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PREFACE

This brief eollection of studies dealing with problems which logically
come under consideralion before proceeding to the ewamination of particular
subjects, suech as, say, agricullure, takes as its starting point the notion of
the total real income of a country, and with reference to the transition from
war to peace, examines the imporlance for the equilibrium of the economic
slructure and for social security, of the problem of replacing money incomes,
which will cease when hostilities come to an end, by real incomes, of which
the flow may perhaps be small during o first period but which are ready
to increase and to be redistributed in the form of securely growing personal
incomes. It then studies how a rational solution of problems incumbent
on all countries, such as those of assuring sufficient food for oll the classes
of & community, the employment of available labowur emergies, ete., cannot
disregard this notion of real income.

The growth of real income, which in modern economy is expressed in terms
of maney, requires at least approxvimate stability in the purchasing power
of the currency, thus depending upon a satisfactory solution of the problem
of monetary rehabilitation. It also depends upon the activity of the Stale
which, while providing more especially public services typically instrumental
for the targer production by individuals of consumption goods, is contnined
within the limits of economic expediency, and accordingly tokes eare not to
destroy present goods in the absence of the certainty of fulure compensations
which could at least replace those subtracted from the supply of consumer
gonds, available for individuals or of producers goods wused for the pro-
duclion of such commodities.

As after the war recourse can only be had to the sources of income for
obtaining the means required for providing the several public services and
attaining the purposes the Government has in view, it would seem neces-
sary that any action taken by public bodies, whether for raising funds — o
strictly financial activity — or for spending them — an economic policy -
activity — should avoid reducing the production of real income, as it would
thus undermine the very foundations of recovery, both individual -and
collective,
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On the one hand private producers and consumers may meke plans for
the future use of their income and for its subsequent distribution belween
purposes serving consumption or production. Omn the other hand the Go-
vernment and other public bodies, anxious 6 act on prudent lines, may
make plans for helping, or at least for nol hindering, or in the worst case
for hindering as litlle as possible, private productive activities.

Conceived in this manner, the plans laid down by pubdlic bodies will alse
help to produce real income and to encourage its increase during the period
in whick such policy is in a position tv develop through the convergence and
amalgamation of other rational activitics. Thus the notion of inereasing
real income which we took as our starting point is finally seen to be not
only the chief object of private activity, whether organized according to plans
or not, but the object which Governments and other public bodies can never
renounce without causing serious loss,

Between books which inrestigate and books which erpose a situation,
t study which is the result of slow meditation necessarily gravitates to-
wards the former. This may not secure for it public favour. It will how-
ever leave it the fervent desire fo see the organisation of a better life-after
the greatest, perhaps the most terrific series of events experienced for yewrs
by millions of human beings.

Rome, May, 1944.
GIUSEPPE TG0 PAPI
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THE SUBSTITUTION OF NEW INCOMES
FOR THOSE WHICH HAVE CEASED

SUMMARY

Parrt I: THE CONCEPT OF [NCOME. — A definition is given of the concept of
the aggregate real income and of the money income of a country during a given period,
as well ag of the concept of personal income, real or expressed in money, ag regulting from
the distribution of the aggregate income. A distinction is made between the productive
activity of individuals aimed at the production of consumption goods through the various
stages determined by technical factors, which is self-supporting so long as it is naintained
out of the proceeds of the sale of its products and which, therefore, may be defined as
independent, on the one hand; and the productive activity of the State aimed at the pro.
duction of public services in the largest sense of this term, which represents a productive
activity financed out of the aggregate income throngh taxes, out of savings through
loans, out of capital through the consumption of its substance and out of the proceeds
of the creation of monelary means: a productive activity and which, therefore, may be
defined as a derived activity, on the other hand.

This distinetion brings into relief the fact that the simultanecour recourse to all the
above mentioned sources puts at the disposal of the State an amount of purchasing
power which cannot be considered as aggregate money income, so long as the country
is in a position to eheck the effects of the continuous increase of these means upon the
price level of the various groups of goods and services tending to rise ; but whose coinci-
dence with the concept of money income is restored, if and when the country is no more
able to enanre the complete return of the money issued to its source and thus to prevent
the rise in prices.

Within the limits of the amount thus obtained, the State is enabled to develop an
activity which, whatever may be its actual economic worth, would not have been pos-
gible if it had been financed out of the original money income.

ParT I1: THE MEANS OF INCEEASING REAL INCOME AND SAVINGS. -— Immediately
on the termination of the war, the volume of the * derived” production of public services
by the State undergoes a modification ; and that because, for various reasons, the re-
lative importance of the several sources from which it was financed, is changed. There
ariges, therefore, the problem of the substitution for the money incomes derived from
the activities of the State, which had ceased, of real incomer which can now be obtained
on a larger scale from independent production,

To permit such independent production to increase, it s essential, however, that
the demand for consumption goods be increased. There followa an examination of the
possible bases of inercased demand : incomes which have survived ; incomes in course
of increase ; savings. International exchanges extend these bases. Recourse to foreign
ineomes by means of exports and to foreign savings by means of borrowing abroad
add the proceeds to the domestic demand for consumers’ goods, thus contributing to
the increase in the supply of such commodities. In other words, there is an expansion
of real income, which constitutes the typical manifestation of a country’s prosperity.






Part 1

THE CONCEPT OF INCOME

1. — Independent individual production. The concepts of total and. indi-
vidual income, of real and money income.

The different forms of productive activity exercised by the mem-
bers of a civilized community may be divided, according to their object,
into two distinet groups: (a) Production of eonsumers’ goods for individ-
ual consumption, such as food, clothing, houses, ete., all intended for the
immediate satisfaction of human needs (1). These eonsumers’ goods are
produced by means of various capital goods, such as euergy, machines,
materials,“mem}é of transport, ete., the process of produetion being divided
into a number of separate stages determined by the state of technical
knowledge. (b) Production of goods which may be called comsumers’ goods
for the coﬁsumpt@'on of the community, which consist in the administration
of justice, in the defence of the territory, including all the industries engag-
ed in the production of goods necessary for actual or potential warfare,
construction of roads, railways and other public works. All these may be
considered by the individual members of the community. as producers’
goods intended to insure a larger and securer production of goods for in-
dividual consumption, and thus assimilated to producers’ goods proper
(machines, energy, ete.). : :

Most individual members of the community, singly ot in groups, are
engaged in the first of these two forms of production. This production is
kept going by the returns obtained from the sale of the consumers’ goods
produced, such for instance as bread, irrespective of the number of inter-
mediate stages which the produet may have to go through. And the

(1) ** Consuimers goodr ™ inclede also, evidently, those goods which some would
eall ‘' non material " because the material nature of these goods is not immediately
obvious : a lawer’s or a doctor’s advice, a professor’s lecture, etc., as well as go-called
** personal services ”” (not to he confused with the services of the factors of production):
human activities which modify the extent of a human need directly, without recourse
to any matter extrancous te the human person itself. Such, for instance. .is the activity
of a masseur. : -
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study of these productive activities gives a fairly elear insight into the
nature of the total income and of the individual income.

In fact, in all modern communities, the use of money — ag well as
of credit facilities — permits the realization of fwe important functions,
namely, first, that of antieipating the equivalent in money of the con-
sumers’ goods forming the object of productive activity, before its pro-
cess of production had bheen completed ; and, secondly, to distribule
the money equivalent of the consumers’ goods produced among all the
enterprises engaged in the various phases of their production and, in
their respective spheres, among the different factors of production.

Now, that which is anticipated or distributed consists in consumers’
goods, such as quantities of baked bread, or, instead, of their equivalent
in money calculated at current prices. Thus, in the end, it i3 the ag-
gregate of the consumers’ goods produced and consumed during a given
period of time — generally a month or a year — characterized by
approximative periodicity and the possibility of eongumption without
damage to the source from which they come, that constitutes the total
real income or, in other words, the fotal real dividend of the comimunity.
Since, given a certain mass of money, the consumers’ goods are exchang-
ed at certain unit prices, the sum of all the produets of the multipi-
cation of the quantities of such goods by their respective prices consti-
tutes the total money income of the community (1).

The individual income, on the other hand, constitutes that part of
the aggregate comnsumers’ goods which the use of money and of credit
permits to anticipate from the quantity actually produced for distribu-
tion among those who take part in their production. Evidently this
part also presents the characteristics of periodicity in the flow of produc-
tion and of the possibility of being consumed without damage to its gource,
to which we have already referred above.

{1) There exists a school of thought which considers that the total income comprises
also the increase in producers’ goods taking place during the period of time concerned —
the month, the year, the five-years’ period, ete. -— compared with the aggregate of pro-
ducers’ goods which existed during the preceding period. In any case, however, in
order to avoid duplications, ax the producers’ goods, by their nature, must eventually
be transformed into articles for consumption, it would appear advisable to take the in-
crease in them into consideration only when such transformation has already taken place,
and to the extent to which it will be possible to uscertain it, during the period of time
immediately following upon that actually considered. Thus the increase in producers’
goods ean only be considered as a potential increase in income. The extent to which
an jncrease in the quantity of consumers’ goods will take place, if the producers’ goods
really fulfil their productive function, ean then be ascertained only in the course of a
period auccessive to that during which the inerease in producers’ goods had heen realized-
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The individual income thus represents the remuneration of every
participant in the process of production for his contribution to the
common work. Every person in receipt of a certain sum as income
deducts from this sum all the elements of costs, thus reducing it to net
income. The more exacfly this operation is carried out, the ncarer
the sum of net incomes comes to represent a reproduction of the total
income.

The typical case of an individual seeking to obtain a net income
is that of an entrepreneur who pay« the prices required to seeure the sup-
ply of the various factors of production, including his own work, and
profits by the eventual margin over and above his costs. But this xi-
taation is common to all those who, in order to obtain an income,
must sustain costs, which may be involved in training, in trausport,
in publicity, in taxes, ete. This situation appears with particular clear-
ness under the competitive system, in which the sum of the prices paid
for securing the supply of the factors of production tends to equal the
sum obtained from the sale of the produets, or, in other words, the tatal
money income of the community.

Thus, the total income and the individual income become in a sense
esomplementary notions, both in the case when they are expressed in terms
of consumable commodities and constitute real income, and in the case
in which, expressed in terms of money, they represent the money in-
come of the community as a whole, or of its individual members.

A direct consequence of the consideration of the income as “ the es-
sential result of the economic activity of man " (1) — that is as the aggre-
gate of goods produced and consumed during a certain period of time
and capable of directly satisfying certain needs — is that the producers’
goods intended, through various phases, to produce articles of direct
consumption, cennot be considered as part of the income, either total or
individual. Their inclusion would unavoidably result in a duplication.
It is true that certain commodities may be considered as being at the
same time consumers’ and producers’ goods, according to the use to
which they are put. There may, therefore, arise some doubt as teo
whether they should be included in the aggregate of goods which consti-

(1) Among the modern treatises on economics the one that devotes most attention
to the, concept of income js that of Maser G.: * Corso di economis politica corporativa ”,
Foro Italiano, Roma, 1940, Vol I, pp. 217-222. Also Dk VITT DFE MaRrco, A, : * Prin-
cipi di economia finanziaria ”, Einaudi, Torino, pp. 191 sq.
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tute the real income of a country, or not. As, however, the commodities
which may be considered at the same time as goods for direct and for
indirect consumption, are not very numeroas in civilized society, the
calculation of the real or money income of a country would not appear
to be seriously affected by the possibility of duplication arising out of
such ambiguity in the classification.

2. — Productive activity of the State and the sources of Its finuncing.

(4) THE EEVENUE OF A COUNTRY ;: ORDINARY FINANCE.

In our preceding study of the productive activities of individuals
we have pointed out the existence of a eertain parallelism between the
real income, total or individual, and the money income which represents
the sum of the products of the multiplication of the quantities of consu-
mers’ goods by their respective prices. Beside the production of consu-
mers’ goods in ity various phases, which is carried out by individuals and
is kept going by the proceeds of the marketing of the products, there
exists, however, a production of goods and services of a publie character,
which, as we have had occasion to say, may be considered ag consumers’
goods for the community’s uge and, at the same time, as producers’ goods,
in so far as they ensure a securer and larger creation of real or money in-
come for the country.

This production carried out by the State is financed from different
sources : national income, savings, consumption of capital or inflation.
In its turn, it distributes incomes to those engaged in it. Tt follows
that, in so far as such production is financed by drawing upon the inecomes
of the citizens, the incomes which the State distributes by the preduction
of public services, in the form of wages, salaries, intercsts on public debt,
subsidies or bonuses, cannot be added to the aggregate incomes derived
from independent individual productive activity (calculated before the
levying of taxes), as such an addition would involve a duplication. This
is the first observation to be made in eonnection with the productive ac-
tivities of the State based exclusively upon the incomes of the individual
citizens. The second observation is that, so long as the productive acti-
vity of the State i financed by the taxation of the citizens’ incomes, the
relation between the real income (aggregate of consumers’ goods produced),
on the one hand, and money income (product of the multiplication of the
quantities of consumers’ goods by their respective prices), on the other
hand, is in no way changed.
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‘Xt is trne, however, that the money incomes distributed by the State
or by public bodies, for the organization and management of public ser-
vices, special or general, are themselves subject to tawation, just as are the
incomes derived from the independent individual production of consumers’
goods. A furnisher or an employe: of the State is as much a taxpayer as
a private business man or employee. It should however be noted in this
connection that the taxation of incomes distributed by the State in order
to keep the public services going has, at any rate, the effect of diminishing
the amount of taxes which, otherwise, would have to be levied on the
aggregate incomes derived from the independent individual production of
commodities and services. As a result, so long as the State obtaing the means
necessary for the financing of its productive aclivity exclusively by drawing
upon the incomes of ils citizens, the proceeds of taxation which it spends on
public services cannot be added to the total of incomes derived from inde-
pendent individual production : and never will there arise a discrepaney
between the real income and the money income, as defined above.

{B) SAvVINGS.

A discrepancy hetween real and money income makes ita appearance
a3 soon as the State begins to draw upon sources other than the eiti-
zeng' incomes, In other words, this takes place when the State, instead
of having recourse to expedients of ordinary finance, thus drawing upon
a source which reproduces itself indefinitely — as this seems, at first sight,
to be the case when the necessary funds are obtained by the taxation of
private incomes — passes to the application of measures of extraordinary
finance involving the levying of taxes which cannot be paid out of income
and bave to be met by drawing upon the capital and which, therefore,
represent a direet claim of the State on the people’s savings. 1In this
ease, in order to keep its activities going, the State is compelled to draw
not only on the incomes of the individual citizens, but on what, in the
past, they have been able to save.

The State draws upon all forms of savings, whenever these arc
available in sufficiently large amounts and whenever there exists, on the
part of their owners, a readiness to invest them in Government bonds.
The available funds may include privele savings, which the Government
proposes to borrow on terms attractive to their ownoers ; they may re-
present undisiribuied profits of business enterprises; surplus receipls
over and above the sums budgeted by public bodies ; during exceptional
periods, they may ineclude sums saved by persons entitled to reparations
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(such as those paid for war damages), ete. Theoretically, recourse to this
source is limited, however, by the extent to which it is possible to in-
crease the burden of taxation by the addition of sums due in inderests
and repayment on the newly contracted debts. But in any case the ad-
dition to the incomes derived from independent individual productive
activity of the sums distributed by the State to those engaged in the
various public services — if these are financed out of the proceeds of
previous saving, and if the money thus spent does not leave the country
— does not lead to any duplication in the calculation of total income.

(€) CONSUMPTION OF CAPITAL: SOURCES OF ‘‘ EXTRAORDINARY >’ FINANCE,

If, however, the savings are scarce, if the public is not willing to
subsceribe to public loans, if fisecal charges cannot be increased, the
State, faced with the impossibility to finance its activities out of taxa-
tion, may find other resources by proceeding to the * consumption ”
or in the ¢ disinvestment ’* of capitals, which may take different forms (1).

i1} Within the country, the exhaustion of stocks of raw materials, of semimanu-
factured and of finished commodities, which cannot be replaced ; the reduction or the
camplete elimination of the amortization and the insurance of fixed capital ; the conver-
#ion of cousumers * into capital goods (melting down of statues or of metal ornaments,
far instance, for obtaining the metals they contain): the destruetion of durahble goods,
movable and immovahle, for the raw materials they are made of, the disposal of artistie
objects, ete.  In the relations wich foreign countries, the export of gold reserves; the
tranafer of foreign credits, by means, for instance, of the sale of foreign securitiss, or of
claims upon foreign debtors; the dispossl of profit-bearing investmente abroad ; the
sale- abroad of parts of the country's capital to pay for imports of articles of conaumption ;
the geizure by foreigners of part of the national wealth of the country through requisitions,
annexions of territories or confisvations. For some of these examples sec BORGATTA, L. :
“ (‘onsuma hellico e ricostituzione de] capitale nel dopogumerra ™, Giornale degit  Ecomo-
misti, July-Aupgust 1941, and following issues )

In the White Paper accompanying the British budget draft for 1941-42, *° Capital
Disinvestment » is divided into :

(a) ** Overseas disinvestment ™ : This is the adverse balance of payments of the
United Kingdom on current account. It exeludes any liabilitiea incurred as a resolt
of Lease-Lend (which iz alvo excluded from the expenditure figures); but it includes, for
the Budget forecast 1942-43, the Canadian Government contribution of 225 Mn.

. (b} ‘“ Home disinvestruent ”: ** Residue being the net disinvestment of eapital
at home. ™
For 1938, this itemn was estiinated independently, For the war years, the residue
has been provided from the following sources :

{a) Sales to public anthorities of capital assets (such as sites, buildings and stocks
of goods previously owned privately) ;

() Sinkiug funds and depreciation funds of firms and institutions ;

{¢) Net depletion of stocks and working capital {apart from sales under (a} above)
carried by private finance, measured by the reduction in their value aa reckoned in the
calculation of the year’s profit ;
less  {d) New investment financed out of privately owned funds ;

(e) Replacements and renewals charged on depreciation funda ;

(f) Replacements of war Josses actually carried out {including new ships in private
awnership and stocks of commodities lost and replaced within the year),
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It would appear right, therefore, to add to the incomes derived from in-
dependent individual productive activities also those distributed by the
State to persons engaged in the performance of public services and de-
rived from the consumption of capital. In the consumption of capital
one may frequently find the explanation of the fact that, in some conntries,
in spite of the public charges absorbing a very large part of the national
income, the standard of life of the people i3 higher than that which one
could expect considering the residue available after the repeated subtrac-
tions effected by the State from both current income and savings.

The State may equally well draw on the same three sources of funds,
if it i3 in a position to digscover and to use them, on foreign markets.
Thus, it may draw upon the income of other countries by ewporfing goods
and services ; on the savings of other countries by raising foreign loans ;
finally, on the capiial of other countries by acguisitions, requisitions,
annexations and confiscations. The charges involved in the first of these
three forms of using foreign resources consists in the costs of the commo-
dities and services exported ; the charge in the second case consists in
interests and repayment of loans, spread over a certain period of time;
the charge in the third case consists in the purchase prices or in any
expenses and efforts in connection with the earrying-out of the requisi-
tions, annexations or confiscations mentioned above.

3. — Consequences of the use of these three sources: * generic ” inflation
and disparity between the money income, as monetary expression
of real income, and the money income actually availabie to the State
for the financing of the various public services.

When the State draws not only upon the citizens’' incomes, but
upon savings and capital as well, it would appear that, in the end, all
thege three sources may be reduced to a single one, namely, the real in-
come. Savings, indeed, are in a large part due to the amount of income
which permits saving. The consumption of capital, on the other hand,
represents merely the withdrawal of some of the factors which contri-
bute to the creation of income, and thus means a diminution of real in-
come. This latter always constitutes the final object of all the activities
of the State, unless it iy ready to assume itself the production of con-
sumers’' goods, in substitution of the private producers, with a view
either to greater material advantage or to the protection of some polit-
ical interests.
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Admitting the possibility of reducing these three sources of income
out of which the activity of the State is financed to a single one, how-
ever, in so far as the State continues to draw upon savings and consumes
the capital, one eanmnot avoid adding, to the money income calculated as
described above, which constitutes the expression of real income in terms
of money, the income derived from these other sources. In such a
case, the amount of money which can be distributed among those en-
gaged in the various public services exeeeds the money income, as de-
fined above, by the total amount of the income derived from these two
new sources. More exactly and in accordance with what we bave point-
ed out above, it is always possible to establish, by considering the proceeds
of the drawing upon savings and of the consumption of capital, which
part of these proceeds does not contribute to the national income of the
country concerned, because, for instance, it is transferred abroad. As
to the part which is transformed into a constituent of the national income
of the country concerned, it may be added to the money income as
defined above. The result always constitutes a certain volume of pur-
chasing power at the disposal of the State, without counterpart in a
corresponding increase in the available mass of commmodities for consump-
tion. In other words, we are faced with the phenomenon of inflation
which may be described as general inflation.

On those markets on which the economic forces at play enjoy &
certain liberty, an expansion of purchasing capacity, irrespective of the
sources from which it comes, causes a temporary rise in the prices of
both producers’ and consumers’ goods. Thus, the prices being higher,
the coincidence of the money income and the real income is restored ;
in other words, there is a return to the notion of money income as the
sum of the products of the multiplication of the quantities of consumers’
.goouds by their respective prices., On those markets, however, on which
economic forces are denied any possibility even relative, of frec play,
the effect of an increase in purchasing eapacity upon prices can be
postponed, thus producing a disparity between the amount of money in-
come, as defined above, and the amount of money of which the State
is in a position to dispose.

Thi: disparity is important in that it permits, on the one hand, to
decide up to whick point, and by what means, one is justified in adding
to the incomes derived from independent individual p.oduction the in-
comes of those engaged in the variovs public services which are derived
trom the two other sources: savings and the consumption of capital;
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and, on the other hand, to understand certain developments — ov, if
we ‘may say 8o, certain ‘¢ elasticities ¥ -~ of moneta.y and financial
policy, especially if the State seeks to maintain a certain proportion in
the use of the three alternative sources indicated above (1).

We are not going to dwell here at length upon the question of the
extent to which one may add to the incomes derived from independent
individual production those coming from the productive activity of the
State financed by drawing upon savings and upon capital, We can only
say this. As the money income remains always the sum of the products
of the mulliplication of the quantities of consumers’ goods by their
respective prices, it is relatively easy, at any momen*, to calculate that
income on the basis of current priccs, adding to it the amounts which
the State takes from the savings and from ecapital with a view fo
redistributing the proceeds of drawing upon these two sources, if
these proceeds remain in the country. This way of defining and of
calculating the income stresses the fact that the notion of income is essen-
tially dynamic. Indeed, when the income has heen determined once, it
has to be continually re-calculated, as it is subject to continuous variations.

4. — Limits of the duration of * ordinary " finance.

We think it worth while te enter somewhat deeper into the question
of limits imposed to the activity of the State based upon these three sour-
ceg of financial means ; in other words, of the ‘‘ elasticity » which snch
activity may possess. '

The problem of the limits of * ordinary finance " must be clearly
distinguished from that of the efficiency of the State’s normal activities,
that is of the possibility of increasing the real income. Both are based
upon the same concept of revenue, but the problem of the cficicney
of the Btate’s activities prescnts itself in the following terms (2). If
all that the Statc takes from the income, the savings and the ecapital
in order to spend it on various public services does nof return to the
eyele of production of real income of the country, that is to say, is not
restituted to the process of production of consumers’ goods, produced
and consumed within the period of time concerned, the activities of the
State hinder greatly the re-production of real income in the same measure

{1) For comparison with the definition of the conceipt of income by other writers
see Appendix to the present Report, p. 386.

(2) In thi3 conuection the reader might refar to the two first essays in the present
writer's volume: * Equilibrio tra attivita economica e finanziaria . Giutfre, Milano, 1943.
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as before. This has two effects. The first is that the dividing line
between * ordinary » finance, which can be continued indefinitely, with-
out damage to the sources of financing, and * extraordinary * finance,
which cannot be so continued, becomes blurred. The second that, under
the same conditions, if there is no increase either in production or in sav-
ings capable of making good the losses due to State action, a financial
policy which, in appearance, seems to draw only upon the citizens’ in-
come, and which, therefore, would appear as capable of continued appli-
cation, in actual fact also draws upon the capital of the country. Accord-
ingly, it is necessary to act with great circumspection in giving the
State the means of extending its activity, even should these means be
obtained from current income, thus bearing all the appearance of entering
within the framework of ordinary finance.

The problem of the limits of the financial activity of the State is quite
different. 1In all legislation there exists a fixed minimum income which
i8 considered as altogether exempt from taxation. It is asked: if
the exemption of minima incomes, which represent real incomes, iz ob-
served, and supposing that the real income and the amount of income
of which the State can dispose coincide, how long may ordinary finance —
that is finance drawing exclusively upon the citizens’ ineome — be eontinu-
ed * The reply would appear to be that this possibility exists up to
the moment when, as a result of investing the proceeds of taxation in
various items of expenditure, of destroying part of what is collected
in taxes, of taxing ol incomes over the fixed minimum, all the incomes
of the country, whether derived from independent individual productive
activity or from that of the State, are reduced to the minimum fixed for
exemption. This is the theoretical limit of “ ordinary ” finance, whose
actual attainement may be more or less retarded, according to the con-
ditions of the different countries and to an infinite number of various
circumstances, such as, for instance, the initial amount of incomes or
the extent of the liabilities to be met, as in the case of goods which, as
a Tesult of uneconomic investments of funds levied by taxation, are des-
troyed. This limit, however, helps in clearing up the ideas about the
possibilities of extension of the activities of the State fiinanced emclus-
ively oul of the incomes derived from independent individual production (1).

(1) This represents a further refinement of the theory developed by the present
writer in his essay on the : ** Costo finanziario di una grande guerra. Nota sul limite della
finanza straordinaria ™, Giernale degli Economisli, July-August 1942, republished in
the volume mentioned above,
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5. — “ Generic inflation* tends to increase during the period of pre-
paration for war, while shifting the limits of the application of ordi-
nary finance.

But, whenever the State has recourre to the existing savings and to
the consumption of capital as well, its finances acquire definitely the
character of ‘¢ extraordinary ’’ finance, which means that it cannot be
applied repeatedly, and the limits to which we have referred above are
shifted stiil further, all the more if the State adopts measures aimed
at strengthening one of these sources of revenue out of which to finance
its activities relatively to the other. Such is the situation which s
particutarly apt to develop during periods of profound dislocation of
the economic system,

Suppose that a State decides to prepare for a war, or has to face one,
within a relatively short time. In order to produce uil the commoditics
necessary for this purpose, sometimes on an enormous scale it requires
varions means which it seeks to acquire either by diverting them from
employment in other activities, or, perhaps, by importing them from
abroad. The prices of labour, of fixed and circulating capital, of savings,
the activity of enterprises, all tend to inerease. Numerous branches
of production of consumers’ goods are reduced to a standstill. The
transition from a state of peace to a state of war and the prosecution
of this latter, which have been frequently discussed in detail in the
course of the last few years, involve the adoption by all countries,
to a smaller or greater extent, of certain measures (1): restriction of
consumption, with a view to make available for war requirements as
large a part ot the productive forces as possible ; prohibition of produciion
of certain commodities ; prohibition of certain investments ; price control;
control of foreign trade. .

These measures have the effect of swelling the amount of savings,
of which large masses flow to the banks. These include the coniributions
of persons with relatively small incomes which represent the fruit of real
acts of abstinence ; the contributions of the savers who prefer this invest-.
ment and transfer their available funds from current or deposit accounts
to saving deposits ; the funds made available by the disinvestment on the

(1) CABIATL A, : “ Il finanziamento di una grande guerra ’, Einaudi, Torino, 1941, —
Stv@ger, H. W.: * The German War Economy >, Eeonomic Journal, April 1941, p. 19 ;
June-Sept. 1941, p. 192 ; April 1942, p. 8; June-Sept. 1942, p. 1886,
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part of businesses condemned by war to inactévity : shipping or overland
transport, companies, hotels and tourist bureaux, importers, businesses
with slow turnover such as land reclamation, housing and construction
of public buildings; produetion of goods for civilian needs, such as
textiles, paper, leather, stage, etc. They include the working capital
of enterprises which profit by the war and keep liquid funds out of
which, when needs be, they settle their accounts with other concerns
with which they come into contact iu the course of their own produetive
activity (1).

This condition, commen to numerous business enterprises, as well
as the incitements to voluntary saving which all the Governments encou-
rage by all means (2), contribute to the accumulation of deposits which,
in their turn, lead to the increase in the circulation of notes among those
who have no current accounts with the banks, and of cheques among the
possessors of such accounts, without a corresponding production of commo-
dities for consumption, thus conferring to the market the characteristics
of a * condition of great liquidity . The banks, which constitute an es-
sential part of the mechanism of the market, accentnate their activity
as intermediaries ¢ither by opening credits directly to business enterprises
engaged in war work, or by acquiring Government bonds and helping
the placing of public loans. The “liquidity ¥ of the market may also
be increased by the consumption of capital, which, in some countries, as-
sumes large proportions (3). Thus, even when the State draws ounly on
the three sources indicated above — incomes, savings and capital — the
revenue of which it disposes diverges very greatly from the amount of
real income expressed in money.

As a result, the possibilities of the development of State activities
are extended. The illusion that a war can be brought to an end by the

{1} Sec the study by the Governor of the Baxk or ITavy . ** I riflessi della guerra
sui fenomeni della moneta e del eredito 7, Rivista Banearia, February 1942, pp. 57 and 62.

{2) See in this connection the very well documented Der Deulsche Folksiwirt for the
years 1940 and 1941, as well as the articlea in the Femmomie Journal quoted above, April
1941, p. 34 and June-Sept. 1942, p. 203. For the effocts of a “ritvation of limidity ™,
ree the same Journal, in the section on ** Monetary Poliey  of The German War Eeo-
nomy, in the issues for June-Sept. 1941 ; April 1942, pp. 35-34, and June-Sept. 1942,
pp. 203.204,

(3) In Great Britain in 1940 three quarters of the additional expenditure was cove-
red by drawing upon investments. Tn 1941, the percentage thus met diminished to
one half of the increase. In the Budget of the German Rejch for 1941-42 the econsumnp-

tion of capital represents an amount of 2,500 million RM. (Fconomic Journal, June-
Sept, 1942, p. 202).
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lack of financial means is dispelled, especially if, since the very beginning
of its preparation or from the ocutset of hostilities, the minimum income is
not forced too much down (1).

6. — S pecific inflation and its tendency to increase the possibilities of
ordinary finance.

The possibility of financing the activities of the State may alse be
increased by baving recourse to a fowrth source, namely to specific infla-
tion by which is meant the cregiton of new currency without a correspond-
ing increase in the supply of commeodities for consumption.

Such a creation of new money permits those who put it in circulation
to acquire ever increaring quantities of the commodities they require.
Whenever this additional money is distributed in the form of incomes
within the country, the consequent increase in incomes gwells the total
money income of the country which, at the start, was equal by definition
to its total real income.

At any rate, it should be noted that whenever the amount avail-
able to the State from the proceeds of the second, third, and fourth sour-
ces of finance, comes to be spent under different heads, dringing about
a rise in the prices of consumers’ goods, of which the production does
not in the meantime increase, but either diminishes, or, at the hest,
remains unchanged, the rise in prices leads to a contraction of the pur-
chasing power of the money received from all the four sources from
which the activities of the State are financed, viz., current incomes,
savings, consumption of capital and fresh currency issues. As a result,
to continue the activity of the State, even on the same scale as before,
fresh and continuously increasing monetary means are required.

Specific inflation may take place in different ways. One of these
is through the banks. By granting credits or by acquiring securities
on a liberal scale, the ordinary bank may run the risk of freezing its as-
sets, in spite of the large flow of deposits and of the capacity of the
credit machinery as a whole to make further advances. If and when the
danger is aggravated, the bank is forced to seek re-discount or advan-

(1) These considerations might possibly have induced some authors to arrive to
contrary conelusions and to think that the financial means are unlimifed. Suffice it
to say, however, that if one recognizes the fact of economic goods being available in
limited quantities, one must neces:arily, in the end, come to the conclusion that it is
this limitation that counts,

(2}
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ces against securities pledged with it as collateral to loans, with the
Central Bank, thus enabling and encouraging this latter te issus fresh
notes, without these latter having a counterpart in commodities. In
this way the possibilities of financing war production, already ample
a8 aresult of drawing upon the three other sources, are further increased.

There exist, however, other ways by which specific inflation is produc-
ed. Such are, for instance budget anficipations (1); the raising of wages,
a measure which soonor or later recoils upon the State as the principal
purchaser during the war; the granting of subsidies to families; the supple-
mentary prices. All these lead to the creation of new money in quantities
increasing progressively from month to month and from year to year (2).

{1) A coucrete case of specific inflation intended to make good a chronic Treasury
# deficit ™ has been cited in the Bollettino di Informazioni dell' dssociazione fra le So-
cietd per Aziomi of September-Decemnber 1943 :

“ On May 31, 1940, the Treasury deficit was over 38,000 million lire, and it went
on increasing till, on June 30, 1943, it reached 65,818 million lire, )

“ Faced with such a sitnation, the Treasury was compelled to have recourse to the
fiduciary issue of the Bank of Italy, notwithstanding the fact that, at some periods, it
wag able to mitigate the situation temporarily by means of loans.

** From the 1st to the 3lst of July, 1943, in spite of the issue of £ per cent. Five-
Years' Treasury Bonds effected during the fortnight from the 7th to the 21st of June,
which brought in 11,972 million lire, the Treasury was again forced to draw upon the
note circulation of the Bank of Italy, because during that period, apart from the growing
war expenditure, one had to reckon with a diminution by 884 millions of the proceeds
of the ordinary Treasury Bonds, whose aggregate amount had fallen from 58,247 to
55,353 million lire, as well as with a reduction of 2,162 million lire in the proceeds of
current accounts, which had diminished from 54,860 to 52,698 million lire,

““The largest recourse to the note issue of the Bank of Italy was in Jnly, when the
sum &0 obtained reached 10,385 million lire, thns increasipg the debt of the Treasury
to the Bank by the end of the month from 47,595 to 57,980 million lfire.

““This last figure reprasents only the advanees made by the Bank of Ttaly to the
State for the necds of the Treasury. If, in addition, oue takes info account the notes
put by the Bank at different times at the disposal of the Treasury against various other
securities, a8 well as the rediscount made by the bauk for the Consorzio Sovvensioni su
Vualort Industriali, amounting to a total of 34,241 million lire, in connection with the
certificates issued by the Treasury to this body, for the payment of daily allowances
to the families of the mobhilized and for various public works, of the expenditure in
eonnection with the certificates issued by the military anthorities for the payment of
different military orders, one zees thai the total amount of bank-notes entirely absorhed
by the State reached on July 20, 1943 the figure of 96,511 million lire, ”

This staternent does not mention explicitely one of the motives of the recourze to
apecific inflation which consisted in the °*‘ price guaraniees ”” in connection with various
products. Yet, when the State commits ifeelf to such guarantees, the subsidies thus
paid tend to grow inte tens of milliards of lire. Such subsidies “ under the illusion of
being able to fix the prices of certain products, have caused the greatest damage to the
Treasury, without in any way having secured an appreciable material benefit for the
consunier . as the Bulletin adds a little further. The duty of revising them and
of doing away with a considerable part is an imperative necessity.

12) Praou, A. C. in *‘ Types of War Inflation ™, Beonomic Journal, December 1941,
Pp. 440 3¢.. distinguishes between ** wage inflation ™ and * deficit inflation ” (making
good a rige in prices), showing that the lat'er is relatively less injurious. Concerning
the effects of specific inflation the reader might consult our essay * L'inflazione nella
ﬁMn?nzalgi 3guerra *, in the volume “ Equilibrio fra attivita economica e finanziaria ”,

ilan, 1943.
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There exists a whole literature denouncing the evils consequent
upon such inflation, when the State does not succeed in neutralizing it
completely by some expedients capable of absorbing the surplus of cur-
rency in circulation ; expedients whose efficiency experience shows to
be decreasing continually. Recourse to the fourth source for financing
the activities of the State tends thus enormously to increase the disparity,
already created by general inflation, between the amount of money in-
come — which we defined as originally equal to real income consisting in
consumers’ goods produced and consumed within a certain period of
time .— and the amount of income of which the State can dispose. The
State is thus placed in a position to expand its activities withont con-
sidering their economic effects : activities which are essentially destruc-
tive of wealth because of being based upon an illasion, no less illusory
for being econvenient, concerning the notion of money income.

To clear up this illusion and to see clearly what it implies in reality,
should be a necessary preliminary of all investigation into economie,
social or financial phenomena.

Here it was sought to show how much, and in what way what is call-
ed, not always properly, money income comes to diverge from the real
income of a country ; how it can be measured according to all the canons
of logic, and to what kind of public activities this notion of income may
serve a5 basis. By the wealth of their material and by the efficiency
of their methodological expedients, the statistieians are in a position
greatly to contribute to the clearing-up of the much-discussed concept
of income. This may prove exceedingly useful for practical application
in time of war, and still more in times of peace, prayed for by all the
peoples the more ardently, the more the ordeal of war is prolonged.



Part 11
THE MEANS OF INCREASING REAL INCOME AND SAVINGS

7. — Difference of attitude of the governments towards the two forms
of inflation : generic and specific.

The attitude of the Governments towards the two forms of inflation
— generie and specific — may be different.

While encouraging the formation of savings whose use is deferred till
after the war (1), a Government can have recourse to gpecific inflation
only to a very limited extent, leaving at the same time a relative freedom
of action to economic forces, In this case, the increase in purchasing
capacity, irrespectively of the source from which it comes, brings about
a rise in the prices of consumers’ and of producers’ goods, so that, as we
have had occasion to point out, the concept of mobey income as the sum
of the products of the multiplication of the quantities of the various co-
gumers’ goods by their respective prices, which is equivalent to the real
income, tends to reconstitute itself at higher prices,

On the other hand, the State may need, in a more or less pronounc-
ed form, to have recourse to specific inflation on a large scale, this being
the easiest way in which it can obtain relatively large quantities of the
commodities it requires for the prosecution of the war. While doing so,
the State seeks rigorously to avoid all effects of the mass of money in
circulation upon prices by ensuring that the currency, even if it has
no counterpart in commodities, should be forced to return to the Govern-
ment {2).

{1} Some writers are at pains to show that '‘forced saving " should he prefsrred
to increased taXation since the " forced ™ savers do net lose their title to their savings.
This, however, is true ounly if the war over, they become once again gvailable to them
without loss in their purchasing power. )

{2) In connection with the practical measures intended to insure the so-called
* pirenit of capital > (the return to the issueing authority of the additional issnes of ecur-
rency) — such as the limitation of consumption, the fixation of prices, the suspension
of investments — az well as with the reasons of the failure of the circuit to close, obser-
vahle in all countries — such as the incomplete utitization of equipment ; psyehological
factors which persist in certaiu directions, in spite of apparent advantages (thus, for ins-
tance, shares, even hearing lower dividends, are somcetiines preferred 10 Government
bonds) ; ignorance of certain stata; progressive expansion of Government expenditure
— much instructive information is to he found in the annual report of the Governor
of the BANK or ITaLY of March 36, 1842, pp, 22, 23, 26, 76-79 and 105-106.
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The Government may alsc be compelled to have recourse on a large
scale to all the sonrces of State finance, including specific inflation. In
this case, however, if it proceeds from the start to large issues, it eannot
take all the measures necessary to ensure an efficient circulation of the
funds culminating in their return to the Treasury. Thus, the influence
of the mass of currency upon prices becomes evident, even if it is not
officially recognized. The State Budget iz continually threatened in
all its attempts at keeping a balance between the incomings and the
outgoings. The revenue diminishes in its real purchasing capacity so
long as the money continues to depreciate, as may be seen by referring
to prices. As the war is prolonged, the importance of specific inflation
as # means of financing the State tends to increase.

8. — Changes in the a{nourlnt of incomes distributed by the State after
the cessation of hostilities,

When, starting from what has just been exposed, we turn to consider
the conditions which may be expected to prevail during the period follow-
ing upon the cessation of hostilities, we must ask ourselves what wonld
then be the sources out of which the State would be in & position te draw
the means necessary for assisting economic recovery.

In the first instance, the problem may be considered as it should
present itself in the countries less favourably situated in respect of resour-
ces for financing the war; in other words, in countries forced to have re-
course on & large scale to specific inflation and unable to ensure the return
of the money issued to the Treasury. After which, the easier problem of
the countries less embarassed financially may come for consideration.

Secondly, the problem resolves itself not by the discovery of sources
other than those already enumerated above, as the human mind, at least
for the moment, cannot discover such other sources of any importance,
but rather by ascertaining the modifications in the comparative importance
of the sources already indicated and by finding out which of them can
be reckoned upon with greater assurance during the period which will
follow the cessation of hostilities.

As a matter of fact, immediately before the armistice, in every coun-
try involved in the war there exist ;

() Incomes of independent individual producers who continued
their activity as furnishers of goods for consumption, even if in many
cases on a reduced scale. These represent real incomes which, in terms
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of the prices current on the officially recognized market or, more prob-
ably, on the unofficial market, form correspondent money incomes.

{6) Incomes distributed by the State to those engaged in the pro
duction of public services, including the defence of the territory in
its largest sense, the amounts spent in this way being obtained by
means of taxation levied upon the incomes of the independent indivi-
dual production, in so far as this has survived. These proceeds of taxa-
tion, distributed in incomes, eannot, however, be treated as an addition
to the incomes of independent individual productive activity.

{¢) Incomes distributed by the State either out of funds obtained
from the existing savings of individuals or of banks, or by drawing
upon capital, or, finally, by the creation of new monetary tokens.
These incomes, irrespectively of whether they are expressed in ferms of
commodities or of money, must be considered, in so far as they remain
in the country, as an additfon to the incomes of the first category.

