supply their
primary needs for nourishment and health.

Possible methods of adjusting supply and demand in
agricultural export products

Although the United Kingdom is the principal market for
meat, butter and indeed nearly all foodstuffs, Continental Eu-
ropean countries are also markets of the greatest importance to
the exporting countries, both in Europe and overseas. In 1934,
Argentine exported 44 '% of its total exports to Europe (excluding
United Kingdom); Denmark 33 9%; Australia 24 9; Canada
819, South Africa 14 %.

The decline in the quantities of certain foodstuffs imported
by some of the principal European importing countries has been
very marked, as is illustrated by the following table

1929 1931 1933 1934

Import balances of butter (000 quintals)
Germany 1,354 1,001 591 617
Belgium , 30 176 121 93
France b 135 61 11
Switzerland 75 106 5 3

Import balances of cheese (000 quintals)

Germany 643 513 395 340

Import balances of beef (frosen, chilled and fresh)
(000 quintals)

4925-29 av. 1930 1832 1934

Germany 1,215 517 29 28
Italy 702 606 334 330
France 480 381 289 153
Belgium 516 364 208 188
2,913 1,928 860 697

} Net exports.
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{mport Lalances of wheat (mililon quintals)

. 1925-29 av. 1930 1932 1934 35 (weason)
Germany 19.8 11.75 5.3 3.2
France 12,6 6.0 21.2 !
Italy 224 19.4 10.6 5.0
Europe (excl.

U. Kingdom) 98 81 86 50

Mounting tariffs and quotas in most of these countries have
deflected greater quantities of foods to the United Kingdom
market, and this in itself has perpetuated the low-price situation
against which tariffs and quotas have been raised in protection.
Thus abnormal tariffs and quotas owe their origin to low
* world ” prices; and prices remain depressed while markets that
formally imported foodstuffs and raw materials on a substantial
scale remain very largely closed to such imports.

As mentioned above, efforts were made at the World Mone-
tary and Economic Conference of 1933 to approach the problem
from. the angle of direct measures to raise prices by restricting
supplies. It may be recalled that the International Wheat
Agreement of 1933 contained an interesting provision that Euro-
pean countries would reduce tariffs and other restrictions pari
passu with a rise in the world wheat price, as defined, above 63
gold cents per bushel, Neither for this nor other commodities
have restriction shemes achieved market success, and the down-
ward revision of import restrictions has so far been negligible.
The study of almost any international staple commodity in detail
reveals the influence that shrinking markets in Europe have had
upon prices.

Low prices themselves have brought about some readjust-
ment of supplies to available demand; but as many of the export-
ing countries have taken steps to afford some form of subsidy to
producers in their export agricultural industries, there is no pos-
sibility of the smooth and rapid adjustment of supply to demand.

The industrial countries of Europe.

There is general agreement as to the need for the restoration
of world trade and it is clear that the most important step which
can be taken in the economic field is to secure the reactivation of

1 Net exports.
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Europe both as a market for food and raw materials and as a
supplier of manufactured exports. The analysis made in the first
section of this memorandum showed that the main stream of
world trade was between the agricultural exporting countries and
the industrial countries. The United States and Japan are impor-
tant members of the second category, but it is not proposed here
to go into the question of the foreign trade and economic policies
of either of these countries, which have problems largely special
to themselves.

It is, therefore, proposed to examine the possibilities of
increasing the trade between the remaining industrial countries
and the agricultural countries by measures that fall within the
purview of economic (but excluding monetary) policy.

The kind of action to which attention will be particularly
drawn is action to increase the consumption of primary foodstuffs,
with a view to bringing about a reasonable restoration of trade
in agricultural products. This should, in turn, lead to a solution
of the low price-high quota impasse in which international trade
in agricultural products is involved.

International efforts in 1935 to increase consumplion.

Through the Technical Organizations of the League of
Nations and through the International Labour Office, Geneva per-
forms a great deal of work in the economic and social fields
which is of the very greatest value, although less widely reco-
gnized than the political activities of the League.

Problems of the consumption of essential foodstuffs fall
within the purview of the Health and Economic Sections of the
League of Nations and the International Labour Office and each of
these, particularly the first and last, has done a certain amount
of independent work in connection with the question.

Resolutions moved by the Australian represenlalives at the
League Assembly and at the International Labour Conference of
1935 performed the useful function of drawing altention to the
way in which the problems of public health and of world agri-
culture were related and as a result of the widespread interest
aroused in the Assembly, the League has undertaken an investig-
ation into the possibilities of increasing consumption of foodstuifs
in all its aspects.
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.It is impossible here to deal with the medical or social aspects
of undernutrition. A Committee of Scientific Experts prepared a
preliminary report on the “Physiological Bases of Nutrition * in
November 1935 for the League’s enquiry and it is sufficient to say
that it is possible, in the light of modern nutritional knowledge,
to lay down standards by which the adequacy of the diets of dif- .
ferent classes of the population can be judged.

Great Britain, despite its unemployment, is undoubtedly
amongst the wealthiest and best nourished countries of the world,
yet a report entitled * Food, Health and Income ", prepared
jointly by the Rowett Institute and the Market Supply Committee
(published on March 12th) has shown that by comparison with
an optimum standard the diets of 50 % of the population are
inadequate, so far as the protective foods are concerned. This
does not mean that there is any starvation in the United Kingdom
or even that any considerable gection of the population is under-
nourished in the ordinary sense, but it shows that, in the wealth-
iest countries, there is great scope for social policy to make
improvements in public health through encouraging the adequate
consumption of the health promoting foods.

The amount of similar data from other countries is limited
but it has to be borne in mind that conditions for the poorer
classes in the United Kingdom are at present in many ways very
favourable since they are able to buy many foodstuffs at prices
certainly lower than those in most other European countries.

Action by State and Local authorities to promote the con-
sumption of health-giving foodstuffs, particularly by the very
poorest classes and by school children in the State aided schools,
falls within the scope. of social policy and involves considerations
which are not necessarily entirely economic. The growth of
nutrition consciousness among European nations would, however,
almost certainly result in national nutritional policies.

It is proposed in the next section to suggest what would be
the beneficial effects upon international trade if social, and pos-
sibly financial policy, comes to be directed towards increasing
consumption.

Effects of national nutritional policies.

The reason why the adoption of national nutritional policies
may be expected to have important beneficial repercussions on
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world trade is because such policies would naturally lead towards
that division of production which is the very basis of trade.

To illustrate this point, agricultural foodstuffs can be divided
into three categories :

(1) Wheat, maize, other cereals, animal feeding stuffs,
sugar,

(2 Meal, butter, cheese.

(3) Milk, eggs, vegetables, fruit.

To-day in most of the industrial countries of Europe attempts
are being made to produce all these foodstuffs with the exception,
of course, of the tropical products.

Present policies aiming at agricultural self-sufficiency have,
however, very serious repercussions of which the following points
are illustrative.