At the end of the war, the incomes of the first category which are
derived from the production of goods absolutely essential to the con-
sumer even in war-time, remain ; remain also those of the second category
to the emtent to which they are covered by taxation.

Ag to the incomes of the third category, it should be noted that the
productive activities directly dependent on the war, naturally, cease;
and with them cease the incomes of those engaged in them, with the
result that certain productive agents are unemployed. Moreover, in
seeking to restore budget equilibrivm, there is usnally a rigorous revision
of expenses : the contracts for supplies to be continued, price gnarantees
and various measures of social and wages policy, are all revised (1).

{1) In particular, concerning the desirability of reduction in the rale of inicrest upon
Government bonds, the following observations might be made, Even apart from the
moral repereussions of such a measure, especially in the countries which, affer having
had large recourse to specific inflation and being unable to ezcape its effects, have had
to stabilize the purchasing power of their money at a lower level, thus wiping out, to
the extent of the margin hetween the old and the pew purchasing power, all the exigting
savings ; & reduction in the interest rate of the Public Debt involves a {uﬂh&’r blow to
the savers, as well as a new obstacle on the way to economic revival. (n fact, the in-
terests are, indeed, paid out of the proceeds of taxation which, in its turn, reduces the
incomes upon which economic recovery ultimately depends. Yet, while the taxes are
transferred and their burden is spread over the community, so that their weight is distri-
buted among a large number of different subjects; the interests are received by the holders
of Government bonds and eonstitute in their hands a certain aggregate of purchasing
power which, even if amall, serves to support the demand for consumers’ goods. More
details eoncerring recourse to Public Debt and its management will be given in the essay
on financial reconstruction.
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This also tends to reduce the amount of incomes compared with that
distributed during the war.

On the other hand, and that especially during the period, more or
less long, which follows immediately upon the cessation of hostilities,
the State is compelled to meet fresh expenses in pensions to invalids, in
subsidies to the families of other military, in the liquidation of various
war-time administrations, which often constitutes a complicated and de-
licate task, in different measures intended at the mitigation of unemploy-
ment, etc. Although they are not so heavy a8 those involved in the
financing of war, these new expenses, which are distributed in the form of
new incomes, serve to a certain extent to make good the disappearance
of other incomes which had ceased at the cessation of hostilities.

In any ease, however, the amount of incomes derived on the morrow
of the war from independent individual productive activity and from the
expenditure of the State, is bound to be smaller than that of the incomes
distributed during the war. .

9. — Changes, after the cessation of hostilities, in the relative import-
ance of the different sonrces out of which the activities of the
State are financed.

This difference may also be increased because the State is no more in
a position to draw, at least to the same extent, upon all the sources from
which it obtained the financial means for maintaining its activity during
. the war. Indeed, at the end of the war, especially if the hostilities have
been prolonged, drawing upon capital is no* likely to constitute anything
like an appreciable source of revenue. In those countries in which it
had not been possible to ensure the return to the Treasury of the surplus
currency issued, and thus to prevent its effects upon prices and wages,
the resulting specifie inflation demands that, as an essentijal preliminary
to other action, the purchasing power of money be siabilized, at least
de facto. 'This can only be achieved if all further recourse to the creation
of monetary tokens is definitely eliminated. Otherwise the incomes and
the savings will continue to lose purchasing power ; and all attempts to
encourage recovery, to re-absorb the factors of production thrown out of
work by the cessation of the war, and all possibility of establicshing the
budget of the State and of ensuring its being executed, will be frustrated
by the instability of the purchasing power of money.
True, the stabilization, even if only de facto, of the purchasing power
of money, accompanied by a severe restriction of credit, may also bring



24 INTRODUCTION TO POST-WAR RECONEBTRUCTION

about the failure of enterprises engaged in the production of consumers’
goods, especially if these enterprises had been used to live exclasively
on bank credits. Failing these credits, these firms, faced with high costs
of production, cannot make both ends meet and are compelled to re-
duce the employment of the factors of production, or even completely to
stop their activity. Thus, as a rule, especially because during the preced-
ing period enterprises of this kind usually become very numerous, stabiliza-
tion tends gencrally to provoke the unemployment of faetors of produc-
tion. Such unemployment, however, is a necessary evil which has to
be accepted in order to prevent evils even far greater (1).

As a result, on the one hand, having revised the contracts with its
furnishers, reduced to a minimum all its expenses and eliminated all re-
course to apecific inflation and, on the other hand, not being in a position
to draw any more on capital, the State sees itself reduced to fwo only
of the four sources indicated above, namely to the incomes and the savings,
upon which it can reasonably reckon. The sncomes which are still avail-
able to the State are those derived from independent individual productive
activities, on the one hand, and from those public services which remain

(1) To the reasoas in favour of the stabilization of the purchasing power of money,
considered for the case of a closed market, should be added those which would appear
to recommend such a course in the case of communicating markets. The depreciation of
the currency in terms of goods and of foreizn currencies forees the country to pay more
for many of the comwodities it imports, whose prices cannot f.il to affect those of the
goods destined for internal consumption ; it is only during the initial period that it
encourages exports. In the long run, as the rise in the prices of the various means of
vroduction employed in the manufacture of commodities destined for export, whose
prices are also raised in consequenes, exports have to cease, even hefore the countries
of origin or those of destination impose auy restrictions, Thus, the incomes earned
during the period of transition and adjustment disappear, while the possessors of incomes
still surviving, as well as the owners of savings in money are constrained to the melan-
choly sight of the sitnation getting ever worse along with the diminution of the purchas-
ing power of the currency in which their incomes and their savings are expressed.

When, in recognition of the de facto situation, the old currency is replaced by a
new one at the rate of 10 old units for one new, all the prices, in terms of the new currency*
tend to be reduced to the extent of the depreciation of the original eurrency. In the
process, all the aavings accumulated before the inflation are destroyed to the extent
of the depreciation, that is, in this case, in the proportion of 10 to 1. A banknote of 10
old units i1s worth new one ; and the same applies to securities. A house which costs
10,000 original tnits to build is only worth 1,000 new umnita.

A very important problem is that of determining the right level of stabilization.
Though, owing to experience and to the growing recognition of the * economic solida-
rity 7 existing between the different countries, no one is in a position realiy to chose
in this case, without regard te what is done by others, it would appear that this should
correspond to the lowest level of the purchasing power the currency to be stabilized pos-
resgcs abroad, even if in this way the destruction wrought in the amount of cash savinga
i3 greatest. A stabilization carried out on such terms encourages the development of
exports during the period of adjustment, thus permitting to make good. at least partly,
the losses in savings caused by this mode of deflation which, from the point of view
of the savers, would appear more drastic.



NEW INCOMER FOR THOSE WHICH CEASED 25

in operation, on the other hand (1). And against all the miraculous cures
and all the illusions eoncerning taxes which would expropriate the rich
and benefit the poor, there remains the fact that the most efficient instru-
ment in this case is a fiseal system improved, simplified and well adapted
to the annual flow of the incomes derived from an intensification of pro-
ductive activity whose possibility will be discussed below.

The second souree consists of the savings accumulated during the
war — either in a currency still in course of depreciation, or in a currency
stabilized by measures more or less drastic — by those who drew their
incomes from individual productive activities or from the performance
of public services. To these savings should be added those accumulated
after the cessation of hostilities (2) by people in receipt of incomes and
able to put by some part of these. Here also, against all the miracu-
lous cures and illusions, if the instrument used is borrowing, the essen-
tial condition is the capacity of the country to absorb the loans issued in
the persuasion that by doing so it acts in its proper interests.

Obviously, since the burden imposed by borrowing the public’s
savings consists in the interests payable on the loans, which are defrayed
by means of increasing taxation, it is always to the income of the citizens
that the State is ecompelled to have recourse. By income of the citizens
we naturally mean here that derived from independent individual produc-
tive activity, which constitutes the real basis of all activity of the State.
It i3 this productive activity that is alone in a position to furnish inco-
mes capable of making good, during the period immediately following
on the war, the difference between the number and amount of incomes
distributed during the war and the reduced number and amount of in-
comes, which individual produetive activity and the performance of pu-
blic services on behalf of the State are still in a position to distribute.

If, thus, it is only {rom larger real incomes, that is to say from a lar-
ger production of commodities for consumption and of those which serve,
in some way or other, to their production, that it is possible to make

{1) Bee Einaupy, L. : “ La condotta economica e gli effetti sociali della guerra ita-
liana ”, Laterza, Bari, 1933, pp. 130, 338, 384, 386.

{2) The period after the war may be likened to that** phase "' of the business cycle
which clogsly resembles depreasion. Accordingly, it would appear that one shonld
have recourse to borrowing, at least so long as the State finds the savers ready to subseribe
to its loans. In this semse, the soread of economie culturs might greatly facilitate the
task of the governments, ©therwise, it would be necessary to have recourse to
extraordinary taxation of the forced loan-, whose consequences would prove even graver
than those of voluntory loans.
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good the difference between the incomes distributed during the war and
those still existing after its termination ; we may ask ourselves what are
the factors which can contribute to the larger production of consumers’
and producers’ goods, capable of reabsorbing the productive foreces put
out of work by the cessation of hostilities.

10. — Factors of a potential increase in the demand for consumers’ goods.

In the long run, the increase in the production of both consumers’
and producers’ goods depends upon am increase in the demand for such
goods which, in its turn, depends upon a corresponding increase in the
incomes, or, at least, upon the prospect of such increase.

(4) Some would be inclined to find a possible basis for an inerease
in the demand for consumers’ goods in the fact that, as a result of the
cesaation of certain expenses from the budget of the State, a possibility
would arise of diminishing the fiscal charges and of reducing the recourse
to private savings, which would make a larger part of the incomes and
savings for the purchase of commeodities for consumption. We have
seen, however, that, on the one hand, the State would have to meet fresh
expenses instead of those which had ceased, and that, on the other hand,
the possibilities to have recourse to the sources of 8tate revenue largely
used during the war would be greatly restricted. It would hardly be
wise, therefore, to exaggerate the amount of incomes and of savings
which, after the war, might become available as a result of the reduetion of
fiscal charges and of diminisbed borrowing.

(B) Anotber basis, perhaps even more extensive that the former, for
an i¢ncrease in the demand for consumers’ and producers’ goods, might
be found in the fact that, after the termination of hostilities, along with
the gradual mitigation or elimination of the various rationing schemes
and of prohibitions, there would be a diminution in the purchases of pic-
tures, various objeets of art and luxury goods, and that this would per-
mit to divert the amounts used for such purchases to the acquisition
of larger quantities of goods of general consumption, thus encouraging
the expansion of productive activities, the creation of new real incomes
and the re-absorption of the factors of production. Here, however, we
are faced rather with a change in the demand — from luxury goods to ne-
cessaries — permitting a larger employment of the factors of productibn
in the manufacture of the latter, than with an effective increase in the
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demand for all goods. Besides, the amounts involved can hardly be con-
gidered as sufficiently large to provoke an economie revival and to make
up for the incomes lost as a result of the cessation of hostilities.

(C) From the economic peint of view, the end of the war is generally
characterized by a more or less far-reaching exhaustion of the stocks
of consumers® goods, sometimes completely destroyed, and by the general
dearth of commodities. The incomes derived from those productive
activities which have survived the war are scarcely sufficient to keep going
the production of the first necessaries of life, such as bread, footwear,
houses, ete., and of the goods complementary to these, serving in their pro-
duction, or used as substitufes. Yet, in order to stimulate an fncrease
in the production of these commodities or the production of commodities
less urgently needed, it is essential that independent individual production
be in a position to distribute incomes in ewcess of those strictly needed
for the satisfaction of the most urgent vital requirements, or that these
incomes be on the inerease, first as incomes of the producers and then as
incomes of the owners of the various factors of production. Such a dis-
tribution of high or rising incomes, may only happen as a result of certain
‘¢ favourable events ¥ taking place in connection with the important
branches of production, which would lead to an expansion in the volume
of production, to a rise in the profits of the producers and to an increase
in the real incomes of all those engaged in productive activities.

Thus, more even than during the war, after it the human mind will
h ave to exercise itself in seeking to “create®, as far as possible,the “events
which can favour the intensification of productive activities, as a neces-
sary preliminary to a lasting economic recovery capable of re-absorbing
the factors of production thrown out of 'work. As we shall explain in more
detail elsewhere, in dealing with unemployment, by the cessation of
hostilities only such ‘¢ favourable events ¥ — be they scientific discov-
eries applicable to agriculture and industry, technical improvements
in the means of production and of transport, or the elimination o1 artificial
barriers to international trade — ecapable of increasing the profits of
the producers and of raising the real incomes of all those taxing part in
production in general, can pull the world out of the post-war depression.

(D) Finally, an important contribution to the increase of the demand
for consumers’ goods should come from the mass of savings accumulated
already during the war and, though to a smaller extent, even after the
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cessation of hostilities, by the possessors of incomes derived from inde-
pendent individual produetive activity and from that of the State. Here,
however, in so far as the importance and the durability of action of this
factor is concerned, a distinetion should be made between the savings
which can be immediately used in the purchase of consumers’' or produ-
cers’ goads, until they are finally exhausted, and which, therefore, contri-
bute to this extent to the intensification of productive activities, on the
one hand, and on the other hand, the savings which, on the repeal on the
various prohibitions of produetion and consumption, may profitably be
invested in productive activities and produce incomes amounting to, say,
50,000 for & million invested; within which limits the demand for consumers’
and producers’ goods may be increased in a more durable way and, in
the long run, to a larger extent.

Indeed, in the former case the increase in demand, which depends
only on the existing amount of savings tending to dwindle down gradually
with the expenses, may be larger and may seein to give a greater stimulus
to recgvery, but when the savings are exhausted, there is a erisis in pro-
duction, which has had only a temporary stimulation.

In the latter case, the immediate increase in the demand for com-
modities is certainly smaller, but as it is more durable and continuous,
it can be reckoned nupon with greater assurance to create durable incomes
in substitution of those which had ceased on the termination of hostili-
ties. Thus, the stable economic recovery is favoured more by the sav-
ings which can be invested and produce incomes, than by those employed
in the direct purchase of commodities, even if they are very large.

11. — Recourse to the income of other countries by means of the expor.
tatlon of ¢ finished manufactures " and of factors of production.

Moreover, it should be pointed out that -'—in a situation characterized
by the fact that the money and real incomes which had disappeared cannot
be made good by uew incomes, in which, besides, heavy government
expenses have to be met, thus making heavy claims upon the relatively
scarse incomes still available, on the termination of hostilities — the
countries of the type just dealt with above, are foreced to turn to foreign
incomes and foreign savings.
 As to foreign incomes, they may be drawn upon by any country if
this prepares sufficient outlets for its exports. This permits to the in-
dustries working for export to increase their activity to a maximum, thus
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absorbing a considerable part of the unemployment due to the cessation
of production for war. In the meantime, the exports may extend not
only to finished goods, but also to factors of production of which the
country has an excess, compared with its own requirements : this excess
may consist of amorphous masses of savings, of producers’ goods, or of
labour. .

This is why the problem of emigration of factors of production —espe-
cially of labour — from the countries with aense population to those in which
the population is relatively sparse, is fundamental in any attempt at
world economic reconstruction. To permit that the factors of produe-
tion in general, and labour in partieular, flow there where they can be used
to the best advantage, within the limits which every particular country
may fix, considering its own special conditions, is merely a canon of good
sense. It rests with the governments to put this canon in effect, may
be gradually, step by step, as soon as they agree to collaborate in this
gense. By means of international agreements the governments can regu-
late the quotas of workers to be admitted, the conditions of work and
the rates of remuneration. One may even admit the possibility of a
moderate levy being made on the workers which the country of crigin might
be ready to defray in its effort to find honest employment for its labour
abroad. The proceeds of such levies might, in part, be used for the con-
stitution of a fund of insurance against certain risks run by the emigrants
in the country of immigration, in case the government of the latter
should not arrive at some convention on this point with the country
of origin of the worker. In part, these proceeds might be used to build
up a fund which would enable the country of origin to acquire goods
in the country of immigration or elsewhere. It is obvious that the de-
tails of such schemes may vary and may give ground to numerous combi-
nations. Even if such a transfer of factors of production undoubtedly
involves certain losses for the country of origin, it certainly represents,
in the course of the period immediately following the war, a safety valve
which the countries ot the type dealt with above can hardly dispense
with.

Evidently, what is needed for the intensification of the exchange
of merchandise, services, capital and men, is the will, at least on the
part of some countries, to do it. Accordingly, there must be agreements
in respect of the goods to be exchanged and of the means of payment,
in virtue of which every country will have to effect arevision of the various
measures applied to the home market during the war.
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The intensification of exchanges involves also the necessity of develop-
ing the merchant marine and the means of transport generally, Every
country has to chose between assuming the burden of freights to pay
to foreign ship-owners on the one hand, and that of subsidies which it
may be considered worth while to grant to national shipping companies
in case if the current freight rates on the international shipping market
are not in themselves sufficiently high to encourage the construction of
ships not only for the couutry’s own use, but also for freighting to those
who may be in need of means of rapid transportation at relatively mo-
dest rates, on the other hand. Government assistance is here desirable
in all those cases, when it is necessary not only to reconstruct a merchant
fleet which is needed for the devolopment of commerce, but also to create,
even if at a certain distance in time, a source of revenue in addition to
those which have survived.

12, — The recourse to foreign savings by means of loans of which the
proceeds are to be Invested in activities of assuredly productive
nature,.

A country may obtain access to foreign savings by borrowing at low
interest rates, with a view to strictly limiting the employment of the
proceeds of such operations in the borrowing country in productive activi-
ties to such adveniage as not only to meet the interests on the loans,
as well as the amortization and insurance quotas, but to secure a net profil
which would constitute an income in addition to those which serve
to make good the incomes which had disappeared on the termination of
hostilities.

There exists a whole literature on the conditions permitting the
transfers of large masses of savings to be carried out between the lender
and the borrower, on the forms which such transfers may take ; on their
consequences, bencficial or otherwise, for the parties concerned, and on
the guaraniees to be demanded and given (1). We cannot refer to
these studies even briefly without digressing from our immediate task
of merely indicating the general dirvections to be followed by all coun-
tries after a war in this domain, and the sources to which the State can
reasonably have recourse in the financing of its activities. These stn-

(1) Caprari, A. Op. cit., pp. 32, 41, 64, 151-6, 172-9. See also the Afth study in
the present veolume,
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dies show that it is possible to count upon the savings of foreigners for the
creation of new incomes in the eountry only on condition that there exist
among the peoples concerned much good faith and a readiness to co-ope-
rate. Itis best if these feelings exist among all the peoples ; at the worst
they must exist between some. And it is not so much human reasoning,
as the incaleulable extent of the destruction and losses caused by the
war, that demand the restoration of economic solidarity among the
peoples who want to learn something from its experience.

13. — Problems common to all the three categories of countries.

In this first report our object was to elucidate the concepts of real
and of money income, aggregate and personal ; the principal sources from
which the activities of the State are financed and the influence these sour-
ces exercise upon each other ; the modifications taking place in the rela-
tive importance of these different sources due to the transition from the
state of peace to the state of war ; the most probable bases of demand for
consumers’ goods on the morrow of the war; the principal possibilities
which would present themselves for expanding these bases, on the assump-
tion that all countries will be ready to exchance with others finished goods
and factors of production. In this report we have deliberately dwelt on
the more difficult case of those countries which have been forced to have
recourse to specific inflation and have not been able to ensure that the
money thus issued should close the circle by returning to the Treasury.

Notably different, in respect of the post-war problems, is the situation
of those countries which, having escaped the effects of general and specific
inflation,and having preserved the  cireuit of capital” almost undisturbed,
envisage a ‘‘smooth transition” from the state of war to the state of peace,
on the only coundition that the production of consumers’ goods — especially
those for which the proeess of production is brief, such as foodstuﬁé, or
textiles, to be followed by that of goads with a longer cycle of production —
be encouraged and rendered intensive and capable of availing itself of
all the technical improvements and innovations discovered during the
war. This would enable the surplus money income accumulated during
the war to te absorbed (1),

(1) The difficulty of such a transition iz not ignored by ifs advocates themselves. In
our opinion, at ifeast until the goods available for consumption become sufficiently abun.-
dant to he exchanguable for monsy superabundant at the beginning, at prices which
will decrease gradually, attempés will have to be made to ensure the eircuit, and many of
the restrictions upon consumpiion, investments and home and foreign trade have to
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Equally different is the situation of the countries which, having per-
mitted specific inflatien to exercise a certain influence upon prices, en-
visage an official devaluation of their currencies, or consider the possibility
of concluding a series of agreements with other countries upon which long-
term international economic relations might he based.

We are not going to discuss the particular plans proposed to this
effect (1). But we may point out that all the countries have one
problem in common : that of making goed the disappearance of certain

be maintained after the cesaation of hostilities. It is one thing to demobilize gradually,
and quite another thing to preserve, with a view to rendering the operations easjer,
certajn restrictions npon individual activities, for a period determined by the rapidity
with which the production of commodities for consumption ir restored. This helps
also to deal with the nncertainties inherent in a process of deflation, which affer the

receding great war all the countries wanted to avoid in view of the uncertainty as to
the level of prices which should be attained as a result of the process of preducing gooda
intended to abserb the surplus money in circulation, as well as of the date at which
the equilibrium which it was sought to achieve between the commodities available
for constmption on the one hand, and the masses of money, on the other hand,
might be established. As a matter of faet, the real beneficiaries of deflation should
be the possessors of fixed incomes. Yet, unless the whole operation is carried out
by the State at its own expense, one can hardly imagine how the individual enterprises
would be able to get on, with the prices of their products declining econtinually,
without financial assistance from the government. In the latter case, however,
the disproportion between the commodities available for consumption, on the one
hand, and the masses of money in circulation, on the other haund, would tend to
reproduce itself.

The restoration of equilibrium hetween the mass of money in circulation and the
quantity of goods for consumption is alzo delayed when the State has recourse to publie
works or to internal colonization for the absorption of the unemployed, or when the
banks are too liberal in their advances to the industries working for the recovery. In
this case, the guantity of commodities available for eonsumption is only increased slightly
and indirecily. The “ amooth transition '’ may work in a single conntry, but as scon
as this comner into contact with the world outside, its money becomes linble to depreciation
in terms of foreign currency, and this cannot fail to affect the prices of conswmers' goods
within the country, thus neutralizing the cffactz of deflationary measures, For some
time there may, indeed, be a certain expansion of exports ; but if this happens, it does,
on the one hand, postpone the adjustment between the mass of mnoney and the quantity
of commodities on the market which {s necessary to achieve the intended lowering of
the price level ; on the other hand, it has the effect of compelling other countries to
take measures of self-defence against exchange dumping, re-imposing import duties,
closing the frontiers, etc., thus reviving the motives for other internativnal eonflicts,

(1) Even in the case of the plans of KETNES, SCHUMACHER and MoRGENTAU-WHITE
the little information available at the present does nol permit any serions investigations
to he made. In all these cases one has to do with problems of more restricied seope,
which bave to be adjusted to the general principles exposed above.

Apart. from critieisius of detaill — some of which may be found expounded with
skill in The Economist of May Ist 1843, article on ‘* Currency Plans ”, the rvader is
referred to PREDIOL, A. : “ Die angelsdchsischen Wahrungspline und die europiische
Wiahrungsordonung ", Weltew. Archiv, July 1943; CorpoLa D'ANwa, F.: * Progetti e
discussioni sull'ordinamento monetario post-hellice *, Rivista di Politica Economica,
April 1943; FrpERICI, L.: “ Due piani di organizzazione monetaria per il dopoguerra .
Rirista Bancaria. June 1943 — the plan of Keynes envisages the financing of interna-
tional frade and the stabilization of the rates of exchange even on the hypothesis that
the present trade barriers erected by the different countries should remain.



REW INCOMES FOR THOBE WHICH CEASED 33

incomes and savings with others sufficient to take their place. Common
also is the diminution in the possibilities of finding the wherewithal to
finance the activities of the State, which may reasonably be recurred to.
Common, as well, is the necessity to éncreass the incomes and the savings
by means of a larger and more rapid production of goods for eonsump-
tion. This object will be the more easily achieved, the sooner a serious
attemapt will be made to do away with the plethora of privileged corpor-
ations, monopolies, combinations, ete., whose number has lately reached
surprising figures in all countries (1).

Only after having cleared up all these basic nofions concerning the
state of the different countries on the cessation of hostilities, as well as
the general problem of outstanding urgency and importance, we are in
a position to pass to the examination of the problems bearing upon the
particular sectors of the life of the nations: agriculture, industry and com-
merce. Only if the solution of these particular problems is fitted closely
into the framework of that of the general problems arising out of the ter-
mination of the war, it will be posgible to avoid contradictory orientations,
a wrong employment of the productive forces, the failnre to produce those
commodities of which the world stands so badly in need : and that not
for the immediate future only, but for an indefinitely long future period.
This necessitates, on the part of the peoples and of those who rule them,
a solid knowledge of the results of their actions.

From the purely technical point of view, which in all the plans. attains a high level
of ingenuity, this might even appear generous. It is doubtful, however, that alarge
expansion of trade may take place unless the countries concerned do away with all the
barriers, regulations and prohibitions and insure, in agreement with other countries,
all the conditions necessary for the disposal of its products, and, consequently, for the
development of its productive aetivity, thus achieving the conditions of its own eguili-
brivm (which is also a necessary preliminary condition of equilibrium in international
relations}, of which monetary technique may then insure the suitable crowning. It can
never serve as a starting point for its suecessful and durable establishment.

In other words, irrespectively of the ingenuity with which the monetary plans may
be devised and operated, the probability of their successful realization can be increased
only on condition that every country, in co-operation with the others, re-establishes
its own balance, thus ensuring the stability of the purchasing power of its currency both
at home and abroad.

Among theee conditions the one absolutely indispensable iz the freedon of inter-
natiz:lil movements of flnished goods, and of means of production, of men and of
capitals,

{1) The painstaking aad valuable study of SCAGNETTI G.,: * Gli enti di privilegio
nell’economia corporativa italiana »’, Padova, 1942, which makes a distinction between
the various forms of $tate intervention in economic life, strikes the reader by the extreme
abundance of consorzi, of organs of control and of encoursgement, of mixed concerns,
of enterprises under direct management and of organizations enjoying in a greater or
lesser extent the position of semi-State corporations,

e}
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14, — The passage to the problems bearing on particular sectors of the
national economy, such as agriculture. ’

In the complex of economic activities which all countries will have
to face on the morrow of the war, agriculture certainly occupies a pro-
minent place; and the study of the existing plans of reconstruction, even
admitting that these have so far been formulated but vaguely, suggests
different ways of approaching the solution of the problems arising in this
field. Naturally, every country is free to solve the problems of the pro-
portions and of the limits of each of the various seclors of its economy,
as well as those particular problems which present themselves in each of
these sectors, There i3, however, one observation to make, without any
bias in favour of some particular solution. A vigorous development of
the productive forces of the land, which will be called upon to contribute
to its utmost to the cure of the numerous wounds caused by the war, i3
only possible on condition that land is more advantageously combined
with the other factors of production, making full use of recent technical
PrOgress.

This means supplying capifal to those who, in possession of labour
and of land, stand in need of capital to employ then to the best advan-
tage and to carry out important works of land reclamation and improve-
ment which would be sure to pay and to increase the value of the coun-
try’s territory ; supplying labour to those who possess land and eapital
in order to ensure an increase in production to the general advantage of
all the world ; coming to realize that when, with a view {0 some immediate
advantage or for the sake of some sectional interests, there i3 an artifi-
cial encouragement of certain branches of production for the benefit of
a particular group of the agricultural population, this always turns in
the end against those very groups which it was sought to protect, These,
in a general outline, are the indications pointing to the path to be fol-
lowed in seeking to ensure security and progress to agriculture on the
morrow of the war.

Obviously, in all conntries there may be the possibility of intermediate
solutions pursuing objects different from those of maximum output.
But even in such eases the economie situation of the country should never
be lost sight of, and should be considered as marking the highway which
leads to certain recovery. If this highway cannot always be followed
strictly without deviations, the security which it presents shail always
gerve to determine the extent of permissible deviaitons when these are
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imposed by unavoidable circumstances, to be tolerated only so long as
these circumstances persist, ’

It is in the light of these elementary observations that all the problems
bearing upon agriculture should be considered on the morrow of the war,
including that of putrition, so much discussed under the urgent
pressure of need in these times which focus the attention of moat
countries npon the complexity and the fundamental importance of
this problem.
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Qgendix

THE DIFFERENT INTERPRETATIONS OF THE CONCEPT
OF INCOME

Our concept of income and the methods serving to measure direcily its amount
ooincides in the end with the conceptions applied in the study of concrete problemas.

1. In the eourse of the last few years it has become customary in England, in pre-
senting the draft Budget estimates, te annex to the bill & great mass of information
concerning the economic siluation of the country, contained in a separate ** White Pa-
per ** which comprises two sections, closely related to each other: the one dealing with
the * sources for the financing of the war ", and the other with *national income and
expenditure, * tn this document the concept of income and the method unsed to ascertain
it, are indirect. In other words, they start from the “ expenditure 7, either individual or
national, * In wartime — saya the Economist of April 17, 1943, — all expenditure —
that is, all forms of consuming labour and materials —— can be divided into the two heads
of personal expenditure on consumption and Government expenditure®. The latter
for very proper reasons, cannot be further sub-divided, but this year it is possible, for
the firat time, to sub-divide the total of expenditure on consumption., In summary
form, the figures for the last three complete calendar years are as follows:

1940 1041 1942
(in million pounds)
Pergonal ezpenditure on consumption: food, drink and

HODAGOD . . . . . . . e e e e e e e e 1,862 2,010 2,232
Rent, rates, water, fuel, light and houesehold goods . . . 885 995 1,003
Clothing . . . . .« « « v v v e e e e e e e e 408 450 462
Travel . . . « . . o e e e e e e e e e e e e 185 202 215
Other BEEVICER . . + . + & v+« 4 = 4 4 v v a e e 461 469 465
Othergoods . . . . . . . . . « ¢« v v - s v v, 303 383 423

Torar . . . 4,282 4,509 4,800
Government expenditqre on goods and eervices . . . . 3,059 4,194 4,608
Total expenditure on goods and services . . . . . . . . 7,34] 8,703 9,408

Where did these goods and services come from ¥ The first and most obvious source
is the production of the community. Tkis can Te measured by the sume of money
paid out to the people in the course of producing the years’ output.

It might be instructive to follow the computation of the income thus conceived, as
it is made in the document. In the concept of income as the sum of the remunerations
of the factors of production no distinction is made between income and savings, even
if the expenditure is met out of these latter. If, then, it becomes necessary te consider
the national income thus conceived not at cost prices, but in terms of the pﬂ'ce;-ou—r-
ren t on the market, there must be added to the sum of the remunerations of the fac-
tors of production the amount of indirect taxes which, being easily transferable, enter
into the prices of all prodnete, raicing them accordingly. Ae it is said, the price of
& hottle 0f whisky always includes the amount of the duty. (Really afl taxes, whatever
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the régime under which they arelevied — competitive or monopolistic aait might he —
are always transferred, in the end, by raising the prices of the goods or services in
whose production human activity is employed. It would therefore be more logical
to add o the sum of the remunerations of the factors of production the aggregate amount
of direet taxation as well. The discussion of this point, however, would lead ur too.
far away from our subject), In spite of the addition of the gaid amount of indirect taxes,
if part of the expenses in consumption cannot he met out of the money income distri-
buted in the community — interests, rents, wages, profits — the balanee has to be
met by drawing upon capital, either at home or abroad.

The amounts available from the sonrees indicated above for meeting the expen.
diture, individual and national, appear to he as follows :

1540 1041 1042
{in million ponnds)

Rent, etc. . . . . . . . . . . . . . . . e e 389 385 384
Profits and interest .. . . . . . . . . . . . . .. .. 1,624 1,926 2,183
Salaries, ete.. . . . . . . . . . . . . . . . . .. .. 1,288 1,338 1,408
Wages, etC . . . . . . . . e e e e e e e e e e e .. 2,425 2,970 3,409
Net national income at factor eost. .. . . . . ., . . . ., 5,728 6,619 7.384
Indirect taxes, ete. less subsidies . . . . . . . . . s ., 837 1,087 1,219
Net national income at market price . . . . . . . . . 6,563 7,706 8,603
. domestic . . . . . . . ... ... 22 200 173

Drafts on capital ) otornal . . . . .. ... .... 168 797 632
Total available resources at market price. . . . . . . . 7,341 B,703 9,408

The White Paper speaks of the “ net’ national income, the latter being computed
after deduction of the costs of maintenance and of the amortization charges. Unfor-
tuna.tely, the gaps in official information do not permit the amount of such expenses
to be exactly calculated. An approximate estimate gives the aum of 475 million
pounds This further addition permits to express the income, given a3 “nat ™ to ba
expressed in terms of groas income, thus covering all the aggregate expenditure of the
years 1938 and 1942,

INCOME EXPENDITURE
142 1988 1942
(in milllon pounds) {in million pounds)

Net national income Expenditure on :

at factor cost . . 4,490 7,384 Consumption . . . . 4,035 4,800
Indirect taxs 8

subsidies? .E. l.e ' 622 1,219 Government . . . . 845 4,608
Net mnational income Maintenance and in-

at market price. . 5,112 8,603 creage of domestic
Depreciation, ete. funds (475) (475} capital . . ... (762) (302)

———— —

Gross national income
at market price. . 5,587 9,078 TorarL . . . 5,642 9,710

In this table also, like in the preceding one, the difference between the totals on the
credit and on the debt side, amounting to 55 millien pounds in 1938 and to 632 million
pounds in 1942, represents the extent of the consumption of capital exported abroa d
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TI. As we have noticed, the concept of income, as envisaged in the White Paper,
doer not take into account the * source * represented by savings. On the other hand, tha
document considers the consumption of capital ; it does not envisage the eventuality
of inflation. The comparison between the figures for 1938 and those for 1942 can only
be conclusive on condition that no changes in prices have happened in between. If,
instead, any rise in prices is admitted, the fignres which express real quantities, muayg
be reduced to terms of uniform purchasing power. The author of the article in The
Economist (p, 519) postulates a rise of 30 per cent. in the pricez in 1942, 25 per cent.
in 1941 and of 156 per cent. in 1940: percentages which are no more than an approxi-

mation. No real comparison is, indeed, possible, unleas the figures for the following
years are reduced to those of 1938, a correction thus being introduced for the changes
in purchasing power.

In practice, the reql income of a country can be calculated by dividing the money
income by the index number of the general level of prices. On the other hand,real income
can alko be measured by means of the index of production. In such a calculation, the
prices are used as weights, and it remains to decide as to the year for which the prices
should be used in weighting. The variations in real income depend upon the prices
people attribute to different goods at different epochs {Bowiey, A, L.: “ National

Inceme in America and the United Eingdom **, Economica, August 1842).

Now, our conception of the aggregate money incomwe as the sum of the products

of the multiplication of the guantities of the different goods by their respective prices
also jmplies that all the preduetive activity is measured by the sum of the remunera-
lions of the varicus factors, inciuding the entrepreneur. But, making a clear distine-
tion between income and eavings; considering directly the consumption of capital;
considering separately the phencmenon of inflation, this conception weuld appear
better suited for the investigations with which we are concerned and which distinguish
between the income of a country, on the one hand, and the amounis available to the
State from different sources, on the other haud.

ITI. Whichever of the conceplions of income he adopted, if — as in the ease of the
White Paper — ope disposes also of data concerning the aggregate amount of private
consumpticn, the expenditure cf the State and the consumption of capital, both at
lLome and abyoad, and if it iz assumed that there is no inflation, or that it. is in-
rignificant, as this would appear from the fact that the rise in prices iz exclusively
attributed to increased production under conditions of restricted supply of factors of
production, it ticimes jessible to gee the changes 1hat tcek place in this respeet

in the course of time and to learn what are the real **aources’ — not only financial
~ from which the community draws the means for the prosscution of the war,
1988 1040 1941 1042 (1)

(millions of ponnds of 1083
purchasing power)

1. Consumption . . . s e e e e e o . 4,035 3,551 3,408 3,408
2, Government expondlture e e e 845 2,660 3,355 3,545
3. Maintenance and increase of domeshc capital, 162 395 220 232
4. Overseas disinvestment . . . . . . . . .. — 5B —658 —638 485
5. Gross national income ., . . . . . . . . . 5,687 5,948 6,345 6,700

Tn terms of 1938 purchasing power, Government expenditure had inereased
from 845 million pounds in that year to 3,546 willion pounds in 1942, The increase

(1) 1042 waa the first complete year in which Lend-Lease was in oporatfon: this has the eflect of
making both Government expendlture and overseas disinvestment les# than they would otherwise be.
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can reasonably be considered as representing the cost of the war of the year 1942, which
is covered out of the following real sources:

{milliona
of 1988 pounds)

Cost of the war in 1942 (increase initem 2). . . . . . . . . . . . . 2,700
Derived from :

Increased production (inerease im 6). . . . . . . . . . . . . . . 1,113

Reduced comsumption (fall'in 3y .. . . . . . . . . . . . .. 627

Reduced provision for domestic capital (falin 3). . . . . . . . . 530

Overseas disinvestment (changeim 4} . . . . . . . . . . . . .. 430

ToTaL . . . . 2,700

On the proportions in which the commurity bas recourse to each of the different
sources from which the real means for financing the war are obtained, depends the
extent of reduction suffered by the savings accumulated by past generations, by the
capital equipment which existed at the beginning of war preparations, of the cultural
and artistics treasures of the country. The more this diminutjon is grave, the more
complicated are bound to prove the problems of the return from the state of war to
that of peace.

IV. The above explanations permit us more easily to understand some of the
recent definitions of total, real and money income,

Smon Kvzwers (“ National Income and its Composition 1919-1983 %, National
Bureau of Economic Research, New-York, 1941, 2 vol,, quoted by Bowrey (“ National
Income in Ameriea and the United Kingdom ,,, Eeonemice, August 1942), gives the fol-
lowing definition: * National income... is the net value of the services which
individuals and their property contribute to the production of economie goods; or
the wvalue of the commodilies ana services produced by the country’s economic system
minug the costs of the cowmmodities (raw materials and capital equipment) and of
services of enterprises conzumed in the production process”. It may also be des-
cribed as “the sum of all payments by enterprises to individuals... and of the savings
of enterprises after oll costs and disbursements sustained in the production process have
heen deducted. ™

CouiN CraRk (* National Income and (tutlay ™) says : ** Income from an industry ’s
surplus of proceeds over purchases, plus increment of stock, valueu at the average cvor-
rent prices over the period. ™

According tc BowLey (Ibidem, p.236): ' The change in the value of stock is separat-
ed inte change due to guanfities and change due to price... It can be argued that
part of the stock can be auld at the current price and the receipts raised as income,
80 that

T=pr~PoB=—q)P+@a({m—p + g (P—Po

=Wk (g—g) (Pe+m) + % (@1 + ) (|1 — Po)
— the first term is measurement of the change due to increase of quantity ; the second of
that due to an inerease in price — gives the right formula. In fact there is no change
in value of fixed or working capital and income ; it is a matter of convenience and de-
finition. In a balance gheet that sets on the receipt side income and on the expenditure
side consumption and ravings, any variant of the distinetion can be raised and the total
still equal each other . This is the system adopted in the White Paper in balancing
income and consmmption, with the only difference that, here, to consumption are add-
ed the savings.
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II.

THE NUTRITION PROBLEM

SUMMARY

PaRr T: REFERENCE TO STUDIES MADE BY THE INTERNATIONAL INSTITUTE OF
AcGrIcULTURE. — Review of the contributions made by the International Imstitute of
Agriculture to the study of the complex problem in the field of statistical, $echnical and
economic enquiries.

Part II : ECONOMIC ASPECTS OF THE NUTRITION PROBLEM. — After noting the
permanent nature of the problem in the post-war period, the lines along which further
enquiries may he made are defined. With special reference fo economic enquiries atten-
tion is called to the fact that the possibility of assuring sufficient nutrition to all classes
of a community presupposes as an indispensable condition an adequate supply of agri.
cultural products — in substance, an adequate production of real income. A search
for the most suitable means for providing it in such amounts as will assure the lowest
price for the several produects is the first step towards the solution of the problem of
securing food in quantities « sufficient for all». These means — with the costs referring
thereto — are supplied by foreign imports and improvements in the methods of production,

Other means may, undoubtedly, be tried : incomes may be raised by various imeans,
political prices may be fixed, assistance roay be given to certain groups of producers,
But if these measures are not accompanied by a more copious supply of agricultural
products they will never he able to assure suffieient food for all classes of a community.
If they are heneficial to some they will be injurious to othera. And even the advant-
ages secured to the privileged classes wiil sooner or later be neutralised by price rises
reflecting not only the inelasticity of the supply of foodstuffs but also the heavier burden
of taxation which provides the means for favouring now one now another group of
citizens.

In our last study, which deals with the cost and useful results of the various inter.
ventions of the public authorities, we shall outline still vaster problems of a scope so
wide as to involve all branches of government activity.






ParT I

REFERENCE TO STUDIES MADE BY THE INTERNATIONAL
INSTITUTE OF AGRICULTURE

1. — Introduction.

In a very detailed report submitted to the XIVth General Assembly
of the Institute Mr. J.J.L. van Rijn, Delegate of the Netherlands and of
the Dutch East Indies and Vice-President of the Institute, has already
given an account of all the circumstances which, since the XVIth Gener-
al Assembly of the League of Nations in September, 1933, gave rise to a
“ Joint Committee on Nutrition Problems . Members of the technical
commission of the Health Committee of the Leagne of Nations, delegates
of the International Labour Office, Delegates of the Infernational Institute
of Agriculture, and experts on agriculture, hygiene, and economics were
invited to sit on that Committee.

During the following year, and precisely in September, 1936, the Joint
Committee, availing itself of many studies of which several were prepared
by the International Institute of Agriculture, snbmitied to the VIIth
General Assembly of the League areport dealing chiefly with the interde-
pendence of nutrition and public health. This rteport also contained
brief but valuable studies on the economic aspects of the problem and
concluded with the express reservation that this matter would be studied
more thoroughly. In fulfilment of this undertaking, and while the
Joint Committee was pursuing its studies on the economic aspects of
the nutrition problem, a report to the XIIIth General Assembly of the
International Institute of Agriculture recalled the need of securing a
more scientific dietary for all classes of the population and called attention
to some of the consequences for agricultural preduction of certain dis-
coveries made by the science of hygiene,

In April, 1937, at Geneva, during the third and last session of the
Joint Committee, whose agenda included the examination of economic
questions in their relation to agriculture, the delegation of the Inter-
national Institute of Agriculture, prompted by the debates which had
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taken place at its XIITth General Assembly, intervened in defence of the
interests of the farmers, threatened by a mistaken interpretation of cer-
tain advances made by science in the fields of health and nutrition.

2. — Statistical studies.

The contribution made by the International Institute of Agriculture
to the statistical side of these enquiries deserves special mention.

(A) Any policy which aims at assuring a rational diet for the nations
must start by acquiring an accurate knowledge of the present situation
of production and consumption of the various foodstuffs in the several
countries. The basis for this knowledge can only be given by accurate
and detailed agricultural statistics.

Thanks to the assiduons work performed sinece its foundation by
the International Ingtitute of Agriculture in assembling and collating such
data, statistical returns relating to a great number of farm products have
progressively improved and embrace an ever larger part of the world:

The information periodically assembled by the Institute has thus
already made it possible to know for several products and with sufficient
approximation to the truth, the total quantities produced and available
for human consumption and the measure in which the several countries
participate in their consumption.

(B) The basic data thus placed at the disposal of Governments and
students were made great uge of in the work of the Joint Committee on
Nutrition Problems, as alse for the studies made in this field by the In-
ternational Labour Office. At the request of the latter, the Institute
prepared the chapter on the statistics of agricultural production and food
consumption published by that Office in the volume, ¢ The dietary
régime of the workers and social policy *.

(0) One of the meetings of the Joint Committee on Nutrition in which
the Institute took a specially active part, also directed the attention of
the statistical service of the Institute to certain special studies and pro-
blemns whose importance was emphasised at the meetings of the said
Committee. On its initiative, acting in concert with the Institute, a
subcommittee on Food Statistics met in Rome in March, 1936. 1t
presented a series of requests to the Institute which can be summed up
under the following heads :
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(a) to supply information on the consumption of cereals, sugar,
meat, milk and other dairy products, poultry and eggs, fresh vegetables
and fruit;

(b) to indicate, as far a8 possible, the trends of production, consump-
tion, and prices of these products in those countries for which sufficiently
complete data are available;

{(¢) to obtain from the municipalities data on the deliveries of milk
and fresh vegetables in some large cities and to use them for completing
the information mentioned under (4) and (b);

(d) to pursue these efforts systematically with a view to improving
agricultural statistics and supplementing the insufficient data now avail-
able on protective foods, and to draw the attention of the several Gov-
ernments to those special points on which improvements are desirable

{e) to collect data on the financial aspects of the assistance enjoyed
by agriculture in the several countries and on the effeets of this assistance
on the production, importation and exportation of foodstuffs ;

(f} to collect and study the wholesale and retail prices more especi:
ally of protective foods, and show the relations between these prices and
the trends of production and consumption in the several countries,

(D) To give prompt satisfaction to enquiries (a) (b) (e) and (f):
the International Institute of Agriculture prepared a special publication
which appeared in Vol. IV of the collection of documents presented to
the second session (June 1936) of the Joint Committee on Nutrition Pro-
blems. This work contained first of all a series of estimates on the produe-
tion and consumption of products of special interest to the Joint Commit-
tee (milk and dairy products, butter and cheese, meat eggs and poultry,
fruit and vegetables, cereals, sugar). The summary of the statistical
information available on this matter was accompanied by a statement
pointing out the defects in the available data and the direction whiech
the future statistical engniries of the Governments and the Institute
might take. Several geries of index numbers of wholesale and retail
prices for some protective and other foods followed, and notes on the
measures taken for giving finanecial assistance to agriculture in a number
of countries.

(E) As regards point (2) of the recommendation of the sub-committes,
the Institute realised that to bring the extensive work contemplated to a
succesful conclusion it was advisable to proceed by stages, making a
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geries of thorough studies for each of the groups of produets taken into
consideration, with the assistance in each case of specialised experts.

In the first place it devoted its attention to the study of the statis-
tics for vegetables and fruit. A detailed decnmentary record was pre-
pared on the statistical data then available in the several countries and
on the methods used in their compilation. The material thus collected
was published in October, 1938 in the volume * Vegetable and Fruit
Statistics . The examination of the statistical services in each coun-
try is preceded by some general remarks on the nature of these statistics
and on the special problems related thereto, and a final chapter containg
the general conclusions and some recommendations of 3 general character
for their improvement and unification,

(F) Following the publication of this volume the Institute called a
meeting of the International Committee for Horticultural Statistics which
met in Rome in December 1938. Special experts were sent as dele-
gates by the following countries : Czecoslovakia, France, Germany, Italy,
the Netherlands, the United Kingdom, the United States. After exam-
ining the several methodological and scientific problems relating to the
statistics of vegetables and fruit, the Commission made a series of re-
commendations for their improvement and unification. The report
gummarising these recommendations was communicated by the Institute
to the Governments of all countries.

1t was the intention of the Institute to proceed on similar lines with
the study of other statistics of special interest for nutrition problems,
such as those for milk and dairy products and meat. But the difficulties
of the international political situation have compelled it to postpone
these studies.

3. — Scientific enquiries.

The problem of nutrition involves several questions of a scientific
character for the solution of which international collaboration would be
of the greatest value.

(4) For securing current information on the quantity and quality
of the food products consumed the International Institute of Agriculture
had prepared some suggestions for nutrition enquiries. But the rules
followed in making the enquiries have not always been uniform and the
classification adopted has often been based on the personal views of the
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writers to whom the work was entrustcd. The absence of uniform methods
and in some cases the fact that the work was not done by experts, account
for the fact that poritive results were nof always secured.

It would be advisable to have dietary tables prepared in each country
showing for the several foodstuffs, their average content of calories,
proteins, fats, carbohydrates, vitamins and mineral salts; the approx-
imate number of the analyses made for establishing the figures; differ-
ences as compared to average composition ; seasonal influences and those
exercised by the various methods of cultivation. These tables should
be drawn up by standardised methods adopted by all the countries.

Special importance should therefore be attached to the future stand-
ardisation of such efforts.

(B) War conditions have led the International Institute of Agrieulture
te pay special attention to the quality of the raw materials used for hu--
man nutrition, and in the first place to the quality of bread.

Bread, the staple food par excellenee, is often of poor quality ; it is
often adulterated by the various methods of milling and baking. Con-
sumers have to accept it as it is and to suffer the consequences.

The “ Monthly Bulletin of Agricultural Science and Practice” has
published general remarks on the factors determining the quality of bread,
specifiying the component ingredients which should be contained in its
chemical composition, ity digestibility, and the extent to which it is
agsimilable by the human organism.

The question of the bolting of wholemeal fiour, which contains
larger quantities of nitrogenous matter, mineral salts and vitamins,
has also been examined. Serious criticisms have been made from the
health standpoint of the processes used in the baking industry. At the
present time, attention should be called to all mistakes in nutrition which
react on the health of the people.

(C) An unbalanced dietary may, in the long run, by acting always
in one direction, lead to organic troubles, rendering people specially sus-
ceptible to general diseases and debility, leading to serious digeases
differing according to disequilibrium. TUnbalanced diets are generally
associated with malnutrition and shortage of calories. It was therefore
a matter of prime importance to give information on the possibility of
supplying well-balanced dietaries with the foods available. This balance
ean, in practice, be secured in various ways.

(4)
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The seientific service of the Institute has published articles on the
progress of the science of vitaminology. They show that the lack of vi-
tamins’ (protective foods) may in a relatively short time cause very seri-
ous organic troubles, whereas a lack of calories, if not too pronounced,
will not lead to such results.

Therefore, special attention should be paid to securing * protective ™
foods, as their insufficiency is not perceived as readily as is that of the
energy-vielding foods. The absence or insufficiency of vitamins ip a die-
tary leads to organic troubles known as avitaminosis previtaminosis
and hypovitaminosis.

(D) War is the great creator and revealer of these froubles. The
restriciions it places on the choice of foods naturally rich in vitamins
which are the surest guarantee of the physiological fitness of the individ-
ual ; the very limited use of fats and consequently of the lipo-soluble
vitamins; the relatively heavier consumption of various substitutes and
of canned foods frequently prepared in a way which does not secure their
vitamin content ; the high prices ruling for some essential foods, which
weigh heavily on the meagre resources of a large part of the population,
all these consequences of war lead undoubtedly to 2 deficiency of vitamins
and consequently to various pathological conditions.

The quantity of vitamins supplied today, under existing food re-
strictions, cannot suffice. The buman organism requires larger quantities
of certain foods and very often it no longer succeeds in assimilating
those with which it has to be satisfied.

Therefore, under these conditions it becomes necessary to supply
some groups of the population with vitamins in a pure or concentrated
form. Efforts at the preparation of foodstuffs with a high vitaminic
content may do much to protect health and to preserve the community
from the many dangers threatening it.

The supervision of the vitamin content of foodstuffs and canned foods
and the suppression of food adulteration iy becoming more and more
indispensable in many countries and, in our opinion, should be regulated
by new international laws and conventions.

(E) The distribution of vitamings among plants and the choice and
development of new crops raise questions of great practical importance.
Among them is that of ascertaining the degree in which the vitamin
content of plants varies with the different factors affecting their
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growth such as the fertilisers used (natural or chemical}, soil reaction,
selection, etc,

Generally speaking, the vitamin content of animal foods may be
affected very decisively by the forage fed to stock. It is thus possible,
without modifying the food habits of a people, to supply the vitaminas
required for a well balanced dietary by modifying stockfeeds. Any de-
ficlency in vitamins may thus be compensated.

The Institute has not failed to call attention to Recent observations
on remedies which can be applied in the case of the serious deficiencies in the
lime, phosphate, iron, iodine, ete. content of the present food régime, and has
suggested the urgent need of supplementing deficient dietaries. If may
in some cases be easier to take such measures than to secure supplies
of milk or other valuable foods. The great insufficiency of the supplies
of lime and phosphates in certain countries has not hitherta heen realised
It is essential that these mineral salts should always form part of the
daily dietary. If something is to be done to avert a danger, which in many
countries grows more serious under present conditions, supplies of tri-
calecic phosphates and various organie preparations of calcium should be
prepared as soon as possible,

It is to be hoped that simple and rapid measures will be taken, as
a much more serious decline in public health may arise at a rate which
will progressively increase.

The Institute hag also called attention to the chief sources of foods
heretofore more or less neglected and to the possibility of using waste
and residual products in conformity with physiological needs. It would
undoubtedly be possible to secure a more rational and intensive use of
such materials during this period of exceptional food scareity.

(F") In planning its work, the International Tnstitufte of Agriculture
has made a special study of the problem of improving the dietary of the
small farmers who account for the great majority of workers engaged in
agriculture. ' ‘

The improved nutrition of the country people is an essential condition
for agricultural progress and exercises a marked influence on production.
Changeg in the dietary of the peasantry of several countries may react
very sensibly on the world market for staple foods leading to an incress-
ed demand for several foodstuffs.

Efforts directed towards improving the dietary of the peasantry]are
indeed beset with difficulties and the methods used may vary with the
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special conditions prevailing in each country but the solution of this
problem should be considered in its practical aspects and should lead
to a general effort carried out by international action.

Two main difficulties are met with in studying the dietary of the
agriculfural population :

(1) that of ascertaining existing conditions;
(2) that of applying modern physiological and biochemical know-
ledge to their improvement.

Generally speaking, it may be said that the peasanry are very badly
nourished. Almost everywhere their standard of living iz insufficient
and below the average for the country. This has a pernicious influence
ont their health, intelligence, and working capacity and on the demo-
graphic situation of their respective ecountries.

In establishing rational dietaries the several types of dietary should
be studied. The measures taken in the several countries for improving
nutrition are many, but they are insufficient in the case of the peasantry.
The solution of this age-long problem will call for a very great and ge-
neral effort on the part of all agricultural institutions.

(G) Another subject studied by the Institute is that of the better use
of labour on the farm. The question of using agricultural labour to the
best advantage is of world-wide importance. When insufficiently nourish-
ed the body first consumes its reserves, and then its Jabour power declines.
When oace the right balance is lost, the consequences become of increas-
ing gravity as time pasges.

is there a definite minimum of nutrition below which health and
labour yield are endangered ! Is it possible to live and work for long
on reduced rations ¥ These are the most urgent que.st-i'ons whose solu-
tion demands enlightened government action,

Nervous balance and muscular yield are closely connected with the
state of nutrition. Present working conditions demand of the individual
an intense effort which exceeds his psycho-physical reserves. Unfortu-
nately, the rules governing rational and economic activity are no longer
respected. Fatigue becomes chronic and its effects accumulate ; it ceas-
es to be an individual and becomes a collective phenomenon. Nervous
troubles are hecoming more and more frequent. What are the canses
of the great spread in reeent years of, pervous trouble in country districts,
troubles which had hitherte been considered as exclusively urban?
Evidently they have no specific connection with the country-side,
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(H) The problems of unemployment and malnuirition may acquire after
the war considerable importance. The means which will help in the future
to provide food-relief for the unemployed should be the subject of a
thorough study with a view to finding practical conclusions which will
be of the greatest importance to all couniries.

The first task to be undertaken when the war comes to an end will
be that of preventing a famine. All measures taken should aim at utilis-
ing without delay all the human and material resources available for re-
starting production and for assuring the fullest use of all existing food-
stuffs and their substitutes.

For the purposes of reconstruction it would be unseful to set up:

(1) International Victualling Committees for distributing foodstuffs
among the several countries in conformity with their respective needs;

(2) National Nutrition Committees of an advisory character,
composed of experts on nutrition, public health and economics ;

(3) Scientific Committees on Nutrition which should endeavour
to lay down definite rules for assuring adequate standards of nutrition.

It may seem superfluour to insist on the need of steady co-operation,
both national and international, between the research and other organisa-
tions interested in nutrition problems. As pari of its general effort the
International Institute of Agriculture iz devating special attention to
the problems raised by under-nutrition. It is to be hoped therefore that
it will be possible to seecure increasingly active international collabora-
tion in co-ordinating, pursuing, and developing these essential enguiries.

4. — Economic enquiries.

In the field of nutrition the Infernational Institute of Agriculture,
acting on the recommendations of the Joint Comnmiltee on Nutrition
Problems and in conformity with the resolutions passed by the Permanent
Committee, in studying the following questions :

(A) The consumption of meat in the several countries. — A study on meat
consumption appeared in 1937 in the December issue of the ¢ Internatio-
nal Review of Agriculture , being a first atiempt at examining the pro-
blem from an international standpoint. This study is based on the sta-
tistica of consumption for 21 countries in different parts of the world
and on the budgets of worker families ip 23 countries. Starting with
a brief review of the causes leading to the increased consumption of meat
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during the XIXth century, the article enquires into the present status
of consumption in the several parts of the world and the prospeets for
future development.

(B) The dietary régime of the peoples of the For Eas!. — The debates
which took place in the Joint Committee on Nutrition and at other inter-
national meetings often emphasised the importance for the agrieultural
exporting countries of the New World of a further improvement in the
dietary régime of the countries of the Far East. The dense population
of those countries and the very low standard of living and food consump-
tion which characterises them is such that even a modest improverent
in their consumption would undoubtedly have very important results
for the world market of wheat and other cereals for which the exporting
countries cannot always find adequate ontlets. The International In-
stitute of Agriculture has therefore stressed the importance of studies
on present developments and trends in the dietary régimes of those
countries. In response to wishes expressed, the Institute has published
gome studies on the subject. The first, published in 1938 in the Sep-
tember issue of the “ International Review of Agriculture’’, entitled « The
Dietary of the Peoples of the Far East » notes the salient features charac-
terising their dietary and distinguishing it from that of the white peoples,
thus giving the reader the general notions required for a study of the
question in the several countries. The second article, published in the
same Review in August 1939, is entitled ‘‘ The Dietary Régime of the
Chinese People ””. This study based on family-budgets and nutrition en-
quiries, shows the present status of nutrition of the Chinese and the possi-
bilities for its improvement. Materials have also been collected for
Japan, British India, and some other Oriental countrics. Unfortunately
the alterations which the war has required in the plan of work have
hindered the continuation of these studies. '

(C) The spread between the prices received by producers and those paid
by consumers for foodstuffs. — As the consumption of the great major-
ity of the population is fundamentally determined by their purchasing
power which varies on the one hand in funetion of available income
and on the other of the prices charged for produets bought on the market,
it is evident that the relation hetween these prices and those paid to
producers is a matter of prime economic and social importance. It
would indeed be useless to wish for an improved dietary if retail prices
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were to remain so high as to reduce demand below what s necessary to
meet essential needs.

Both for the farmers, whose interest it is that producers shonld
not suffer the consequences of excessive demands of the middleman,
and for consumers this is a much debated question, discussed so far
however without the help of statistical data which would allow of judg-
ing the fairness of some of the statements made. In response to recom.
mendations made by the Joint Committee, the Institute has undertak.
en to colleet data on this matter for a certain number of countries angd tg
publish the results.

This has led to the preparation of the Report * Investigalions ingo
the spread between producers’ and comsumers’ prices for certain foodstuffs ™,
drawn up on the basis of material already contained in the publications
of the several countries and of studies made, at the request of the Ingti-
tute, by some countries which do not yet possess statistics on thege
matters,

The report contains studies on 12 countries : Austria, Canada, Den-
mark, Finland, France, Germany, the Netherlands, Norway, Poland, Unit-
ed Kingdom, United States, and Switzerland. Six of these countries
(Austria, Denmark, Finland, Norway, the Netherlands, and Poland)
supplied the Institute with special studies made in response to its enqui-
ries ; for the others the data contained in publications already issped
have been used. These studies form Part I of the Report under cop.
sideration,

Part T of the Report is entitled * Distribution Costs and Consumers'
Prices ” and contains an account of the chief conclusions to which the
study of the material assembled and published in Part II hasled. Apart
from a brief introduction, Part I contains some chapters dealing with
the “ The normal structure of distribution costs”, “ Factors leading
to excessive distribution costs and margins " and lastly “ Methods for
reducing distribution costs .
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ECONOMIC ASPECTS OF THE NUTRITION PROBLEM

% — The nature of the problem,

The problem of securing adequate — i.e, not only sufficient but
also cheaper — food supplies for all classes of the population iz no
new one and presents itself for consideration as an aggregate of pro-
blems the solution of each of which depends on that of several others.

Both in poor conntries agriculturally and industrially backward,
and in rich and industrially powerful countries, in periods of depression
and in periods of prosperity, not all classes of the population are able
to nourish themselves so as to satisfy the essential needs of the human
body. Even in peace time this situation has many conseguences —
physiological, social and economic — adversely affecting the combination
of the factors of production, and political consequences productive of a
whole series of reactions. All these consequences increase in number
and importance during the more or less lengthy parentheses of war
and its aftermath, and therefore call for a thorough study in view of
the effort which will be required of all Governments desirous of avoiding
evils which in some cases might be of incalculable gravity.

In its sad reality, the conduct of a war — in view of the monetary
aspects of the phenomenon generally referred to as its * financing ¥ —
is made posasible by reducing consumption, increasing production, and
consuming capital. The reduction of consumption does not however
affect all classes of the community involved in the war, nor, in thecase
of those affected, is the reduction made on the same scale for all.

Equiries into the economic conditions prevailing during the first
world war (1) lead to the conclusion that, in some countries at least,
the introduction of rationing entailed less sacrifices on the rural popu-
lation, whose consumption of food when they remained on the land was
extended to those foods for which ration tickets were issued even if they
were not included in their usual dietary. This was the case, for instance

(1Y Erxavupt, L. : ** La condotta economica e gli effetti sociali della guerra italiana >,
Laterza, Bari, 1933, pp. 181-3.
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with sugar and coffee. When the country people moved te the cities
for military service or other war purposes, their régime included many
other goods and services to which they were not accustomed. In the
case of workmen, craftsmen, business men, and traders, 7.r., of all those
who in the towns worked dircctly in connection with the war, consump-
tion was not reduced but on the contrary increased. On the other
hand, such groups of the population as government and business employ-
ees, pensioners, house and land owners, bearers of pre-war government
securities, widows and orphans deriving their incomes from trust funds,
were called on to make sacrifices which often required real heroism on
their part.

Unfortunately, the reduction of consumption, entailing all too often
nsufficient nourishment for whole classes of the population, does not
ceage with the cessation of hostilities, especially when, as shown in our
previous study, the sum total of incomes distributed among those engag-
ed in productive activities -—— whether State or private -— is lower than
that received by producers on private or government aceount during the
war years, This means that those whose dietary had improved during
the war will probably return to their previous condition. Those who
during the war were already compelled to make heavy sacrifices will
see them prolonged and sometimes aggravated. On the whole, and apart
from temporary donations of food and other produets which may be made
to certain countries, it is easy to foresee that the dietary of most of
the peoples, whether or not they were involved in the war, will deterior-
ate in the post-war period., The problem of assuring proper nutrition —
sufficient for all classes of the population and at the same time seientifie-
ally sound — will thus be incumbent on all countries after the war, even
should generous measures of relief make it possible to avoid the spread
of famine in some countries.

6. — Lines for the development of statistical enquiries.

Further studies which will enable the several countries to consider
measures for securing at least sufficient nourishment for their people as
well as a balanced dietary, require as their starting point complete re-
turns relating to the fundamental facts affecting the demand and supply
of foodstuffs, So far the result of exhaustive enquiries are neither avail-
able for all countries nor have the enquiries been made on uniform lines
within each country,
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A right understanding of demand requires first of all a knowledge of
the food habitz of all classes of consumers in each country. In thiz con-
nection frequent and serious deficiencies in the data available on consump-
tion and prices will have to be made good. This will require concert-
ed action by the several countries for the solution of many problems of
methodology, and unified systems for the collection and collation of the
data so as to make the results obtained comparable. Any changes in
ascertained habits should be systematically recorded, whether, as in many
countries, they denote improvements due to the spread of knowledge on
food requirements and on the best means for satisfying them, or whether,
a8 occurs in the period of transition from peace to war conditions, or from
war to post-war and peace conditions, they denote deterioration.

To secure a proper knowledge of the supply of food products it wonld
seem essential to obtain (a) reports on growing crops and other foodstuffs
obtained in relation to the ascertained habits of consumption ; (b) reports
on any changes in these crops which may be made to bring available
supplies into keeping with prevailing habits so as to assure to all members
of the community an adegquate and progressively scientific dietary ; (¢) re-
ports on the productive potential of a country with a view to the full
attainement of the above aim.

If carried out on uniform lines so as to make the returns for the se-
veral countries comparable in fime, these surveys of the demand and
supply of consurnption goods will be of use for ascertaining the several
trends of consumption, production, and prices in each country and in
the international comity of nations; in short, they will show the se-
veral stages which the various countries, singly and collectively, must
traverse to attain their goal which is that of improving nutrition stand-
ards.

7. — Lines for the development of scientific enqguiries.

Only by acquiring a knowledge of the nutritive value of foods can
people avoid the danger of spending their available means to less ad-
vantage than the degree of culture attained by the community would
allow, Therefore, from the seientific standpoint, the solution of the prob-
lem of securing a sufficient and balanced dietary reguires (s) that an
“ optimum dietary ' be determined for each country whose food habits
have been ascertained, taking into due aceount its economic atructure
and climate, and the possibility of securing supplies and markets. (b) In
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the second place suitable measures must be taken for giving wide publi-
city to the most advanced ideas on the subject. The most recent scientific
discoveries must be promptly applied to relieve the conditions of the yp-
der-privileged classes or groups of the population. (¢) In the thirg
place, active encouragement should be given to studies for unifying g5
rapidly as possible the methods of analysing and inspecting foodstufy
and vitamin products. Only by applying these methods and making
these efforts will it be possible to iron out any differences which may
exist between the food habits of the several countries and the optimum
dietary possible for them. :

But the scientific viewpoint broadens out to cover problems relating
to the increase and improvement of food supplies, i.e., to the improvement
of farming methods and the development of agricultural productive aci-
vities in such wise that the supply may be proportionate to lhe demand
regulated in accordance with the dictates of medical science.

The study of the scientific side of the problem of securing a sufficient
and an increasingly rational dietary for all, therefore includes questions
relating to the use which should be made of productive factors, both
in the period immediately following the war during which the nationg)
supply of foodstuffs will have to be supplemented by recourse to those
of other countries, and in the ensuing period in which each country will
endeavour to meet the deficiencies of others by developing its own re.
gources to the utmost, and finally in the subsequent period in which
agreements between the several countries will tend to re-establish the
international division of labour based on the principle of producing
to the best economic advantage (1). :

The seientific technological side of the problem also covers questions
relating to the transition from one of these periods to the other, 3 tran.

{1) In this connection it is useful to read the * Final Aet of the United Natjons
Conference on Food and Agriculture " (Hot Springs, Virginia, U. 5. A., 18 May.3 Jupe
1943, Stationary Office, London, 1943, pp. 23-26. .

The several proposals for forming pools for such produets are linked up with the fing)
purpose of giving all countries equal “* purchasiug poseihility ™ — which is not the same
thing as equal “ purchasing capacity . The redistribution of goods in accordance witl
the real demand and supply capaciby of each country, enlarged in time by eredit devices
would thus bhe greatly facilitated, more especially as at the same time some seasonal
price fluctuations would be reduced, and the supply of farm products could more eaj]
be brought into keeping with actual demand. It is, however, very difficulf to place olf
the countries on the same footing of equality as regards the possibility of offering agy
purchasing the several products, even suppesiug that they have the capacily of doing so
The largest, or the only source of supply always ends hy oreupying a prenonderant
position. ’
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sition which may vary in iength from one country to another, and also
questions relating to the acquisition of the variour kinds of capital goods
(machines, fertilisers, ete.), to the variety of the crops raised, to xoil
conservation and protection, to discoveries and inventions, to the exten-
gsion or reduction of the area fit for cultivation brought about by the
introduction of new methods of farming. All the many-sided and ever
changing activities engaged in the production of farm commodities may
be considered from the scientific standpoint which directs the efforts of
producers to increase the supply of essential commodities.

In this connection, a timely reminder has called attention to the fact
that * although accurate data are not available on the insufficiency of
ealories which characterises some t(ypes of nutrition, there can be no
doubt that an appreciable increase in the consumption of foods of high
energizing value — such as tereals, vegetable fats, and in some conntries
sugar — will be required in a great number of countries if the dietary
of some groups of the population is to contain sufficient energy-yielding
valunes.

“ Taking the world as a whole, it is probable that if nutrition poli-
cies attain their goal, the increase ip the demand for energy-yvielding
foods by the groups under consideration will more than compensate for
a long time to come the reduction in the demand for these foods which
will accompany the improved qualitative dietary of those groups who now
absorb a sufficient quantity of calories.

“ Nutrition policies will not therefore call for radical alterations which
would replace the production of the energy-yielding foods by that of
protective foods. Nor do they require that agriculture should produce
protective foods in advance of market demand, .¢., before a demand at
remunerative prices has made itself felt. What is needed is rather
that, as the movement in favour of a better system of nutrition grows
and spreads, and as the demand for protective foods increases in count-
ries already enjoying a high standard of living, the agriculture of those
ecountries should gradually adjust itself to changed demand and that an
evergrowing quota of their resources be devoted to the production of pro-
tective foods. The best proof that agriculture can adjust itself to the
expansion of the demand for protective foods is afforded by the fact that
it has already done so. The new trends of agricultural produetion in
many countries afford clear proof of this...” (extract from the Report
of the Joint Committee of the League of Nations, Geneva, 1937, pp.
172-173).


file:///vill

THE NUTRITION PROBLEM 61

The study of the scientific technological side of the nutrition problem
is therefore a complex one, and it is the nccessary premise to any impro-
vement in the supply of those foods which a country may desire to make
available to the under-privileged classes of its population.

8, — Lines for the deveiopment of ecofomic enquiries.

Subjectto further and deeper studies, the direction along which ex-
perts may be expected to conduct their enquiries and politiciana develop
their plans for international co-operation in the field of statistical enqui-
ries, can be easily foreseen. Again, as regards public health and agrieul-
tural methods, a whole series of problems arising from the growth of know-
ledge in a variety of directions can also be clearly outlined. But if we
turn to the economic aspects of the question, we find indeed some notable
and often original studies, as for instance those of the relations between
nutrition and incomes (1), between nutrition and prices (2), on the meas-
ures Governments should take in behalf of this or that group of consumers,
this or that group of producers (3), on the spread between wholesale and
retail prices (4). But if we are to get to the bottom of the facts in the
case, it would seem indispensable to define carefully what is meant by the
economic side of the problem so as to discern its essential features,
unbiased by preconceived notions.

A careful examination shows that the economic aspeet of the prob-
lem of securing sufficient nourishment for all classes of a given popula-
tion has so far claimed but little attention, perbaps because it has been
held implicit both in the demand of the consumer when he applies to
the market for foodstuffs, and in the offer of the producer when he brings
his supplies to the market. Undoubtedly, the request for and the offer
of commodities, and more especially of foodstuffs, is made on the basis
of economic expediency. But even if we limit our scope to that of se-
curing for all classes of the community sufficient nufrition, the means
devised to this end cannot be determined exclusively by the cdonsider-
ation of private interests, whether of consumers or of the several groups
of producers, but must rise to the consideration of the general interest.

(1) INTERNATIONAL LaBOUR OFFICE : * Workers Nutrition and Social Policies ",
Geneva, 1936, pp. 68, 122, 125.127; LEAGUE OF NaTioNs : ** Final Report of the Joint
Committee , pp. 205, 268, 282, 7388,

{2y L. o. N. ibid., pp. 213-223, 226.

i3) I.L. O. ibid., p. 126; 1. o, N. ibid., pp. 66-126, 230, 232-238,

(4) Contribution made by the Economic Bureau of the Institute above mentioned
at p. 54,
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If an adequate dietary is to be placed within the reach of all classes.
of the community, it must necessarily be an inexpensive one, and there-
fore the notion of the general interest implies that of a more copfous
supply of agricultural products.

Starting from this essential premise, the solution of the problem
requires the simultaneous consideration (a) of the demand for foodstuffs
based on the consumer’s income and on the distribution he makes of
it in purchasing food and other more or less numerous commodities at
ruling prices ; (b} the supply of foodstuffs, likewise based on the returns
the producer can obtain from them at the said ruling prices, a supply
which it is presumed is susceptible of increasing should production be
encouraged by higher prices; (¢) the conflicts which may arise between
these divergent interests ; (d) the possibility of harmonising them in the
general interest. Should the parties directly concerned be unable to
agree on this point the State may facilitate an agreement by measures
which react on the prices of the commodities concerned, and by lower-
ing or raising them check or encourage a more plentiful and cheaper
supply.

Consequently, the study of the economic side of the complex nu-
trition problem widens out, and embraces not only the motives which
induce the individual demand or supply of a commeodity, but also the
results of the measures by which the State — more or leas aware of its
own activities in this field — now comes to the assistance of consumers
to inerease their demand, now to that of producers to facilitate the growth
of supply, now to that of both these groups, provided the measures taken
are not such as mutually to neutralise one another.

In substance, the enquiry into the economic aspeets of the problem
of securing sufficient nourishment for all members of a community consists,
first of all, in ascertaining by what means it would be possible to secure
a larger supply of farm products at lower prices, or else how to secure
a rise in incomes whieh, in the case of consumers, may be either general
or partial but which in the case of the producers more or less favoured
by State intervention, will always be partial. In the second place, the
enquiry will consist in studying the consequences of the policies adopted.
The fact is that unless a larger and cheaper supply of foodstufis is encourag-
ed, even a general rige in incomes will be found insufficient for the purpose
a8 soon as they have to meet the higher prices due to the scarcity of
the supply. On the other hand arige in incomes limited to certain groups
will be found still more ineffective if the supply of produets should not
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inerease, as not only will these incomes have to meet the higher cost
of commodities, but ‘as a result of the phenomenon of cost transfers
they will also have to meet the burden of heavier taxation, for goverp.
ment asgistance to one or other group is only made possible by ihecreas.
ing the revenue through recourse to new taxes or loans.

Thus an enquiry into the economic aspects of the problem under cop-
sideration, which at first sight may seem a simple matier, really requireg
great care and some courage if we are not to beat a retreat from the
facts disclosed. But these requirements are precisely the features which
best justify the enguiry.

Often in the study of economic problems what is needed is not go
much the discovery of new truths — which in this a8 in all other fieldg
of human knowledge is not always possible — but rather to congider
fearlessly those truths which are known, although obscured by the com-
plexity of the phenomena chserved or by the pressure of the interestg

involved.

9, — How to secure a larger supply and reduce the cost of foodstufis,
(A) Foreign trade.

From the consumer’s standpoint, the economic aspect of the nutrj.
tion problem consists in the possibility of acquiring a sufficiency of food
to meet the requirements of health standards. This possibility seemg
attainable either by the reduction of production costs and therefore, under
a competitive system, of prices, or by a rise in incomes, either general
or limited to the incomes of certain groups of consumers, or by politica)
prices for certain products. It is worth our while to consider these va.
rious means.

The reduction of food costs and therefore of prices may be secured in
one of two ways. The first is offered by foreign trade. Any country
which, on comparing the cost of producing two or more products, notes
a difference in ‘ comparative costs *” and specialises in the productive
activities which can yield it the highest returns, will succeed in securing
a reduction of costs, This reduction is much more reliable than that
obtained by a given country or person specialising in certain commoditieg
not because comparative costs — the cost to the same country or per-
son of producing two different commodities - differ, but because there
is a difference in absolute costs, those met by iwo countries or two
persons in preoducing the same commodity.
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Nevertheless, a country which in building up its economic structure:
has not strictly adhered to the principle of specialising in the most profit-
able products, and which therefore carries on other activities more costly
than those which an exclusive consideration of economic expediency would
suggest, cannot, in the course of time, suddenly give up the home pro-
duction of certain commaodities and rely on imports from abroad 2t much
lower prices with a view to securing cheaper food supplies for its people,
without running the risk of incurring losses which in some cases are
enermous.

In the case of individuals, the costs of such a policy are accounted
for by the losses which lower competitive prices cause to home producers
and by the expense incurred for replacing, when possible, erops which
are too costly to cultivate by others which are less so and which could
be raised in the country. In the case of the community, these costs
in¢lude the loss of security afforded by the free disposal of essential
commoditics whose arrival from abroad may be endangered by various
circumstances. Thus, although foreign trade may offer the most rapid
means for increasing the supply of foodstuffs — presumably elastic —
and for reducing their cost, the advantages offered to consumers are ob-
tained at a cost to producers and to the community at large which eannot
be disregarded.

10. — (B} Improvements in production.

The reduction of food costs, secured with a view to making certain
foods accessible to the largest possible number of persons, may also be
obtained by improving the methods of cultivation and marketing, the means
of communication, trasport, publicity, and credit. It would be super-
fluous to show in detail the influence of all these improvements on costs,
They have mereover formed the subject of a voluminous international
literature, '

For instance, the use of chemical fertilisers and agricultural machin-
ery, systems for free:sing, drying, and preserving fruits and vegetables —
by which the risk of deterioration of the several commodities is reduced —
price fluctuations due to seasonal conditions attenuated, and conditions
gecured which render supply more uniform, the development of means
of eommunication and transport both national and international, the limi-
tation of the number of middlemen, which while it depends on the density
of the population and on the importance of the services, sometimes incon-
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spicuous, which they render to the consumer, can always by reduced by
organising central markets, combining over wide areas marketing, econo-
mig, administrative and credit services, as is done by the great co-ope-
rative associations for production and sale which tend to organise them-
selves on the model of great business undertakings — in short all the im-
provements introduced into the various fields of human activity, all
help to lower production costs. Such improvements add to the area
available for cultivation, inelusive of sub-marginal lands; they reduce
unemployment ; they increase the yields obtainable ; and under a system
of competition, even if only partial, they lower the price of the product
to the advantage of the consomer.

1. — A rise in real income affords the premise for cheaper food.
- Effects of lower costs and prices on a foodstuff.

The rednced cost of agricultural produets thus obtained, and under
an approximately competitive system, the reduced prices — whether
due to imports or to a better combination of the factors of production
in the home country — will he accompanied by a larger supply and may
therefore permanently favour the result of securing sufficient nutrition
for all groups of the community. Substantially, an increase in the sup-
ply of products is seen to afford the premise for a cheaper dietary.

Valuable studies to which reference has already been made based
on international inductive enquiries, tend to throw light on the elasticity
of demand, i.e. on the relation between proportionate variations in
price and proportionate variations in demand for certain foods. The
demand for the energy-yielding foods in the form of calories — fats,
cereals, sngar — has little elasticity, therefore a fall in price will not
always lead to an increase in the demand for the cheapened commodity.
Similarly, there is little elasticity in the demand for foods for which no
substitutes are available to consumers. There is also little elasticity
in the demand for foods, whether energy-yielding or protective, when
the needs of each person tend to be fully satisfied. These notions may
be useful in guiding the policies of both individuals and public bodies
interested in regulating prices or in setting up consumption prohibitions.

On the other hand, unless, as above stated, the full satisfaction of
needs has been nearly attained, there iy a wide margin of elasticity —
sometimes ‘exceed'mg the unit — in the demand for protective foods,
milk, liver, eggs, fat fish, green vegetables, fresh fruit, butter, due

(5
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partly to the facility with which they can be replaced by substitutes
very similar in many respects to the original products. Not infrequent-
ly differential prices accentuate the elasticity of the demand for protect-
ive foods. Thus the consumption of milk is encouraged not so much
by slight reductions in the standard price, as by the introduction of pre-
ferential prices for various groups whose consumption of milk is insuf-
ficient : school children, pregnant women, nursing mothers, unemployed
workers {1}. The premise for this system is a sales’ monopoly exercised
mainly in the interest of the community as a whole.

But just as absolute elasticity or absolute rigidity of demand are not
found in practice, so the study of the margin of elasticity of the demand
for one or other product and of the various conditions affecting the con-
sumer, tends to show the degree in which the advantage of a fall or the
disadvantage of a rise in the price of a produet react on consumption.
But even in the case of an inelastic demand a fall in price, obtained in
one of the ways above deseribed, will assist in improving the nutrition
of the under-privileged classes of the community. If the fall is con-
siderable and allows the consumer to satisfy his more urgent needs
‘at less expense, he will be able to devote the savings thus effected to
the purchase of larger than usual gquantities of other foods or on commo-
dities which he used not to purchase at all. For reciprocal reasons,
even in the case of an inelastic demand, a price rise will affect nuntrition
unfavourably. Progress and retrogression in this respect are therefore
very frequently independent of the demand for one product rather than
for another.

12, — Sufficient nutrition resuiting from a general rise in income, even
if in varying degree.

The increased possibility for most people to acquire suitable foods
in sufficient quantities for satisfying their respective needs may also be

(1) Hicks, J. R.: ** Value and Capitul ”, Oxford, 1939, 1. 58, 132 ; TINBERGEN, J. :
“I,'élaeticité de la demande des produits des industries agricoles”, International Congreas
of Agricultural Sciences, Scleveninguen, 1937; Sciurrz, H, : ** The Bhifting Demand
for Selected Agricultural Commoditier, 1875-1929 ", Journa! of Farm FEeonomics, April
1932 (the two last mentioned authors are quoted in the ** Final Report of the Joint Com-
mittee of the L. 0. N. " p. 212} ; we may also be allowed to refer to our article ** Di qualche
uniformita nel piano di un consumatore ', Giornale degli Economisti, November-December
1942, par. 9, 13, 14, which examines more especially the influence exercised on the
action of eonsumers hy the e¢xpectation of price changes, as they present themselves
either of a transitory or permanent character.



THE NUTRITIGN PROBLEM 67

the consequence of a rise in incomes, even if in varying degree or only
partial. The former occurs during periods of recovery and prosperity
brought about in the economic cycle by events which at one and the
same time favour several branches of production. But here again elasti-
city in the supply of farm products is required. Should it be impossible
to increase said supply, i.e., to increase substantially the real income ob-
tained from the products of the soil, the rise in money income, even if
widespread, would be neutralised by a rapid and marked rise in the price
of the inelastic supply of commodities offered for sale. Therefore the
premige for favourable solutions of nutrition problems consists always
in a decisive rige in real income.

On the implicit assumption that this rise may occur, it can be noted
that as income rises, expenditure on food tends to increase but not pro-
portionately. Indeed, the percentage of income spent on food tends to
decrease, and within the limits of the increased expenditure the consump-
tion of the energy-yielding foods — more especially of cereals and fats
for whick the demand varies but little, tends to decline while that of
the protective foods — meat, fish, milk and dairy products, fresh vegeta-
bles and fruit — for which the demand is very elastie, increases (1).
Thus, though varying in effect with the degree of elasticity of the demand
for the several foodstuffs, a rise in income tends to raise the level of
nutrition by increasing to some extent the quantity and to a larger
extent by improving the quality of the food consumed.

The recipients of larger incomes will, in such cases, be inclined to
obtain the calories required from more expensive foods. When once they
have procured themselves the food they consider necessary, they will
be inclined to expend their remaining income on other needs than those
of nutrition as for instance, on clothes, better housing, travel; in other
words, the situation will be similar in many respects to that arising from
a fall in the price of foods for which the demand is inelastic. The saving
in the expenditure of income effected in the case of such a price-fall,
and the margin of receipts made available by a rise in income will serve
purposes other than the purchase of food, even in those cases in which
the dietary selected by each person, with its various combinations of ener-
gy-yielding and protective foods, differs considerably from the optimum
dietary of the hygienist. Such differences can only be ironed out by
the spread of knowledge on health requirements.