High costs of production necessitate high prices and these
restrict consumption, with unfortunate repercussions on health;
unwillingness to import restricts exports and this, in turn,
increases unemployment; in commercial and even in political
negotiations the restricted area for possible commercial conces-
sions to other countries decreases bargaining power.

These factors are all recognized but the agriculture of indus-
trial Europe must be maintained. To achieve this objective,
however, it is by no means necessary for the industrial countries
to aim at producing 100 {% ot their wheat or sugar requirements
nor need they place insuperable barriers to imports of meat and
fruit. What is necessary is that their farmers should be fully
occupied in the production of commodities for which they will
receive an adequate return,

The Nutritional Authorities have placed milk, vegetable fruit
and eggs high on their list of health promoting foods. These are
products naturally suited both to the agricultural and social con-
ditions of the European farmer or peasant. It has been estimated
that to bring liquid milk consumption in the United Kingdom
up to the optimum level for health, the dairy herds would have
to be increased by 60 1%, and this would mean an additional
2,000,000 cows. A similar order of increase would be needed in
other countries and for the other products.

National nutritional policies should, therefore, result in a
gradual reorientation of European agriculture towards an
increased reliance upon the cow, the hen, vegetables, and fruit, and
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a gradual decrease in the’pressure upon Governments (o afford
extreme protection, to wheat, sugar, etc.

The,change would not be rapid and Europe would, of course,
continue as always to produce a large proportion of, for instance,
her wheat requirements. The effects upon international trade
would, however, be wholly beneficial. Increased milk and egg
production in Europe would necessitate increased imports of ani-
mal feeding stuffs and. a’ gradual revival of world markets for
wheat, maize a_d._l_d.,l_n_eat ‘might be looked for.

Defence considerations might be expected to delay the re-
orientation of European agriculture but as it became realized,
firstly, that animal husbandry leads to high soil fertility and
would thus enable a country to produce food in an emergency
with less reliance upon imported fertilizers and, secondly, that
enlarged herds provide in themselves an invaluable food reserve,
the present devotion to cereals and sugar would become less
intense.

Conclusion.

The various methods that may be suggested for freeing
world trade are not necessarily alternatives. Attention has' been
directed in this memorandum to one particular solution because
it has been much less discussed than such solutions as a tariff
truce, multilateral agreements on tariffs, regional tariff pacts, etc.
Statesmanship will still doubtless do its utmost along these lines.
The enactments of a crisis period to meet the difficulties of adjust-
ment to low prices may be expected to be considerably more dif-
ficult to reverse than they were to impose. The approach here
suggested will facilitate the process, while furthering a movement
towards social betterment which the under-nutrition of substan-
tial sections of nations renders essential in view of the potentia-
lities of the world for producing all the necessary foods.

February 1936. (Signed): *
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PART I

The significance of stabilization



Memorandum
on the
relations between currency instability
and tariff (and allied) changes

by

Professor Dr. Andreas PreponL,
Professor of Economnics at the Institut fr Weltwirtschaft, Kiel

1. The conflict between currency stability and economic
aulonomy

The problem of the stabilization of currencies cannot be
considered without a study of the relations between the monetary
standard and trade policy. In the course of history these have
shown marked interdependence. Above all, however, and this
is most important, they are systematically related in the sense
that every form of monetary policy involves certain inevitable
consequences for trade policy, while every fresh line of trade
policy pursued involves necessary adaptations of monetary policy.

A solution of our problem cannot be arrived at by the study
of foreign trade policy only : (it is necessary to investigate the
entire field of a contry’s economic relations abroad) The va-
rious items making up the balance of payments ars strictly inter-
dependent, which makes it impossible to isolate the policy con-
trolling trade-activity at the international frontiers in its relation
to the monetary policy, from the policy which exerts an influence
on the movements of the other items of the balance of payments.
Moreover, the policy controlling these other movements is in the
same sense important, and no less important, than the policy
controlling external trade-activity. This observation is borne out
by the title of the relevant section of the committee’s report,
which speaks of the * relations between currency instability and
tariff (and allied) changes ”.

However, to be consequential, the problem must be looked

10
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upon from an even broader point of view. The foreign economic
policy of a country as the policy of linking the national economy

{,‘990 the world economic system is no longer to be regarded as a
’,3— complex of measures divorced or capable of divorce from internal

;\.

economic policy.) In proportion as tariffs have been replaced by
quotas, licences and import prohibitions, and in the large extent
that market regulation has superseded free competition, internal
and external economic policy have become inextricably interwo-
ven, most particularly where economic regulations have conso-
lidated to a genuine planned economy of whatever degree of
development. But in any case the foreign economic policy of a

‘country must be considered as part of its general economic policy,

whether the latter be expressed in measures bearing upon the
home market or upon economic affairs reaching beyond the fron-
tiers. Consequently, investigations in this section of the Com-
mittee report, at least in their basic implications, must encroach
upon the sphere of observation which is subjected to special study
in section 1 (d) under the title of “ exchange stabilization and
the problem of internal planning "

An enquiry into the relations between monetary policy and
economic policy in this wider sense leads to the following funda-
mental results which may serve as a point of departure for our
further investigations. CEvery fixing of international currency
exchange levels, that is every stabilization, leads to definite
internal consequences in the individual national economies,
brought into effect through the balance of payments) It is not
fundamentally important whether this process is automatic or
whether it is promoted by the regulating hand of economic policy.
It is even imaginable that this regulating hand may have to pro-
duce the necessary effects of stable exchanges in the face of
heteronomous tendencies. However, economic policy must adapt
itself to the rules of the international market mechanism, or at
least not run counter to these rules, if exchange relations are to
remain stable. This does not imply that in all divisions of the
national economy the procedure must equally conform to the
classical principles. But neither export and import trade nor
trade possibilities in the home market should be so severely barred
and bolted by economic policy as to put beyond the bounds of
possibility an equilibrium beiween home and foreign markets,
adequate to ensure the balance of payments. On the other hand,
autonomous regulation of the home markets, whether directed
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at business transactions within the country or at the nation’s
foreign trade, leads in every case to definite elfects upon economic
relationships abroad, effects which are reflected in the value of
the currency in terms of foreign currencies. An autonomous
economic policy, working on principles irreconcilable with the
international market mechanism, implies fluctuating rates of
exchange. It is impossible to pursue an entirely autonomous
economic policy while at the same time undertaking to maintain
a definite currency exchange relationship. Any such attempt
necessitales the interruption, by exchange regulations, of the
direct connection between home and foreign markets and the
removal, by artificial measures, of the disequilibrium existing
between these markets.