(1) I..o. N.: “ Final Report. ... " Op. cit,, p. 233.
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Although less eertain than the relation noted between prices and nu-
trition levels, the relations between income and nutrition are more ob-
vious in the case of the lower-income categories of the population who
must content themselves with a lower dietary during periods of economic
depression, making up for it by increasing their food consumption dur-
ing periods of recovery and prosperity to an extent which varies with
individual tastes. Tt is therefore easy to foresee that in the case of the
lower-income categories, the period immediately following on the war
will witness a deterioration in dietary all the more marked (s) when the
margin hetween the total income obtained during the war and the total
income obtainable after the war is a wide one (see the first study, par. 13);
{b) when there is a considerable change in the distribution of incomes,
leading to a decline in average income and the multiplication of small
incomes.

In the post-war period the level of nutrition will tend to remain
unaltered should the difference in the sum total and the change in the
distribution of incomes not oecur, and it will tend to improve should
circumstances favourable to productive activities allow at an early date
of a rise in incomes and should this rise be followed by a marked though
not proportionate increase in the expenditure on food.

13. ~ Sufficient nutrition cohsequent on a partial rise in incomes, such
as a rise in the incomes of some groups of consumers or through
the adoption of political prices. '

A rise in incomes limited to certain groups only may lead to govern-
ment intervention to secure the redistribution of the unvaried sum total
of real income. But here agaip, whalever means be chosen, it will be
vain to expect cheaper food for all classes of the community unless the
supply of foodstuffs increases. It may be secured for some groups at the
expense of others, but it is impossible to escape from the circle formed
by the efiective consistency of real income.

A rise (n the incomes of consumers can be secured by fixing minimum
wage rates, granting family allowances, doles to the unemployed, public
works, social insurances, the direct supply of food to young children,
women, old people, nnemployed persons. All these measures help the
favoured groups to overcome the difficulties they encounter jn securing
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adequate nutrition (1). It would however seem desirable to ascertain
who, in the last resort, has to meet the cost of such measures.

The actual disbursement of a minimum wage or a family allowance
msay be made by private persons or concerns. Should such disburse-
ments however prove too burdensome for certain concerns whose pro-
duction costs are thus raised to a point at which they exceed any attain-
able returns, and should the Government be called on to assist business
enterprises by bonuses, subridies and price supplements, it is interest-
ing to ascertain by what means the measures taken on behalf of
consumers may be financed. .

The Government can procure the funds required for supplementing
the incomes of some groups by drawing on the incomes of its nationals
through direct fazation up to a certain limit and through indirect tax-
ation. As however, with a few exceptiong easily identified, all taxation
ig finally transferred and embodied, by the phenomenon of transference,
in the prices of the commodities whose producers are taxed de jure or
de facto, the burden of taxation is eonverted into an increase in the
¢ost of production which muost necessarily reaet on the price of commo-
dities. This holds good whether the price raising reaction be apparent
or whether it be coneealed by the fact that the prodution of public
services, which stand in the relation of capital goods to consumption
goods, increases production to such an extent as to neutralise, by the
increase of productive potential — i.¢., by the increase of real income —
the rige in price due to the more or less easy transfer of the burden of
. taxation. :

But shoukl the total real income not rise — and the public services
provided by the State do not always lead to an increase in the production
of consumption goods — the rise in the price of foodstufts determined
by taxation will, in its turn, neutralisein whole or in part the aim in
view which was that of raising the income of some groups of consmmers.
This neutralisation is evident when the State raises the funds required
for financing its policies by indirect taxation of essential commodities
which weighs heavily on the poor ; but it exists in the case of all forms of
taxation, direct or indirect, which by transfer lead to a rise in the price
of consumption goods, however difficult the inductive enquiries needed
for confirming this assertion may be. The fact is that the devices for

(1} I L. O.: * Workers’ Nutrition and Social Policies ', pp. 68, 122, 125; 1.. 0. N.:
* Final Report. .. ”. Op. cit,, pp. 205, 282, 288
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the redistribution of incomes —- and taxation may in many cases be
congidered as such — are productive of much smaller results than were
foreseen when the action was first atared.

Under these conditions, and if taxation inevitably reacts on the price
of consumption goods, — unless in the mean time production increase
to such an cxtent as to offset the rise in prices -— it would be vain to
expect that the under-privileged classer will benefit by taxes levied at
stecply progressive rates. In the long run, even progressive taxes raise
the prices of consumption goods and run counter to the purpose of pro-
moting a sufficient dietary for all elasses of a community by increasing
the available incomes of certain consumer groups.

Should the State in its endeavour to raise certain categories of
income have recourse to savinmgs for securing the means to this end, the
higher rate of interest which will accompany the increased demand
for savings and the heavier taxation required to meet the service of the
national loans thus raised, will cause the rise of production costs and, in
the last resort, the rise of the prices of foodstuffs. Thus the consequences
of State action taken in favour of certain groups of income will always
more or less neutralise the results secured by such action.

We are led to almost indentical conclusions if we consider the conse-
quences of securing the means for paying doles to the unemployed. carry-
ing out public works (of late years many enquiries have been made on this
subject), shifting on to the shoulders of the community at least a part
of the cost of social insurances or the whole cost of the direct sypply of
food. All these measures, unless accompanied by an increase of tofal
real income, i.e., by the increased production of consumption goods,
may indeed redistribute income, but they are neutralised by the higher
prices which reflect the burden of taxation, and are therefore far from solv-
ing the problem of securing cheaper food for those classes whom the State
wished to favour.

A partial increase of income may be assured by the adoption of poli-
tical prices for certain products. Their effect is similar to that of a rise
in the income of the consumers of such commodities. An example
cotumon to many countries is that of the price of bread. The cost met
by the State to keep it low is covered by taxes and loans. But the
advantage of cheap bread, conferred on all but which benefits more
especially the underprivileged classes, entails higher prices for many
other commodities among which are included not infrequently those
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consumed by those very groups whom the measure was designed to
benefit,

14. — Increase of farm incomes and consequences which oppose cheaper
food supplies.

The consequences to which we haye just called attention are not mo-
dified in those cases in which a country, for reasons other than exclusively
economic ones, ig induced to introduce or to persist in the production of
foodatuffs at a cost higher than that entailed by the production of other
commodities and when for this purpose it has recourse fo measures
of protection. The inevitable reaction of such a policy is to raise the
price of the goods thus produced and of many others, as the protective
measures do not increase but on the contrary reduce total real in-
come (1)

Nor are the consequences modified when a country, breaking with
longstanding traditions, decides to import at lower prices commodities
until then produced at home and when it raises the necessary funds for
compensating home producers for the loss they thus suffer by recourse
to taxes and loans with the results above described. Neither are they
modified when the community gsees fit to pay a bounty to an exporter
to enable him to meet foreign competition on world markets in spite
of high costs. Duties on imports, compensation to home producers, ex-
port hounties, and all the other various expedients to which present
day protection has recourse, all alike entail a less efficient use of the
factors of production, a smaller real income, higher prices, and less
consumption. All these phenomena definitely hinder an advance to-
wards & more adequate dietary for all classes of the community. They
hinder it because they do not at the same time encourage -— and they
never can encourage — a larger supply of agricultural produets, a higher
real income, lower prices. The loss caused by the reduction, or at best
the stationary status, of real income is the more noticeable in the case
of the modest family budgets of the poor ; in their case the higher prices
of the energy-yielding foods for which demand is inelastic and consumption
cannot be reduced, entails desisting from the consumption of protective

1) See the 3rd. study, par. 4 and 20. See also RoBsINs, L. ** Economic Planning
and International OQrder ”, Macmillan, London, 1938
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foods for which the demand is elastic and from the satisfaction of other
needs related to housing, clothing, ete. The effects are similar to those
noted in periods of crisis and depression, only they affect all budgets.

Similar consequences, 1.6, obstacles placed in the way of a larger
supply of consumption goods and of a more economical nutrition ré-
gime, attend those measures of which we have had %0 many examples in
the last decades whose purpose is to raise the prices of farm produets
whose level has fallen below that of manufactured goods. Henee in
countries producing foodstuffs on a large scale, measures have been tak-
en to limit production so as to reduce the ratio of supply to demand, con-
sidered as constant, thus raising the price of farm productsin a measure
which hinders the spread of a sound dietetic régime.

Should the limitation of farm production be considered insufficient
for securing the ends in view ; should the authorities decide to compensate
and pay bounties to those farmers who loyally respect the said limitations;
should the Government decide to take over any surplus products in excess
of current demand, thus compensating farmers for the limitations placed
on production and maintaining farm prices at a higher level than that
prevailing for industrial goods; and should the funds required for carry-
ing out these government policiezs be supplied by taxation and loans,
in additign to the higher prices consequent on the limitation of output,
a new motive for a rise in the price of consumption goods will be sef
going. Besides the price rise duc to the limitation of production and
eonsequently of supply, there will be the rise caused by the transfer
of the heavier burden represented by the growth of direct and indirect
taxation and the service of the debts. It is evident that these policies
are yet more actively adverse to the spread of an adequate dietetic ré-
gime for all classes of the community.

In conelusion, if we consider that to the consequences of government
action for raising consumer incomes — action which however hinders
the spread of a sufficient dietary for all — must be added those resulting
from government measures taken for increasing farm incomes, which no
less than the former hinder the spread of adequate nourishment for all,
we shall see that the obstacles placed in the way of an advance toward a
more economical system of nutrition will increase, and the urgent need
of revising any policy which does not admit of an enduring inerease of
real income Immediately available for the needs of all classes of the
commurity will become apparent.
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15. — Tonsideration of the more general aspects of the problem under
- examination.

The fact is that the problem of nutrition, viewed in its economic
aspects, does not allow of the consideration of the interests of individual
groups. 1t demands a knowledge of yet broader problems on the part
of those who desire solutions which will take all interests of farmers and
consumers into due account. We must ascertain not only, as above stat-
ed, all the conditions governing the supply and demand for farm products
but also the limits within which State action in favour of individuals or
groups must be contained if it isx not to injure the interests of other
individuals or groups.

The notion of a limit to the activities which the modern State has
been constantly extending, springs from the acquisition of definite notions
about national income both real and moneiary, State intervention, the
cost and value of each act of intervention, public planning understood
a§ the timely coordination of interventions gnided more or less by eco-
nomic considerations. The first of these notions is dealt with in oar
first ‘study; we shall try to define the others in a further st-u(lly
whose purpose is to enquire into the several factors and the leading
policies of both private and public plans. We may however be allowed
to state here that although these notions may seem to be remote from
the concrete problems under consideration, vet their study alone can
suggeat"to those desirons of taking into account all possibly conflicting
interests and all the possibilities for harmonising them, uncontradictory
solutions for extending to all classes of the population the opportunity of
securing economical and rational nutrition.

16. — Possibility of harmonising the two aims : ** economical and rational
nutrition ,, for all countries.

In those countries in which all classes of the population are not suf-
. ficiently nourished, the two objective aims — more abundant and cheaper
food, 2 more rational and ample dietary — do not coineide. They are
geparate though not conflicting aims,

‘Tt would seem that in reconstructing their national agriculiure the
guiding motive of those countries in which all classes of the population
are not sufficiently nourished should be above all that of securing cheaper
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food so that farm products may he made accessible to all, with those few
exeeptions which cannot he eliminated in any society.

Those countries in which certain classes of the community are ill-
nourished will be able to identify the means for securing larger supplies
of farm products at lower than present pricer by using as a basis for their
enquiries accurate statisties rclating to () the regional consumption of
farm produets, possibly also of the “ need’ in relation to environment
and to standards of living; (b) production and the many and various
improvements which may in any way affect it ; (¢) imports and exports
of agricultural products and ecapital goods (fertilisers, machinery, ete.)
classifled respectively by countries of origin and sale; (d) possibility of
developing more fully the national territory by carrying out long-dated
and large-scale land improvements. Eaech country can easily perceive
the means for cheapening the supply of farm products and for securing
them finally in sufficient quantities for all its nationals,

An eye must be kept on the cost of all productive improvements
and on the cost of the several imports not only as represented by the
cost of the commodities exported in payment of those imported,
but also as represented by the losses entailed by the changes in its
agriculture, which the country may be able and may have to make,
as al¢o by the need which may arise in some cases of abandoning the
cultivation of certain crops with the consequent unemployment of the
factors which contributed to their production. Taking these costs into
account, each country can ascertain if and when the reduction of food
prices can be actually brought about. It will be found possible to ascer-
tain these facts only when the possibility of securing supplies of farm prod-
ucts, at first unsystematically and as urgent needs may require, and later
on by carrying out plans of production on the basis of agreements with
other countries (see par. 7, p. 58) bas been assured. Ip the meantime,
each country will be able to judge when it will be able to secure, in addition
to cheaper food supplies, a more rational dietary for its people, one which
will combine sufficiency with higher nutritive value. -

Not all countries will be able rapidly to couple this latter desideratum
with that of sufficient quantitity, especially if the attainment of the
ends in view should require recourse to be had to products of higher qua-
lity or to imports from abroad which will hinder the cheapening of
food products. But if in persuance of the higher and ultimate aim of
securing a scientifically balanced diet, it should be posgible, thanks to a
set of favourable circumstances, to secure cheaper food supplies, then the
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phrase ‘‘ more abundant and more rational nutrition ”, far from being
a mere commonplace and in some cases self-contradictory statement,
will serve to mark for all countries, fully aware of what they are doing
when they undertake reconstruction, one of the most significant victories
in the laborious march towards the goal of a higher form of civilisation,
neither too delusive nor too remote.
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UNEMPLOYMENT
SUMMARY
Part I: Discwosis. — The factors determining wages are defined and implicitly,

those governing the employment of labour forces. Voluntary and involuntary unem-
ployment are defined. The essential conditions for securing, over a long period of time,
the employment of labour, are eatablished ; they are free competition in the production
of goods of many kinds for the market to meet the tastes of consumers; an increase of
total real income and of the average guota pertaining to each member of the community
at a rate more rapid than that of the growth of population, facilities for oxchanging with
other markets hoth consumption goods and the factora of production ineluding labour,
thue giving rise to the phenomenon of the migration of workers.

The conditions are also established whieh, over shorter periods of time and with
the help of the other conditions mentioned, facilitate the growth of real income and the
employment of labour. Some explanations of the alternation of economic fluctuations
{the business c¢ycle), and of the increase of unemployment are reviewed and estimated.

Parr I1: SBoue REMEDIES. — The notion of a ** favourable event ™ affecting at the
aame time several branches of production of a nature to increase the income of the entre-
preneur and of all participating in his activities iz illustrated. A logical sequence of
measures suited for securing the permanent or temporary absorption of unemployed
labour is cutlined. Public works are considered from the point of view of their instru-
mental character for the production of consumption goods. The consequences of other
very wide-spread poiicies such as social insurances, doles to the unemployed, the pro-
tection of sundry productive activities are illustrated. The need of inductive studies
and of organizations for research which will direct all ihe energies of each country
towards a lasting economic recovery, is urged.






ParT I

DIAGNOSIS

1. — The factors which determine the employment of labour forces.

TUnemployment oceurs when the supply of labour exceeds the demand
at a real wage which can only be lowered at the cost of needs which, ei-
ther objectively considered or in the opinion of the workers themselves,
are essential to life (1).

As is known, the demand for labeur by the entrepreneur class takes
into consideration two main circumstances : the productivity of the last
worker engaged on a job at a given wage — net marginal productivity —
to which therefore the wages paid to all the workers employed by the
undertaking tend to be related as to a maximum limit; and the diz-
count of this productivity which the entrepreneur must make when,
as is usually the case, he pays the wage before obtaining any return from
the sale of the product. As is also known, the offer of services by the
workers is always determined by the minimum wage required to enable
them to live and bring up successors who will eventually replace them.
This mipimum, often referred to as the  standard of living ”” of the
working classes, varies from country to country and from one period
to another in the same country ; it either exceeds a minimum of physical
requirements below which no civilised society can descend, or it coinci-
des therewith.

Between these maximum and minimum limits supply and demand
tend to determine the price paid for labour; i.e., the worker’s wage;

{1} The bibliograpby on unemployment is copious. For the purposes of the pre.
sent report we have cousulted the following works : Brveripge, W. H.: * Unemploy-
ment, a Problem of Industry”, London, 1930; Cray, H. ** The Post-War. Unem-
ployment Problem ™, London, 1929; INTERNATIONAL LaBOoTR OFFICE: ' Hours of
Work and Unemployment ', Geneva, 1933; NaTIioNAL BUREAT oF EconoMic RESEARCH :
* Business Cyeles and Unemployment *, New York, 1923; Hosson, J. A.: * The Eeo-
nomics of Unemployment ™, London, 1931; Pigot, A. C.; ** Industrial Fluctuations ™,
London, 1929 and © The Theory of Urermployment , London, 1933; Kerxes, J. M.
** The General Theory of Employment, Interest and Money *', London, 1936; HAWTREY,
R.G.: * Capital and Employment ", London, 1938. The study by the author of this
Report : ' Recenti teorie inglesi sulla disoveupazione” (Recent English theories on

Unemployment) Giornale degli Economisti, January, 1939, has also been taken into con-
sideration,

(8}
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and considered from a static {situation at a given time) or from 2 station-
ary (repetition at any time) point of view, they also determine the em-
ployment of labour at the disposal of the market.

In times of full employment the labour market attains a state of
equilibrium. In times of partial employment, the fact that a quota of
the available Iabour forces are out of work indicates that the entrepreneur
class considers that the productivity of those seeking employment is go
low, coeteris paribus, as only to entitle them to a wage inferior to the
minimum considered as indispensable by the working classes, even though
it be higher than the minimum required to satisfy physically indispen-
sable needs in a given country and at a given period.

In the course of time — and viewed therefore from a definifely dy-
namic standpoint — the volume of employment, and therefore of possible
unemployment, is affected ounly by the variation in the snpply and de-
mand of labour. Should the real wage exceed the minimum physically
indispensable to enable the workers to live and rear the successors who
will replace them, any increase in the supply of labour or any decrease in
the demand — even if it reduce the margin between the real wage paid
to occupied workers and the minimum indispensable for their physical
maintenance — will not necessarily reduce the volume of employment
which has been attained, nor will it lead to that excess of supply as
compared to demand which we have defined as unemployment. But
if the real wage paid to the employed workers is barely equal to the in-
dispensable minimum at the time and place considered — even though
exceeding the strictly physical minimum above mentioned — any in-
creage in the supply or decline in the demand will tend to throw at least
some of the employed out of work. It would thus seem that elagticity
and permanency are conferred on present employment only when the
real wage exceeds the minimum required to meet the indispensable physic-
al needs of the workers. :

2. — Voluntary aad involuntary unemployvment. Long term facilities for
absorbing the former. Possible obstacles in the way of absorption.

A market on which there is unemployment, defined as an excess

of supply at a minimum real wage as compared to demand, exhibits :
(@) workers employed at a wage which, under a competitive bus-

iness gystem, tends to rise to the aforesaid maximum, and which under
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a system of competition on the labour market tends to fall to the afore-
said minimum ; should the two forms of competition coincide, the wage
will tend more in one direetion or the other as one or the other form of
competition prevails;

(b) workers who might find employment at the prevailing wage-rate,
but who congider it inadequate, and therefore prefer to withhold the offer
of their services: i.e., the voluntarily unemployed ;

(¢) workers for whom there is no demand because, given the price
of the product and the conditions under which the entreprenenr works,
the net marginal productivity of any workers in addition to those al-
ready employed, is held to be low, null, or negative. Some writers class
the workers belonging to this group with the *involuntarily unemploy-
ed 7, especially when, in spite of the rising cost of essential goods and
the reduced purchasing power of the wages they receive, the workers
who have jobs do not give them up. This means that those who are out
of work will remain unemployed even if, in the course of time, they should
be willing to accept a lower wage. This distinction, although useful in
studying these complex phenomena, is not however an essential one.

In the course of time, especially if their number be small compared
to that of the employed, the voluntarily unemployed are gradually ab-
sorbed by undertakings desirous of enlarging their business and who
therefore increase their demand for labour, as already shown by the fact
that at an earlier date they had enquired for workers but had not suc-
ceeded in securing them. Obstacleg in the way of the absorption of the
unemployed may arigse from the fact that in all undertakings the employ-
ment of more hands lowers the net marginal productivity of each worker :
It is indeed a fact that all employees, new and old hands alike, may en-
deavour to increage their yield. If this is not the case, the wages of all
alike must fall.

Hence a struggle arizes between the workers already employed and
ready to resist wage cuts, and those who at first hesitated but are now
willing to take a wage lower than that which they were formerly unwill-
ing to aceept; and between employed and employable workers, should
they find a means to join forces in an effort to maintain the existing
wage-rate, and on the other hand the entrepreneurs who resist the press-
ure of the coalition of interests which has thus been formed. But as
the entrepreneurs are willing to renounce in favour of the wage-earners
at least a part of the profits they expect from the enlargement of their
business, these disputes are settled, and voluntary unemployment is
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seen to be a transitory phenomenon on a market on which the workers
show an understanding of the situation, or on which per capite yield in-
creases, or on which the entrepreneurs enjoy facilties for expanding their
business activities or on which all thege conditions are found. Therefore
a remedy for voluntary unemployment will not be long delayed.

3. — Free competition on a market producing a variety of goods is the
first condition for the increase of employment and the absorption
of voluntary unemployment.

The above reasoning does not hold good in the case of * involun-
tary » unemployment, even if considered over a long period of time. All
that can be done in its case is to point out some conditions favourable
to an increase — of course gradual — of employment and to the ab-
sorption of the masses who may have been thrown out of work.

The first of these conditions is that of securing a free competitive mar-
ket. In practice, this is seldom found. We find indeed in all countries
individual undertakings competing with each other, but we also find a
more or less large number of others which have combined together, or
enjoy monopolies, or are public utilities working under conditions which
secure them a quasi monopoly. [t would therefore be more correct to
postulate as the first condition for securing the fuller employment of la-
bour, not the existence but the tendency towards a free eompetitive mar-
ket. By tendency we mean the inclination of its members and of the
qualified authorities to reduce privileges, monopolies, forms of protection,
subventions, favours granted to individual concerns or to groups, placing
them in a position which makes them unassailable even by more able
competitors {1).

It has often been shown that in the course of time such a tendency
facilitates the employment of workers. The differential profits secured

{1) A whole artificial system extending in the most varied directions (see note to
p. 33 of Study 1) will have to be eliminated. In some countries there are hundreds of
privileged corporations which only continue to exist to prolong favours granted as the
result of political pressure, in most cases to the injury of consumers. We need only
mention the organisations set up for the production and sale of commodities under a
gystem of monopoly : fuels, ores, iron and steel products, engineering and chemical
products ; transport services; hanks. Will the courage required for demobilising in
the post-war period all the super-structures of the war years — and not only of the war
years — be forthcoming ¥ Will there be energy enough to denationalise them %
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by some entrepreneurs incite others to undertake new enterprises, thus
creating a further demand for labour. Should these enterprises prove
successful, the differential profits which were first secured by one or a
few entrepreneurs are enjoyed by others and distributed over a larger
number of persons participating in the productive activity considered, and
among these are the workers. At the same time the old established
businesses which may have to meet the competition of other and more
capable concerns, are very often induced to increase their output so as not
to lose the market. Thus they try, if poscible, to reduce costs by expand-
ing production, or else by securing larger sales if the demand for the goods
they produee is an elastic one, for even should competition reduce prices,
larger sales may offset or more than offset the loss thus incurred. An
increased demand for labour is thus assured.

Leaving out of account the fact that as priees are lowered, either as a
result of increased demand or reduced costs, consumers effect savings
waich are either used immediately in making larger purchages of the same
or other goods, or else become available on better conditions — as for
instance at a lower rate of interest — for facilitating the expansion of
productive activitles and creating an inereased demand for services. So,
by diverse paths which all increase the demand for labour, & competitive
system, or a trend in that direction, increases employment and promotes
the absorption of the unemployed.

It is indeed conceivable that should undertakings working under a
system of monopolies or combines, find, for instance, new markets for
their products, they may consider plans for enlarging output and increas-
ing the demand for services. Such a possibility is, however, subject to
various conditions, whereas under a competitive gystem, the assiduous
endeavour of a whole hody of undertakings to lower costs so as to raise
profits stimulates business expansion considered as & means for distribut-
ing producer incomes and consumer incomes over 4 larger number of par-
ticipants, and this affords the means for absorbing any unemployment
which may exist. It is, of course, understood that even under a competitive
system the absorption of the unemployed will continue, as already not-
ed, only until such time as the gradually falling wage-rate will reach
the level of the minimum indispensable for meeting the physical require-
ments of the working classes at a given time and place.

This aptitude to promote employment and absorb the unemployed
which characterises a market tending in the direction of free competi-
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tion, is yet more marked when a variety of goods are produced. When
this is the case, even if the undertakings engaged in one branch of produc-
tion should reach the point when they have utilised to the utmost all
available factora of production including labour and when apy additional
labour forces, by lowering per capita yield, would also lower the wage
rate, the said factors, including labour, may turn to other forms of employ-
ment and secure their utilisation to the best economic advantage. Thus,
on a market which favours free competition the severalfactors of produc-
tion will at last be distributed over the several branches of activity in
such & way that their net marginal productivity will be equalised, and
with it the rate of remuneration which tends to that degree of produc-
tivity as to a maximum. By securing in each branch of activity the most
efficient combination of the factors of production, inclusive of labour, it
will also secure their most economically advantageous use, The produc-
tion of a variety of goods under competitive condifions therefore affords
a safety valve against unemployment.

4, — A frequent example of an obstacle placed in the way of free com-
petition and of the consequent shrinkage, actual or deferred, of the
demand for [abour.

To insist on noting that conditions of free competition are rarely
found and that therefore the first condition for assuring fuller employ-
ment of labour is unattainable, in no wise detracts from the truths above
ptated. It is indeed true that existing conditions are those of * imper-
fect competition ’’. But even so, the fuller employment of the fac-
tors of production — and therefore of labour, — may be gecured only
by the policies of groups or of States directed towards securing less im-
perfect conditions of competition, which means the suppression of the
monopolistic tendencies which have developed to an exeessive extent
in the last decades, and especially during the war. On the other hand,
should policies dictated by special interests aim at hindering competition,
or at consolidating the obstacles placed inits way, the opportunities for
the employment of the working masses will decline, and the possibilities of
absorbing the unemployed will become ever more remote.

Examples of obstacles in the way of free competition and of the conse-
quent actual or deferred shrinkage of the demand for labour will be given
and discussed in the last paragraphs of this study. Here we will only give
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an example of a case which frequently oceurs. A group of workers engaged
in one of the branches of production above mentioned, organised as
privileged corporations, or the State at their request, interferes to pre-
vent the reduction of a wage-rate exceeding the minimum, a reduction
made unaveidable by the fact that the business concerns eonsidered
absorb voluntary and involuntary unemployment.

Two alternatives offer : either the entreprenenr does not or cannot
raise the price of the product and in that case the higher wage assured
to the group of workers considered will be paid out of the differential
profits which the entrepreneur had succeeded in securing, In that ease
the result will be that while under a system of free competition which
encourages the reduction of costs and prices the differential profits secured
by the originally most competent entrepreneur would have been distribut-
ed over the whole community — owners of the factors of production
and consumers — the interference of the group of workers or of the
State will lead to the assignment of the said profits to one favoured
group.

The other case is that in which the entrepreneur is able to raise the
sale price. Then the higher wage secured by the said group will be paid
by the consumers. This already confers a different significance on the
case ag compared to the former one. But in both cases the favoured sit-
uation of the group — be it secured at the cost of producers or consumers
— prevents the returns secured by either from being unsed for increasing
employment in general and for absorbing the unemployed in particular,
as would have been the case under a competitive system. The wage of a
given group of workers can be raised only at the cost of reducing future
employment for other workers, unless, as already stated, the yield of all
workers employed be raised or, when this is possible, the wages of workers
engaged in other activities be reduced in a measure at least equivalent

“to the increase secured by the favoured gromup. Otherwise it will not
be possible to use *‘ producer incomes ” and ‘ consumer incomes ” for
securing wider opportunities for employment of labour as would auto-
matically occur under a competitive system (1).

(1) For other examples of obstacles to this régime and of the consequences to which
they lead see par. 19. See also the article by CassEL, G.: “ The economic basis
of social secarity . Skandinaviske Bank Quarterly Review, April 1943 and the articles
by ROrER, W. on * Full Employment ” in the Neue Zurcher Zeitung of 10th, 11th and
12th August, 1943.
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All this, and for the reasons set forth in our second study, does not
imply an a priori condemnation of all forms of intervention in favour
of certain groups, certain factors, certain activities. Nor does it imply
that the Government should never protect special interests. Our purpose
is to make clear that the results of such intervention are not always
those hoped for. They should therefore be foreseen and as far as pos-
sible their importance should he ascertained.

5. — Second condition for the increase of employment and the absorption
of the unemployed ; Real total income must increase more rapidly
than population.

The second condition for increasing the demand for labour and secur-
ing the absorption, if need be, of the unemployed, i3 the growth in fime
of the average quota of real income pertaining to each member of the
community. This quota ultimately determines the * standard of Lv-
ing '’ of the several recipients and more especially of those of the working
classes. Indced, the growth of the real income of a community depends
on the expansion which can safely be secured for its productive activities.
But the variations in the average quota of that income pertaining to
each member of the community depend also on the growth of the
population.

Facts teach us that the growth of a population, considered as a whole
-— i, 28 increased by births and decreased by deaths — tends to in-
crease the available volume of consumption goods but at a slower rate
than that at which the population itself inereases. In other words, an
increase of population tends to lower per capita wealth, and this reduetion
tends, in its turn, to lower the birth-rate and inerease the death-rate, thus
substantially containing the increase of population within the limits in
which productive activities develop.

In function of thege two developments, that of production and that
of population, the average quota of real income pertaining to each member
of the community increases when the premises exist which are indispen-
sable for imparting a vigorous impulse to productive activities. Such are
the presence of available capital seeking investment in any reasonable under-
taking, the abundant supply of all the factors required to meet the exi-
gencies of the most economically valuable combinations of these factors,
their high marginal yield due to the skill of the workers, the natural or
artificially procured fertility of the soil, the proficiency of the machinery,
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the profitable nature of the methods of production used, able business
management. Thus, to use a hackneyed example, in the XIXth century
the community, on the strength of these premises, developed the various
forms of productive activity at a rate exceeding that at which the popula-
tion inereased, which in its turn was able to grow without lowering the
per capita quota of real income. The result of such conditions is that
during a period of varying length the demand for labour and the opportu-
nities for employment increase, and any unemployment there may be
tends to be graduvally absorbed.

The average quota of real income pertaining to each member of a
community — and therefore the standard of living, or at least that
of certain classes — may be described as econstant rather than increaging
when production and population vary at the same rate. It may be said
to decrease, and with it the real income of a community, when it doees in-
deed grow with the growth of the population but in a lesser degree, or
when it declines with the decrease of the population but in a greater
degree, Obviously, a community in which, coeteris paribus, the average
quota of real income pertaining to each member is constant or decrcas-
ing, will not be able to enlarge the opportunities for employment nor to
reabsorb unemployed labour forces.

6. — The expansion of both production and population depend in their
turn on the attitude of individuals and governments.

Ag Jannaccone has properly pointed out in & study going to the roof
of the matter (1) of which some essential points are here referred to, the
expansion of productive activities and of population depend not only
on objective natural and technological conditions, of some of which men-
tion has just been made, but also on subjective conditions, especially on
the attitude of the men and women who more or less consciously regulate
both forms ot expansion. '

This regulation may be left to the parties concerned or to the State,
or, as is more generally the case, to both. In this way the expansion,
the stationary character, or the decline of the real income of 4 community

{1) Jaxnaccong, P.: * Produzione e popolazione lavoratrice in regime di mercato
libero e di mercato controllate” (Production and Working Population under a free
market aystem and a controlled market system) ¢n Rivista ilaliana di scienze economiche,
January, 1939.
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— and more obviously of the quota of that income pertaining to each of
its members — will depend ultimately on the conscious will of man,
expressed partly as individuals and partly as the State,

In regimes which admit of free private enterprise or which hinder it
little by the intervention of the State or of the dominant political groups,
the extent to which the production of consumption goods expands is
determined by the individual distribution of income as between consump-
tion and -savings available for productive investment,

Individuals may assign a conspicuous part of their incomes to consump-
tion and & small part to savings because the incomes themselves are so
small that they barely suffice for satisfying their more urgent needs.
When this is the case, the eommunity ¢an re-establish the requisite ratio
between the expansion of production and the growth of population in
one of two main ways, (8) by devoting all efforts to increasing the total
real income — 2and consequently the several individual incomes — while
at the same time geeking to improve the distribution of income, thus con-
ferring on large bodies of workers the possibility of making larger savings,
or (b} by limiting the growth of the population.

On the other hand, a conspicuons quota of individual incomes may
be assigned to consumption and little to savings because the recipients
prefer to cultivate refined tastes and luxurious habits rather than practice
self-denial. But in this case, the existence of high incomes and excessive
consumption, if practiced by many classes of consumers, will, in the course
of time, be found incompatible. The clagsic economists, studying con-
ditiopsiin what was implicitly a closed market, had clearly shown that
* the demand for products is not a demand for labour ”, and consequently
the demand for luxuries does not always imply more opportunities for
employment for the working classes (1). The demand for products
tends rather to bring about the displacement of labour forces from some
activities to others for which the demand is greater, unless indeed in-
creased demand be accompanied by a simultaneous increase in the supply
of all the means required for securing the most suitable combinations of

~{1) To secure employment for other workers in addition to those already oecupied,
investors must renounce a further quota of consumption and accumulate savings to be
assigned for remunerating new labour forces. Should a mere demand for products
perhaps previously unavailable — such as velvets — make itsolf felt, the higher selling
prices may displace workers engaged or the production of other commodities, for ins-
tance, to the velvet factories ; but unless there be additional savings available for capital
uses employment will not increase.
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produetive processes. Therefore, a distribution of income more favour-
able to consumption than to investments will lead to a situation in
which the rate of production of consumption goods will be less rapid than
the rate of increase of the population. In the course of time, this will
lead to a reduction of real income, even though the absolute figure for
income should still for some time be rising. Unemployment will then
threaten. The standard of living of many classes of the population will
tend to fall, thongh in a degree varying with the varying fertility of
those most keenly affected by economic econditions. In substance, on
a community whose members enjoy a large degree of freedom in deter-
mining the distribution of income, rests a heavier responsibility for li-
miting consumption in excess of the essential minimum so as to assure
the accumulation of the capital required to enable the expansion of pro-
ductive activities to keep abead of the growth of the population.

On the other hand, the regulation of the expansion of production
and of population may be entirely entrusted to the State, as is the case
under those régimes which centralise the ownership of the means of pro-
duction, production policies, and the assignment of income to producers.
But centralised action makes no less arduous the task of dividing the tot-
al income between that received by individual citizens — who, should
they so see fit, may, in their turn, save part of it — and that paid into
a fund available for investment in productive activities. Sometimes
under these régimes the names given to economic groups which remain
substantially identical are changed. But the problem of regulating
the two forms of expansion, production and population, is still the
same. Should the State not succeed in promoting the expansion of
production on & scale which exceeds and precedes the expansion of the
population, the average quota of real income pertaining to each member
of the community will not suffice for increasing the opportunities for em-
ployment and absorbing any unemployment which may exist.

This condition can he observed in countries which, though they do
not centralise the ownership of the means of production and production
policies, yet encourage by assiduous government action and unremitting
allurements, the reproduction of human lives with a view to asserting
ideals of national power. Undoubtedly national power cannot exist
and never has existed in the absence of a large population. But it is no
less certain that if it be desirable to avoid the phenomenon of densely
populated but poverty-stricken countries the growth of the population
requires a proportionately larger expansion of production. To hold out



92 INTRODUCTION TO POST-WAR RECONSTRUCTION

to such countries the prospect of territorial conguests, colonjal expansion,
or Iucrative emigration as a means of offsetting such poverty, is to offer
them too nncertain a means of redress. Should such projects, which may
run eounter to the national ambitions of other States, fail to succeed, they
will only be a source of disillusions and losses which may weigh heavily
on whole future generations (1).

7. — The sense in which the failure to secure the expansion of per
capita income may be ascribed to under investmant

When neither the individual citizens not the State do or can assign
to productive activities all that is needed to assure their expansion at a
more rapid rate than that of the population, the employment of labour
and the absorption of possible unemployment will become difficult, even
on a market on which conditions favour free competition. It is custo-
mary to say that this occurs, and that total real income declines, owing
to ¢ under investments . This expression, this ellipsis, can never alone
explain the complex phenomenon of unemployment. It canonly account
for it when accompanied by all the preceding arguments which show the
need that the growth of population in general and that of the working
classes in particular be accompanied by an adeguate demand arising from
the expansion of production, which in its turn is made possible by the pre-
gence of a whole series of favourable conditions in a given country.

In substance, the reasoning must therefore take into consideration
all those conditions, affecting the supply and demand of labour which, as
above stated, coneur in determining its employment. To assert that unem-
ployment is due to “under investment , i.e., to the fact that the rate of
the formation of capital available for productive enterprise is too slow,
is only a partial explanation. The availability of capital ready to flow
towards various productive a tivities is only one of the requisite conditions
for securing the expausion of production, the growth of income, wider op-
portunities for employment, and the absorption of the unemployed, Ngo
objection can be raised to the use of the expression ‘ under investment™
in reference to this one condition, i.e., excess of consumption and defi-

(1) Janxaccong, P.: Op. cit, p. 38. See also ** The Colonial Problein, an Eco-
oomic Analysis 7 by the author of this report. King & Son, London, 1938.
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ciency of savings, provided all the other conditions which encourage the
growth of income and the more extensive use of the factors of production
be borne in mind.

8. — The third condition for the development of employment and the
absorption of the unemployed : Facilities for exchanges with other
markets. The phenomenon of the migration of labour.

A third essential condition for securing wider opportunities for the
employment of labour is that the market which has labour at its disposal
to able to communicate with other markets and to exchange consumption
goods, semi-manufactures, and the factors of production with them with-
out encountering an undue number of obstacles. In our first study
we made reference fo the fact that recourse to foreign income through
exports raises in the exporting country the volume of ineomes available
for replacing those which ecease with the cessation of hostilities. The
growth of incomes facilitates the employment of the labour which remains
in the country. The same may be said of recourse to foreign capital av-
ailable for investment in any country calling for it for encouraging the
expansion of productive activities and increasing the opportunities for
employment. The larger the imports of capital in countries with abund-
ant supplies of labour, the smaller will be the need for emigration, Tt
would seem superfluous to insist on this poeint.

The phenomenon of the exportation of the factors of production from
the poorer countries is however a special one and worthy of thorough
study. Such exporfs are generally confined to labour and the movement
is known as emigration.

Its origin is readily discerned. When in all the available jobs open
to the worker in his own country the value placed on his net marginal
productivity by the entrepreneur class is inferior to the minimum wage
essential for meeting his physical needs, and when at the same time the
social aid extended to him is insuffieient, or only temporary, labour tends
to transfer itself to other markets on which opportunities for the same or
for other employment allow of its productivity being valued at a higher
rate than the aforesaid minimum. Emigration is thus grafted on to the
problem of unemployment in a more or less efficient effort for combining
labour with the other factors of production available for assuring a higher
yield and a higher wage in whatever eountry be most favourably situated
for gecuring the most suitable combination of those factors, always on
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the condition that it has not been possible to attract foreign capital to the
country nor to secure on the spot favourable combinations of the factors
of production.

The emigration of labour may be examined from many points of
view (1). The following will serve as examples : (4) as trends of emigra-
tion from certain countries and of immigration to others; (4) from the
point of view of the policies of the countries of origin, — desirous, for
instance, of preserving the nationality of the emigrants and of protecting
them against all risks, including that of assimilation by the immigration
countries ; and of the policies of the immigration countries, inclined to
limif the number of immigrants and to discriminate in their regard in
accordance with varying standards ; (¢) from the point of view of the so-
cial — and on each adjective a whole volume might be written — eco-
nomic, demographic, ethnical, political consequences of emigration in the
countries of origin, and of immigration in the countries of arrival ; (d) from
the point of view of the practical organisation of information services
in the countries of origin on the number of persons desirous of emigrating,
on their professional qualifications, working environment, favourable cha-
racteristics, the facilifies afforded to emigranés, the cost of carrying
them, the facitities afforded them for liquidating any property they may
have in the home country, the most suitable forms of credit ; and, the

{1) The bibliography on the phenomena of the migrations of labour is also a copious
one, in consideration of the many aspects which may be enquired into and the complexity
of the interssts involved. For the purposes of this Report the following have been con-
sulted : DovaL, J. : * Histoire de I'émigration européenne, asiatique, et africaine au
Xi1Xéme sibele ™, Paris, 1862; CHANDZZE, G.: " De l'intervention des pouvoirs publics
dans U'émigration et 'immigration aun XIXéme sidcle ”, Paris, 1898 ; CoLerTi, F.: Dells
emigrazions italions (Qn [talian emigration) in Cinquanf’anni di vita ttaligna, publiched
by the Accademia dei Lincei, Milan, 1911 ; FEREwez, J.: © Die Arbeitslosigkeit und die
internatjonalen Arbeiterwondluagen ”, (Unemployment and international labour migra.
tions). Jena, 1913 ; PERTLE, G. : ** La rivoluzione nelle leggi dell’emigrazione . (The re-
volution in emigration law). Turin, 1923 ; JEROME, H. : “ Migrations and Business Cy-
cles **, New York, 1926 ; INTERNATIONAL LaABOUR OFFICE: *“ Une étnde historique des
atatistiques des migrationa’ in Revue Internationale du Travail, September 1929 ; * §ta-
tistica nazionale e internazionale delle migrazioni . (National and internationnal stati-
stics of migrations) in Le Assicurazioni Seciali, May-June 1930; “ Le migrazioni ¢ le
previsioni demografiche e sociali>* (Demographic and sorial migrations and forecasts)
in Le Assicurazioni Sociali, March-April, 1931 ; Il progresso della politica internazio-
nale delle migrazioni® (The progress of international migration policies) in Eeonomia,
March, 1932 ; Wmrcox, W. F. : (National Bureau of Economic Rescarches): * Inter-
national Migrations. I. Statistics, I1. Interpretations”. New York, 1929-30 ; VarLer, H. :
“ Lea restrictions & immigration *, Sirey, Paris, 1930; INTERNATIONAL LaBOUR OFFICE:
** La Cogperation international techniyue et financiére en matiére de migrations coloni-
satrices ” Technieal Conference of Experts. Geneva, 1933; Bowuax Jostam: *° Limits of
Land Settlement ”, Council of Foreign Relations, New York, 1937.
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practical organisation of information services in the countries of arrival
on the conditions of admission, the advantages immigrants may secure,
the conditions of the soil or of the factories in which the gseveral classes
of immigrants for whom there is a demand will have to work, the fiscal
régime, the land settlement plans, the financing of the activities of the
immigrants until such time as they may have realised substantial profits,
the organisations for assisting them to find work and during the first
period of employment, and the possibilities for granting them ecredit,
the best means for the transfer of their remittances,their insurance against
several kinds of risk (1). :

Studies on workers’ migrations might also enquire into the moat
suitable means for encouraging practical collaboration between all the
countries in some degree concerned in migratory currents. An accurate
survey might be made of all the possible outlets which scantily peopled
countries or continents could offer to surplus population. An endeavour
might be made to throw light on the many aspects of this complex ac-
tivity, which is generally a sad and always a delicate phenomenon. Many
of these aspects have already been dealt with at length by individual
students, national and international research institutes, congresses, con-
ferences, not to speak of the Governments of the several countries concern-
ed which have taken more or less numerous and more or less efficient
meagures for the solution of the many concrete problems to which labour
migrations give rise. Neverthelegs, the origin in so far as it is related
to the persistent unemployment of labour forces remains that above
atated.

9. — Considered over shorter periods of time unemployment is more
acute during the depression phases of the economic cycle.

We have defined the factors which determine the employment of
labour — demand and supply of workers at a given real wage — and
ascertained the conditions which are most likely to promote it in the course
of time — free competition, the increase of the average real income receiv-
ed by the individual members of a community, and trade relations with
other markets — and we have shown how the absence of any of these

{1) See the recent study by Cosraxzo, G.: “ The policy of immigration and settle-
ment in the South American countries ”, published in the Monikly Bulletin of Agri-
cultural Evonomics and Sociology of the International Institute of Agriculture, Rome,
May-June, 1944,
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conditions hinders the employment of labour. If we how try to get closer
to therealities of economic life, characterised during periods of varying
Iength by alternating periods of prosperity and depression, we shall have
no difficulty in pereeiving that all the factors above mentioned are inher-
ent in the situation.

The degree in which unemployment increages during periods of de-
pression is found to vary. Tn a progressive community, accumulated
savingg, reserves of capital goods and raw materials, the tendency of real
income teo increase over longer periods, may provide compensating fac-
tors to offset the phase of economic regression. In a stationary or de-
clining community, unemployment may increase progressively, showing
the same tendency as income to decrease over longer periods. The im-
portant thing is to ascertain the causes of this increase of nnemployment,
as only a correct diagnosis enables recourse to the most suitable remedies.

10. — A widely accepted explanation of economic fluctuations.

A whole host of theories have been elaborated to explain economic
fluctuations and, implicitly, to explain unemployment which makes it-
gelf particularly felt in the descending phases of the business cycle. At
present the most widely accepted theory is perhaps that which ascribes
these crises and depressions to ‘‘under investment ., ¢ When that
[depressions] happens, it is because, in the jargon that is now familiar,
gsavings are in excess of investment. The community is trying to save
in money without saving in real terms; it is frying to enrich itself by
amassing claims on itself rather than by accumulating physical property
of lasting value ™ (1}

It is, however, necessary to specify that the expression * under invest-
ment ”* has for the purposes of this theory a very different meaning from
that assigned it by the classical school of economists, owing to the implicit
consideration of events over lenger periods of time. For the classical
school, *“ under investment  and unemployment were due as we have
seen to an excess of consumption as compared to savings, which were sup-

1} + Full Employment, The Aim ™ : The Economist, October 3, 1942. See alwo
October 10, October 17, 1942, January 2, 1943. In substance, these articles set forth
the theory of KEYXES, J. M. a8 developed in many brilliant writings and more especially
in hiz “ The Creneral Theory of Employment, Interest and Money”, Macmillan,
Tondon, 1936.
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posed to be always willing to flow at once towards productive activities.
In the opinion of the more recent theorists of the economic cycle,  nnder
investment® and the unemployment to which it gives rise are due not to
an excess of consumption as compared to savings, but to hoarding —
an excesgive preference for liquidity on the part of the quota of income
saved, which quota, instead of being less than proportionate to normal
consumption may be proportionate or more than proportionate to it,
especially when personal income is growing and consumption by the
owners of income fails to keep pace with it. It is a question of savings
which are unwilling to flow towards productive investments. Henee a
disparity between the volume of savings and the volume of invegtments,
The classical school believed that in the long run all savings were in-
vested in productive activities. The opinion of the recent theorists of
the economic cycle is that as the inclination to consume does not increase
proportionately to the increase of income but in a lesser degree, and as
the inclination to invest accumulated capital in goods or productive acti-
vities does not develop, the community ends by spending less than the
amount required for purchasing all the consumption goods which have
been produced. In this case, reduced consumption does not imply larger
investments and more employment, as might have been presumed on the
assumption that savings are always seeking investment in productive
activities. In this way a gap is opened between incomes derived from
productive activities and the future demand for consumption goods. As
a result of this gap, not all the savings of the several incomes are eonvert-
ed into productive activities. This gap gives rise at more or less regularly
recurring periods, to depressions characterised by unemployment.

11. — An attenpt at a more thorough explanation of the economic
cycle.

These ideas have given rise to many comments in international lite-
rature, Some have endeavoured to show that hoarding, which is the
backbone of the whole theory, is a phenomenen of no very great importance
except in perieds of great unrest., In this connection, the war years
have multiplied in all countries the instances and forms of hoarding. But,
as & rule, people hoard for varying periods which differ with the character
of the persons concerned and of their environment, but which are presum-
ably of no greater length than that of the productive cycle for a large

(M
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number of goods. Therefore, the balance between savings and invest-
ments tends to be reestablished even over shorter periods of time, though
perhaps subjeet to & deduction which, if it remain fairly constant, in time
will permit us to note the steadiness of productive investment, and will
enable us to ascertain also the constancy of productive investment.

But whatever may be the importance of hoarding for individuals, to
point out a disequilibrium between excessive savings — dune to insufficient
consumption if incomes are riging and any how to a preference for liguid
savings — and the seantiness of investments, is to ascertain a fact rather
than to give a real and proper explanation of the causes which produce it.
To establish the fact that a part of the total income received by the gev-
eral recipients and saved by them in various ways, does not re-enter eir-
culation because it does not flow towards productive investment, does
not explain why savings are thus retained. To point out the disequili-
brium between savings and investments is only to call attention to a
fact. What is important is to ascertain why people who were accustomed
to invest their savings now prefer to keep them in a liquid form.

A careful examination would seem to show that the reason for this
preference should be attributed to the prospect of smaller profits conse-
guent on a high estimate of the risk incurred in producing the guantities
which had been customary until & certain date. This estimate of the rigk
leads to the high cost of each investment, a cost insufficiently offset by
the prospective profit — i.¢., either the rate of interest, if the investor be
the owner of the savings, or the business profit if the owner of the savings
be the entrepreneur. As soon as the entrepreneur perceives, when the
p-n:Ee rise has attained a certain level, that costs are rising more rapidly
than prices owing to the inevitable ‘ burdens’’ connected with an often
stormy period of business expansion, and that therefore profits are likely
to fall (1), and as soor, as this perception spreads among most of the
undertakings existing on the market the output of capital goods slows
down, the distribution of incomes to all partaking in production declines,
consuming capacity shrinks, there is less demand for labour and more
unemployment.}

‘4 The perception by the majority of entreprenmeurs of a divergency
between the rate of the upward trend of costs and that of prices, leading

(1) I may be excused for referring to an article of mine ¢ Escape from stagnation :
an essay on businesa fluctuations . King & Son, London, 1933.
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to low:r proflts und fewer orders for capital goods determines ‘‘ the
culmination of the ascending phase” the *‘ point, or the beginning of the
crisis ’’ which logically precedes the ¢ agcertainment” or report on the
disequilibrium between savings and investments. Indeed it would seem
to afford the most likely explanation of that disequilibrium.

12. — To secure fuller and steady employment of labour * favourable
events'' are required which will promote the increase of the real
income of the entrepreneur.

Time spent in obtaining a more thorough knowledge, even if it be
only & summary one, of the causes of unemployment over longer and
shorter periods, may be considered as well spent, for as already stated,
it is useless to think of finding suitable remedies for the evil in the absence
of as correct a diagnosis as posgible of the complex social phenomena
involved.

Those who believe that depressions are due to ‘‘under investment”
suggest low interest rates, (cheap money), tax facilities, easy credit as
means for stimulating productive activities. These encouragements would
indeed seem preferable to mere grants in aid and to the bestowal of purchas-
ing power on consumers in the form of doles or a call to the colours. But
to make sure that notwithstanding the preference given to liquid savings,
the cost of either of these policies will be met out of savings which it is
presumed are being hoarded, it wonld be necessary to have recourse to
forced loans obtained from well identified gronps of horders. On the
other hand those who ascribe depressions to the fact that the majority
of the entrepreneurs on a given market have become aware that costs
are rising more rapidly than prices, that consequently they foresee smaller
profits and therefore reduce their orders for capital goods, thus retarding
all stages in the process of production, recognise indeed the value of the
remedies proposed ; but to emerge from the more or less stagnant situa-
tion which accompanijes a moderate recovery in the output of the more
essential goods based on the use of existing income and savings, and to
advanee towards a rise in the quota of growing income which alone would
allow of & more extensive and more continuous use of labour forces, they
believe it is essential first to increase the income of the entrepreneur.

In many countries the incomes which have survived the depression and
the savings available at the end of the hostilities will only be able to absorb
a limited number of the unemployed. If unemployment is gradually
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to disappear without returning in a yet severer form, the quota of real
income received by the entrepreneur, representing the difference between
the cost and the price of the goods or gservices he has produced, must have
the possibility of increasing to a comsiderable extent in many lines of
production simultaneously. The real income of a community, as point-
ed out in our first study, is the sum of the real incomes which arise and
are distributed among the several persons participating in the production
of consumption goods. But of all real incomes the most important is
that of the entrepreneur, i.e., the quota of consumption goods, expressed
may be in terms of money, which comes to him after he has paid the price
for the use of all the other factors of production. Nowadays, almost
all productive activities are carried on by the undertaking, whether owned
by a private person, group, or State. Tt may therefore be said that as
long as the real income of the entrepreneur increases, the real income of
all eollaborating with him increases also. Should it be impossible for his
real income to increase, those of the other factors of production will not
increase.

Now, a lasting increase in the real income of the entrepreneur cannot
be obtained as the result of the automatic mechanism functioning at tbe
end of a period of depression. Such lasting increases can only occur as
the result of ‘‘favourable events” affecting several important branches of
production at one and the same time, and bringing with them a larger
volume of consumption goods, higher real income for the entrepreneurs,
higher real incomes for all participating in the favoured activities.

Such events may be related to an effective development of human
activity which encourages larger outputs and there is nothing mysterious
about them for they have always occurred from time to time in the hi-
story of human civilisation,

In our opinion these “favourable events’” are essential for assuring,
after a period of depression, the start of a serious recovery and a marked
increase in the opportunities for absorbing any unemployed labour.

13. — Summary of the preceding paragraphs.

To sum up, unemployment is the result of causes reacting on the
supply and demand of labour ; excess over a long period of consumption
as compared to savings, due either to low incomes or to expensive
habits of free competion ; the {endency of the average share of income
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pertaining to each member of the community to remain constant or
to decline with the growth of the population; insufficient exchanges
with other countries ; and, over shorter periods, the preference, shown,
for instance, for liquid savings and the consequent tendency to hoard,
Deeper enquiry will show that the absence of incentives to invest savings
and to encourage a demand for labour may be attributed to the fact that
most entrepreneurs have, at a given stage in the upward trend of prices,
become aware that costs are inereasing more rapidly than prices, and that
consequently the prospects for profits are rapidly deteriorating.

The convergence of the causes affecting unemployment, working over
longer or shorter periods of time, suggests diverse remedies. Obvious
remedies are those which favour a free competitive market by eliminat-
ing harmful forms of privilege and which encourage easy and plentifyl
trade exchanges as a means for securing employment. Should consumption
be found excessive as compared to savings — and should the excess be
due to luxurious habits — an obvious remedy can be found in the regu-
lation of consumption which, in the case of the wealthy classes may even
lead to certain prohibitions. Should the excess of consumption as compared
to savings be due to the lowlevel of the incomes reccived, obvious remedies
are to be found in measures for checking the growth of the population and
in the grant of certain facilities to productive activities with a view to
securing an increase of real income on a larger and more rapid seale than
the increase of population,

As regards the preference for liquid savings, lower rates of interest,
tax-facilities to investors, the foundation of institutions willing to grant
credits on advantageous terms, political policies which inspire confidence
in the future, are all means which may contribute to remove it. Never-
theless, only an event which favours at one and the same time several
branches of production — due either to chance or conseiously brought
about — will be able to lift business out of the depression and secure a

considerable increage of the opportunities available for the employment
of labour. '



Part I1

SOME REMEDIES

14. — After the war fuller and more permanent employment will only
be secured by increasing incomes and savings.

The several remedies for unemployment above mentioned should
form part of the policies devised for overcoming the difflculties of the im-
mediate post-war period ; although some of them, puch as free competition
and rising incomes, must be eonsidered as likely to be secured only after
some time has elapsed.

In our first study we compared some of the characteristics of the post-
war period — though in this case the phenomena present themselves
on a much larger scale — to these of a period of economic depression
which we described as characterised by the presence of : {a) incomes re-
sulting from independent private activities which have continued active
even during the war — though in many cases on a reduced scale — to
supply the indispensable needs of the people ; (b) incomes which the State
distributes through the production of public services, or by drawing on
the above mentioned incomes, or by drawing on savings, or by spending
capital, or by the creation of monetary instruments. We added that
the means required for securing economic recovery and for carrying on
essential gouvernment activities in the post-war period, could be obtain-
ed mainly from such permanent sources as incomes and savings, and from
the former rather than from the Iatter.

Should thege views be correct the maximum limits within which per-
manent employment can be found for all those factors of production —
and first of all for labour — which may be unemployed in the post-war
period — will be determined in the first place, at existing wage and
interest rates by the size and permanency of the entrepreneur’s income,
and after that by the size and permanency of the incomes of all persons
participating in his productive activity, which enable them to acquire
consumption goods and to assure their future production. In the second
place — by existing savings, used either for the direct purchase of cousump-
tion goods, whose production thus tends to increase, so long at least
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as the said savings are available for spending; or for the production
of goods and services and for producing new incomes with which the re-
cipients will afterwards purchase consumption {goods thus assuring the
continuity of the several forms of production and the employment of
labour. Thus to secure in the post-war period the fullest and most perman-
ent employment of labour possible, every conscious effort should be di-
rected towards raising the amount of real incomes and of savings desi-
rous of investment in productive activities.

15, — The form in which the event favourable to production may pre-
sent itself.

We have already made mention under this head of improvemenis in
the processes of manufacture ariging from the pressure of war needs but
which can be used in peace time for the more advantageous preduction
of consumption goods or even of public services ; improvements in the
means of transport which by assuring greater rapidity bring markets
into closer contact and reduce production costs for a variety of goods;
greater facilities for trade between the countries willing to repeal or lower
the innumerable barriers set up in recent years, while taking into due
account the losses which such action will inflict on the hitherto protected
industries in the countries thus throwing open their doors to closer trade
contacts ; the grant of long-term credit on favourable conditions. All these
are conditions which, when coordinated by the conscious action of skillful
entrepreneurs and backed by enlightened government action, might well
open up in many branches of business the prospect of those wider marging
between eosts and prices which would induce entreprenenrs to enlarge
their business and increase the employment of labour.

The provision in a given country of the preliminary conditions, re-
ferred to in par. 5, which are essential to the progressive growth of produe-
tion will depend substantially on the foresight of business men and on the
prudent policies of Governments. These essential premises are available
savings at low interest rates, high yields of all the factors of production,
their abundant supply which will facilitate the adoption of the combina-
tions most economically desirable, and also the conditions most favoura-
ble to fuller employment such as a definite tendeney in favour of a free
competitive market, the firm intention to remove the obstacles in its way,
trade relations with the largest possible number of countries so as to se-
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cure more opportunities for selection in the purchase and sale of goods
and services, the growth of income at a more rapid rate than the growth
of population, and lastly, over shorter periods of time, recourse to the
most eficient means for stimulating the flow of savings towards produe-
tive investments, such as low interest rates, tax exemptions, fiscal fa-
cilities, organisations for credit.

It would therefore seem possible in the post-war period to arrive at
a wise coordination for this purpose of the several factors which we
have shown to be essential to fuller employment of labour rather than
to wait the uncertain advent of * favourable events’ to give rise to
a recovery promoted by the need of satisfying unsatisfied require-
ments, a recovery which should be followed by a definite increase of
the real income earned by the majority of the entrepreneurs on a given
market.

This coordination, which might simultaneously widen the spread
between cost and prices in many branches of production would produce
real incomes for the entrepreneurs, allow of a larger demand for labour
on their part and of fuller employment for the working masses and would
therefore itself constitute the ‘“‘event” favourable to independent private
activities.

Now a foremost part of this coordination of factors and conditions.
favourable to the growth of production is the incentive to exports with
a view to adding new purchasing power to national incomes promot-
ing either an increased demand for the goods and services already produe-
ed on the market or the demand for new goods whose production can be
undertaken with the further employment of labour. These policies doubt-
less call for careful handling, but they should be fostered by all available
means. Their development calls for careful and detailed enquiries into
all the possible forms of competition which will have to be met on the in-
ternational markets which it would be desirable to secure for national
products. The task is a long one calling for rouch patience, but it alone
can increase, within a relatively short period, the available supply of real
incomes on @ given market.

At the same time, as we have repeatedly said, national savings —
which do not always amount to a considerable quota of the total income —
may be advantageously supplemented by those of other countries which
find it to their interest to invest in productive activities on the market
in question. The influx in various forms of savings from abroad enlarges
the production of consumpfion goods on the debtor market, allowing a
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future reduction of costs by which consumers will benefit to a degree which
will progressively increase with the approach to a system of free competi-
tion. The production of goods for export, consisting frequently of a wide
variety of agricultural and industrial products, will expand ; and if the
contribution from abroad be made in the shape of capital goods — fer-
tilisers, raw materials, implements, machinery, which can easily be con-
verted from war uses to productive uses — the danger of specific infla-
tion will be avoided. At the same time an increased demand for labour
at given wage rates will be created on the debtor market and the absorp-
tion of the unemployed will be promoted.

16. — Logical sequence of the measures for absorbing the unemployed.
Production of capital goods and execution of Public Works.

The coordination to which reference has been made, suitably carried
out by the policies followed by private enterprise and favoured by clearly
defined notions held by the responsible authorities, while providing,
at least in the intention of those who prepared it, the “event” simulta-
neously faveurable to many branches of productive activity, will also
suggest the logical sequence of the several tasks to be performed in the
first post-war years with a view to securing the fuller employment of la-
bour.

The following would seem to be the right sequence. The selection
of the branches of production which it is thought desirable to revive will
be made by private cnfrepreneurs acting either on their own initiative
or at the request of the State, with dne regard to the needs of the home
and international markets and to general requirements. The aefivities
which will be most easily revived will be those in a position to sapport
themselves on the proceeds of their sales, while taking into account the
various forms of assistance required in the early stages of adjustrnent.

When the selection of the most economical consumption goods to
be forthwith produced has been made, it will be found necessary to pro-
duce on the spot, repair, or even import capital goods for the production
of commaodities intended for home consumption or for export. What
capital goods should be produced at home so as to give immediate employ-
ment to the nnemployed masses and what should be imported from abroad
will be the next problem the entrepreneur will have to solve,.and here again
he will be guided by the consideration of lower costs which alone can as-
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gure stability, or at least long duration, to his activities and to the distri-
bution of the incomes to which they will give rise.

But if after the war the production of consumption and perhaps of
capital goods is to be made possible or much more efficient, the need
will be felt for carrying out certain public works which, in their relation
to the aforesaid productive activities may be described as instrumental.
Such, for instance, in the first place would be those for reconstructing
and improving the efficiency of the means of communication and trans-
port more or less severely injured by the war. This would include the
repair and building of roads, railroads, and tram-lines; such, for instanece,
are works ror reconstructing houses, hospitals, essential public buildings,
and those for increasing the efficiency of the southern territory, land-
improvements and roads of access to them, and when freight rates or the
need of obtaining supplies from abroad make this advisable, the improve-
ment or building of ports and docks for the merchant marine. The
instrumental character of such works in their relation to consumption
goods will decline progressively when their purpose is protection against
floods, irrigation and water derivation works, the construction of moun-
tain reservoirs. But in all cases an exact knowledge must be had of the
more or less iminediately instrumental character of the public works
contemplated in their relation to the production of consumption goods,
and of their consequences for the absorption of any unemployed labour.

17. — I steady employment be the aim, it would seemn desirable to

raw a distinction between public works of a truly instrumental

character required for the production of comsumption goods and
others not, or hardly, of that description.

If we wish to ascertain the volume and duration of the employment
public works may afford the labouring masses, it is important to draw
a, distinction between them based on their instrumental character in rela-
tion to the indcependent production of consumption goods. Let it be
granted that, whether typically or remotely instrumental in the produe-
tion of consumption goods, economic considerations must guide the deci-
sion whether the capital goods required should be produced on the spot
or imported from abroad and whether in accordance with the decision
taken, the outlay estimated will be available in full for giving work to the
unemployed or only for that part remaining in the country. On the bagis
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of the decision taken, the estimated cost of each public work will afford
employment either to all or to some of the unemployed. But here we
should remember that any outlay on public works competes, as regards
the financial resources to which recourse must be had, with the outlay
required for the production of the capital goods instrumental tor the pro-
duction of consumption goods.

This being the case, public works (1) can only create values offsett-
ing the cost they entail when they are definitely of an instrumental charae-
ter as regards the production of said consumption goods. Only then are
they economically justifiable and only then can they, for the purposes
we are discussing, assure steady employment for a part at least of the
employable workers. If when carried out they undoubtedly inerease the
ouput of consumption goods, the growth of real income at the disposal of
the community will, in its turn, afford employment to some at least of
the labour engaged on them at an earlier stage which will be thrown
out of work when they are completed. But if such works are not ingtru-
mental for the production of consumption goods, they may indeed assist
in facing contingent needs of a social and political nature but, in spite
of tbe brilliant theories of the ‘ multiplier” (2) they will only afford
temporary employment to the labour engaged on them.

The fact is that all public works carried out for the purpose of absorb-
ing large masses of unemployed are characterised by two forms of utility.
One is transitory, due to the redistribution of incomes in the interest of
certain easily identifiable groups to the injury of many others not so easily
identified. (In this consists the difference between the reactions of a
gystem of taxation worked out in conformity with the economic structure
of a country and the reactions of State interventions for non-economic
purposes such as that now mentioned). The other is permanent and is
shown by a comparison of the present cost of the public work with the
present appraisement of its value which — as in the case of all future goods
— 13 ascertained by capitalising the estimated returns at the current rate
of interest. It may be admitted that, in practice, and more especially
if the work is of social or political importance the comparison between

{1} What is here said of pubiic works can be repeated for all 8tate activities. See
also the last study of this velume.
. {2) For hihliographical inaications the reader is referred to the essay by the present
writer : * Aspetti economici di una politica di opers pubbliche ” in the volume Eguili-
brio fra aitivita economicn e finanziarie. Giunffré, Milan, 1943, p. 157.
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costs and resultant value need not always be favourable. Nevertheless,
the execution of public works solely in view of their temporary utility
inevitably destroys goods in the country carrying them out, decreases its
total income, and affords only temporary employement to the labour
enraged on them at the start.

It may well be that in meeting the very difficult post-war eituation,
no country will be able to avoid the need of carrying out public works
of thi§ latter description, beginning with the recostruction of publie
buildings and monuments thus finding employment for large bodies of
workers. We purpose studying in another report the problem of financing
such works of reconstruction (1); here it would seem advisable to repeat
that the employment of labour on such undertakings can only be tempo-
rary should the works themselves be only remotely instrumental for the
production of consumption goods for which there is a demand on the
home and foreign markets.

18. — Unemployment insurance neither promotes nor favours the em-
ployment of labour forces.

Notwithstanding all the efforts made with a view to supplementing
national incomes and savings with the incomes and savings of other conn-
tries, 50 as to encourage the more extensive and independent production
of consumption goods ; notwithstanding all the efforts made with a view
to preparing an environment favourable te such an expansion of produc-
tion by carrying out public works of a typiecally instrumental character
which will therefore yield a revenue in the course of time; the unemploy-
ment of labour may still persist especially when it is not possible to lower
existing wage-rates (2). The pressing nature of the problem then sug-
gests recourse to more or less hazardous measures, most of which disre-

{1} Administrative and financial rules may be suggesied by the wide experience
acquired, at least in [taly, with legislation on earthquakes, taking of course into due account
the different proportions of the post-war problems,

(2) The ohaservations contained in par. 4 mako it unnecessary to enlarge on the
consoaquences of a policy of artificial wage-rates, . 6., wages which are not in keeping
with the yield of the worker in the productive eombination of which he is part. After
all, high wagas raisa the coits of proluction, thus causing considerable loss to the export
trade which is placed at a disadvantaza in it3 compztition with foreign produects, and
they adversely affeet the execuntion of publie works, even of those which are typically
instrumeznsai in th2ir relation to the production of consumption goods. The seale on
wiiich such works are carried gut is roduced by the higher costs entailed by higher wages
328 also The Hoonomist, article on * Financial Strategy ', March 1943, p. 440.
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card economic principles and are guided exclusively by gsocial and political
considerations, This makes it all the more urgent to examine their inevi-
table consequences,

As some of thege measures hinder free competition they may there-
fore also be considered as hindering an increase of employment. But
some further details may serve {o show more clearly this ultimate conse-
quence, which 18 not always perceived by even the best intentioned
persons.

Some writers give us to understand, though they do not say so expli-
citly, that they consider involuntary unemployment can be adequately
controlled by a wide system of social insurances. In substance, such in-
surances tend to ear-mark funds obtained by contributions made either
by the groups concerned — workers and employers, or by the State, i.e.
by the whole body of citizens. As the funds thus obtained are themselves
dependent on the cyclical movement of economic life,they tend to increase
when the incomes of the contributors increase because the same percent-
age levied on a growing income secures larger yields and because in pros-
perous times when the factors of production are fully employed, there is
less need of having recourse te the fund itself ; and they tend to dimin-
ish when the incomes of the contributors are falling.

When special funds are provided for this purpose, insurances against
involuntary unemployment amount to a real form of taxation. The sour-
ces from which they are drawn are always the same, i.e., the incomes
and savings of the several parties concerned. The advisability of keep-
ing insurance contributions separate from taxes arises only from a sponta-
neous division of the relief work the Government undertakes. There
can be no doubt that when the incomes of contributors are falling off,
the burden of the contributions, like that of all other taxation, causes or
accentuates the ° passive 7 situation of the entrepreneur and of all par-
ticipating in his productive activities. Then, in many cases, the State
covers this deficit of the entrepreneur class by levying taxes on other groups
of citizens and assigning the proceeds to specified undertakings. The
deficits of the unemployed or of other persons adversely affected by the
conditions to remedy which the insurance system was set up, are met
out of the special insurance fund. This fund may be said to anticipate,
in s0 far as the persons required to contribute to it are concerned, taxes
levied by the State in behalf of the unemployed, the advantage of insur-
ance being that savings are thus made promptly available which would
otherwise have to be procured under less favourable conditions.
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By establishing these notions, two points are made clear. First,
that the grant of assistance to the unemployed can never provide a solun-
tion, even if only partial, of the problem of securing steady employment
for labour. Insurance can only give temporary aid. Secondly, that
both the contribution levied for such insurances on individual contribut-
ors and the burden placed on the State by social insurances in general —
a burden which the State re-distributes by direct and indirect taxation
over the whole body of citizens — curtail incomes and savings. And a8
the yield of social insurances is hardly ever used in its entirety for secur-
ing a larger output of consumption goods, the real income of the com-
munity, (as has been noted in par. 4) will sooner or later decline, The
reduction of income will reduce the possibility of providing steady employ-
ment for those workers whom it was desired to insure against the risk
of unemployment. Thus the remedy, based on soecial policies which
call for widely inclusive social insurances to satisfy the masses, if it can
be justified when used as a temporary measure, proves inadequate for
golving the problem of unemployment and harmful if a sharp eye to its
consequences does not keep it within proper bounds.

19. — The same argument holds good for doles to the unemployed.

Should doles amount to sums comparable to the minimum wage ruling
at a given time on a given market — and in some cases they even exceed
it — the voluntarily unemployed have an additional reason for refusing
the jobs offered them and for transforming unemployment from a tempo-
rary into a permanent condition. Again, should the difference between
the wage with which they would be satisfied and the dole they receive for
doing nothing shrink, the involuntarily unemployed will cease to seek for
jobs and will grow accustomed to relying on the charitable dispositions
of the community.

On the other hand, the sums expended on doles, levied on the incomes,
of the taxpayers, do not promote production of consumption goedg, neither
do they raise the total real income of the country. At best they reduce
the consumption of those on whom they are levied while enabling the
unemployed to become consumers. But the unemployed rarely consume
as much as did the original owners of the taxed incomes prior to the tax-
ation. Indeed, it seems likely that the two outlays on consumption can
never balance, as the whole of the dole is not spent on consumption goods,
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and even if it were, the several outlays are not entirely devoted to the
purchase of those profitable commodities which give rise to independent
revenues instead of needing to be themselves subsidised.

Under these conditions, the minug difference between the amount and
value of consumption arising from the expenditure of the doles to the un-
employed as compared to the consumption which took place, or might
have taken place, before the taxes used for paying the doles were levied,
shows that the real income of the country has been reduced. At best it
has not been raised as would have been the case if the original incomes had
been directed towards productive activities able to support themselves
on the receipts from the sale of the commodities they produce. Thus
charitable relief — fully justified from the humanitarian and social stand-
point — hinders the increase of real wealth and therefore hinders, in the
lagt resort, the employment of labour.

These consequences are not modified by the fact that the fund from
which the doles are paid is drawn not from incomes but from savings
whichk would otherwise have been invested in more profitable activities
either at home or abroad and even in periods of depression and low prices
ruling for goods and services. Should the fund be levied by the taxation
of incomes or by loans drawn on savings which would have been hoarded
and not invested, the advisability of assigning them for doles will still
depend on the volume of consuraption goods to which the expenditure
of the doles will give rise and on the absorption of unemployment which
their production will lead to.

But in any case the production of consumption goods brought about
or increased by the savings — whether willing or unwilling to seek invest-
ment in productive activities — will cease as soon as the fund formed for
this purpose ig exhausted and the doles cease. Unless in the meantime
and for other reasons (improvements, discoveries, etc.), the activities

set going by the expenditure of the doles should be able to support them-
" selves on returns from sales and thus be able to hold their own on the
market. Therefore, the efficiency of the policy of drawing on savings to
distribute them in doles is always transitory. It does not and cannot
solve the problem of finding work for unemployed labour (1),

(1) The State assigns for doles a thousand million monetary units, which we pre-
sume are lovied on incomes which is the supposition most favourable for the continua-
tion of said assignment. Applied to the production of real income —— consumption goods
or ingtrumental goods used for the subsequent production of consumption goods — this
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When the sad phenomenon of nnemployment exists, the community
may, or rather should, come to its relief. But if something better than
a meTe panacea is to be sought, the direction to be followed will be that of
encouraging the output of commeodities for which there is a real demand at
home or abroad and which are therefore profitable. Doles, whether paid
oul of funds levied on the incomes of the taxpayers or drawn from savings
can only provide a temporary remedy. To persist in them only hinders
the growth of real income and the future employment of labour,

20. — The protection of productive activitives canmot permanently fa-
vour the employment of labour,

Some writers consider that the protection of activities which other-
wise could not take root in a given country affords a means for providing
work for the unemployed.

It is easy to see that by granting protection or other forms of assist-
ance as 2 means of introducing or reviving a productive activity which
in the absence of favourable conditions for its development could never
live in a given country on receipts from sales, State intervention does
not create ex novo new productive factors in addition to those in existence
which can be combined with any unemployed labour. Such intervention
merely displaces productive factors from uses to which they had directed
themselves as being more profitable under existing competitive conditions
on the home or foreign market, to uses which only protection can make
profitable. Thus the employment of labour in protected occupations
may be secured, sometimes on a large scale, but at the cost of employ-
ment which might have been given in other occupations or in other coun-
tries with more copious results for all, therefore including the classes
whotn the advocates of protection wish to favour (1)

thowsand million would have given permanent employment to » certain number of
workers, for instance, ten thousand. Distributed in doles, the thousand million do
indeed relieve for a certain time a still greater number of unemployed. When, however —
gay at the end of a year — the fund is exhausted the real income available in the country
iz found te have heen lowered, or at best it will not have increased as much as would
have been possible had the thousand millien been used for profitable forms of production.
Tnless in the meantime Income has been inereased by other causes to that amount
which would have been the ease had the thousand million been at once applied to
the aforesaid activities. Therefore the assignment of doles aggravates rather than
settles the problem of finding work for the nuemployed, :

(1) “ Protective duties, even if efficacious, favour some industries and attract
available labour and capital to them. But the duties do uot create capital, there fore
they cannot ereate a new demand for labour on the market considered as a whole. They
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To this argument the objection ig raised that until the outbreak of
the second world war, agricultural and industrial activities were only made
possible by protection which, over long periods of time, enabled work
to be provided for large bodies of labour. They do not deny that at bot-
tom, protection hinders the growth of total income, and in the course of
time, the fuller employment of labour. But, they say, were protection
to be repealed where would the workers hitherto engaged in these shelt-
ered occupations find work ¥ To deprive agriculture and industry of pro-
tection would mean that in the first post-war period unemployment, al-
ready a serious menace, would increase to an often threatening extent. In
reply to those who suggest ag a remedy opportunities for emigration —
safeguarded in every way 8o as to reduce on the one hand the risks incurr-
ed by the emigrants on the other the drawbacks to the country of origin —
the aforesaid writers point out the net loss which that country would suff-
er by the departure of workers, especially of gkilled men on whom large
amounts of capital have been invested to bring them up to a certain level
of productive yield.

That emigration inflicts a loss on the country of origin, thus deprived
of forces trained often at considerable expense and effort, cannot be denied.
But, in the course of time, this loss may be made good by remittances,
the value of which will increase in a measure corresponding to the skill
and energy of the emigrants. We cannot, moreover, neglect the losses
caused by setting up or reintrodacing protection, such, for instanee,
as the withdrawal of means of production in the country of origin and
elsewhere from activities which could be self-supporting and in which the
said means could secure larger yields and earn larger remuneration. The
higher price of the commodities produced with the help of proteetion des-

therefore defleet the natural direction of investments. They force the labouring population
to change more or less suddenly its previous distribution between the several industries.
While on the one hand the duties stimulate a demand for labour in the indusiries to
which capital is attracted, on the other hand they necessarily lead tv a shrinkage of the
demand in the oecupations from which capital is deflected.

“There has not therefore been a numerical compensation between the thousands
or tens of thousands of workera who bave more easily found employment in these in-
dustries, and the hundreds of thousands of agricultural labourers or wage workers who
have found in emigration an escape from unemployment at home. Nor ran we even
aay that there has at least been a compensation hetween the larger amiounts of wages
paid to some and the smaller amounts paid to the others.

"* For protection not only changes the distribution of the working population. fore-
el to change its oceupation, but also gives rise to a production crisis, as it reduces
the general average wage rute ”. e ViTi DE MARCO, A.: *“ Un trentennio di lotte
politiche , Rome, Collezione meridionale editrice, pp. 83-84,

FE-2%
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troys moreover for an indefinite period all those returns which might
have been available to consumers had they purchased the said products
at a lower price, perhaps by importing them from abroad. We are there-
fore justified in enquiring whether the losses suffered by a given country
once for all as a result of the emigration of a certain number of workers
are heavier than thosc suffered for an indefinite period as the result of
protection.

The balance-sheet may be drawn up in conformity with strictly
economic principles, or, as is frequently the case, on the basis of social
and political considerations. It is not easy to lay down a priori policies.
Bach country must face and reflect on the concrete problems arising from
its present conditions, Nevertheless, it would seem that we are justified
in stating that should unemployment continue when all reasonable efforts
have been made for providing fuller and steadier employment for the
workers, the reduction of the supply of labour by emigration offers the
inevitable, though regrettable, solution.

21. — Organisations of preliminary studies. International collabora-
tion of public bodies. '

To observe the logical sequence in which in the post-war period pro-
fitable productive activities will be reestablished by private enterprise,
and action will be taken by the State for encouraging them and for carry-
ing out certain public works, it would seem essential that all countries
should be able to avail themselves of a series of data on {a) real and monet-
ary income and its distribution ; (b) sevings and the rate of their accu-
mulation in a given unit of time; (¢) currents of imports and exports of
the several commodities, taking inte due account the modifications which
have taken place in recent decades and the present and probable possi-
bility of enlarging and diversifying the several markets of origin and
destination; (d) the employment and unemployment of the several groups
of workers for whom reliable statistical data are available.

These investigations of real conditions would be preliminary to an
acenrate description of the several productive activities which could
support themselves on the proceeds of their sales and which should there-
fore be developed and extended vigorously, and of the several kinds of
public works, inclusive of those typically instrumental for the preduction
of consumption goods and of those which are less definitely of that deserip-
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tion. On this basiz the preparation and subsequent execution of the
geveral plans of production — by private enterprise in the case of con-
sumption and capital goods, by the State in the case of the various kinds
of public works — could be greatly assisted by the work of a national re-
search body which by facilitating contacts between all engaged in preparing
such plans and between them and the public administrations, and by
acquiring as complete a view as possible of the several initiatives and
activities could eliminate the danger of overlapping and contradictory
action, taking care from the start — and therefore with the least possible
waste of energy — that all the forces of the country be so directed as to
gecure larger real incomes and fuller employment of labour. As is evi-
dent and has been repeatedly stated in the course of this study, private en-
terprise for the production of consumption goods for sale on the home and
foreign markets, no less than the initiatives undertaken for producing or
importing capital goods to be nsed for their production, and the plans for
public works typically instrumental for such production undertaken only
to provide work for the unemployed, will require — apart from the
financial arrangements of which we shall speak in ancther study — a
systematic series of agreements with the selling countries and with those
which offer markets for national exports ; in some cases with countries
whose exports compete with those of the home country. They therefore
presuppose voluntary international collaboration without which no one
will be able te attempt the solution of problems of some importance. They
also presuppose prudent activity on the part of the public authorities.

At first, at least the Government of each country might assist in over-
coming the difficulties which may beset private enterprise, as, for instance,
in the case of supplies of capital goods required from distant parts of the
country or from abroad, by agreeing to import them for subsequent dis-
tribution in conformity with the needs of the several branches of produet-
ion ; or by securing credit on favourable conditions which it would be
difficult for the individual enterprises to obtain. It would not be a case
of setting up and perpetuating purchasing or sales monopolies, credit
monopolies, preferential customs’ tariffs, nor of bargaining for political
advantages, but a question of loyally supplementing the efforts of sound
undertakings which if left to their own resources might not always be able,
even with the begt efforts on their part, to secure the ends in view.

It is desirable that the extent to which private initiative, capacity,
and interest can co-exist with government action in the difficult work
of reconstruction should be examined with a definite tendeucy to allow
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State intervention to be guided by a respect for the principle of economic
advantage, which we shall analyse in our last study.

Liberty, now so much talked of even though its real meaning does
not always seem to be understood, is undoubtedly the irrepressible aspi-
ration of the human spirit, the instinetive goal of all beings desirous of
developing their personality in social relations with their fellows. Never-
theless, given the complex phenomena of social life, long denials of such
liberty cannot alternate with the sudden assertion of opposite systems.

It is neither conceivable nor desirable in the interests of the individ-
ual members of a community that a sudden change be made from the in-
tricate regulation of econonic life to a complete and perhaps contradic-
tory freedom of action, especially during a period in which, in view of the
nature of the problems to be solved, the aim is that of gecuring in as short
a space of time as possible the progressive increase of real incomes and
the fullest possible emplovment of all the available factors of produnction.

Minds free from ideological preconceptions and from political pres-
sure will perceive that the cause of individual and national Liberty will be
best served in the post war period if individuals and Governments alike
give due weight to economic standards, which should be harmonized with
others of no less importance. For this purpose an accurate knowledge
should be acquired of those restrictions of freedom which should be gra-
dually repealed as national income inereases and of the lines which should
be followed to encourage a business revival and fuller and steadier employ-
ment: in short, for potentializing human personality, which is the supreme
purpose of all civilised societies.



Iv.