CThe antithesis leaves room for a number of possibilities, R

inasmuch as different degrees and forms of currency stabilization x
may be linked with different degrees and forms of autonomy.)
Only empirical investigation can determine whether or at what
point a synthesis is possible. The antithesis implies no verdict
upon the value either of currency stability or of autonomy.
Whatever one’s own attitude toward the latter, it would be a
mistake to set up as a dogma the primacy of currency stability
and consequently to demand the sacrifice of autonomy; a mis-
take, because such a postulate can be defended on economic
grounds only. Purely economic reasoning, guided by the ideal
of the maximum social product, demonstrates that this maximum
can only be arrived at by a far-reaching international division of
labour and proves that such division of labour is only
possible under stable rates of exchange and with free interplay
of natural compensatory tendencies. Economists are inclined to
overlook the fact that even the theory of the maximum economic
product rests on a political fundament, i.e. it presupposes recog-
nition of the claim of the economic factor for precedence, as
against the other factors in social life. Gy hey forget that, seen from
a different political standpoint, economic reason may appear as
a political unreason)

Moreover, it would be most unrealistic to raise to a dogma the
precedence of currency stability over economic autonomy. That
would be to disregard certain vital forces of social life in the
interest on a unrealistic dogmatism; a renunciation of all the
practical possibilities of economic policy. Businessmen and
theoretical economists have wasted much valuable time in passing

e dBAry



136 THE SIGNIFICANCE OF STABILIZATION

resolutions on the unreasonable conduct of political affairs and
in uniting in utopian claims based on orthodox principles. It is for
us to be unpolitical in the best sense of the word, to examine the
facts objectively and without prejudice and to reckon with realities
as we find them. Otherwise the labours of the International
Chamber of Commerce/Carnegie Committee will have been in
vain. In this particular section of the study it is our task to find
out how far the universal development of economic autonomy
has proceeded, to determine whether and to what degree the actual
stage of this development permits a stabilization of currencies,
and to decide whether and how far it is possible to abandon
autonomous policy in the interest of currency stabilizalion.

1I. Autonomy as a result of economic crisis or natural evolution

A preliminary survey of present-day economic policy shows
the auspices as extremely unpromising for currency stabilization,
developments having unquestionably been in favour of economic
autonomy. All over the world we encounter measures aiming at
autonomy and reckless, in this policy, of disturbing reactions on
the stability of monetary values : market regulations, fixed prices
and wages, quotas, embargoes on capital investment, all are
designed to produce internal stability and stimulate business
activity at home. Even the few countries still recognizing
the primacy of currency stability have been forced by
the autonomistic aspirations of other nations to adopt measures
irreconcilable with currency stabilization. {This observation
is borne out by the statistics which disclose disequilibria
and national peculiarities of development in all spheres of eco-
nomic life : prices and costs, wages and interest, production and
savings-schemes have developed differently in every country and
have in particular reacted very differently to economic influences
coming from abroad?

These facts have been called irrelevant and are frequently
looked upon as effects of the crisis and the attendant collapse of
currency systems. They are considered as mere emergency and
defensive measures, adopted by Governments anxious to ward off
th worst effects of world economic chaos. And it is, of course,
true that the breakdown of the system of international economic
solidarity gave an enormous impulse to autonomous economic
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policy. Nor can it be denied that the majority of relevant
measures were not adopted until after the outbreak of the crisis.
This being the case there may be a temptation to argue that
autonomy would automatically disappear with the reestablisment
of currency stability and that economic policy would once more
fall in with the requirements of the international equilibrium.

However, this type of argument misinterprets the economic
and political significance of the crisis. The boom preceding the
crisis conceals the underlying structural metamorphoses then in
preparation. The great boom ending in 1929, as striking instance,
prevented the decisive flaw in the world economic structure,
unilateral international political indebtedness (some of it directly,
some indirectly political) from showing noticeable effects. The
world economic mechanism worked satisfactorily. The crisis —
initially a purely cyclical phenomenon — set the pent forces free.
And on the ensuing depression devolved depression’s appointed
task of carrying out the long-due structural changes. The more
far-reaching this structural evolution, the graver and longer the
depression. The nature of the economic changes under observ-
ation has nothing to do with the fact that they first appear, and
in great number, during the depression. Their immediate
occasion, but not their cause, may lie in the crisis.

On the other hand, it would be a mistake to conclude that
those steps taken in the direction of economic autonomy since
1929 or 1931 have necessarily any claim to permanency. Any
such idea is given halt by their lack of system and uniformity;
it is finally refuted by the fact that the measures in question are
by no means equally anchored in tradition. Quite a number are
obviously mere emergency measures, unrelated by any system to
the general line followed by economic policy or practice of the
past. There are others, however, with a history going back
decades. They were first prompted by the Great War and received
new and stronger impetus through the world economic crisis.
But they are doubtless rooted in long-term economic evolution.
We need but mention those sweeping reversals, described in
caption as the industrialization of the agrarian countries and the
return to agriculture of the industrialised, a development going
back to the earliest defections from free-trade. Nor is the almost
universal national regulation of agricultural markets a result of
blind chance. It is rather the logical consequence of older
experiments which aimed at the removal of the chaotic condition
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in ‘which agriculture lay, under the rule of advance capitalism.
The increasing immobility of the national levels of real wages
has been arrived at by a long process of evolution. And the same
applies to the diversion of national capitals, for investment in
the national interest, into the hands of ever more centralised
authorities. This last feature may even be observed in those
countries which have in other respects left ample scope for the
free interplay of economic forces. Even the very recent and very
activist stimulation of the trade-cycle cannot at this hour be
regarded as a mere phenomenon of crisis.

(We find ourselves faced by a pronounced dualism in the
development of autonomatic policy; to a considerable extent it is
‘a phenomenon of crisis and, as such, open to repeal. For the
remainder it is a necessary product of development and irrepeal-
able?) Those features depending on the crisis will disappear as
the crisis is overcome, or may at least be abolished, as they will
have lost their original sense; while those for which normal
development is responsible must be regarded as inherent. It is
certain that these latter features irremovably stand in the way of
any final solution of the currency problem based on stability of
exchange rates; and therefore render impossible a return to the
classical gold standard with automatic movements of gold and
capital, as well as monetary and credit policy exclusively based
on these. However, it remains an open question whether it
renders unfeasible all forms of currency stabilization,

This question cannot be answered with the help of statistics
or other empirical methods. This would imply the possibility of
a strict delimitation of the features conditioned on the one hand
by the crisis, and on the other by natural evolution; which of
course is impracticable. We should also have to be able with
accuracy to compute the force of the evolutionary tendencies,
which lies still farther beyond the bounds of possibility. How-
ever, we are not helpless before the problem. We must merely
abandon the idea that only an economy, aiming at the maximum
social product, is capable of rational organization, while it is in
the nature of political policy to be irrational. We must rather
try to grasp the practical sense of economic autonomy and, look-
ing at things from its view-point, further deduce whether, and
to what extent, the idea of currency stabilization is reconcilable
with autonomy in practice. Thoug political leaders have often
proved as fallible as the economists, we may thus gain at least
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a hopeful point of departure for further suggestions to the political
powers that be.

What is the aim of a policy of economic autonomy? (Not the
maximum economic product by the maximum welfare of the
people in every direction) This policy is prepared to make
economic sacrifice, when the achievement of the maximum eco-
nomic product involves an endangering of other aims. On the
other hand, autonomous policy does not go to the other, the
minimal exireme, of an autarchic or near-autarchic condition
which would guarantee to the people mere naked existence. Such
radical methods would treaten detriment not only to the eco-
nomic aspirations of social life but equally to all others. For
these other aspirations, whether populative, cultural or relative to
the national defence, are only capable of achievement on the basis
of a sound economy. Should the co-ordination of these aims call
for a strengthening of the material basis, a tightening up of inter-
national trade-relationships, if essential fo economic improve-
ment, would still be in harmony with the basic idea of autonomy.
In this sense, concessions may even have to be made to the
international marketing system, if the autonomic state is to avoid
impeaching its own ends.

(The equilibrium-point of the various national aspirations is
very far from being the same in all countries. It varies from
country to country, according to dissimilarities in material
resources and talent, cultural and civilisation standards, political
structure and aims]) Upon those political features depend the
manner and extent in which it is “ appropriate ” for any given
country to engage itself to the international economic webwork.
The manner of this participation will be indicated by a kind of
ranking-system of the country’s products, according to which
some will be admitted to international trade while others are
excluded from it. One country, for example, may wish to
preserve for the home-producers the domain of the key-industries;
another, the provision of food-stuffs. As to the volume of inter-
national trade essential to a country for the attainment of the
above-mentioned equilibrium, it will be the greater, the more
top-heavy the distribution of the country’s natural resources,
Great nations, malerially well and evenly equipped, may allow
political considerations to take precedence of foreign trade-
associations. Smaller nations again, with top-heavy natural
resources, must at all costs, even to the exclusion of further
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political ambitions, strain towards the maintenance and streng-
thening of foreign trade-relations. The general welfare, in their
case, lies in the fulfilment of this single endeavour.

Yet, whatever may be the interest of a country in foreign
trade and, correspondingly, in exchange stability with all its
implications for economic policy, the fact remains that no great
nation is entirely uninterested in stable exchange-rates. However
well-equipped with raw materials, the necessary assumptions for
autarky, they may be, they all rely for accumulation of wealth
and increase of profits on an expanding foreign trade. It is true,
of course, tha the foreign trade of an autonomous state, if it
is particularly skilfully managed and particularly favoured by
the circumstances of the moment, may profit from vacillating
currency values. But in the long run, fluctuating rates of
exchange are bound to exercice a constricting effect on the foreign
trade of every country, even such a one. This fact, es one can
quite understand, is not yet realised in those countries that have
just derived substantial profits from devaluation of their curren-
cies. It will be eventually effectively demonstrated by the
appearance of elements inhibitory to further national-progress,
unless that national progress reconciles itself with the idea of a
general world-recovery by way of stabilised exchange-rates.
the world trade-situation .cannot regain healthy normality
without an all-round currency stabilization.

The establishment of fee-trade areas is equally helpless to
solve the problem, though it improves the chances of autarky
for the participating countries. Such customs unions are largely
a means of avoiding a forced attempt at autarky and, as such,
are a typical expression of the kind of autonomous policy born
of crises. In the long run, they can offer no satisfactory solution
of the internaiotnal trade problem, being incompatible with the
basic principles of autonomy. Customs unions and the idea of
autonomy are on common ground only when such unions are
created between states that have a feeling of political unity or are
-at least subject to a unified political orientation. Otherwise, cus-
toms unions represent nothing but a partial return to free-trade;
and the free-trade system lies diametrically opposed to autonomy.
It must be added that customs unions come less in conflict with
autonomic ideology when based on preferential tariffs than when
based on free-trade : for here they do not prevent the contracting
parties from pursuing a foreign trade policy in harmony with
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their political aspirations. But one or several of such unions
cannot take the place of a system of world-trade founded upon
all-round currency stability and allowing room for the auto-
nomous reservations of the individual nations.

The above observations go to prove that evolutionary auto-
nomy has not developed and very probably will not develop
beyond the point where currency stabilization is still possible,
Currency-exchange stabilization will of course have to permit
the further undisturbed development of autonomous tendencies,
as far as they are inherent in economic evolution. It will be called
upon to unite countries of widely differing economic structure,
countries having to reckon with very varying degrees and pros-
pects of autonomy. It follows that methods of balancing short-
term currency fluctuations will differ widely between countries.
Some countries will be able to rely more or less on automatic
processes, others will have to balance currency fluctuations by
means of artificial manipulation. The Committee Report will
therefore be well advised to take these facts early into consider-
ation in forming concrete suggestions as to the technical
management of currencies.

On the other hand, economic policy may be expected to
unburden itself of autonomous emergency-measures and to be
guided once more, so far as possible, by the rules of international
market mechanism. We must at least insist upon the repeal of
such emergency-measures as are fundamentally opposed to cur-
rency stabilization. But it should be understood that many of
these temporary measures, in their origin purely products of an
emergency or defensive policy, can now be revoked only at the
cost of great economic sacrifice. Once carried into effect, they
tend to become part of the economic life of the nation, particularly
where they have give rise to long-term capital investment. This
reflection is further pertinent to the striking changes visible in
the structure of the foreign trade of those countries that were
forced, by the beackdown of world economic relationships, to
resort to artificial exchange regulations. But all these consider-
ations only give added urgency to the plea for all-round
stabilization, in the interest of the nations in general and each
nation in particular.



142 THE BIGNIFICANCE OF STABILIZATION

II1. Economic Hypotheses for slabilizalion

By demonstrating that those features of autonomy inherent
in ordinary economic evolution are not fundamentally opposed
to a general stabilization of currencies, we have already made it
equally clear that they could no more have been the ulfimate
reason for the disruption of international trade which followed
on the crisis. They may have served as an additional irritant,
but they were certainly not the seeds of chaos. What other factors
contributed. to the unhinging of world trade-relations and the
breakdown of the currency-systems, is another question. And
are they still active? We may disarm autonomous opposition-
forces to stabilization, on the one hand by their disbandment,
on the other by their reconciliation; but if those other disruplive
factors remain active, then our pains will have been in vain. The
necessary assumptions for a successful stabilization will be un.
fulfilled. And indeedfexternal considerations of political policy
do exercise a decisive influence on the interplay of currency-
system and economic policy) Of these extraneous political factors,
which run as contrary to the international marketing-system as
they do to the principles of autonomy, all owe either their
existence or at least their form and tendency to one primary
factor. (On this point, one can speak of unanimity of opinion
among theorists and business-men alike). That primary factor
is unilateral international indebtedness, political or of political
origin.