NOTES ON THE PROBLEM OF MONETARY
REHABILITATION






IV,

NOTES ON THE PROBLEM OF MONETARY REHABILITATION

CONTENTS

The stages of monetary rehabilitation are clear. The cessation of the issue of paper
money, immediate or deferred for a relatively brief period. An estimate of the average
level which the prices for the main groups of commodities and serviees should reach,
Firtuess on the part of the monetary anthorities in pursuing the goal of eliminating
fluctuations in the purchasing power of money. The continued application of measures
for limiting consumption until auch time as the supply of both consumers’ and pro-
ducers’ goods shall inerease,

Some of the ditficulties arising from deflation policies are forcseen, The requisite
conditions for assuring the stability of the foreign exchange rates of the curreney
which is to be stabilised are determined. The probable post-war movements of real
incomes in terma of the stabilised currency are taken into consideration,






MONETARY REHABILITATION

1. — The problem of monetary rehabilitation in countries severely
affected by the war.

On the cessation of hostilitier, what will be the situation of those
countries whoge territory has long suffered from the scourge of war?
Apart from positive data, it may be assumed that the national wealth
of the countries concerned will have been reduced by the consumption
of capital always characteristic of war; by the destruction of property,
sometimes on a large scale ; by depredations ruthlessly carried out under
the all too convenient pretext of war needs which has authorised year
after year systems of spoliation and terror which run counter to all law
and to all the acquisitions of the human spirit.

Industrial and agricultural plants and undertakings will be worn out
or destroyed, at least partially ; farm lands will be devastated ; planta-
tions cut down or laid waste ; stocks of raw material and machinery
which cannot be replaced, belonging to large or modest business eoncerns,
will be exhausted ; dwelling houses and public buildings will be wrecked
or ruined in enormous numbers; land, water and air transports will
be reduced to such an extent as to become insufficient for meeting even
the most essential requirements of the populations.

In public finance there will be alarming deficits ; huge public expen-
diture — including that for the armies of occupation met by the unli-
mited issue of paper money leading to the steady detetioration of the
purchasing power of the currency ; revenue will be reduced in volume
and efficiency ; sources of income, savings and eapital consumption will
to a great great extent have run dry; there will be a scarcity of gold
and high class foreign exchange ; in spite of good intentions the various
clearing systems will be unable to collect many credits ; the indebtedness
of the governments to private persons will have grown to apparently
crushing proportions,

Yet more serious will be the mental deformations produced in the
population by the habit of seeing their mode of Life in its most varied
manifestations regulated by the public authorities; by striking in-
stances of profits easily secured by the redistribution of wealth which
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always accompanies war —— even if the fortunate beneficiaries are not,
as a matter of fact, very numercus and are not always able fo keep
the revenues thus secured ; by the desire to find some means of escaping
from the innumerable hardships which always follow a war, even by
recourse to risky innovations whose inconsistency and delusive nature
cannot, alas, be shown by preventive criticism — always difficult in
periods when susceptibilities are aroused and interests deeply disturb-
ed — but ooly by direct experience. In this connection, some re-
marks on the state of mind prevailing in the countries which, in the
previous war, suffered losses, far less severe indeed than those already
estitmated for that now heing waged, are exceptionally valuable and above
all applicable to present conditions (1).

(1} BEivavne I, writes in: *° La condotta economica e gli effetti sociali della guerra
italiana ™, Laterza, Bari, 1933, pp. 388-389 ' ... .. the State became the sole sup-
plier and sole purchaser;. . . all new xavings were acquired by the State at remunerative
rates. Workers were compelled to aceept the houra and wages fixed by the Commitiee
tor Civilian Mobilisation, they were subject to fines and sometimes to imprisonment if they
did not fulfil the lahour obligations required by the authorities ; but at the same time they
were guaranteed a living wage, insured againet accidents, unemployment and invalidity ;
an impartial tribunal settled lahour disputes and denied to industrial employers the right
of sudden dismissal and lock-outs. Both farmers and manufacturers were compelled
to soll the goods they produced at ' fair* prices fixed by the authorities, but care was
taken that these prices should be fair not only to consumers but also to producers, 4. e.
that they should be in keeping with production costs, When the high price of raw mater-
ials and intermadiate products on the free macket raisnd costs to a tevel which would
have justified a rise in prices deemed excessive from the social and political standpoint,
the State intervened, withdrawing the raw matcrials from a régime of free bargaining,
and reserving them for distribution by the anthorities to the concerns considered most
in need {see nar. 74, 80, 31, 84). Never had industrial risks been so small as in those
war years, never had the economic policies of the heads of undertakings been so safe and
easy. Just as the State, with paternal solicitude, took measures to see that the soldiers
did not lack arms and provisions, so it took ecare that the fighter in the economic arena
should not lack what he needed for a living if a consumer, nor a living wage if a
worker, nor a “* just® profit if an entrepreneur. And as each interpreted what was
fair and necessary in accordauce with his own wishes, so the State mercifully asszared
to all a reward for their efforts, measured not by their deserts but by their needs.
There was. wilespread astonishment that it was possible to go so far without excess.
ively increasing taxation, of which the real burden had been raised only moderately (see
par, 19 and 22), and that the great mass of indebtedness incurred by the Btate had not
led to the catastrophic consequences which economists and financiers had rivalled each
other in prognosticating in the pre-war years. So that the so-called failure of economic
seionce was a frequent sabject of ironical remarks. It seemed as though a new means
had been discovered whereby wealth was desiroyed by the immensely increased war
conaumption and the undiminished peace expenditures, while at the same time general
well-heing was increased by assuring eafer returns to capital and labour (see par. 126).
Why return to the former conditions of perpetual struggle between one mmanufacturer
and another to snatch the crumbs of an excessively low profit ¥ Why give free
reins to the struggle hetween the poor and the rich, between peasants and landlords,
between workers and manufacturers ¥ Why fluctuate between rising wages in periods
of prosperity and unemployment in periods of depression, if State regulation of industry
as taught by the war, and arbitration made it possible to assure to all social classes
fair and steady compensation for work performed ¥ If the expression * collectivist econ-
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Under such conditions, the countries which have suffered most se-
verely will find themselves faced by formidable problems. First in logical
sequence will come that of the rehahilitation of the currency, as the inten-
sification of production and the attempt to balance the accounts of both
the governments and the major business concerns can only he taken into
consideration if prudent policies are firsat directed towards preventing a
decline in the purchasing power of the money of each country.

2. — Attempts at stabilising for a given period of time the purchasing
power of money on the home market and, reciprocally, the average
level of prices,

After what has been said in our first report, it would seem superfluous
to dally over theoretical discussions. Tf eredit is to be brought back to
its typical funection of anticipating rcal income and encouraging its
growth, it will evidently be essential to stop further issues of paper money.
Issues made in the form of advances to the Treasury must cease at
once. To avoid an excessive number of sudden business failures, action
may for a certain period of time be less drastic in the case of advances
made on behalf of independent pioductive aclivities, but at the end of
that period they also should cease.

omy ', was displeaging, that of " associated " economy was acceptable, and represente:d
moreover an old aspiration of the Italian entrepreneur class and of those among tlem
{8se par. 11, 118, 117) who looked to the State as guardian, savionr anl guarantor ™.
Further on {pp. 390-391) EmNaUDI notes ** ... The war, with its ration cards and
rationing systems, planted the idea of economic equality firmly in the minds of all.
All were equally entitled to bread, to food, to a roof, just as they were all equal before
the duty of dying in defence of the country.  This idea, necessary in war 1ime and inne-
cuous if limjted to a short period of time, became a dissolving ferment when inenleated
during long years. The idea took more especially the form of the ** just®’ price, by
w‘rhich was meant that price which had been current during the lifetime of the genera.
tions who were working when the war hegan and of those who had brought them up.
Thase generations had lived during the century following the close of the Napoleonic
wars which stands apart in the annals of human history as characterised hy the unpre-
cedented steadiness of the metallic content of the several eurrencies and by the no less
unusual honesty of the governments, These conditions had given rise to the rooted
idea that the price of hread ought never to exceed 30 or 40 centimes per kilogramime,
that meat was worth two lire, that 2 room should be had by paying a rent net cxceed-
ing 100 lire per annum.  These being the ** just " prices, the governmeunts were com-
pelled to have recourse to fiat prices, requisitions and rationing and to block honse rents
in order to prevent prices from rising to a level which would have heen logically in keep-
ing with the isaues of paper money made by the same governments, Thue all classes,
with the sole cxeeption of those whose incomes remained fixed, found themselves in
possession of surplus revenues as a result of the divergence between rising incomes and

a rate of expenditure which had either remained stationary or was limited by the lack
of supplies
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In those countries which were unable during the hostilities to neutra-
lire the consequences of specific inflation by securing a complete return
of the money issued to the tills of the State by what is known as fhe
 eapital cirenit’” — and which will therefore find themselves at the
close of the war in a less favourable position than others — the cessa-
tion of the issue of paper money may induce the large volume of notes
hoarded during the periods of greatest uncertainty, to re-enter the
market. Their reappearance will help to facilitate credit transactions,
either by direct negotiations between private parties or indireetly through
the hanks, and will delay, and may even to some cxtent preveni the
collapse of bhusiness enterprise and the unemployment of means of pro-
duction. The business concerns thus salvaged will, of course, be those
less accustomed to rely on the continuous grant of credit and on the
steady rise of prices as a means of offsetting the high cost at which they
were established during periods of general and specific inflation. In the
case of other more uneconomic concerns, their disappearance will be
advantageous. The inevitable losses thus ineurred will afford the meas-
ure of the cost of monetary rehabilitation to the community, a cost
which may, however, in time be offzet by a durable increase in income.

The reappearance of the hoarded notes on the market will, however,
contribute to raise the average level of prices of the various groups of
commodities and serviees,

At the same time, in attempting to attain an equilibrium, many for-
ces will be induced, after the war, to press for a rise in the price levels
already reached, for instance, a rise in wages which will inevitably lead
to a rise in the cost of the goods of which the said wages constitute a
part, and a rige in rents so as to allow of their adjustment to the increased
value of house property. Such increases will be desired as affording the
means for enabling those many prices which have remained at a lower
level than the general upward price movement would hawve justified, fo
adjust themselves to the volume of the paper currency issued and
reappearing on the market.

Consequently, in the course of time, the average level of prices for
the main groups of goods and services will tend to rise above that ruling
when hostilities ceased, at least to the same extent as the rise in the
demand for the notes issued, and the same may be said for those other
monetary instruments for which the note issues provide a basis. Their vol-
ume should indeed be mulbiplied by the velocity of their cirenlation,
whether they he notes or cheques, As is well known, the velocity with
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which money in all its forms circulates tends to decline in periods of
economic uncertainty which encourage hoarding in all its forms, and tends
to increase in periods of greater productive activity. It also increases
when confidence in the stability of the purchasing power of the currency
declines, there being then a tendency to convert money into consumers’
and producers’ goods at any cost,

The more rapid circulation of money contributes, in its turn, to a rise
in the price level. And this rise involves: (a) a loss to the owners of
fixed incomes, of whom it may be said that they are foreed to save; but
an advantage to those in receipt of elastic incomes, at least until such
time as the rise has spread to all those goods which may be acquired
by the said incomes; (b) a loss to exporting industries, which in such
periods represent a conspicuous and desirable source of income. It would
be vain for the authotities providing for monetary rehabilitation to
under-estimate the importance of either of these phenomena.

3. — Instances of the obstacles in the way of stabilization and of firm-
ness on the part of the monetary authorities.

The policies above referred to may meet with difficulties should
increases in wages and salaries be claimed by groups of workers and
employees, to whom the average levels to which the prices for the leading
groups of goods and services will rise in relation to the volume of notes
issued by the banks and now reappearing on the market, is unknown.
Such increases, if granted, will be financed cither by means of increased
taxation, or, as we had occasion fo point out in our third study, at the
cost of other classes of citizens whose incomes, considered as a whole,
will be reduced to the precise extent to which those of the other groups
will be increased. Or else the cost of such increases will be met by the
creation of new monetary instruments. In the latter case, the average
price levels will rise above the level which might have been expected
to result from their relation to the volume of notes issued, and the attempt
to stabilize the purchasing power of the eurrepey will be frustrated (1).

Apart from the demands of the groups concerned, the average price
levels may also be raised above the extent which the volume of the note
issue might have led us to expect, should the banks use their note
reserves as a basis for allowing overdrafts to the limit of the elasticity
of their resources, thus adding credit inflation to currency inflation.

(1) See on this subject * Financial Strategy ", The Economist, October 10, 1942,
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Nevertheless, while desirous of favouring the growth of production,
the authorities on whom devolves the duty of supervising the money
market, will always be in a position to check the excessive expansion of
this form of credit, and to hinder further rises in the prices of various
groups of commodities and services; they can, in short, eliminate the
obstacles in the way of stabilization,

When the firmness shown by the monetary authorities is such as to
restore confidence in the stability of the currency, destroying the incentive
which induces the holders thereof to get rid of it for fear of further de-
preciation, there is no reason why the level of prices should rise above the
more or less approximate limit which the volume of the currency in
circulation, multiplied by the veloecity of each of its forms, would lead
one to expect. And, even in the least favourable hypothesis of a further
issue of notes or of cheques — should the funetion of credit, either nation-
al or foreign, be limited exchsively to that of anticipating real income,
or if, as from a specified date, the volume of the new issues remaing below
that of the figure obtainable by multiplying by their respective prices
the volume of goods produced over the period by the processes of manufact-
ure, — the average price levels for the main groups of goods and services
will have no cause to rise above the limit corresponding to the degree of
inflation which has already oceurred in the country under consideration.
Indeed, in the course of time, as the supply of goods and services increases
price levels will tend to decline below the “ points » attained as a result
of the operation of its chief causes, namely the inflation of currency and
the scarcity of commodities.

An increase in the supply of consumption goods, whose production
in its several stages would be encouraged by the joint efforts of private
business and of governments, would indeed help to attenuate one of the
chief, causes — which makes itself felt in spite of all flat prices, pro-
hibitions issued against cornering, rationing, blocks, requisitions —
and also to eliminate the effects of exceptional causes, such, for instance,
as the incentive to corner certain goods (1) — as the increase in the

(1) An able defence of flat prices as an emergency measure for avoiding the rare.
faction of commodities a8 a result of cornering by persons who, inthe absence of such
fiat prices might fear a rise, has recentiy been made by Gint, C. ** I calmieri , Eivista
di Politica Economica, 1943, He does not {ail to recognize — indeed he emphasizes —
the importance of the fundamental eauses of price rises : the scanty supply of goods
or services and monetary inflation, e only justifies flat prices in so far as they remove,
or should remove, the incentive to cornering. In practice, however, if flat prices
are unskilfully enforced (and the difficulties in the way of their enforcement are not
few) the incentive to corner will again make itself felt.
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available supply would do away in the minds of prospective consumers
with the expectation of a rise in price. There thus remains only the
most patent canse of a price rise : the creation of monetary instruments;
in other words, the issue of new notes, even if in reduced volume and for
periods of no great tength, with a view to avoiding the failure of too large
a3 number of business concerns accustomed to live on credit, and the
issue of cheques to which the ordinary deposit banks might have re-
course. If, however, the aforesaid limits are observed, stabilization will
not be injured thereby.

As a result of the respect of these limits, the phenomena which can
be observed in periods of rising prices will be reversed and exports will
be encouraged, thus allowing of the purchase at a lower cost of other
commodities or instrumental goods, and helping to spread the fall of
prices to other products on the home market. At the same time, the
increasing supply of such goods, either home made or imported, does
away with the need of measures for limiting consumption and restricting
productive activities, mesaures which have survived from the war period.

Some restrictions on consumption or investments may remain in
force, which are tolerated by the population as the war had made them
customary. The reasons justifying them are however differeni. from those
which led to restrictions made to ensure the so-called “ monetary circuit *.
One of such reasons for instance, to which reference has already been made
in our third study (par. 6), is that of avoiding loss of incomes arising
from an increase of production whieh is expected to be more rapid
than that of the population, and of obtaining an increase in the quota
of the average real income per head, This motive may indeed suggest
the advisability of prolonging and even intensifying the veto placed on
the consumption of certain commodities considered as luxuries especially
when they can only be secured by purchasing them abroad while they
might be produced on the home market. Nevertheless, it is desirable that
all restrictions should be repealed as soon as possible (1).

_{l) References to this matter are made in the report prepared for the League of
Nationa by a group of international cxperts headed by Sir FREDERICK PHILLIFS of the
British Treasury, and of which only a summary has been published in the Finaneial
News of July 28 and 29, 1943. Tt bears witness to the desire felt that the restrictive
meagures enforced by agreement between the several countries should be repealed.
A country which should increase its own rations more rapidly than others might cause
prices to rjge and make it impossible to maintain rationing in other countrits.  Likewise,
& country in receipt of relief should continue its rationing measures, and guarantce the
adequate distribution of what it produces and what it receives. It would seem necessary
that each country should coordinate its action ou the following points : (a) the increase
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With the cessation of the creation of new money, or, to be more exact,
with the return of credit to its typical function of a means of anticipating
real income 50 a8 to ensure its equal spread in time or, as some would
say, to ensure its being stationary, the process of lending for the produc-
tion of consumers’ goods and of the successive repayment of such loans
— when, in the meantime, the population increases at the normal
rate and the turnover of business grows rapidly — not only stabiliza-
tion is favoured, but conditions are created for an inereased supply
of consumers’ and produecers’ goods and the consequent durable lowering
of prices which frees the consumers from many restrictions. No doubt
the invariabililty of the mass of money, areompanied by an increase in
population and an expansion of business, tends to lower prices. More
decisive, however, is the increase in the efficiency of the factors of produc-
tion, especially of labour, which results in a growth of real income (1).

4. — Difficulties of deliberate deflation.

To depress the prices of goods and services on a given market may
seem to be the result of withdrawing paper money from circulation to an
extent exceeding the increase foreseen in the average level of prices caus-
ed by the reappearance of hoarded notes and by the operation of foreces
favouring a price rise. Thus, for instance, a withdrawal of 35 per cent.
of the notes issued may be contemplated if an increase of barely 25 per
cent. is expected in the average level of prices. But the difficnlties in
the way of this and other deflativnary policier are at once apparent.

of rations ; (b) the increase of the purchasing power of these to whom said rations are
assigned ; (¢) the maxima prices for commodities.

Obviously, however, as was stated in our second study, the solution of the pro-
blem will be all the easier the greater the increase in the supply of consumption goods in
a given unit of time. Should a larger gsupply, made available to the several classes of
the population, allow the prices of consumption goods to fall below the maxima prices
previously fixed, these will become superfluous. It may be that the Government, with
a view to keeping the prices of certain commodities at a low level, will take measures to
** supplement ”* them by paying subsidies to the producers. Now, should the subsidy
be suddenly stopped as soon as there is a prospect of an increased offer which, however,
is not yet adequate for meeting in full the demand, there would be danger of causing
a rise in prices, eapecially in retail prices, leading to a rise in wages and in production
costs. Tt would therefore seem more prudent to wait until the supply should further
increase before repealing the subsidy.

{1) This has been clearly set out by Tavussic, F. W.: '" International Trade , New
York, 1927, p. 351 : ' If, say, the same labor produces twice as much of woollen cloth,
woolen cloth will be one-half the price it was before. The general index number of
prices will show a fall in prices ; but the money income of the woollen producers
would be the same {disregarding transitional effecta) and the total money income of the
population would be the same.  Other prices would not be altered ”. It is said then
tha '‘ the country is growing up to the currency ", (p. 396).
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Thus, for instance, the Government calls on owners to present their
notes at once to be stamped, under penalty of cancelling all those not
thus marked, reserving itself the right either to credit the owners by
opening bank accounts in their names with the full value of the notes
presented, subject to definite limitations of the use of such accounts,
or to return to their original owners a much smaller part of the
stamped notes than those presented, or to adopt both measures, thus
returning part of the stamped notes and crediting the owner of the
others with bank accounts sabjeet to limitations, such for instance, as
the prohibition of withdrawal before a specified date.

Whatever the arrangement may be, it will always amount to the
confiscation of a part of the liquid funds of the owners. And as these
funds vary in importance, subject as they are to a whole series of con-
ditions and habits which h&ve frequently attracted the attention of stu-
dents, the incidence of the confiscation of even g part of these notes
presented for stamping will necessarily be unequal. Thus some people
who may hold large sums of liquid money hecause they are not very
rich, or because their incomes reach tbem intermittently, or becsuse
there is a considerable interval- between the time of receipt and
expenditure, would be seriously affected by such measures ; while others
who, although very rich, have little ready money in hand, or whose in-
comes are received with greater regularity and whose expenditures coin-
cides with receipts, might be almost unaffected by such confiscation.

In those countries in which a succession of governments have pro-
ceeded with the stamping of vast quantities of paper money — either
simultaneously or in batches — the last government which assumes
the responsibility for public affairs might be induced to stop in-
flation and to fix in terms of goods or services g different purchasing
power for the different series of notes issued by the different govern-
ments at different times. The rates of exchange — 4$.e., the pur-
chasing power in terms of foreign currencies — of the notes issued
by various governments at various times might also reflect this divers-
ity. Now, the assignment or the recognition, on the basis of purely
accidental characteristics, of a different purchasing power to the differ-
ent issues of notes, will affect unfairly their respective owners, and when
the recognition of different degrees of purchasing power is accompanied

'by confiscation, even if only partial, of the notes issued — a confisea-
tion whose incidence, as we have seen, will be unequal — the unequal
treatment the holders of the notes in question will be cumulative.

&
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If later on, under the pressure of urgent requirements, in such a pe-
riod as the post-war one, the government should restore to circulation
all or part of the notes it has withdrawn from their individual holders,
the injury caused them will be aggravated by the failure of a policy which
aimed at limiting the expected rise in prices. And even should the
government not restorc to circulation, through its own expenditures, all
the currency thus withdrawn from individuals by eonfiscation or by dis-
criminating the purchasing power of the notes, and merely provide the
public with the means whereby they may secure for themselves the money
they may need — as, for instance, by giving them the right of obtaining
advances on government securities already issned, perhaps in the form
of cheques —— the new resources which will’ thus be added .to the mass
already in existence will eancel the deflationary effects of the confiscation
of part of the notes carried out at the cost of such unequal loss to their
oWners.

The same Teasoning would hold good for any policy involving the
stamping of all the notes issued which, when stamped, would, for a spe-
cified period, lose part, let us say one half, of their original face value.
All the notes thus stamped would be refurned to the persons present-
ing them, who would be credited with the percentage by which the notes
were reduced — for instance, the other half — in the form of bank
accounts of which they would be able to avail themselves at the end of
a specified period or at a date which the authorities would reserve them-
selves the right to announce later on. Such measures would always
aff:ct the holders of notes unequally, as they wonld be based not upon
their actual ability to defer consumption as being the owners of large in-
comes or vast fortunes and therefore in a position to be content with
deferred crediis opened in their names, bat exclusively by the fact that
they happened to hold the notes, a fact accounted for in periods of
uncertainty by the desire of imsuring against various risks and not by
the receipt of incomes or the possession of a capital so conspicuous as
to permit the postponement of consumption.

And here again, if the part of the ready money credited to the holders
of notes and of which they will be able to avail themselves at the end of
a specified period, should, in the meantime, be spent by the State to
meet emergency needs and perhaps to encourage productive activities
which will not however neutralize, by making available a larger supply of
commidities, the return into circulation of the mass of notes withdrawn
from private owners, we shall again be faced by the uselessness of such
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policies whose purpose is to limit the rise in prices by confiscating the
notes already issued, a policy which is prejudicial and unfair to the
persons affected and ineffective for the community.

In the post-war period, drastic deflationary policies may indeed be
taken for the purpose of countering the effects of specific inflation
and of ensuring, to some extent, the gradual adjustment of prices to
the volume of the notes issued. But the governments which adopt
such measures cannot afford to ignore their reactions, nor should they
fail to take account of the fact that, except in cases of urgent danger,
a line of action free from such shocks, and decided upon with a full reali-
zation of the losses it will entail on individuals and of the advantages it
will confer on the community, is always preferable to a sudden and violent
change of direction.

5. — The stability of the purchasing power of a currency on the home
markat and abroad is always in function of the home and inter-
national market.

Thus deliberately reduced to its simplest terms, the study of the
monetary problem, starting from the quantity of the monetary instru-
ments issued, goes on to inquire inte the ratio at which the monetary
unit of one country is finally exchanged for that of another. This ratio
depends partly on the amount of money in circulation in cach country and
partly on other elements such as the price levels, both actwally ruling
and expected to rule on the markets concerned; on their respective
import and export currents and the changes likely to occur in them ; on
the readiness of the countries whose monetary situation is stronger not
to reduce, by strictly enforcing the quantitative principle, the pur-
chasing power of the weaker monay to an extent fully corresponding to
the quantity of notes in circulation, the purpose being to maintain the
purchasing capacity of the weaker country as a market for the goods and
services of the stronger. The determination of this rate is of the greatest
importance in deciding at what level the prices of the main groups of
goods and services should be fixed at the time when the country will re-
sume the exchange of goods, men and capital with other countries.

Let us suppose, for instance, that the purchasing power of a national
currency affected by heavy inflation be reckoned as equal o one fifth
of that of one or two foreign currencies which have themsclves been de-
preciated but to a lesser extent, say by barely once or twice their value. It
Is also desired that the purchasing power of the currency on the home
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market — §.¢., in relation to commodities on the home market — should
not be reduced by more than the aforesaid ratio. For this purpose a
certain quantity of old notes are withdrawn from circulation in exchange
for every new note issued or for bonds of the country to whose money
the currency under consideration will be attached, an issue, so to say, of
“money of occupation ”. Let us suppose a quotation of 100 monetary
units for a dollar instead of the 20 previously required ; of 400 units for a
pound sterling instead of the previous 80. The exchange would then be
made ab the rate of 5 old nofes for one new one, or for a monetary
unit of occupation moncy — 100 : 20, 400 : 80. In respect of this new rate
one will still be able to say, as before, that 20 new notes will be required
for the purchase of a dollar and 80 new notes for that of a peund sterling,
on condition, of course, that the reference is to ** monetary parities » (1),

As regards the future relations of each currency to gold, or to any
standard of value, it will only be possible to fix them on the basis of elabor-
ate inquiries, of agreements between governments, and on condition of
the manifest willingness of many countries to collaborate for that purpose.
‘It would seem premature, at least for the time being, to fix a date at which
all these conditions may be secured.

Undoubtedly the adjustment of the innumerable prices for goods
nd services to ¢ monetary parities ” fixed by agreements, meets witha
difficulties, and may give rise to price levels even higher than those
which, on the market of the weak money country, may correspond to
the rate at which the old notes were cxchanged for the new or for the

(1} The Wall Street Journal of December 10, 1943, defines the typical functions of
** jnvasion money . It may be considered as a deposit receipt, an 1. 0. U.  The occa-
pring authority, in need of labour or materials for war purposes, pays for them with
the I. O. Us. delivered to the nationals of the occupied territory, whe exchange them
at the local banks for current Italian lire at the fixed rate of exchange. The I. O. Us.
return through the normal banking channels to the General Head Quarters of the ocen-
pying authority which takes them and supplies the population of the occupied territory
with eertain commeodities for which it pays in the pational money. In this way the
1. 0. Ua, are cancelled. The military government pays for the goods required by the
occupied territory in its own currency when purchasing them on its own market, in the
currency of the other countries when purchasing them on their regpective markets.
The I. 0. Us. are redeemed ip the currency of the oceupying country. Occupation costs
are met by the occupying country. Thus the system is not one of erude confiscation,
but represents for the occupied territory the exchange of goods and services against
imported goods. Other transactions offer the population of the occupied territery
the means of seeuring commodities from countries other than those of the invading
armies. In this way, ‘“‘invasion money ” may also be advantageously used for the
foreign trade of the occupied country,

On the contrary, however, — at least for some countries — tho reality has heen
quite different. Assimilated even in the small noies, if not in the shape, to the notes
already in existence. exchangeable at par with it. invasion money has constituted a
new source of speocific inflation for the occupied country.
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‘“money of invagion’. After some time, however, the price level,
expressed either in the old or in the new notes, or in the money of
occupation, tends to reflect the degree of inflation which the coun-
tries in a stronger monetary situation have been willing to reeognise in
respect of the money of the country under consideration. Thus the
purchasing power of this currency abroad will coincide with its pur-
chasing power on the home market.

This coincidence, however, will remain fictitions until such time as
conditions are restored which will permit the free-movement of goods,
capital and men from one country to another as roon as ane of the
purchasing powers — for instance that on the foreign market — breaks
loose from its purchasing power on the home market, or viceversa. If,
for instance, the purchasing power of a currency abroad is recogniz-
ed as having decreased five fold in respect of its pre-war purchasing
power, as soon a8 there is a rise of prices in the country occupying a
stronger monetary position to whose currency that of the weaker country
18 linked, the results will be obvious. Either the weaker country will
at once be able to export goods, men and services, to the stronger,
or the foreign purchasing power of its currency will decline to the
full extent of the increase which has occurred in the price level of the
country with the stronger currency, and before long the purchasing
power of the currency on the home market will also be depressed.

Inversely, should the general level of prices in the country with an
inflated currency rise above what is required by its depreciation in terms
of a foreign currency —- for instance, if because of the effects on the vo-
lume of the currency exercised by the return into circulation of hoarded
notes, prices rise to a higher level than had been expected, while other
forces also contribute to the rise, — the maintenance of a stable
relation between the purchasing power of the currency on the home
market and abroad will depend upon the freedom of movement of
goods and services permitting them to be acquired abroad at prices re-
latively lower than those ruling on the home market. Otherwise, the
purchasing peower on the home market will fall below that attributed
to it on the foreign market, and all prospects of that stability which
the national and foreign authorities aimed at securing will vanish.

In substance, home and foreign purchasing powers fixed by agree-
ment in view of the advantages which the two parties to the understand-
ing may secure thereby, do indeed represent prudential measures of
marked value during periods of monetary disorder and almost com-
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plete trade paralysis. In the absence, however, of the conditions essential
for the maintenance of such purchasing powcr, or if, when changes in
conditions require certain modifications in the purchasing powers thus
fized and in the resulting * monetary parities ”, such modifications
are not made — the levels fixed for cach currency will become merely
apparent,

The stability of the purchasing power.of a currency at home and
abroad i3 a function of the equilibrium of the economic structure of the
market concerned and of the other markets with which it frades, and
accordingly it depends on effectively satisfying all the conditions required
for restoring such equilibrium as soon as it may he disturbed. Tt is often
forgotten that the absolutely free operation of the machinery which
resiores equilibrium — and these in the last resort are the movements
of goods, capital, men and servieces — is the sole condition which can
insure equilibrium between communicating markets. No manipulations,
no monetary plans have ever succeeded in replacing them. Their absence,
or even their imperfect attainment, represents the weak point of all the
most up-to-date systems of international ¢ clearing * whether unilateral
or plurilateral.

6, — Morfetary functions and the availability of money.

It is not the purpose of these notes to deal with the varions advantages
claimed for one or other of the monetary systems which have been put
into practice or only proposed. They express no opinion on the systems
introduced to meet emergencics. They only set forth the reflections of
a student v ho foresees that at the close of the hostilities there will be a
general re-examination of values in the monetary as in other fields of eco-
nomic activity and who endeavours to ascertain what experience hag
confirmed before the time comes for translating into action the plans
considered most in keeping with the needs of the coming times.

An essential quality of any unit used for measuring length, weight,
capacity or price is that it possess the greatest possible degree of stability.

For measuring prices, — 4. e., the ratio in which one commodity is
exchanged for another, — a slow evolution led to the selection of gold
because of its relatively stable purchasing power. Wheat, silk, tobacco,
furs, copper, all selected frow time to time to discharge the functions of
money because ab certain periods they were more generally acceptable
in exchange for other commodities, had been found less suited than gold



MONETARY REHABILITATIOR 136

for such purposes because their collection, intrinsic qualities, and markets
were more subject to vicissitudes, and because of the frequent fluctua-
tions in their respective purchasing power.

When the commodity selected for use as money possesses the stabi-
lity sought for in any standard of measures, it encourages and steadies
the exchanges, even if it is not materially used in effecting the several
transactions. Thus in drawing up contracts and for the transfer of com-
modities it is only necessary to refer to the monetary unit, In fact, some
monetary units have never even been coined. They have been described
as ‘““ideal”’, for in fulfilling their task of facilitating exchanges and measur-
ing prices it has not been found actually necessary to dispose of the com-
modity selected to serve as money.

A further function of money is that of acting as a means of payment,
But here again, large supplies are not needed. At first it seemed essential
to keep the home market supplied with the amount of money required
for converting into cash all ¢laims representing money. But the instru-
ments created by the development of credit have in practice gone very
far toward replacing metailic money. Thus, on the home market and
for the purposes of a reserve, a distinction is no longer drawn in practice
between eonvertible and unconvertible credit claims, In the case of inter-
national exchanges, the advisability of using the commodity selected as
money for the settlement of debit balances only begins to be felt when
the debtor finds it comparatively ecouomical and when the creditor finds
that money is the commodity he can most easily convert into the va-
rious commodities he requires.

As it has become evident that each country balances its international
accounts by exporting those commodities which are comparatively the
least costly, it is only in the initial stage of a rupture of the balance of
these accounts that the commodity seleeted for use as money is found
to be one of the most readily exportable. Gradually, as the quantity of
that commodity held by the original owner diminishes, money becomes
more valuable than other commodities and is replaced in its function as™
3 means of payment by foreign bills (1). These¢, in their turn, represent

{1) Such substitution took place under a gold standard system proper. But under
systems which may be described as substitutes for gold monometalism — for instance,
under the gold exchange stundard — the yellow metal was not even used for international
settlements. Typical examples are those of India, analysed by KEYNEs, J. M. © Indian
Currency and Finance ", Londou, 1913, and that of Egypt illustrated by BRESCIANI-
Turrowt, . " Egypt’s Balauce of Trade ', Journnl of Political Econemy, 1934 and roore
recently ‘“ La fanzione del regime aureo 7, Giornale degli Economisti, July-August 1941.
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money obtained by exports which have become comparatively speaking
less costly and which are directed towards the market where they are most
in demand and where they fetch the best prices. On their side, imports,
in conformity with the elementary principles of economic expediency,
are also purchased from the countries where they can be bought at the
lowest price, regardless of whether the markets of the selling country are
willing to purchase the exports of the buying country. The real advan-
tages of so-called triangular or multiangular trade consist precisely in the
fact that each country meets the deficit of its balance of payments with
another country by exporting to a third, a fourth, a fifth, in short to any
market offering the possibility of selling to the best advantage,

The following is, therefore, the point at issne, As long as it is pos-
sible to purchase commodities and pay for them with other comparatively
cheaper ones, whatever be the market on which the latter may be sold,
the availability of money is of little importance. Money temporarily
lubricates the wheels of trade by offering the most efficient means for
translating into action the premise of international economic solidarity
which may lead to intensely active collaboration. The reason for the
existence of a monetary system is therefore to serve as an instrument or
a premise of civilised life. As exchanges multiply and monetary systems
are simplified and perfected, the mercantilist error which identifies wealth
with money, is gradually disproved and the volume of the commodity
selected for use as money required for discharging the aforesaid functions
of instrument of exchange and standard for measuring prices, and as a
means of payment is reduced.

7. — Monetary effects of trade barriers.

This delicate and accurate mechanism has been wrecked more espe-
cially by the prevalence of progectionist policies.

A country may be sald to be economically strong wheh it possesses
‘the resources essential to its existence and does not need to have recourse
to imports, or when, if it ithports, it is in a position to insist on favourable
conditions of trade. This enables it to become a creditor country, collect-
ing more than it has to pay. A country is economically weak when it is
obliged to import the commodities essential to its existence and is forced
to pay for them by exporting commodities or services which are not es-
sential to the ‘““ strong ” countries, and which they may therefore value
at an even lower price than that at whieh they are offered by the most
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successtul competitor on the world market ; or which at hest they may
valne at that price, including the cost of earriage. In this situation
the debtor country may have to meet liabilities exceeding the receipts
to which it has a claim. Of course, there are many gradations between
the extreme cases of * strong » and * weak ”, *‘ ereditor ** and * debtor *’
countries.

It can now be recognized that some of the countries richest in natural
resources have insisted on being paid for the commodities they exported
not with other relatively less costly goods or services, but with the com-
modity selected for use as meney. The incentive thus given to a rise
in the price of that commodity in the debtor countries, the blow struck
at the stability of the foreign purchasing power of their respective curren-
cies, whose rate of exchange on other markets declined, the inducement
given to the weak money country to suspend the payment of imports
already received, (thus leading to * frozen ” credits), and to limit future
imports, all these are phenomena which have led on the one hand to a
steady decline in the exports of the creditor countries who ran the rick
of seeing their credits frozen as a result of the impossibility in which the
debtors found themselves of paying in gold ; and on the other hand, to
& steady reduction of imports by the debtor countries, forced to correct
by this means the excess of their liabilities over their claims, All
these means however have failed to right the balance of payments of ei-
ther the creditor or the debtor countries, for it is evident that with the
decline of imports, exports, whose ultimate purpose is to pay for imports,
cannot expand. Thus international trade has declined and a deadlock
hag slowly but inevitably followed, cansing the heaviest losses to the weak
countries who had neither stocks of commodities ntor compensating fac-
tors to offset the consequences of their downward rush to an untenable
and absurd situation.

From the monetary standpoint, this process by which the creditor
countries raised complieated trade barriers against payments in the form
of gaods and services, led in the first stage to the distribution of the vom-
modity selected to serve as money among the major creditor countries
of the world. Subsequently, as their respective ranks as creditors became
differentiated, the largest creditor of all came into possession of almost
the whole supply of the commodity selected to serve as money. When
this situation arose, the largest creditor country found itself compelled
to renounce its claim to have all payments settled in that commodity,
a8 almost the whole available supply was already in its possession. Even
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had the debtor eountries decided to use the gold until then assigned for
industrial purposes for the settlement of their debts, this exrirema ratie
could only have deferred for an unspecified time, but could never have
altered the final result of the creditor’s refusal to accept payment in commo-
dities other than money. It conld only have attenuaied, perhaps for a
considzerable length of time, those protective measures which no less than
progressive taxation end in the long run by neutralizing themselves.

But the protectionism of the creditor countries — and similarly that
of the debtor countries — only accounts for the first phase of the process
which has made it impossible for an international monetary systém to
operate. While it explains the accumulation of the commodity selected
for use as money in the hands of the largest creditor on the international A
market, it does not explain why that commodity stagnates in the vaults
of the creditor instead of being redistributed over the several countries.
Now, it is precisely this phenomenon of stagnation which runs counter
to all standards of economic expediency, making quite impossible the
existence of any system based on a commodity copsidered at certain pe-
riods as more acceptable on the market than others.

The country in which the commodity selected for nse as money has
accumulated as the result of the settlement of its claims in cash, having
reached the point when if. can no longer insist on payments in that commodi-
ty of which it now hasg sole control, finds itself faced by the alternative of
retaining the money or exporting it to other countrics whose supplies are
low and who are prepared to pay a higher price for i, of course in the form
of other goods and services.

In the first case — nnless it should decide to select another commodity
to serve as money — so long as the available supply on the international
market of the commodity nsed as money and the demand for the same have
no” reestablished the balance, the creditor country suffers a loss equal to
the difference between the profit obtained by exporting other goods and
that which it would have obtain>d by exporting commodities which have
become comparatively less costly.

In the second case — that in which the largest creditor decides to
re-export it — the commodity will reenter circulation for the very same
reasons which led to its selection for use as money, . €., the possibility
of selling it on a wider market than that open to any other commodity.
The defects in the distribution brought about by protection will tend to
correct themselves automatically. All this leads ns always back to the
same conclusion. Either confidence returns and the instruments of
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exchanges are again needed and in that case the monetary commodity which
has acenmulated in one eountry will again flow into the others; or the
mercantilist error prevails, and with it the impossibility of operating any in-
ternational monetary system founded on that commodity becomes evident.
Should the country which has accumulated all the available supplies
of the commodity selected for use as money decide to hoard it until the
time comes when that commodity will be preferred to any other thanks
to the value attached to it by the masses who for centuries have been
accustomed to consider it as the one and only means of payment, we enter
a field of speculations with a political background. But we prefer not
to take into consideration the possibility of a desire to secure a monopoly.
Anyhow the situation which would arise would not be due to any defect
in the monetary system selected — whether based on gold or on some other
commodity — but it would depénd on the premises governing the life of the
international community which, no less than community life in a given
country cannot securely rest upon an acknowledged inequality between
the strong and the weak without collapsing and degenerating into conflicts.
If international community life is to last, it must be directed towards
attenuating economic disparities not by forcible action but by pronoting
exchanges carried out in a spirit of lasting and willing cooperation.

8. — A clearing system cannot solve the problem of frozen balances.

The system of effecting payments by means of clearing agreements
which link the countries in couples desirous of availing themselves of such
an arrangement, would apparently reintroduce the system of direct pay-
ment for imports by exports. As a matter of faet, it becomes a weapon
in the hands of the stronger nation against the weaker.

Under such agreements the latter cannot purchase their imports
on the cheapest markets nor sell their exports on those willing to pay the
highest price. They must accept their raw materials from the stronger of
the two parties to the bargain, paying them at a higher price, and must be
content to see their own exports valued at the price the other partner
sees fit to offer. Should they also be required to accept in exchange for
their undervalued exports, goods which they either would not have pur-
chased at all or would have purchased elsewhere at a lower price, they will
find it practically impossible to avoid a rise in costs and prices on the home
market and their standard of iving will be lowered. But however serious
this economic loss may be, it is of little account when compared to the fact
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that the economically weak country will find all its possibilities of expansion
placed entirely at the mercy of the stronger country, for it will be unable
to alter the production of the commodities it was accustomed to export
and to provide for the development of its economic equipment without
the consent of the partner to the * bilateral ' agrcement who can always
refuse to gupply it with the raw materials it may need.

We need only consider the hypothesis of an agreement between a
certain nnmber of the economically stronger countries to see that under a
system of bilateral agreements the economically weak would find them-
selves in a still worse position for bargaining, Therefore, though they
may be accepted as expedients for meeting the consequences of unceasing
Protectionism, bilateral clearing agreements are not suited for permanently
replacing a real monetary system.