Let us shortly recall the effects which can be traced to this
one factor. During the Great War, the European nations engaged
in the struggle were forced to realise their capital stocks, while
the United States, on the other hand, amassed capital holdings.
This resulted in a general shifting of horizons. To begin with,
significant streams of American capital poured in to the vacuum
created for it in Western Europe : essentially war-materials, sup-
plied on credit. After the War, the field of Central Europe was
re-opened to foreign financiers and large quantities of American
capital flowed into Germany, particularly after the inflation. This
influx was swollen when the Western European powers passed
over to Germany their ordinary war-debts, to be borne by her as
reparation-debts. For this the absolute lack of capital created
in Central Europe by the Great War was preserved as a statu quo
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and had to be continually counteracted by further capilal import-
ations from America.

It is clear to us to-day that these abnormal movements of
capital could not fail to destroy the international economic
equilibrium. Continued unilateral transferals of capital become
in the long run impracticable, unless accompanied by exportations
of goods and services paid out of a productive surplus. This
was made impossible, on the one hand, and, on the other hand,
by the autonomous aspirations and trade policy of the creditor
America. However, the gradual undermining of the very
foundations of the world economic structure by this economic
recovery following the crisis of 1920-1921; to all outward appear-
ances the mechanism of capital movements was functioning
normally, The flaw in the structure of the world economic
system was only realized after the outbreak of the depression in
the United States in 1929. The flow of American capital into
Germany was cut off by the crisis, and from that moment the
mechanism of capital (loan) repayments ceased to work. More-
over, the sudden withdrawal of short-term credits caused a
fundamental disorganisation, the worst consequences of which
could only be warded off by radical autonomous emergency
measures.

1t is characteristic for the following years of depression that
international indebtedness, by fundamentally disorganizing world
economic relations, acted as an effective bar to economiec recovery.
To the strength of this bar we may attribute the length and
severily of the depression. Finally, it was also responsible for
the breackdown of currencies and the effect of this breakdown
upon business and trade-policy. Admittedly, it has now been
partially removed. Reparations and inter-allied war debts have
been annulled in practice, if not by law, and the private indebted-
ness attributable to war reparations has materially diminished.
Yet the burden of the remaining debts is heavy enough to prevent
the re-establishment of an international equilibrium. Mulatis
mutandis, this applies to all international debts. Weighing, as
they do, particularly on the agricultural countries, they stand in
the way of a reconstruction of the international economic edifice.
International indebtedness must be reduced to a level corres-
ponding to the actual capacity for payment of the debtor-
countries and, on the other hand, to be willingness of the
creditors to accept payment, if this bar is to be removed, curren-
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cies to be stabilized and channels to be laid by which the several
autonomous (national) trade-recoveries may converge in a general
world-recovery.

All the other factors that stand in the way of stabilization are
of a secondary nature. This even applies to the uneven distribu-
tion of gold. It is true that the changes that have resulted from
international indebtedness and the consequent breakdown of
currencies are both far-reaching and complex, finding expression
in many countries in the unfavourable balances of trade and
services which make it difficult to maintain currency stability.
But their challenge to currency stabilization is no more insur-
montable than that offered by the inherent, and therefore
ineradicable, tendencies toward economic autonomy. Moreover,
as soon as the primary cause of former and future disequilibria
has been eliminated, most of these secondary factors can be
removed by the selection of appropriate stabilization levels and by
rational management of the currency . Of course, a removal of
those trade barriers that are due neither entirely to crises nor to
inherent trends of economic development would not fail to have
favourable effects upon stabilization and the consequent increase
in the volume of international trade. But the removal of these
secondary barriers is not essential for stabilization and the con-
sequent improvement of economic conditions. Moreover, the
co-ordination of national economic progress with a general trade-
expansion may be expected itself to overcome many secondary
obstacles.

~ Finally the problem under consideration is to be seen in its
connection with the world political situation. Currency stability
is not only subject to outside influences of the past, but will be
exposed to new ones in the future. Revolutionary political events,
placing the economic world before a radically different situation,
would at once give new impulse to those autonomous tendencies
which are by nature opposed to currency stabilization. The mere
danger of outside political attacks on the international economic
situation prejudices unfavourably initiative to stabilization. Cur-
rency stabilization cannot be undertaken with any prospect of
success unless these dangers can be averted and political peace
assured.

February 1936. (Signed): Andreas PREDSHL.



Memorandum

on
new technical arguments for postponing stabilization
by

Dr. Hubert Douglas Henperson,
Joint Secretary Economic Advisory Committee since 1930

I am asked to contribute a memorandum on Part I Section (2)
of the Outline which has been prepared. Certain questions have
been formulated for consideration under this heading *. It will
be convenient if I deal in the first instance shortly with the first
two of these questions, reserving the remaining three for treat-
ment in the general argument which I propose to develop.

I disagree with the view that foreign trade is likely to be
stimulated by fluctualing parities as such. When the currencies
of different countries are out of their proper relation to one
another, when, for example, the currency of one country is
seriously “ over-valued ” relatively to that of another, it may
well be that a readjustment of parities which would correct this
over-valuation would be on balance beneficial to international
trade. This is the more likely in that the removal of such an
over-valuation, by alleviating internal conditions of strain and
depression in the country concerned should serve to abate the
disposition to raise tariffs or impose other trade obstacles which
may otherwise be expected to arise. Again it is possible that
good on balance may result to international trade from a reduction
in the parity of a country which, although not possessing an
over-valued currency in the ordinary sense has suffered in an
exceptional degree from a fall in world markets in the prices of
commodities in the production of which it is largely interested.
In short, the actual effects in international trade of an alteration
in exchange parities will largely depend on the special circums-

! For further information on these questions, see the sub-titles of the
memorandum by Prof. Mises, p. 156.
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tances of the countries whose currencies are reduced in relative
value. In general, however, I am of opinion that fluctuating
parities, by creating additional hazard and uncertainty, will be
prejudicial to international trade, and there is no validity in my
judgment in the arguments that have been put forward to support
an opposite view.

The above is subject to a possible qualification (leading on
to the second question) if the alterations in exchange rates are of
a character which involves a general devaluation in terms of gold.
A devaluation in terms of gold has, or may be given, the effect
of increasing the money value to the gold reserves of central
banks. It is possible that recovery from conditions of trade
depression may be materially assisted by an increase in central
bank reserves, and international trade may share in the general
stimulus resulting from the general process of trade recovery.
Subject to this possibility and to the others previously mentioned,
I an of opinion that the influence of competitive exchange
depreciation will be in the deflationary direction as the con-
sequence of its prejudicial effect upon international trade.

Thus in general, and subject to various possible qualifica-
tions in exceptional circumstances, I am of opinion that condi-
tions of exchange instability or uncertainty are adverse to the
development of international trade. How serious the prejudicial
effects are likely to be will depend on the degree of exchange
instability or uncertainty on the one hand and on the character
of the international trade on the other. Long-term contracts
which involve a long period of time before the payment for the
goods ordered is actually made will be more seriously affected by
the possibility that the exchanges may vary in the meantime than
the sale of commodities for payment in the near future. The
reactions of exchange instability upon international trade will, in
short, be greater the more the trade partakes of the character of
international invesiment.