Multilateral clearings in spite of all ingenious devices, still allow of
the existence of balances which could be unfrozen to the advantage of
both countries concerned were it only possible to export goods, capital
®nd men so as to balance the budget of international payments of both
the countries concerned. As stated, it is only when the above condition
is fully secured that each country will be in a position to bargain on a
footing of equality with others, a condition eagerly to be desired by all
who wish for a vigorous revival of economic activities.

9,

The movement of real and monetary incomes after the war.

The solution, even partial, of the problem of monetary stability
implies the need for cach country to make reliable forecasts of price
levels for the main groups of goods and services. The principles adopted
for effecting stabilization will decide whether these levels can continue
to be those ascertained when hostilities came to an end, or whether,
sooner or later, they should rise above or fall below the levels then
attained. To know or forecast as accurately as possible the average
price levels is, as we have said, important in calculating the nation’s
monetary income, the part of State expenditures which varies with prices,
the pressure of taxation, the amount of receipts, ete. Any reduction
in the purchasing power of money and, inversely, any ‘rize in the aver-
age prices of the main groups of goods and serviees, adversely affects
the yield of even the best system of taxation, increases the volume of
expenditure, endangers all efforts made for balancing the national budget,
and complicates the calculation of real income.
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We have identified national income with the aggregate of consum-
ers’ goods existing in the country, and demonstrated, in our first
study, that the sole resources on which the State can count after the
war for defraying the cost of its activities will be incomes and savings.
A realistic vision of the conditions which, at the end of the war, all
eountries will have to face as a result of the consumption of capital,
devastations, depredations, concentration of productive activities on war
needs, the lessons taught by the experience of the period following
the lagt war, and the usual rthythm of recevery after a phase of de-
pression, lead us to expect a real income greatly inferior to — according
to some calculations 30 to 40 per cent. below — the pre-war real income
{1938); and, what is no less important, they lead us to expect possibilities
of inereases in the said income, varying from country to country, but
always limited, not exceeding 2 to 4 per cent. at the best (1), i.e., should
2 eombination of favourable conditions contribute to intensify production

{1) It is not easy to measure in all countriea the growth of production and trade
in relation to the progress of civilization and, among other things, of population. Stu-
dies by eminent writers, such as Cassgr, G.: ' Theoretische Sozialékenomie ™, 1927,
pp. 52.53 ; BSNYDER, O.: ' Business Cycles and Business Measurements *’, London, 1927:
Crarg, CoLin: ** The Conditions of Economic Progress ’, London, 1940, call attention
to the fact that in the second half of the XIXth eentury and in the first decades of
the X Xth, the rate of growth of the aforesaid factors, inclnded under the name of * eco-
nomic progress ", could be calculated at between 2 and 3 per cent. per annum. For
Italy, a valuable study by CoePoLa D’ANNA, F.: * Prospettive della finanza e dellor-
dinamento tributario italiano ’, Associazione fra le societd italiane per azioni, 1941,
pp. 22-26, referring to the experience of the other post-war period, also makes a Jow
eatimate of the percentage increase of national production. ** Rapid and impressive
variations of national income generally take plave, whether they be in the nature of a
fall or a rise, in connection with the alternating phases of the econpmie situation.  There
are indeed cases in which an increase, even important, of income takes place at a fairly
swift rate, but this requires the concourse of exceptional circumstances such as those
prevailing in Japan during the last quarter of a century, and in Germany since the advent
of the National Socialist régime .

In the case of Italy, GINL (. calculates that in 1925 the Italian national income
amounted to 100 milliards of current lire which, taking into aceount the differeneces in
the level of wholesale prices and of the cost of living, were equivalent to about 17 and
a half milliards of pre-war lire, as against the 20 milliards calculated by the same wri-
ter for the period preceding the outbreak of the first world wur.  Rince then other
writers, some of them following the same methods as GinNI, have recaleulated at differ-
ent dates the Italian national income ; we thus have an estimate of 94 milliards for
1928, one of 95 milliards for 1932, one of 80 milliards for 1936, and one of 115 milliards
for 1939,  If these figures be reduced to lire of a purchasing power equal to that of the
lire in 1813-14, (*) we have:

for 1914 an’ income of 20,000 million lire

n 1925 » » » 17,500 » »
» 1928 » » » 19,500 » »
Ll 1932 » n » 19,000 » »
n 1936  » » » 23,000 » »
» 1939 » » » 22,500 » »

(*) The estimate ha8 been made taking as baaiz the arithmetical average of the Wholesale price
Indexes and of those for the cost of lving.
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and lead to the “ creation ** of ‘ favourable events ¥ in several directions
at the same time. Keeping in mind thege limited possibilities, we shall
be able to face the post-war problems without forgetting realities and
we shall not place our trust in miraculous solutions.

Real income can be expressed in monetary income, as we have
already said, by multiplying the volume of consumption goods by the
prices ruling at a given time or by the prices which are expected to rule in
relation to the volume of notes issued ; although, so long as note-issues
continue to be made, they will be partially withheld by hoarding. Sub-
gtantially, the conversion can be made by multiplying the volume of goods
by pre-war prices, multiplied in their turn by a coecfficient — 5,6, 7 —
which indicates the actual reduction of the purchasing power of the national
currency in terms of goods and services on the hom» market. There is
a tendency at times to mistake their monetary cxpression for the actual
volume of goods and services available for satisfying human requirements.’
But a clear definition of concepts and common sense, helps however to
dissipate harmful delusions and to preserve contact with realities.

The inercase which occurred between 1925 and 1939 iz undoubtedly remarkable :
5,000 million lire with a purchasing power equal to that of 1913-14, which represent 28.6
per cent. of the income estimated for 1925.  The population of the Kingdom increased
from 1925 to 1939 by approximately 5 million units ; 1. e.. 12.5 per cent. Consequently,
the average income per head rose in the peried considered from 437.50 to 500 lire of
1913-14, or, should we prefer to express it in fiures nearer to present realities, by
2,240 to 2.560 lire having a purchasing power equal to that of 1939

if however we compare the total income of 1939 with that of 1914, the increase is
seen to be considerably amaller, and in view of the longer period of tirne elapsed and the
much greater inerease of the population of the country which occurred in that period
(from 37 to 45 million) it will be found that the per capita income fell from 540 to 500
pre-war lire and expressed in 1939 lire, from 2,675 to 2,560 lire.

On the whole, the above fizures, notwithstanding their broadly approximative cha-
racter, call attention to several facta whose importance ghould not be under estimated.
Six vears after the end of the world war, and when the difficulties of the first post-war
period had already been left some years behind, the national income was censiderably
below the pre-war level.  In the following years the amount of the Italian income was
affected, ar elsewhere, by the ups and dewns of the economic sitnation. But if we con-
gider the period from 1914 to 1939 a3 a whole, we shall see that in 25 years the natioual
income increased only by 12.5 per cent. If we compare the estimate of 1925 with that fer
1939, the increase is, indeed, more noticeable and a3 it is concentrated in a small number
of years, it may be considered as sufficiently satisfactory, but this does not alter the
fact that it took 14 years for the Italian income to increase by 28-29 per cent. The
rate of increase iz thus seen to he but little in excess of 1 ¥, per ceni. per annum,.

Guided by these facts, it would therefore seem necessary to consider it unlikely
that in the Rrst years of the period which will follow the present war, the real national
incore will exeeed the level attained in 1939, It will be difficult for us to count on
an increase of our national income exceeding 2 to 3 per cent. per annum.

Recently CasseL: ** The Eeconomic Basis of Social Security », ** Skandinaveka
Bank **, March 1943, criticised the estimates given by BEVERIDGE who foresecs a notable
increase of the total British income as a result of the war; Cassel considers that the
factor represented hy labour will decline, and that the factor tepresented by capital
will be reduced by high taxation as well as by consumption and destructions.
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Y.

THE PROBLEM OF FINANCING GOVERNMENT ACTIVITIES

SUMMARY

ParT [: (4) ORDINARY TaXATION. — The problem of financial rehabilitation is
defined and included in the wider one of encouraging the growth of total real income.
In the post-war period as in others, receipts and not expenditure will finally determine
the scope and intensity of government action. Particularly afier a war, receipts from
expenditure grow slowly and to a emaller extent than expenses, Consequently all
conntries feel the need of ascertaining both the facts relating to the environment
in which government activities are carried on and the limits within which it is ad-
vigable to restrict them.

After classifying post-war expenditure, it should he divided into fixed and vary-
ing expenditure, and the various kinds of receipts by which it can be met shonid
be examined, Efforts to secure higher yields by the control of tax evasions, double
taxation, and tax exemptions. Attemps to secure higher yields by raising the rates,
by recourse to proportionate and progressive taxation, or by levying new taxes.
Szanty fiscal efficiency of progressive taxation which grows with the growih of indir-
ect, as compared to direct, taxation. Scanty deflationary efficiency of direct and
indirect taxation.

{B) EXTRAORDINARY TAXATION COMPARED TO INCOME OR CAPITAL, — Present
scanty fiscal efficiency of extraordinary taxation on excess profits or on capital, which
are both definitely opposed to the growth of real income. The dangers of these two
forms of taxation ; some precautiona for mitigating them.

ParT II: (4) RECOURSE T0 NATIONAL SAVINGS. — Recourse to national savings
in the form of loans presupposes anelastic fiscal system whick will permi$ of assuring
their service. Loans even in the post-war period will be preferable to an extraordin-
ary tax on capital. The significance of the problem of the national debt for both pri-
vate and national budgets.

(B) RECOURSE TO FOREIGN 3AVINGS. — Definition of the phenomena arising from
the ingathering of existing savings and of savings in amounts exceeding those already
accumulated. Phenomena arising from the expenditure of savings obtained on the
lending market, the borrowing market, and on other markets, viewed for each country
on the hypothesis of a system of gold monometalism or of an irredeemable paper curr-
ency. The case of a country which ean process raw materials and semi-manufactures at
a lower cost than others. Phenomena arising from interest and sinking-fund payments
on loans.

The migrations of savings and of workers tend to adjust themselves over a peried
of time and to complete each other., When suitably used, foreign loans assist the re-
equilibraling mechanisms of the economic structure of a country. Recourse by the
government or other public bodies to foreign loauns requires stricter justification.
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Part 1.

{4) ORDINARY TAXATION

1.— The problem of financial rehabilitation for countries which have
suffered severe war losses. How it forms part of the more general
question of encouraging the growth of real income.

When we have once acquired a clear notion of real income, monetary
income, the stability of the purchasing power of money, and of the limits
which may be attained, in a given period and more or less gradually, by
the average general price level, which may be decomposed into average
price levels for the main groups of goods and services, the problem of
financial rehabilitation is necessarily seen to be part of the broader pro-
blem referred to in our first study, that of creating new real incomes to
replace those monetary incomes which ecease with the cessation of hostjlities.
Substantially, it is a question of promoting the revival of the production of
consuwmption goods. When, on the basis of logic and experience, the se-
veral problems have been ranged in order of importance, the solution of
a special problem cannot compromise the solution of the general problem.
It would be vain to seek for financial rehabilitation by recourse to means
which would injure the already modest recuperative powers of real in-
come. This essential need must be taken into consideration by all effiorts
made in the post-war period to rebalance the budget of the goﬁcrﬁment
and of other public bodies.

In practice, such efforts take the form of an energetic elimination of
all expenses which are not considered strictly indispensable for the working
of the State; in providing extraordinary receipts to meet extraordinary
expenditure ; in securing if possible a balance between ordinary expendi-
ture and ordinary receipts (1}, a balance which in spite of fluctuations

(1) De Vit D Marco, A. * Prineipi di economia finanziaria >, Turin, 1934, p. 24,
remarks that the distinction drawn hetween ordinary and extraordinary receipts and ex-
penditure is a vague one, ‘“ The distiuction is a vague oue: it depends above all on
the point of view of the persont who draws up the estimates ; the following formula might
therefore be adopted : Supposing that the initial conditions under which the estimates
are made continue, receipts and expenditure, which it is expected will reappear during

future financial years, are called ordinary, aud those which are expected to cease are
ealled extraordinury ™.
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should be an enduring one. The apparently rimple result implies in reality
a knowledge of all the factors of which the financial administration of the
country can make use; the consciousness of the need of avoiding at all
costs ill-judged deviations and demagogic policies ; a political conduct
guided by a moral fibre strong enough to resist the sometimes formidable
pressure of special interests, with the single ohject of securing the growth
of real income 25 a means for reconstructing the economy of vast terri-
tories strewn with ruins representing a loss which cannot at first be even
estimated .

2. — In the post-war period as in others receipts will determine the
scope and intensity of Government action. Classification of expen-
diture. -

On the cessation of hostilities all the governments will have to meet those
expenses bequeathed them by the war which will survive the most severe
retrenchments, It might therefore seem that during this period at least
expenditure determines the receipts required for meeting it. If, however,
we consider the inadvisability, on which we have again insisted, of
squeezing out receipts which compromise the growth of real income, we
ghall readily see after all that available means — 4. e the receipts
obtained from incomes and savings — determine if not the amount of
the expenditure, which is a legacy inherited by the government, at least
the extent to which it is possible to cover it over periods of longer or
shorter duration. The recogunition of the fact that even in the post-war
period available means defermine the scope and intengity of government
activities, by throwing light on the main object of this period, will
enable us to define more accurately the financial problem and to avoid
disappointments and the adoption of risky policies.

At the beginning of the post-war period we find (a) expenses which
are not indispensable for the activity of the State and which should there-
fore be eliminated in spite of more or less active resistence ; (b) expenses
which cease with the cessation of hostilities ; (¢) expenses which, on the
contrary, arise as a result of the cessation of hostilities (these are either
incurred once and for all, or they recur over a certain number of financial
years at the end of which they expire) (d) expenses which, recurring over a
certain number of financial years or for a number which cannot be foreseen,
(e. g. pensions), are at last included among ordinary expenditure and
call for receipts which can also be of an enduring nature.
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An example of the first gronp — expenses to be climinated — is
afforded by thoseincurred for some employees of the State administra-
tion and for the members of certain committees. Should retrenchment
however be limited to the expenses incurred by the Btate for staffing
gome offices (providing of course that they are not at once replaced
by others) or to the suppression of some commitices, or to the
suspension of examinations held for the admission of new employ-
ees, or to the postponement of the liabilities entailed by promotions ;
or to the reduced consnmption of printed matter and stationery, there
would be little hope of reducing the innumerable expenses entered on the
State estimates. Among the expenses which should be eliminated are
those incurred for ¢ integrating ¥ and * supplementing ™ the prices received
by producers for eertain commodities which, while figuring on the bud-
gets of some eountries for many milliards, and ineurred for the purpose
of stabilising prices with government help, do not benefit consumers fo
an extent which can even distantly justify the enormous burden they en-
tail. It is however far from easy to cut them off at once, The enormously
long list of direct and indirect subsidies which the State grants to various
groups of agricultural and industrial concerns should also be revised
and shertened (1),

Of the second group — that of expenses which cease with the cessation
of hostilities — examples are afforded by these relating to govern-
ment orders which have not yet been executed. When military opera-
tions cease, the dates fixed for the delivery of munitions may be can-
celled; the firms to whom the orders were given may be authorised to
continue the work on their own account or on that of others, using the
materials supplied by the government for which they will keep a sepa-
rate account. At the end of the other war several concerns, whose working

{1} Indeed it is no easy matter to give a detailed list of the subsidies the govern-
ment may grant. They take the form of direct loans to some concerns on the under-
standing that they will only he returned when conditions make this possible ; of loans
to agricuttural and industrial concerns made through the agency of semi-official banks,
the payment of the intereat on the same being guaranteed by the government; the
partial payment by the government of the interest on loans made for special purposes,
as, for wstance, loans for land improvements, for the development of the fishing indu-
atry, direct payments which the goverument pledges itzelf to make over a certain num-
ber of years to ensure so-called ** economic development ”. To this class belong the
sulwidies to shipping lines, to railways leased to private companies, to agriculture in
general and more especially to favour the production of wheat ; subsidies to air-trans-
port services, and to the merchant marine, .

In the second part of this report dealing with disguised loans, reference will be made
to the annuities the Government pledges iteelf to pay to facilitate the immediate exe-
cution of public works.
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entailed in its turn new expenditure though on a lower seale than that
entailed by the production of munitions, were entrusted with the task of
winding-up the work in course of execution and of modifyng the many
rules regulating supervision, requisitions, limitations placed on free
bargaining.

It i3 not 30 easy to define the third group of expenses — those arising
trom the fact that on the cessation of hostilities new extraordinary ex-
penses replace those which cease, and are incurred either once tor all or
for a series of financial years whose number cannot be accurately foreseen.
Such, for instance, are the settlement of bills for munitions which have
not yet been paid for; subsidies connected with the dismissal of the
workers engaged in the munition factories which represent a charge met,
at least in part, by the State; expenses ineurred for the vocational retrain-
ing of war cripples and invalids ; for insurance policies issned in favour
of the men called to the colours; for the protection of war orphans and
for assisting the families of the men who fell; for indemnities paid to
the demobilised men and to their families ; for subventions to local govern-
ment bodies for losses incurred in connection with war operations to
enable them to carry out repairs which cannot be deferred or to covér
their budget deficits ; for as«isting the homeless or those evacuated from
other localities, or the unemployed. Teo this gromp belong expenses
incurred for compensating war losses ; for assisting agriculture in the
difficult transition period from war conditions to those of the armistice
and later on of peace ; for assisting the revival of land and sea transports ;
for carrying out public works for the purpose of checking, at least at
the start, the growth of unemployment should it not be possible or
should it prove move costly to keep the mass of the fighting men under
arms.

Many other expenses of an extraordinary description, and therefore
not regularly recurrent, load down the post-war budgets. 1t is indeed true
that we must be on our guard against mere book entries. But when all
possible retrenchments have been made, an attentive study will make it
possible to ascertain at once how much of the expenditure still to be met
should be imputed to payments falling due in other financial years, how
much should be met in the current year, and how much should be Ieft
for future years so as to make if pessible to meet it out of ordinary or
extraordinary receipts.

Lastly, examples of the expenses which, althongh arising from the
war pass gradually into the group of ordinary expenses, as it is not poa-
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gible to establish a prioré the number of financial years during which
they will have to be met, are afforded by State contributions and assist-
ance of various kinds, pensions to war eripples and invalids, the rervice
of the national loans,

3. — Fixed expenditure and expenditure which varies with variations
in the average price level., Tendency of ordinary expenditure 'to
increase after the war.

Among the expenses belonging to the third and fourth groups —
substantially, those which are additional to the expenses met by the State
prior to the war — some at least are fized, that is to say they relate to Liabili-
ties which do not vary or vary only as a result of measures of a general
description. Such fixed expenditure belonging to the third group covers
several forms of assistance of a charitable nature and temporary assistance
to various forms of productive activity. Among those belonging to the
fourth group are the expenses incurred for salaries and pensions to
government and local government employees.

Other expenses belonging either to the third grounp (extraordinary
expenditure) or to the fourth (ordinary expenditure) vary with the fluc-
tuations in the average level of prices for the main groups of goods and ser-
vices. Such, for instance, in the third group is the expenditure on public
works, and in the fourth the expenditure connected with these branches
of production exercised by the State in the form of monopolies and the
expenditure connected with rises in salaries and pensions.

Among ordinary expenses, (fourth group) the part which remains,
or should remain fixed — interest payments, salaries, wages — tends to
increase in the post-war period, partly because of recourse to some of the
means required for meeting extraordinary expenditure, such as government
loans, whose service leads to an increase of the relatively fixed quota of
ordinary expenses, partly because of the geperal inerease in salaries and
other forms of remuneration. At the same time, the expenditure, which
varies with the pricc level, such as appropriations made by the several
government departments for productive activities or activities snpple-
mentary to those of private enterprise, tends to exceed that which,
though generally of a fixed nature, increases. Thus ordinary expenditure
— either variable or not — tends to increase in the postwar period just
when the sources for financing government activities are reduced to two,
i e. incomes and savings. This makes it/all the more difficult to succeed
in restoring budget equilibrium.
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4: — The increase of receipts from income lags behind the growth of
expenditure.

The post-war increase in ordinary expenditure as a result of the
heavier charges the State hag to meet and of the rige in prices, if compared
to government expenses prior to the conflict, iz not only a nominal, one ex-
pressed in terms of money, but is substantial. Thus, the method of defining
the depreciation of the purchasing power of money on the basis of the
balance-heet of the year preceding the conflict would appear to be rather
too simple: it consists in multiplying by the coefficient of this depreciation
-— 5, 7, 10 — the average price levels for the main groups of goods
and services, the monetary income of the country considered, the
expenditure of the government or other public bodies, and then waiting
to see the pre-war situation reproduced in figures. The fact is that each
of the above-mentioned values — average price-levels, total real income ot
# country, expenditure, receipts, — may be modified by causes other than
those related to the creation and circulation of monetary instruments.
To fail to take all these possibilities into account and to look only at
their monetary expression, means running the risk of not pereeiving
the real nature of the phenomena.

On the other hand it is very generally held that when the price levels
of the main groups of goods and services rise at least to the limit allowed
by the arrest in the issue of paper money or by the reappearance of hoarded
notes, and when the variable quota of government expenses adjustz it-
self to those levels, a considerable part of all such expenditure is
distributed in the form of monetary incomes on which taxation can be
levied or which can give rise to savings on which the State can draw, and
that therefore receipts tend to increase snd to offset expenditure, increased
for the reasons above mentioned.

But, in the first place, we observe a notable time-lag between the rise
of prices, the increase of government expenditure, the growth of the in-
comes over which this expenditure is distributed, and the growth of receipts.
In the most favourable hypothesis, that of the arrest of the issue of paper
money, receipts can only increase when prices have been stabilised and
when government expenditure, the incomes to which it gives rise, and
the pressure of taxation have adjusted themselves to the new and higher
price levels, Before these adjustments have been made there is a period
during which there is no reason why receipts should increase to an ex-
tent which will balance previocusly increased expenditure. In the less
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tavourable hypothesis -— that in which the issue of paper money does not
cease or in which hoarded notes have not yet all returned to the market
— the time-lag between the growth of expenditure and the growth
of receipts will tend to be vrolonged and will perhaps be aceentuated.

5. — Apart from the lag, the receipts from income fall as compared to
expenditure:

In the second place it has been shown in other publications (1) that
one of the results which can be ageertained in a briet time is that not all
the expenditure incurred by the State is redistributed in the form of incomes
and enters into subsequent exchanges. (The many criticisms of the theary
of the ‘‘multiplier > have called attention precisely to the fact that
at least a part of the sums spent by the State, even if those assigned tor
public works are taken into account, does not enter the eycle ot the pro-
duction of real income). But let us admit, for the sake of argument,
that the major part of government expenditure is redistributed in the form
of incomes. Not all these incomes will exceed the minimum which the
community decides to exempt from taxation. It may thererore be that
in a short time not only will there be a time-lag between the growtb of
expenditure and the slower growth of receipts but the receipts themselves
will be reduced owing either to the fact that the incomes themselves are
scanty or exempted by law from taxation, or because the savings to which
the incomes arising from government expenditure, both ordinary and
extraordinary, may give rise, are small.

The reduction in the ratio between receipts and expenditure is more
evident when considered over longer periods ot time, for instanee, over
a vear or a period of five years, during which the activities of the State
draw on consumption goods or goods which might be used for producing
them for private consumption. But as these goods are not assigned for
economic activities, there can be no certainty that they will be reconstituted
in a like amount or by goods of like productive capacity. In such cases,
as already stated, the action of the State, though it may be justified from
many points of view, causes a loss of real income to the country. And
if real income be reduced the receipts levied on incomes cannot increase.

There are therefore no zound foundations for the opinion that when
average price levels rise accompanied by arise in total monetary income,

{1) * L’attivitd finanziaria nelle fasi diuna fluttuazione economies ’’ in the volume
“ Equilibrio fra attivitd economica e finanziaria’’, Milan, 1942, p. 95.
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expenditure may increase but receipts will increase in a éorresl)onding
measure Even should assiduous control enable the fiscal authorities
to maintain unaltered the pressure of taxation on the monetary income
which has increased with the rise in prices, the incerease in receipts will in
the first place only be obtained after an interval of time, and in the second
place the rate at which receipts will increase will be slower than that at
which expenses will increase and the lag will correspond to the extent
to which the State destroys consumption goods or the means of producing
them without the certainty of replacing them in the future, by amounts
corresponding to those ascertained at the time when they were drawn on.

It is true that both the receipts from incomes arising from independent
private production and those from the incomes arising from the distribu-
tion ot ordinary government expenditure, may be supplemented by further
yields. As when, for instance, the State has recourse to national or
foreign loans to meet extraordinary expenditure, which is distributed in
the form of incomes exceeding the minimum amount on which the cormmnu-
nity has decided not to levy taxation; sueh incomes may be taxed and may
yield returns which supplement the other receipts. But no country can
decide & priori to what extent ifis receipts from incomes will fall below the
growth of ordinary expenditure, nor the amount of the supplementary
receipts to which reference has just been made. It is indeed likely that
the difference will be covered by supplementary receipts, but the cer-
tainty that it will in time be 8o covered can only be given by the adequate
growth of totul real income.

6. — Inquiries preliminary to the study of receipts from incomes and
from savings.

We have thus defined the problem of financial rehabilitation and
included it within the vaster problem of the revival of the production of
consumption goods ; we have pointed out that, ultimately, in the post-
war as in other periods, the scope and intensity of government action is
determined by the means on which it can draw ; we have noted the fact
that unless favourable events occur the increase of receipts follows the
growth of expenditure at a later date and in a lesser degree.

Income, expenditure, receipts are not static ; they are moving cul-
rents which must be followed with great attention through the course
of time.

When all recourse to the issue of paper money and the consumption
of capital has stopped and when expenditure has been scrupulously
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cut down the authorities, whose duty it is to provide for meeting expenses,
will consider the situation of the ordinary and exfraordinary receipts
i. e, the possibility of having recourse to both simultaneously. And if
they wish to perform their difficult task wisely and with a due sense of
proportion, they will feel the need of ascertaining certain facts and fixing
the limits within which they can work, as otherwise their action could
only be experimental, which is nnfortunately only too often the case.

Only in so far as one can ascertain that in a given country at least
gome groups of incomes leave margins in excess of the minimum amounts
considered indispensable for meeting essential needs and for developing
the production of the less essential consumption goods required by the
home or foreign market, will it be possible to study the means best suited
for financing government activities in the post-war period ; to study the
consequences arising from drawing on part or the whole of this margin;
to study fhe effect on expenses of these receipts. Without at least an
approximate knowledge of the size of these two margins, the aunthorities
would have nothing to go on but hypotheses which would offer them
no safe reans of reaching the solid ground of concrete solutions.

1t would therefore seem indispensable that all countries desirous of
directing their policies along sound lines should make enquiries (a) on the
amount of total real or monetary income estimated at the beginning and
presumed to exist at the end of the war; (b) on the distribution of total
income as ascertained at the beginning and presumed at the end of the
war, taking care to note any differences between the two sets of data;
(¢) on the amount of voluntary sevings estimated at the beginning and
presumed to exist at the end of the war; (d) on the minimum fncome
considered indispensable for satisfying the more irreducible needs ; (e) on
the minimum amount of savings considered indispensable within a given
period of time for developing the production of consumption goods of a
less essential description but required nevertheless by the home and inter-
national markets ; (f) if possible, on the difference for each income group
between the minimum ¢ double ™ estimated as above, and the income
actually received by each citizen so as to ascertain, at least theoretically,
what the State could levy within a given period were all incomes reduced
to the “ double ” minimum ; (g) if possible on the difference for each
income group between the income received and the income spent by each
recipient, 50 as to ascertain the material possibility of a further reduction
of consumption in the post-war period or at least of maintaining the res-
trictions placed on consumption in the preceding period and of draw-
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ing on savings to finance government activities productive of publie
services or engaged on the work of reconstruction.

Limiting our remarks to receipts from ineomes, should there be no
margin between minimum income and income received on which taxation
can be levied, or should this margin be inadequate to meet governmeni
needs it would seem to be necessary on a closed market (a) to limit govern-
ment activities ; (b) to await the growth of total real income which when
redistributed in the form of inereased incomes would also allow of larger
yields; (¢) when possible, to reduce private consumption below the previous
minimum. When the market is in communication with others it will
be possible to have recourse not only to these sources but also to the in-
comes of other countries by means of exports (1).

7. ~— Limits within which it is possible to draw upon incomes during
the transition period from peaceto war and for the conduct of the
war:

When the rize and, if possible, the distribution of the total income of
a country is known, and when the volume of existing savings is known,
we must ascertain the extent to which it is advisable for a government
and for local government bodies to draw on this income by means of taxes
and loans. We have already said (2) that in the transition from peace to
war — characterised by a marked, sometimes a progressive, decrease in
the production of consumption goods for private use and by the growth,
sometimes unmeasured, of the production of consumption goods to be
used by the commurity, for instance arms and ships, or of consumption
goods for the armed forces (3) — the State when it secures the necessary
means for carrying on its activities by drawing exclusively on the incomes
arising from those forms of private production which continue active
during hostilities, finds its expansion limited by the aforesaid tendency
of all incomes to fall to that minimum level which, in a given country
at a given time, is considered indispensable for satisfying the most urgent
individual needs : a minimum therefore which cannot be taxed, at least
not openly.

(1) See the first Study, par. 11

(2) Bee the first Study, par. 4.

{3) The modifications of the economic structure and distribution of incomes thus
brought ahout are the subject of the eager if not always systematic enquiries of inter-
national literature. See CamiATI, A: “ Il flnanziamento di una grande guerra . Einaudi.
Turin, 1941, and for a hibliography our ‘' Lessons ”*, Vol. ItlI, Part IL
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When the State also draws on available savings and has recourse to
the consumption of capital it finds the limits to its expansion enlarged
by the contributions made by these two sources. Otherwise stated,
the aforesaid tendency of inecomes to sink to a minimum level is delayed
to the full extent of this contribution which inereases by its full amount
the sum available for financing government activities.

When the government also has recourse to specific inflation, the limit
is further displaced to the whole extent of the contribution made by the
new monetary resources. '

8. -— Neutralization of the first three sources by the fourth and regression
of the limit just referred to.

But as soon as the amounts which the yields of the second, third, and
fourth sources of receipts placed at the service of the State are assigned to
the several chapters ot expenditure and raise the prices of consumption
goods and services, whose production, in the meantime, instead of growing
diminishes or at best remains constant, the limit, which at first was en-
larged to the full extent of the contribution made by the last three sources,
tends to mark a regression. Specific inflation injures the efficieney of the
money yields obtained from incomes, savings, and the consumption of
capital ; it also injures the efficiency of its own yield. The more copious
it is, the less efficient it becomes, and the less effective it is in opposing
the tendeney of incomes, consumption and production to fall to the
minimam level. Therefore, during war the expansion of the limits within
which government activities may be carried on through recourse to the
last three sources of financing, and more ESpecia,lly to specific inflation,
can only be temporary during periods in which the capital cireuit obtained
by limiting consumption, as well as by blocking prices and investments,
can be made to work in full

Should the circuit not work well, the government, if it desire to
eontinue in like measure its activities, will need to make ever larger issues
of paper money which will intensify the regression of the aforesaid limit.

The purchasing power of estimated receipts will decline with the
circulation of the new paper money. As their purchasing power declines,
all who are in receipt of incomes which are only slightly above the minimum
are likely to see them reduced to that minimum or below it, and they
will be unable to stand a further increase of taxation or to put aside sav-
ings. The recipients of average-sized incomes will find themselves redu-
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ced to the fixed minimum and their respective capacity to pay taxes am‘l
make savings will be eurtailed. Only incomes much in excess of the mi-
nimum will continue for some time to be taxable and capable of assigning
a part to savings. This will be true more especially for the incomes
pertaining to the first recipients of the new notes with which the State
purchases the goods it needs. The reduced yield of all the sources of
receipts which finance government activities will become evident.

9. —. Limits within which it is possible to draw on incomes after the war,

In the transition from war to peace, private enterprise, desirous of
intensifying production, and the government which has to meet post-war
expenditure, compete in drawing on the sources for feeding their respective
activities. This competition is all the keener because the sources to which
the State can have recourse are now reduced to two, incomes and savings.
Under these conditions, the extreme limit placed on financing government
activities by recourse to incomes might be fixed, even in the post war
period, by the tendency of incomes to fall to the minimum tax-exemp-
tion level: u minimum, moreover, which for many reasons, more espe-
cially on account of losses extending over a long period of time, should
be higher than that fixed during the period of hostilities. It may also
be found that the exemption limit should be displaced to the full
extent of the contribution which ean be made by savings which, to the
extent in which they exceed the minimum held indispensable for independ-
ent productive activities, can be drawn on by the State in the form of
loans.

We may also call attention to the difficulty of defining the minimum
level of savings indispensable for sustaining productive activities, as this
minimum tends to vary with economic fluctuations, and the prospect that
the profits of private enterprise will be higher or lower than the interest
rates which the State offers on loans for wbich it competes with private
enterprise so as to finance its activities. Nevertheless, it would seem
necessary to fix this limit so as to avoid the excessive absorption of savings
in public activities.

In any case, the respeet of a minimum ineome level and of a minimum
volume of savings affords the permapent basis for (¢) a minimum of
productive activities supported by the expenditure of the minimum tax-
free income on the more essential consumption goods, (b) a minimum of
productive activities expended on other kinds of consumption goods,



]
=

FINANCING GOVERNMENT : ORDINARY TAXATION 1

perhaps less essential but likewise in demand on the home and international
markets, activities in which the savings for which public bodies arc com-
peting, are invested, (¢) government activities supported by both incomes
and savings to the full extent of the difference between the minimum in-
come and that received by the several recipients, between the minimum
volume of savings and the volume of savings existing in a given country.

Should the volume of private savings exceed the minimum which it
is agreed should be respected, because, for instance, the indispensable
minimum for private needs has been calculated on a generous scale, and
should the State succeed in drawing on the said savings, the limit to which
government financing may go, and therefore the limit placed on the ex-
pansion of government activities, will be enlarged to the extent of this
last mentioned contribution.

10. — The more logical and more immediate post-war limitations.

But the extreme limit — justifiable when the urgency of war needs
induces the country to make demands regardless of their cost in goods,
to intensify produetion by all means, and to take financial measures how-
ever drastic they may be — cannot be attained in times when the interets
of the community demand intensified production, a definite increasc of
real incom? which distributed in the form of larger incomes to all those who
participate in these increased activities will help to correct the disequilibria
in the economiec structure, to promote a fuller satisfaction of needs, and
to favour the accumulation of large amounts of savings, It would seem
vain to seek for other forms of equilibrium, — finanecial, social or politica ,
— if the equilibrium of the whole economic structure be not first secured
or be not likely to be secured.

Now, should a fiscal system try to secure the whole difference between
the minimum tax free income, estimated as above, and the income obtain-
ed by cach recipient, it will remove all incentive to increase the supply
of consumption goods and of the factors of production. This will hinder
the development of real income, unless indeed the minimum tax-free income
be fixed on a very generous scale ; in which case the maxiroum limit of
financing operations, and therefore of the expansion of government activities
will be narrowed. The fact is that heavy taxation, the confiscation
of profits and of the remuneration required to determine the offer of the
several factors of production are not the most effective means for securing
the growth of income which is determined by contrasting motives of emula-
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tion and profit. Heavy taxation, by smothering these motives, ends by
endangering the foundations on which rest the possibility of securing
the moans for financing large scale government action.

If, on the one hand, the heavy hurden of taxation weakens the incentive
which induces private enterprise to secure high incomes and accumulate
savings, and if on the other hand the State spends the receipts obtained
from taxation and loans on activities which, as regards the formation of
total real income, are too remotely instrumental, the result will be that
productive activities will progress at a slower rate, if they do not indeed
come to a standstill; the disparity between the supply and demand of
consumption goods will reappear; the State budget and the balance-
sheets of the more important business concerns will again show a defieit;
and as a result the financial operations required by the expansion of govern-
ment activities will have to contained within the limits logically assigned
them by the consideration of the economic value of each intervention
whether it be for raising revenue or spending it,

The transfer of all the means of production to State ownership, and
State management of all branches of produetion would not settte the pro-
blem, as it would not suceeed in promoting that more decisive growth of
real income which alone can afford a more solid basis for the growing acti-
vities of the State. On the contrary, the impossibility of securing a better
combination of the factors of production, not only from the technieal but
also from the economic standpoint, by placing them under a central mana-
gement has often been demonstrated. It is only by keeping the stand-
point of economic expendiency in view that it is possible to secure the
growth of total real income not only during a given period but eontinuously,
and of assuring the permanent development of new enterprises.

As is proven in the last of these studies, the economic expediency of
each intervention by a public hody is shown by the favourable comparison
between the costs and the useful results of each collection of funds and
of each expenditure. The State can never afford interventions which
are economically of little advantage ; or at least it should never do so
without realising the consequences of its action. The results of such
action are in the first place the loss of the advantages which would arise
from a revival of production and a larger supply of consumption goods,
and in the course of time they positively reduce production.

Carelessness and incompetence may fail to perceive the immediate
and logical limitations which should be placed on government action in
the first post-war period. The consideration of the other tendency —
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that of incomes to fall to the minimum level fixed for tax-free incomes —
a tendency which is only temporarily posiponed, is in marked contrast
with the main purpose which should be pursued during this period, §. e.,
a definite increase of total real income.

1. — E .0 secure larger yields from existing taxes. The notion
of the pressure of taxation.

When the real conditions in which it has to work are known, when the
limits within which it can operate are realised, when the policy of reducing
ordinary and extraordinary expenditure to a minimum bag been ecarried
ouf, the State, endeavouring to secure the financial rehabilitation of a
country, has spontaneous recourse to an effort to secure larger yields from
exiszting taxation.

The ratio between the yield of the several taxes — government, lo-
cal, and in some countries also compulsory contributions to syndieal,
insurance and relief funds — and monetary income is described as the
pressure of taxation. This ratio is in function of several factors, among
which the level of average incomes in a given country, the distribution
of total income between the scveral classes of recipients, the more or less
marked tendency of the said income to grow, remain stationary, or de-
clice, the tendency of the recipients to save or to invest, and so on (1).

(1) International comparisons may zometimes react on the advisability of increaas-
ing the pressure of taxation. But with few exceplions, the fiscal statistics of many
countries are not only incomplete but are far from being homogeneous, a quality which
alone would allow of reliable comparisons.

Thus, for instance, on the sole basiz of percentages — let us say of 25 9 or of
15 9, — used {or measuring the ratio between the yield of taxation and the total income
of different countries, it would be difficult to assert on the basis, of the first of these
two percentages that the pressure of taxation in Italy is lower than e.g., in Germany gn
the basis of the latter. As a matter of fact the average for incomes in Ifaly iz much
lower than in Germany, 2,500 in 1936 as compared to 8,500 in Germany amd 9,000 in
England. [t is true that the lower average Italian income is accompanicd by # lower
standard of living and by a higher capacity of the citizens to make sacrifices. But
this assertion does not affect the fact of the low level of average income. Moreover,
in ltuly the distribution of tobal income prior to this war showed that barely ono tenth
of it was received by recipients of more than 2,000 lire per month. Under these cir-
cumtanees, a percentage of 27 9%, indicates on the one lLand that the pressure of taxa-
ton is already very considerable, and, when we consider the characteristic distribution
of total income, it shows that this pressure weighs mainly on average and small incom-
¢8.  On the other hand, the effort to meet great linancial needs by levying taxation at
high rates on the larger incomes will yield scanty results unless at the same time aver-
age and small incomes are eoverely squeezed.

Some engnirers may be led to compare the growth of the yield of taxation in various
countries during a given period — for instance during the war — while neglecting to
take into consideration the difference of the several situations en which they hase their
calculations. In a country where average incomes are high, such for instance agthe

(1}
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The fact is that the pressure of taxation varies not only from countfy
to country but, within each country, from one period to another. For
instance, during the first world war (1914-18) the pressure of taxation
was reduced. In Italy, in 1916-17 the yield of taxation had only increased
by 18 % at a time when the monetary income bad doubled. At the
close of hostilities the pressure of government taxation had not yet return-
ed to the pre-war level.

12. — Dynamics of the pressure of taxation.