The new arguments which in my opinion need to be seriously
weighed before a policy of early stabilization is adopted are of a
different character from those considered above. 1 would sum
them up as follows : (1) the problem of maintaining a reasonable
‘measure of economic stability under a regime of fixed exchange
parities is much more difficult than it used to be as the result
of some extremely important changes that have taken place in
the general economic environment. (2) These changes in the
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economic environment have also greatly increased the importance
of maintaining a reasonable measure of economic stability
relatively to that of securing the largest development of inter-
national trade. In order to make these propositions clear I must
pass at this stage to a broad historical argument.

The ninetheenth century was a period of rapid expansion of
international economic life. A large and steady growth of inter-
national trade went hand in hand with a similarly large and steady
growth of international investment, with a large-scale migration
of population and with a remarkable development of an inter-
national division of labour between the industrial and thickly
populated countries of Western Europe and the countries of the
New World. The former supplied the latter with the finance, the
industrial products and also with the population requisite for their
development and received in exchange steadily increasing quan-
tities of foodstuffs and raw materials. This economic intercourse
was advantageous in a high and conspicuous degree to both parties
concerned. Indeed to the more tickly peopled countries of
Europe it supplied a means of escape from what had previously
seemed an inexorable dilemna. In Great Britain certainly in the
early part of the ninetheenth century the minds of thoughtful men
were haunted by a sense of the extreme difficulty of securing any
real improvement of social conditions in face of the obstacles
presented by the Law of Population in conjunction with the Law
of Diminishing Returns from land. As population grew, pro-
portionately more food was required. Yet more food could only
be obtained either by bringing poorer lands into cultivation or
by working existing land more intensively, both of these methods
entailing a diminishing yield for each additional unit of effort
applied. The difficultly was overcome as soon as the development
of ocean transport permitted by bringing into cultivation not the
poorer lands in the Old World but the virgin lands of the New.

It was this, together with the rapid growth of the productive
power of industry that made possible the remarkable improve-
ment in the standard of life which took place in the Western
World in the latter part of the pineteenth century. Indeed, the
development of division of labour between the Old World and
the New based on real and urgent mutual needs was perhaps the
central feature of world economic life in the hundred years that
preceded the Great War. It was largely, I think, due to the
important part played by international trade of this character that
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international trade in general came to enjoy a good name. It
was, I am convinced, no accidental coincidence that Great Britain,
which depended more than any other country in Europe on the
development of the agricultural resources of the New World was
also the country in which Free Trade ideas obtained their
strongest hold. Similarly the fact that this development required
international investment on a large and growing scale helped to
give a good name to international investment in general.

The prestige and the smooth working of the international
gold standard system were largely attributable in my view to the
same set of circumstances. Assured exchange stability was an
important if not an essential condition of large-scale international
investment, and large-scale international investment was essential
to obtain the food and raw materials which the rapidly growing
populations of the lending countries required. Hence it was the
first desideratum of a monetary system that it should ensure
exchange stability. Nor under the conditions that prevailed did
the objective of exchange stability require as a rule any obvious
sacrifice of other elements of economic welfare. The countries
which lent the greater part of the money for the development of
new agricultural communities were also the countries which were
the best equipped for producing the capital goods which the new
communities required. Again, they were also the countries which
provided the principal markets for the primary products which
resulted from the investments that were made. Under these cir-
cumstances neither the investment of capital abroad nor the sub-
sequent payment of interest or dividends gave rise as a rule to any
formidable “ tranfer ” problems. Without the necessity for any
stipulations or regulations a high degree of correlation was auto-
matically secured both ways round between the movements of
money and the movements of goods.

A profound change has taken place in the conditions which
underlay this pre-war economic development. The populations
of Western European countries are no longer increasing rapidly :
many of them are now virtually stationary and are likely to
decline in the comparatively near future. The consumption of
food increases comparatively little as the result of a bigher
standard of life, so that when numbers cease to grow the demand
for food increases only at very slow rate. Accordingly the
Western European demand for many agricultural products has
ceased to expand with its old rapidity. On the other hand, the
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progress of agricultural technique is now proceeding at a more
rapid rate than formerly, especially in the agricultural exporting
countries. In the case of many agricultural commodities accord-
ingly the growth of productive power resulting from technical
progress is now more than sufficient to keep pace with the growth
of demand that can be expected, without any further expansion of
productive areas. One of the outstanding features of the world
economic crisis of recent years has been a severe and widespread
agricultural depression marked by the phenomena of overpro-
duction and redundant capacity which were previously regarded
as essentially industrial phenomena. The severity of the world
agricultural depression is no doubt largely attributable to special
circumstances, which represent the aftermath of the Great War,
and the incidence of the depression on the exporting countries
has been greatly aggraved by the development of agrariun pro-
tectionism in the importing countries of Europe. But the deve-
lopment of high agrarian protectionism is itself an indication and
a symptom of more fundamental changes. Increasing imports of
food no longer wear in Europe, no even in Great Britain, their
former aspect of a welcome means of satisfying an imperative
need : the aspect which is most prominent to-day is the menace
which they present to the stability of domestic agriculture.

In these circumstances, we can hardly expect to see in the
next generation a further development of an international division
of labour along such complementary and mutually advantageous
lines as those of the nineteenth century. (It must rather be expec-
ted in my judgment that whatever mitigations may be made in
the more extreme trade restrictions which have been imposed
during the slump of recent years, international trade will continue
for long to be subject to a greater measure of restriction and
control of an essentially protectionist character than existed before
1929; As regards international investment there is likely to be
a greatly diminished scope for the function to which the inter-
national investments of the nineteenth century were so largely
directed, namely, that of developing new sources of agricultural
supply by constructing means of communications. Doubtless
there will be a development of new types of international invest-
ment, notably that which appears to be taking place of the
erection of branch works or the creation of subsidiary concerns
in one country by large businesses which are domiciled in
another. But such developments are less likely than the charac-

11



150 THR SIGNIFICANCE OF STABILIZATION

teristic ninetheenth century type of international investment to
commend themselves to the publics of the lending countries as
representing a beneficial process which domestic monetary
systems should be designed to encourage.

Meanwhile the presumption that international movements of
money will be associated with corresponding movements of goods
has become far weaker than it was. The capacity to produce
machinery or other capital goods is now widely distributed
throughout the world; and it cannot be assumed that a country
which raises a loan abroad (unless stipulations to that effect are
expressly made), is likely to use it to purchase goods from the
lending country. Similarly, it can no longer be assumed that the
normal effect of the loan will be to increase the future capacity
of the borrowing country to export goods from to the market of
the lending country, or indeed to other world markets.

There has been, moreover, a striking development in recent
.years of capital movements which have no direct relationship to
any movement of goods. The traffic between the leading stock-
exchanges of the world in existing securities or shares has
assumed larger dimensions. At one time, investors or speculators
in Great Britain or on_the European Continent may buy heavily
in Wall Street; while at another an opposite movement may
develop. Such transactions affect the exchanges in precisely the
same way as a new foreign loan, unaccompanied by a correspond-
ing movement of goods. Finally, in recent years, we have seen
emerge the phenomenon of large floating balances of short-term
money, which may be moved from one centre to another in
accordance with fluctuations of confidence.

(These developments, in my judgment, greatly increase the
difficulties and disadvantages that might result from re-establish-
ing the gold standard) It is of the essence of the gold standard
system' that if a country is losing gold on a considerable scale
and for any length of time, it must apply the corrective of a higher
Bank rate, or a curtailment of the volume of credit. Such action
is necessarily deflationary in character, detrimental to the internal
trade activiy of the country concerned. But, under the conditions
that prevailed in the ninetheenth century, it was usually not un-
reasonable to assume that the fact that a country was losing gold
was an indication that its balance of trade had become unfavour-
able and that this in turn was an indication that its costs of
production had become too high relatively to those of other coun-
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. tries. Thus a slight deflationary pressure might serve to correct
what lay at the root of the trouble, and restore equilibrium not
merely in the exchange-rates by attracting short-term money from
abroad, but in the international trade halance also.

(Under the conditions that now prevail, such assumplions can
no longer reasonably be made) Under a regime of fixed parities,
a country might lose gold on a large scale, not because of any
change in the sphere of international trade, but because investors
had become * bulls ” of the securities and equities of another
country. The movement might not be attributable to any action
on the part of its own nationals, but might reflect a return of
confidence on the part of foreigners in the domestic policy of their
own country. Again, so long at least as severe restrictions are
maintained upon international trade, a moderate internal defla-
tion might fail to improve a country’s trade balance materially.
Finally, under certain circumstances, the curtailment of credit or
raising of Bank Rate might have to be carried very far, if it were
to achieve its primary purpose of checking the outflow of gold.
For, if the capital movement responsible for the outlow was
attributable to hopes of large capital gains, it would not be easily
checked by a tightening of the money market at home.

Thus a country which set out to maintain its currency at a
fixed parity without having recourse to any system of * exchange
control ”, might find that its internal economic life was subjected
to more frequent and far more serious disturbances, as the result
of the measures necessary to maintain parity, than were common
in the nineteenth century. In view, moreover, of the strength of
the other tendencies adverse to international trade, that have been
indicated, it might easily find that this sacrifice of internal stabi-
lity brought no appreciable compensation in the shape of a larger
volume of international trade. Furthetmore, if such difficulties
and disadvantages were to arise in practice in any considerable
degree, the possibility that the regime might once again be
overthrown would present itself to men’s minds as a contingency
10 be reckoned with; and the satisfactory working of the gold
standard system would be further prejudiced by lack of confidence
in its continuance.

These considerations are of a character which should not in
my judgment be lightly set on one side. For the most part, as
I have tried to indicate by the development of my argument, they
are rooted in tendencies which must be expected to persist. It is
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true that one of the factors to which I have referred, namely the
existence of a large mass of floating short-term balances, may
perhaps be regarded as largely the consequence of conditions of
exchange uncertainty and instability, and it is arguable therefore
that no serious difficulty would arise from this factor, if the
exchanges were securely stabilized. But no such emergency
character can be attributed to the growth of international traffic
in stock-exchange securities. This represents merely one aspect
of a more general tendency for the investing public to pay
increasing regard to possibilities of capital appreciation. This
traffic is more likely to increase than to diminish (unless specific
measures are taken to check it by “ exchange control *, regula-
tions or by other means), and its scale would be increased rather
than diminished by any exchange stabilization that was regarded
as definitive.

Not only is the danger greater than it used to be that a country
might be exposed, under a regime of fixed parities, to a serious
instability of internal credit conditions. The tendencies of the
day increase the weight which it is necessary to attach to this con-
sideration. There are reasons for fearing that owing to the influ-
ences of some of the tendencies that have been indicated, notably

e movement towards stationary populations and the spreading
of a semi-speculative psychology in regard to investment, the.
economic system may have become inherently more unstable and
more subject, in the absence of remedial policy, to prolonged
periods of severe depression) If this view is well-founded, it
becomes the more important, on the intrinsic merits of the case,
that the authorities of a country should be able to pursue a credit
policy adapted to the requirements of the economic situation.
However this may be, public opinion throughout the world has
been deeply impressed by the severe depression of recent years
and is increasingly reluctant to accept the view that such catas-
trophes lie outside the control of a wisely-directed policy. It is
a real disadvantage of a system of fixed parities that it does in
effect withdraw in large measures the control of credit conditions
from the sphere of deliberate policy. In these circumstances, it
seems probable that public opinion, in Great Britain at least,
though it might be persuaded with misgivings to accept a return
to a system of fixed parities, would revolt violently against it in
the next depression of trade that ensued.

I turn to consider the expedients of “ wider gold-points ” and
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* flexible parities ”, which are referred to in the Outline. The ¢ s <ow«
efficacy of wider gold-points would clearly turn on how much *<~¥'*

wider was the margin between the gold-points. If the margin
were of the magnitude of 10 per cent., the fall of the exchanges
of a country towards gold-export point would supply a powerful
check on any adverse capital movements, since those withdrawing
or exporting money from the country would incur thereby a
substantial exchange loss. But it may be doubted whether the
purposes of exchange stabilization would be satisfied, if so wide
a margin were permitted. Indeed, if the exchanges were allowed
to vary freely within such wide limits, the exchange variations
that might ensue would perhaps be more disturbing to trade than
those incidental to a more informal regime, in which a country
attempts, so long as it conveniently can, to keep the exchanges
steady at the existing level. On the other hand, with a much
narrower margin between the gold-points, it would become
doubtful whether the prospect of a comparatively trifling exchan-
ge loss would provide a sufficient safeguard against the possibility
of large-scale capital movements. It would not be easy, indeed,
to determine how wide the margin would need to be provide
an adequate safeguard against this danger. I find it difficult to
suppose, therefore, that the expedient of wider gold-points could
ever be regarded as both necessary and sufficient by itself. If
the authorities of any country were to take the view that it would
be unduly rash to return to a fixed parity without the protection
of wider gold-points, it is virtually out of the question that they
would be content with slightly wider gold-points; they would
require the further safeguard of reserving their freedom, in the
event of exceptional pressure, to make a more substantial altera-
tion in the parity.

This leads to the other expedient of “ flexible ” parities. 1t
this is interpreted to mean that the authorities of a country would
remain entirely free to alter the parities provisionally established,
without being exposed to any imputations of bad faith, this would
provide a complete safeguard against the dangers that have been
indicated. The only question is whether such a system would
be accepted as meeting sufficiently the purpose of exchange sta-
bilization, as differing indeed enough from the present informal
arrangements, to make it worth while to undertake the laborious

negotiations, including an agreement on the provisional parities, -

that would be required for its formal enactment. This is a

P A
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question which is unlikely to be answered in the affirmative for
at least some time to come. It may be observed, however, that it
might well be part of the establishment of a regime of flexible
-parities that the countries adhering to it would undertake to
eschew a deliberate depreciation of their exchanges with a view
to raising internal prices or improving their domestic trade, that
they would undertake in effect only to alter their parities in a
downward direction in response to an outflow of gold, and as an
alternative to a curtailment of credit. Thus the initiation of a
system of “ flexible ” parities might mark a renunciation of dan-
gerous possibilities of exchange policy; and, in view of the
movement of opinion that are developing in many parts of the
world on monetary questions, circumstances may arise in which
a general renunciation of this character would have a considerable
reassurance value.

Whatever the exchange arrangements of the future, I am of
opinion that considerable exchange equalization funds, such as
have been established in recent years, will continue to be neces-
sary. The need for them arises from the large scale which capital
movements, unrelated to the movement of goods, have assumed.
Against large capital movements, the protection of exchange
equalization funds is essential if a reasonable measure of exchange
stability is to be secured. There exists none the less the danger
that the policies pursued by different countries in the adminis-
tration of their exchange equalization funds may at any time
come into conflict, thus giving rise to serious confusion and ill-
feeling. One of the advantages of the formal adoption of a system
of *“ flexible ” parities would be that it would provide a safeguard
against this danger.

In conclusion, there is a further important aspect of the ques-
tion to which I think it desirable to refer. The essential problem
if that of how to reconcile exchange stability with the large-scale
dimensions which capital movements unrelated to movements
of commodities have assumed in modern times. If these capital
movemens remain uncontrolled, at least as between the leading
. financial centres, I am inclined to conclude that it will be imprac-
ticable over any future which it is profitable to contemplate to
restore fixed parities of exchange. But it is not out of the question
that it will ultimately be found desirable to solve the dilemma
by re-establishing fixed exchange parities while subjecting capital
movements to effective control. Many countries a the present
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time maintain their currencies in name at least, at a fixed parity
with gold by means of comprehensive systems of * exchange
control ” under which supplies of foreign exchange are only
allocated for approved purposes; and these systems of exchange
control have led on to a considerable number of * clearing agree-
ments ” between different countries, designed to facilitate their
mutual trade. It cannot reasonably be doubted that hitherto these
systems of exchange control, as mitigated by the clearing agree-
ments have been more prejudicial to international trade than
moderate exchange fluctuations would have been. But it is con-
ceivable, as Mr. Einzig argues, that the clearing agreements may
undergo a progressive extension and result eventually in an
international system under which foreign exchange is made freely
available for commodity transactions while capital movements
are rigorously controlled. Apart from a possible evolution of
this kind, it is conceivable that other steps may be taken by the
authorities of different countries to check undesirable interna-
tional capital movements. If by such means it is found possible
to eliminate the risk of large capital movements unrelated to
commodity transactions, the restoration of a system of fixed
exchange parities may once more become practicable. These
possibilities are, however, too remote and speculative for it to be
worth while to discuss them further in the present connection.

February 1936. (Signed): H. D. Hexprrson.
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on v
new technical arguments for postponing stabilization

by

Professor Dr. Ludwig von Misgs,
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1. How far is the theory that foreign trade is stimulated by
fluctuating parities true?

Fluctuations in the exchange ratio between a country’s na-
tional currency and the foreign currencies affect the conditions
of foreign trade until prices, wages and interest rates have been
adjusted and a new equilibrium has been established. They
influence foreign trade for a limited time only, not for ever: their
effect is in the short run, not in the long run.

Some authors used to denounce this opinion as old-fashioned
doctrinairism and believe that modern experience has proved
that both the stimulating effects of a rise of foreign exchange and
the paralysing effects of a fall of foreign exchange may last. Of
course, the proof that monetary fluctuations influence foreign
trade in the short run only has been given by the classic econo-
mists. But the opposite view is an older concept; it was main-
tained by seventeenth century Mercantilism, and since then by
all friends of depreciation, especially by the European and Ame-
rican Bimetallists in the last decades of the nineteenth century.
In vain great efforts have been devoted to refuting the validity of
the classic doctrine. Its logic is above all criticism; it is an
irrefutable economic proposition.

It is not correct to say that the conditions assumed by the
orthodox theory no longer exist and that therefore its conclusions
are not applicable to the present situation. Conditions have
changed and the economic world is very unlike what it was a
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hundred or hundred and fifty years ago. But the elementary
conditions presupposed by the classic doctrine have not been
touched by these changes. They subsist as long as there are
prices, markets and international transfer of commodities. It is
not true to say that the conditions assumed include free trade
between the nations. The world in which the classic economists
lived was divided by trade barriers like our own. It was just
this fact that there are checks both natural and institutional to
the transferability of capital, labour and commodities from
country to country which made them discriminate between home
trade and foreign trade.

What has changed are neither the conditions assumed by the
orthodox theory nor the fact that there are trade barriers between
the nations, but the appreciation of the effects of foreign exchange
fluctuations.

There is first of all the problem of wages and of unem-
ployment. In many countries wages did not fall as Iow as the
depressed state of trade required. The salaries and wages of
public servants are in some countries too high in respect of the
public revenue; it seems impossible to restore budgetary equili-
brium except by a reduction of the pay roll. In trade and
industry, wages are in some countries too high as compared with
the prices at which the products can be sold. The rigidity of
wages has been so far successful as real wages did not fall in the
years of the slump. But on the other hand the volume of unem-
ployment increased as the entrepreneurs were not able with
falling prices and unchanged nominal wages to employ the same
number of hands as before.

It is obvious that the proposals to do away with the rigidity
of wages are very unpopular. But it is not fair to charge those
who see no other escape with the blame of hardheartedness.
Those who prefer the devaluation of the standard also aim finally
at a reduction of real wages. All the proposals in favour of
devaluation are base upon the tacit assumption that nominal
wages will remain unchanged, that means that with rising prices
of commodities real wages will drop. Of course they do not
expressly mention this point. But when speaking of reduction of
costs they mean nothing else but a reduction both in gold wages
and in commodity wages with unchanged nominal wages at least
for some time following the devaluation of the standard. The
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reduction of the cost of production which has to stimulate exports
it to a large extent a reduction of the cost of labour.

It is true, the friends of devaluation assume that prices, espe-
cially retail prices, will for some time remain unchanged. But
this is a fallacious assumption. If the prices on the world market
do not change, if therefore wholesale prices for all imported raw
materials and foodstuffs go up, then retail prices have to rise too.
There may be a time lag between the rise of wholesale prices and
the rise of retail prices; but in the end an adjustment takes place.

There are still more items in the bill of costs. There is
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