'Po follow the changes in the pressure of taxation during the presen
war it would be necessary for each country to make reliable estimates of
the average level of the prices actually ruling for important groups of
goods and services. On the basis of these averages it would be possible
to calculate the monetary income and to compare it to the yield of taxation,
As however the requisite data are lacking, it would seem legitimate to
presume, on the basis of other data, that marked changes have occurred
in the pressure of taxation. For instance, the calculations might be based
on the ratio between the yield of taxation and State expenditure instead
of on the ratio between yield of taxation and total income ; or other indi

United States, the yield of taxation which was negligeable prior to the present war
when compared to the total monetary income, has been very considerably increased
during the war. In a country where average incomes are small the yield of taxation,
which was already very considerable before the outbreak of hostilitiee when compared
to total monetary income, will only show a slow rise during their progress. Could it
be affirmed that the former country in responding te the demands of the State has made
ater efforts than the latter ¥ In the instance referred to the contrary is the ease, The
fact is that in judging the comparative pressure of taxation is several countries, great
cireurnapection is required. On the difficalty of drawing comparisons between the
pressure of taxation in different countries see Coscraxi, C., “ Studio sulla pressione
tributaria e sulla evasione in Ttalia ” ' Assoeiazione fra le Societa per Azioni , 1943
Further obstacles in the way of reliable comparisons arise from differences in the
organisation of the fiscal systems, which may lead to errors of judgement, Thus total
taxation absorbs 24.5 9}, of the income of Great Britain and 39.1 % of that of Ca.
nada. ‘“ Evidently — remarks the Bollefline d’informazioni of the aforesaid Associs-
zione, of June 1-15, 1943, p. 190, the pressure is not on a uniform hasis beeause the
fiscal systems are very different. In Canada, 44 9, of total taxation consists of in-
direct taxes, 28 9, of the tax on turnover, and only 20 % of the direct tax on incomes.
In Great Britain indireet taxation accounts for only 36 9 of the total, the tax on
turnover for 15.5 %, and direct taxation of incomes for 39 9. There are moreover dif-
ferences between the various groups of incomes. In Great Britain incomes of L. st B
are exempt from income tax in the case of unminarried persons, and those of 140 for
married persons ; in Canada the equivalent figures are 1, st. 135 and 245, On verv
high incomes (4.6, those exceeding L. st. 12,600} taxation is heavier in Great Britain
than in Canada; but in the case of average sized incomes the reverse is the case.
Thus the unmarried tax-payer in receipt of an income of L. st. 1,250 pays L. st
494 in the United Kingdom and L. st. 538 in Canada.
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ces might be used the value of which would have to be examined by the
student. '

It is true that the ratio between the yield of taxation and State expen-
diture cannot fully replace the ratio between the yield of taxation and to-
tal income. Not all the amounts expended by the State are redistributed
in the form of incomes. A part, for instance, may go abroad in payment,
let us say, of imports. Nevertheless, it is very interesting to know what
quota of government expenditure is actually met by sums levied on in-
comes. As whether it be large or small to begin with, this quota declines
in almost all countries as the war proceeds. _

This reduction will be a relative one if, in the country taken into
consideration, the pressure of taxation was already so high as to induce
the government to seek the receipts required for financing its activities
from other sources. The source derived from incomes then loses import-
ance as compared to other sources. The reduction is an absolute one
when it is due to defects in fiseal machinery which allow of tax evasions.
Long intervals between the revision of income assessments; delays in
procedure ; defective definitions of taxable income ; methods of assess-
ment which facilitate the concealment of taxable property such as assess-
ments based on circumstantial evidence which are legs strict than would
he desirable in times of financial stringency ; specific duties, for instance,
instead of ad valorem duties ; methods of tax collection which are more
costly and less reliable than others as, for instance, collection entrusted
to middlemen rather than to tax collectors employed by the government
itself — are all eauses which lead to the decline of the pressure of taxzation
as a result of which the increase of total monetary income is not accom-
panied by an adequate increase in the yield of taxation.

Several other indications may be of use in deciding whether the de-
cline in the pressure of taxation is due to formal or substantial causes.
Thas, for instance, if during the war and inflation years the yield of direct
taxation on land and buildings remains constant ; if the inerease in the
yield of taxation on incomes from movable property (personalty} shows
only a moderate increase at a time when government expenditure on
orders given for munitions of war and on subsidies for supplementing
prices, 4. e. on purposes which are to the advantage of the producers of
goods required for the war or to the civilian population as a whole has
risen to tens of milliards of lire; if the increased yield of taxes on
consumption is also a moderate one owing to the stability or slow rise
of the prices of many essential commodities such as house rent, publie
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gervices, essential commodities, heating, light, as a result of the sew."ere
limitations placed on those forms of consumption which are most profits-
ble to the Treasury, clothing for instance in the widest sense of the word (1)
we should be justified in coming to the conclusion, even in the absence of
reliable estimates of total monetary income, that 1ax evasion is taking
place on a large scale. This is explained — not justified — by the scricus
difficulty experienced in keeping track of the complicated phenomens
of the redistribution of incomes and goods cansed by inflation. It s
remedied by the effort to bring the pressure of taxation back to the
pre-war or to higher levels.

13. —— In some cases the return of the pressure of taxation to its pre-
vious level is equivalent to its increase.

The attempt to bring the pressure of taxation back to its previous
level must however be made with caution when it is carried out during
hostilities in countries having reconrse on a large reale to specific inflation,
and which are upable to neutralise its effect on prices by securing the « cir-
cuit of capital ». For in such cases, should the depreciation of the pur-
chasing power of the currency be more rapid than the increase of income
received by the geveral recipients, — 4. e., should incomes increase duriing
the period but should the decrease in their purchasing power be still
more rapid, — the policy which aims at raising the pressure of taxation
on the nominally increased incomes which, however, have in reality de-
creased to a level equal to the pre-war level, will really mean increasing
that pressure, It is indeed evident that levying the same percentage on
an income whose purchasing power has declined, means placing on it a
heavier burden.

{1} See the interesting article ** Tributi e reddito nazionale " in Feonomisc ou-
ropea, July, 1943 In the case of Italy the A, points out that at the end of the
firat- three years of the war the vield of direct and indirect taxzation had risen a lictle
Jess than 45 9, State expenditure had more than tripled, the general level of current
prices vould be censidered to have doubled. When it will be possible to estimate to-
tal ruonefary income at the end of the hostilities, more accurate estimates will be pos-
gible. There seems however to be no doubt that during the war ecrtain sections are
being farmed -— such for instance as those of industrial and agricullural incomes —
where the pressure of taxation hus been reduced. Moreover, if we take into considera-
tion the increase of personal incomes of the great majority of the consuming elasses —
industrial workers, small holders, métayer and tenant farmers, smail land-owners, men
called to the colours, the recipients of subsilies of various descriptions — the increase
of their respeetive purchasing power and of their taxuble capacity is confirmed by the
inelasticity in the demand for certain non-essential commodities, however much their
price may increase.
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No less cauntion is required in the post-war period, so long as prices,
notwithstanding the stoppage in the issne of paper money, continue
to rise above the level reached when hostilities ceased as a result of the
return of hoarded notes to the market and of the further decrease in the
supply of goods. The price-rise will be a limited one if stabilisation is
firmly pursued. As moreover all incomes do not share in the inciease,
many of them remaining stable or rising to levels only slightly higher,
it will be necessary, when making the preliminary enquiries, to ascertain
their real consistency so ag to avoid the danger that taxation, on the pre-
text of returning to pre-war levels, be really raised, which is not always
desirable under post-war conditions. ‘

14. — The control of tax evasion and of double taxation.

The first form which the endeavour to secure larger rcturns from
taxation may take is the control of tax evasion, both in the forms it had
assumed before the war and in those assumed during the hostilities. Tax-
evasion implies the withdrawal from the aetion of the fiseal authorities
of taxable wealth. The attempt to prevent this requires the strict a-
sessment of all incomes, if need be by recourse to various methods and at
various rates (1). The scientific organisation of the figeal administration
with a view to securing this would entail the removal of all the drawbacks
mentioped in par. 12 as giving rise to the phenomenon of tax-evasion.

The second form which the endeavour to secure larger returns frem
existing taxes may take is, though it may sound paradoxical, the control
of double taxation. Such duplication occurs when direct taxation is
levied twice or more times on the same income, or the same portion of
an income, or several times by the same branch of indirect taxation (2).

1y " 1t would seem that a single rate affords a better gnarantee of equal treatment,
This would be true if all incomes were assessed with the same degree of accuracy. But as
this condition can never be secured in full, it is only when rates differ that the inevi-
table discrepencies in the assesstients can be eliminated, provided that the legislator
1 really desirous of securing this end. If, for instance, the salaries of civil servanta
or even the incomes of land-owners were taxed at the same percentage at which the
incomes of the professional classes are taxed this would not be equality of treatment .
I_),E VITi DE Marco, A.  * Primi principi di economia finanziaria ’, Turin, 1934, p. 179.

(2) In Italian legislation examples of double taxation are afforded by (a) the tax
on the incomes of land-owners who may not deduct interest payments made to eredi-
tors who are guaranteed by mortgages on the rural or urban immovables and the income
tax levied on the interest payments themselves; (L) the tax on the consumption of
Taw materials — for instance, iron, — and the tax on the consumption of manufae-
tured iron goods; for if, a8 a result of the phenomenon of transfer which the Jle-
gislator favours so as 1o tax the income of the consumer of manufactnred iron, the
tWo taxes should be amalgamated in the price of the said manufactured goods the in-



166 INTRODUCTION TO POST-WAR RECONSTRUCTION

PTIOR TO RORTTWAR mRevTR —.

The notion differs from that of a heavier burden resulting from a rise in
the rate of taxation ar the levy of new taxes on the income of the same
tax-payer.

The need of preventing evasgions leads to recourse to many taxes
rather than to single taxes, and to the contemporary use of direet ana
indirect taxation which are supposed to complete each other in securing
the taxation of the income on which they are levied. On the other hand,
the need of avoiding double taxation leads o action for identifying the
nature of the several incomes, as a result of which while the mass of con-
sumption goods produced by a given country in a given time are identitied
with & view to their taxation, an effort is made not to strike them more
than once.

The tax administration which expects to receive a certain yield
from a given number of taxes on taxable wealth, finds itself deprivel
now by tax evasions and in the future by double taxation. The effort to
prevent both these abuses in the postwar period is not enly in keeping
with the interests of the tax-payer but is a means of avoiding the {uture
shrinkage of income and consequently of the yield of taxation. It is the
most natural if also the most perplexing means for securing a well-
organived financial rehabilitation. It is a policy which should be sup-
plemented by the revision of tax-exemptions.

15. — A third form which the effort to secure larger returns from exist-
ing taxation may assume : the reduction of tax-exemptions.

As a matter of fact the burden of the various forms of taxation is
rarvely borne by the whole monetary income of a country. Not all reci-
pients of income are called on to contribute to it, nor are all requiret
to contribute in like measure. Apart from that portion of income
which, as we have seen, succeeds in evading taxation, a econspicuous
part of the total monetary income is exempted by law from taxa
tion. The exemptions depend for the most part on special circum-

come obtained will be struck repeatedly by the same tax; (c) the taxes successively
levied on the transfer of the same volume of savings, as when a first investment iz male
in securities or iwmovables and when these are sold at a higher than the huying price
the proceds being invested a second time in other securities or other immovables on which
other taxes are paid ; or when on the death of the owner of the securities or immova-
hles the estate duty represents in relation to the original investment of the de cujus —
the final duplication of the several indirect taxes on transfers which have been levied
in the course of time. :
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stances (1}, or on the exemption of minimum or small incomes. The
exemptions granted to small incomes give rise to systems which, by
means of progressive rates, tend to displace the burden of taxation
fromm minimurm and small to average and large incomes.

When tax-evasions attain conspicuous figures and tax exemptions
are granted on a large scale, the burden of direct and indirect taxation
ends by weighing on only a part of the total monetary income, a part
which, in countries with a low average and few high incomes, approaches
half and sometimes falls to even a lower percentage. Thus the recipients,
who are nearly always the same persons, of the incomes on which
taxation, and more especially direct taxation, is levied are inclined to feel
that they are called on to carry excessive burdeps and subjected to unequsl
treatment, perhaps at the very time when the ratio between the yield of
taxation and total monetary income is, on the contrary, tending to
decline,

16. — Difference in the difficulty experienced in reducing tax exemptions
during the war and in the post-war period.

It is easy to revise tax exemptions during hostilities, when the total
thonetary income and the several incomes among which it is distributed,
are constantly rising. It is especially easy when the contributions of the
several sources which finance government activities are increasing and
when their redistribution for the most part among the smaller incomes,
makes it less difficult to subject to taxation incomes previously exempted.
But it is not so easy, even during a war, to revise tax exemptions in a
country where the average income is low and where therefore the level
of the incomes thus exempted is a low one, except in the case of exemptions
granted for reasons other than the low level of the income thus favoured.
At such times, special privileges confronted by the need of meeting
financial demanpds are more easily suppressed.

But a revision which desires to be a well-considered one, is faced
by much greater difficulties in the post-war period. Not only dges it

(1) For instance, the interest on national debt securities — as the exemption enabl-
ed the State to offer a lower rate of intereat ; the rents from new urban dwelling-houses,
an exemption granted to encourage their construction; the incomes of agricultural
workers not always in, excess of the minimum subsistence income ; the income arising
from activities which it is considered desirable to encourage, as for instance to promote
industrial development in certain parts of the country, land improvements in others,
and so forth.
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require as a premise the accurate assessment of surviving incomes and of
the new incomes which have arisen, but it must take into aceount the fact
that by suppressing recourse to note issues and to the consumption of
capital, the sum available for government needs tends to decrease and
the growth of average and small incomes, towards which the said expendi-
ture flowed more abundantly during the period of hostililies, tends to
shrink. Consequently, and until such time as a decisive revival of inde-
pendent private productive enterprises carried on with the participation
of large numbers of persons belonging toe the lower income groups, sets in,
any attempt at a revision of exemptions with a view to their reduction
will meet with strenuous opposition, and is likely to give only scanty
results.

In addition to this in the post-war period, begides making a strict
assessment of the incomes which still subwist and of the new incomes
which have arisen, it is necessary to consider, in the case of irregular in-
comes and of those which expire in this period, the possibility of granting
relief from taxation, abatements, suspension from entry on the tax rolls,
discriminations : in short a whole series of facilities to whieh recourse is
also had when passing from peace to war conditions, and which are based
on much the same motives during the inverse period of transition from
war to peace.

Thus, for instance, when note issues cease, should the prices of the
main groups of goods and services continue to rise until they reach the
level agreed on for an at least de faeto stabilisation, équity will require
that while strictly enforcing existing and new taxation, diseriminations be
made in favour of those incomes which have not increased. And this
makes it still more evident that the endeavour to reconduct the pressure
of taxation to the pre-warlevel cannot be carried out by merely calculating
a percentage of the total monetary income — 3¢, 35, 40 per cent. — and
requiring taxation to rise to it without more ado. The endeavour demands
the most vigilant assessment of the several incomes so as to decide in
which cases the reduced fiscal severity can be revived with a probability
of success, and to what extent it will be possible to carry out the taxatiou
of incomes without compromising the growth of real income.

In short, the control of tax evasions is the only means of securing
larger returns from existing taxation which seems likely to give results
of some importance in the post-war peried. The other means — the avoid-
ance of double taxation, the reduction of tax exemptions, — are not
likely to give results of importance when compared to the size of the finan-
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cial needs which have to be met., On the other hand, even the decisive
results which may be secured by the control of tax evasions are likely to
be so at the cost of the savings made possible by the incomes received du-
ring the war rather than at the cost of the incomes themselves, whether
they be those which have survived the war or new incomes whose
volume is definifely smaller than in the pre-war period.

This is the reason why the extraordinary taxation of excess profits
earned during the war of which we shall soon speak, inserting itself among
the means used for preventing tax evasions, endeavours to draw on eapital
increments when it is applied or continues to be applied in the post-war
period.

17. — Increase in the existing taxes by the application of proportionate
and progressive rates.

If we set aside the idea of securing larger yields by such general measu-
res as retouching existing taxes, modifying fiscal machinery, levying
new taxes which not infrequently entail high administrative costs and
3 more numerous staff, the raising of the rates of taxes already in force
presents the problem of the degree in which they should be graded, of
the phenomena which such rises will produce, of the possibilitics of securing
conspicuous and more especially enduring yields. Such studies are fruitful
when they can be made on existing systems of taxation. Nevertheless,
the problem of the graduation of rates requires, in post-war periods to
be courageously faced so as to protect the community against platitudinous
commonplaces and appeals to justice which not infrequently conceal ten-
dencies which are far from impartial and which are financial delusions.

In face of needs such as those of the post-war period it would seem
equitable that the wealthier classes should be called on to contribute in a
progregsive degree to the needs of the State. The exemption from taxation
of small incomes was the first step towards progressive taxation, for when
minimum and small incomesf— which in all countries represent as a whole
& large and conspicuous body — are exempted it becomes necessary
to offset this exemption by increasing more than proportionately the taxa-
tion of the larger incomes which in all countries are not very numerous
and represent a small total. This is the truth. The curve showing the
distribution of incomes presents nearly everywhere the same outline.

But in each country progressive taxation can only continue on condi-
tion that incomes likewise continue to be high and such as to induce pri-
vate persons to accumulate savings. High incomes are precisely those
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called on to support the burden which minimum and small incomes wish
to avoid. On the other hapd, savings are the vital sap of all consumptive
and productive activities. If savings are not made because the income
obtained from them, when applied to production, is the object of perse-
cutions as soon as it exceeds a certain level; if high incomes tend to
disappear because they are more severely curtailed, the burden of taxation,
required to meet unpostponable needs will again have to be met by
the smaller and minimum incomes.

But when progressive taxation is so graded as to respect the type
of average income characteristic of each country, 1. e., when it does not
weigh more heavily on that average income or on those exceeding the aver-
age and therefore does not reduce either the number or the size of the
higher incomes, nor the incentive to make savings, the interest of the
fiscal authorities to secure the highest tax yield and that of the less wealthy
classes to secure the fullest exemptions possible will be satisfied (1);
and it is possible to expect that taxation will be in a position, at least
as regards its organisation, to meet the progressive needs of government.

It might almost be said that progressive rates are effective not in
cutting off the high points of incomes but in shearing off completely high
income levels. In short, steeply progressive rates levied on a small num-
ber of high incomes endanger by the elimination of these latter the increase
of real income — which alone can support the burden retnoved from mini-
mum and small incomes — and will therefore endanger the yield of faxa-
tion. Should the yield deecline, it will become becessary to tax more
highly average incomes and to reduce the exemptions granted to smaller
and minimuem incomes, as oceurred not long ago in England (2).

(1) “The leaders of the masses often forget that the indefinite accumulation of
vavings bas reduced the cost of living, increased the wages of labour, and assured the
progresaive vield of taxation, and has therefore made it pozsible to follow a policy of
growing tax exemptions in favour of small incomes, and they give way to the common
delusion that it will he possible to preserve the advantages conferred by larger produe-
tion and to win, in their own interest, those of a better distribution. But to wish for
a better distribution of wealth and hinder the increase of the things to be distributed,
to desire that taxation be lichtened and at the same time to hinder the increase of tax-
able property are fundamental and incorrigible eontradictions . DE Viri D Marco,
A.: " Primi principi di economia finanziaria ©  Turin, 1934, p. 175,

(2) The ** Economist " of January 9, 1948 called attention to the fact that in 1942
the increase of total net monetary income — e, leaving out of account indirect faxes
which help to swell the priees of goods and services — was considerable, although less
conspicuous than that which occurred in 1941 ; it amounted approximately to 10 %.

In the number of August 1, 1942 (p. 133), the same periodical showed that almost
all the jncrease of totul monetary income is distributed over incomes of the lower
groupe ; a small quota was distributed to the groups between 1,000 and 2,000 pounds.
nothing was distributed to the incomes of the higher groups. “The result has been a
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18. — Dangers of so-called extra-fiscal finance.

The need of respecting the increase of total real income — even when
it entails high personal incomes — and of not hindering the accumulation
of savings, places a limit on social aims which purpose carrying on their
activities by levyving funds from private incomes by means of progressive
taxation. It is not unusual to hear loud talk of the need of ‘‘ equalising

great increase in the number of incomes belonging to the lower groups on which in-
come tax is levied,

“The biggest inerease has taken place in the lowest income categories. The
number of individual incomes between £ 125 and £ 250 a year rose from 7,250,000
to 9,200,000 ; those between £ 250 and £ 500 rose fromm 1,750,000 to 3,500,000 ; the
size of the £ 500 — £ 1,000 group increased from 500,000 to 685,000, and that of
the 1,000 — 2,000 group from 195,000 to 210,000. But here the increase swddenly
stops. Indeed, as the table shows, the number of incomes in excess of £ 2,000 a
year in 1941-42 was precisely the same as in 193%-39, Even the numbers of the in-
dividual income groups above £ 2,000, taken to the nearest 100, is shown unchang-
ed .

On the basis of facts set forth in the ~“Budget White Paper” (Cmd. p. 347) the ** Eco-
nomist ¥, in its issne of August 8, 1942, is able to take into consideration millions
of other small incomes which had never been comsidered for purposes of taxation,
adding them to the figurea above given. A more complete picture of the distribution
of individual incomes is thus afforded.

Now, that the percentage distribution of personal incomes -— both gross, ie. be-
fore the application (this timne) of direct taxes, and net, after the application of
the (this time) direet taxes, attention being also called to the fact that ** indirect
taxation ' weighs more heavily on swmall incomes — is shown by the table and the
accompanying comment which we quote in full. in view of their respective elognence.

Percentage distribution of personal ineomes

Distribution Distribution
of Gross Incores of Nel Incomnes
Range of Gross Incomes

1938-39 194142 1938 -39 194142

% % %

Under £ 125 . . . . . . . .. 35 1;2 33 34 38 39
£125-£500 . . . . . . . .. 39 34 445 12 RN P 47 12
£300~4 LOvO, . . . .. ... T2 i T 14 61/
£L000—£ 2000 . . . . . ... 5 3/4 4 34 5 3 12
Over £ 2000 ., 0 L0 0L L. n 12 8 12 T2 3 314

; 110 oo 100 100

**The first two columns show the effect of what may be called the economic
changes of the war : the second iwo show the effect of the economic changes foge-
ther with that of taxation. It would appear that 79 1} per cent of the gross personal
incomes of the community, and 86%, per cent of its purchasing power (the net person.
al incomes after direct taxation). is mow in the hands of those whose gross incomes
are less than £ 500 a year. During the war, the middle classes (£ 500 to £ 2,000
have had their share in the national purchasing power reduced by one-fifth, the rich
by one hali’. '

In the number ot October 10, 1942 of the same poriodical. the effeats of the prn-
Eressive rates of the * Income Tax™ and the * Surtax ' upon <he higher incomes are
stressed. It should be noted that the rate of increase in this case cannot be con-
sidered as exceedingly high. . .
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war losses ” due to various and inevitable price rises; of * shortening
social distances ” ; of modifying an *iniquitous distribution of wealth »,
Taking only these aims — which include moreover several others — into
consideration, it is easy to observe that the distribution of incomes ig
brought about by all the conditions which characterise the economic
structure of a country. To wish to modify this structure without previously
modifying those conditions and with them the concrete possibility of

* How severely the higher income categories have been dealt with was shown
by the Chancellor of the Exchequer on Beptermber 30, In 1941-42 only 80 individuais
were in receipt of net incomes {after taxation) exceeding #£ 6,000, against 7,000 in
1939-39; in the £ 4,000 to £6,000 group the number was 1,170, against 12,000,
in the £ 2,000 to £ 4,000 group it was 30,750 against 56,000; and in the £ 1,000 to
2,000 group 105,000 againat 155,000, For all practical purposes, there is now a eceil-
ing of about £ 6,000 on individual net inecomes; and only a mere handful of individ-
uals are able to retain net incomes over £ 4,000. (Detaila of changes, in direct taxat-
ion on incomes of £ 2,000 and over since 1913 are given on page 466) .

As a consequence of the fact that the greater part of the increase in the total money
incomo having taken place in the lower income groups, as well as of the dimipution in
the number of larger incomes and of their amounts, it became neecessary to reduce the
exemption limit of the lower incomes and to raise the rates of botl the * Income
Tax ' and the “ Surtax ™. In fact:

“The number of individual incomes reviewed for taxation showed an impressive
increase between 1938-39 and 1941-42, from 9,800,000 to 15,000,000 ; this means that
one in every three membera of the population, including women and children was
in receipt of an income above the exemption limit in the past financial year. The
increase in the number of persons actually liable to pay tax was even more marked,
rising from 3,800,000 to 10,500,000 ; two ont of every nine persons had to pay income
t ax last year., The reasons for this-increase are twofold. TFirst, the net of the tax

a8 been widely cast by the reduction in the exemption limit ; secondly, the numher
of incomes in the lower categories has shown a remarkable increase as a result of the
growth of the national income 7,

The result was a change in the proportions of the contributions to the Incowme
Tax of the different categories of incomes:

“ Equally intereating is the change in the proportion of the gross income in each
of the four income categories whioh is sliced off by Income Tax and Surtax. (This
is shown in Table III). The increase in the contribution of each group again varied
in inverse ratio with the level of income. The proportion substracted from the under
£ 500 group by direct taxation has been increased eightfold ; the percentages taken
from the £ 500 to £ 1,000, and from the £ 1,000 —2,000 groups, have been more
than doulded ; but the increase has been less marked in the over £ 2,000 group,
which was already taxed hefore the war. The lower and wviddle income groups have
becn called upon to make a much heavier contribution . )

These are instructive facts. They confirm the theoretical remarks contained
in our study (a} on the effects of markedly progressive taxation, (b) on the consequent
need of revising the exemptions granted and of taxing the smaller and minimum -
comes, (¢) on the tendency of incomes to be levelled down. All these resulis .rem:t-
negatively on the growth of total real income. War economy is an experiment
~— compulsary indeed but in its final results, salutary — of collectivist economy. Those
who may desire to continue it after the cessation of hostilities, should be prepared
to see the importance of the consequences above set forth increased, and first among
them the reduction of real incomes. Even in this period, this reduction may occur
in spite of the increase of total monetary income, or, t0 express curselves more acci-
rately, in spite of the sum placed at the disposal of the State by the sources which
finance its activities. But what counts is real income and consnmptivn goodr, which
alone can satisfy human needs.
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directing private and government activities towards one or other aim,
is a total delusion.

No machinery of taxation can be so effective in correcting a distribu- -
tion of incomes which is considered defective as the use made of govern-
ment expenditure, which is the first to be assigned for improving the eco-
nomic stracture of a conntry and the volume of real income arising there-
from. Only when positive results have been seenred in this preliminary
and decisive direction can a taxation system attempt to secure a more
equitable distribution of the increased income. To reverse the process
and to expect the fiseal system to secure greater equity will be seen to
be hazardous.

When private incomes are drawn on, the attainment of social aims
tends to be subordinated, as we have said, to the need of increasing the
volume of real income — the fulerum of all private and State activities
80 a3 to bring it up to the level of the expenditure to be met, When a
nesd has been accurately ascertained, the principal object of all financial
activities is that of satisfying it in the best way possible, Should the
means selected be advantageous to some groups of citizens
instance the policy directed towards the stabilisation of the purchasing
power of the currency which protects the poorer classes, or a wise fiscal
policy which shortens social distances by granting tax abatements and
exemptions to some incomes — it is legitimate to affirm that the financial
policy has also in view extra-fiscal aims. But this assertion does not
alter the essence of the matter. The very search for a social activity,
subordinate to that of drawing on incomes to meet expenditure, shows
still more clearty — at least in periods in which government needs are more
nwrgently felt —— the limits within which financial activities can afford
effective help for the solution of problems of another description.

ag is for

19. — Even if direct taxation does not reveal it, the progressive cha-
racter of taxation is accentuated by the growth of indirect taxation.

Although it may not appear in rates perceptible to the general pu-
blic as in the case of direct tax rates, the progressive character of taxa-
tion is gradually accentuated with the growth of indirect taxation in a
degree disproportionate to anything noted in the case of direct taxation.

The phenomenon can be observed in many countries, For a long
geries of years the development of commercial policies based on high pro-
tection on the one hand, and on the other the expansion of government
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activities and the consequently increased financial needs have compelleq
statesmen to raise the rates of the taxes on consumption, until the pos.
sibility of having recourse to substitute products ebecked this tendency ;
to tax luxuries heavily both as an offset to tax exemptions or the very
light taxation of commodities of general use, and because in countriey
with a high standard of living commodities considered as luxuries are
relatively few in number and therefore cannot easily yield large returns
from taxation ; and in this way the taxes on consumption from propor-
tional have become progressive.

Much the same motives, in addition to exemptions and discriming-
tions in favour of the under-privileged groups, have on the one hand,
extended the sphere of applicability of indirect taxes on property transfers,
thus taking advantage of the fact that the fax-payer offers less resistence
to indirect taxation; on the other hand these motives have led to the
adoption of progressive rates which in some cases, for instance in that
of estate duties, have become real instruments for the confiscation of
income. In both branches of indirect taxation — that on consumption
and that on business transactions — the tendency to expansion and
the tendency to progression have thus asserted themselves, tendencies
which continue and indeed are likely to be accentuated in the post-war
period with its enormous financial needs and the inevitable appearance
of demagogic policies.

These tendencies give rise to all the eonsequences mentioned in our
reference to progressive taxation on the growth of private enterprige,
on the survival of high incomes, on the formation of savings, on the growth
of total real income. Those who undertake the financial rehabilitation
of a country cannot negleet them without adversely affecting the
growth of the supply of consumption goods essential to meet individual
needs,.

20. .~ The different deflationary effects in time of direct and indirect
taxation. The effect of State activities on inhflation.

The different degree of importance of direct and indirect taxation as
influencing not the possible trend to progressivity in the distribution
of the whole burden of taxation and the hindrances in the way of the
growth of total real income — the constant subject of our study — but
the stabiiity of the purchasing power of the currency, which is the essen-
tial premise to the formation and growth of income, has been reaffirmed



FINANCING GOVERNMENT : ORDINARY TAXATION 175

in recent international literature. (1) The question is one of interest
in a period which tends to stabilise the purchasing power of the currency
as a preliminary step towards the rehabilitation of the budget of the State
and of the balance-sheets of the more important business coneerns.

Both forms of taxation, direct and indirect, it is said, tend to absorb
purchasing power. But direct taxation reduces at once the income of
each recipient and has therefore a deflationary effect, or at least an
anti-inflationary one; whereas indirect tazation does indeed lead to
a rise in prices of the goods the consumption of which is taxed, but leaves
the income in the hands of th> recipient and it is only later on, when the
higher prices of goods and services make themselves felt, that it succeeds
in absorbing purchasing power. Thus the deflationary effect of taxation
which is immediate in the case of direct taxes is deferred in the case of
indireet taxes.

These observations hold good however for relatively brief periods.
As soon as the yield of taxation, whether direct or indirect, is spent by
the government —- which in practice does not wait to make use of the
yield, as te¢ meet urgent needs it has recourse to such short term loans
as Treasury Bills or note advances made by the Central Bank - the in-
come sitnation which existed before the levy of the taxes, whether direct
or indirect, is reproduced at least in its main lines. The problem is not
therefore one of much importance for post-war monetary policies.

It is indeed true that not all the amounts the State levies on incomes
refurn, as we have said, to the circuit of the production of real income,
and the expenditure of the sums collected does not always lead to the
full reproduction of the situation which existed prior to one or the other
form of taxation. But however great may be the curtailment of total
real income, the redistribution of government expenditure over personal
incomes always enables the recipients to influence prices by the aequisi-
tion of goods and services, and always neutralises deflation, at an early
date when direct taxes are levied, later on in the case of indirect taxation.

Attention should indeed be called to the fact that government activity
by the expenditure of receipts from taxation not only neutralises the de-
flation which may have been brought about by the application of one or
other group of taxes, but if, as we have said, it destroy present goods
without the certainty of reconstituting them in like measure in the future

{1) Reprinted from the ‘‘ Bollettino d’Informaszioni” of the * Associazione fra
le Bocietd per Azioni®, June 1-15, 1943 p. 191,
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— thus hindering the reproduction in like measure of real income — it
will be a cause not of deflation but of inflation. For if favourable chan.
ges in the system do not occeur to compensate these disadvantages, it wif
curtail the supply of present goods, leaving nnaltered the volume of the
currency. And under these conditions, noft only the deflationist effi-
ciency of direct or indirect taxation is unable to make itself felt, but
State activities give rise to inflation.

This result may also be defined as a * monetary ” one, or rore ac-
curately, as neutralising the deflatiopary action expected from the tax-
e3, whether direct or indirect. It is however obvious that it is not
the direct result of either the one or the other form of taxation. It is
the result of the aims selected, which are not all inspired by the notion of
economic expediency — some of them indeed counld not be — and which
entail the destruction of present goods without rapidly offsetting them
by others, and sometimes without even offsetting them in the course
of time.

To sum up what has so far been said, in countries with a low average
income and suffering from the consequences of severe inflation, the suc-
cess of ordinary systems of taxation requires that they be reorganised
and improved. But such tazation must not exceed certain limits which
our study will try to discover, if it is not to become fruitless from the
fiscal standpoint and harmful to the increase of production which is so
desirable, more especially in the difficult post-war period. -

(B) EXTRAORDINARY TAXATION IN RELATION
TO INCOMES OR TO CAPITAL

21. — The difficulties in the application of extraordinary taxation. The
tax on excess war profits.

Heavier taxation of incomes, although it depresses by so much the
price of the goods from which the income is obtained — for instance,
% tax on dividends depresses the prices of shares "by an amount equal
to the capitalisation of the tax af the current rate of interest — may
well be supposed capable of enduring over a certain space of time. On
the other hand, a tax on excess war profits cannot continue, as it refers
to clearly defined phenomena which are not likely to repeat themscives
in the course of time. Such a tax, as above stated, finds its place among
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measures for the control of tax evasions, more especially those forms of
evasion which are readily met with in war time. When however it con-
tinnes to be applied in the postwar period, this tax itself must conform to
the rule applicable to all the taxation of such a period and which re-
quires that it should not hinder the recovery of real income.

There would seem to be no doubt that during 4 war it is difficult to
avoid on the one hand excess profits and on the other profits on a seale
lower than normal arising from the increased or reduced opportunities for
using the factors of production, even when a certain price structure has
been maintained. Nor does it seem doubtful that inflation works to the
injury of fixed incomes and to the advantage of variable incomes. All
these circumstances make it seem advisable to introduce on the one hand
tax abatements and on the other tax increases. It iz however one thing
to express approval of such measures and gquite another to take the ne-
cessary steps for taxing excess war profits.

A tax on excess profits is a typical example of a tax levied on real
income. 1t affects indeed either new incomes which have arisen as a
result of the war or incomes in excess of the normal. But it is very
difficult to levy sueh a tax without causing losses.

A first difficulty is met with in defining the notion of ordinary income.
Whether we consider * ordinary ” the income assessed for the purposes
of a tax on movable property, of which the tax on excess profits becomes
complementary, or whether we congider * ordinary ” the incomes obtain-
ed by all these who carry on the same productive activities, the difficulty
of defining it accurately arises from the marked differences existing
between the several business enterprises working on the same market.
Even it we aceept the distinction drawn between marginal and intermar-
ginal undertakings, each of these latter have different outputs, costs, and
sales prices. TIn each the differences between * savings on costs »’ and
“ heavier costs  take a different direction, and are noted in a different
manner by those managing the business. Ofi the other hand, it is not
always justifiable to judge on the bagsis of the volume of output which
can be disposed of at current prices whether an mcome should be consi-
dered as * ordinary ” (1). In a progressive society, excess profits — 1. ¢.,

(1) On the tendeney of tax-payers to return a larger capital so as to make their
orlinary income appear smaller ; on the epposition which the fiscal authorites make
to this attempt ; on the consequent resnlt that if the return is not accepted the or-
dinary income is held in large part to be ‘‘excess profits " ; on the criteria aecept-
vd for calculating the snms to he deducted when usseasing the tax ou account of plant

[ab1]
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in excess of income carred in a previous time unit — are phenomens
common to all intermarginal businesses, even though they oceur in degreey
determined by the cconomic expediency of the various combinations of
the factors of production. Thus, even in peace time and in 3 market
tending towards free competition, it is difficult to assess the exceus pro.
fits of intermarginal business undertakings.

In war-time the diffienlty is still greater, as then the only incomes
on which this tax can be levied are those arising not from the ability of
the directors of the business but from factors originating from the war
conjuncture. The only profits which would seem to be taxable, more
especially in war time, would seem to be those arising either from
high prices — due to an increased demand for geods and services gnd
a smaller or more uncertain supply — or from lower costs in the case
of the mass productiop with its diminishing costs, of clothes, foot-wear,

arms, and munitions (1).
The rise in price or, in some cases, the reduction of costs, is however

offset by the marked rise of many other elements in the cost of many
kinds of goods and services. SBuch, in the case of undertakings recently
established, are the high costs incurred to cover heavier risks which war
industries must face, as compared to the smaller risks of old established
industries ; the need of more rapid amortisation — in the course of a
year or two they must deduct for this purposge large sums from the pro-
fits received — the need, common indeed to all undertakings, to accu-
mulate large reserves to meet the post-war depression. The costs of
established business undertakings are also increased by the risk of curren-
cy depreciation, the heavy wear and tear of machinery which with the
prolonged duration of the war affects woollen and cotton mills, tanneries,
plants for the manufacture of medicines, ete., as a result of the unin-
terrupted work required to meet the huge orders they have to fill. Pri-
ces must be high to cover these costs. and the profits which serve as a
cover, even if arising from war conditions, cannot always be l{axed
without committing an obvious injustice.

depreciation and amortisation, during and after the war ; on the strictnesa of the assess-
ments, on the instalmeunts fixed for the payment of the tax, and lastly on the results
of such taxation, see the striking pages written by EiNavpi: *‘ La guerra e il sistewna
tributario italiano ”'. Op. cit., pp. 129.229, and *‘ La condotta econcomica e gli effetti
sociali della guerra italiana . Op. c¢it., pp. 217-223. The valuable study by Cosciaxg, ("
* Copsiderazioni economiche in tema di tassabilitd di sevraprofitti di guerra™ in
” Studi economici finanziari corporativi ”* July-October 1941, is exhaustive and con-
tains a copious bibliography.

(1} CaBraTi, A.: 1] Ananziamento di una grande guerra ”, Einaudi, Turin, 1941,
pp. 140, 113, 118
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22. — Precautions to be taken if the tax continues to be levied after
the war.

After the war the difficulties are no less, although the tax then tends
to become a tax on capital increments. But it is no less difficult to ascer-
tain the situation of the capital of each individual at the beginning and
at the end of a war. Capital is the result of goods which during the hostili-
vies may have circulated and escaped the notice of the Treasury. No
less, perhaps even more difficult, is it to afford proof that a given capital,
or increment of eapital, has arisen from acts of self-denial extending over
» number of years and not from specnlations., Another difficulty which
besets private persons, most of whom do not keep books relating to the
management of their fortune, is that of proving that they owned liquid
funds or stocks prior to the war. In the absence of such evidence, the
taxation of capital increments amounts in the post war period to a further
burden placed on the same incomes which were taxed during the hostili-
ties by the tax on excess profits and on profits obtained from immovables
and shares ; especially so if in the meantime the latter have been converted
from bearer into registered shares of which the owner can no lenger con-
ceal possession. Thus, the disparities which occurred during the war
are not reduced but intensifled.

On the other hand, the ethical purposes and the intention of equali-
sing burdens which should justify this tax, can no longer be adduced when
it fails to strike oll excess profits. As a matter fact it is not levied on
interest rates, in whose stability the State, as largest debtor, is interested;
on the excess wages of workers employed in some industries, which are
frequently very considerable ; on the excess prafits of agricultural um-
dertakings and of shipping companies whose freight rates rise to a
very striking extent. Where then is equality of treatment ?

A tax on excess profits, even if it could be levied on all such amounts,
can never confiscate them entirely without depressing all productive enter-
prise. Fiscal severity, often called for by persons who do not understand
these matters, always yields results which are greately inferior to the angry
expectations which had been entertained.

In any case, should the taxation of excess profits be continued after
the war, experience and a realistic point of view suggest the advisability
of converting it into a tax on capital increments arising from war conditions,
subject, when possible, to some precautions. Such, for instance, would be
the strict definition of the purpose of the tax; the possibility of striking
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a balance between war-time excess profits and any sub-normal profity
secured in the post-war period ; moderate rates; payment by instal-
ments, 8o as to allow those undertakings which had tied up their excess-
profits, to mobilise them withount undue loss and so as to safegnard the
purpose in view, which is that of levying taxation on income ; exemptions
in favour of the increments of small fortunes or of those which their
respective owners are ready to invest in activitier produetive of real
income — such as industrial plants — or at least in reconstruction work,
the erection of workmen’s dwellings, schools, ete. (1)

Whatever may be the margins of income and capital which can he
assessed in a country and on which the State can levy taxation, the expe-
rience of the previous war warns us not to entertain delusions on the
yield of a tax on excess war profits when compared to the financial needs
of the post-war period. '

23. — On a capital levy.

On the other hand, a capital levy, ** the logical extension of a tux
on income ‘', does not justify great hopes. When the tax-payer’s inco-
‘me does not suffice to meet such a charge, and when he is compelled
to sell or mortgage at least part of his property to meet it, the extraordi-
nary tax on capital is only applicable once for all within the limits of the
“ liquid funds * existing in the country or which can be obtained from
further savings, with all the consequences of such recourse. The re-
sultant losses are always considerable, whether the limits above men-
tioned are respected or not.

If the limit of the liquid funds existing in the country be exceeded,
it should be remembered that the disinvestments which the tax-payers
in question may be forced to make will entail losses which the fiscal anthori-
ties should take Into acceunt for they will react on tax revenpes. A
skilful entrepreneur will prefer heavier taxation on income — which ends
by clearing away the less skillful heads of industrial enterprises — rather
than a tax on capital which, as its purpose i3 to levy more than the
income of the entrepreneur, will always compel even the most skillful

(1) Very sensible remmarks huve been made on this head by CorporLa d’Anwa, F ¢
** Progpettive della finanza e dell’ordinamento tributarie italiane . ** Associazions
fra le Societd per Azioni”, 1941.
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to reduce the size of their business aud should the business have atta-
ined a maximum of economic expediency, their returns from it will be
considerably redueed with a loss to all conecerned.

On the other hand, some writers consider that a tax on capital, levied
once and for all -— even'if it be referred to income (209, on income is
the equivalent of 1 9% on capital) — and levied even at a high rate, for
instance, 200 %, of the said income, and at progressgive rates, does less
harm to production than an ordinary tax levied on income at a constant
rate, say 10 %. The reason adduced is that when incomes are rising,
the ordinary tax absorbs goods to an increasing extent. An extraordinary
tax, on the other hand, whether compared to income or to capital is le-
vied once and for all (1). This assertion, however, implies the certainty
that the community is making <uch definite progress as to secure to the
tax-payers on whom the tax is levied and who are compelled to disinvest,
fature compensation for the loss now suffered. Should the compensation
not be forthcoming, and should the tax, because it is heavy or still worse
progressive, compel the taxpayers to make heavy disinvestments, a con-
siderable hindrance would be placed in the way of the growth of real in-
come.

Seen from this standpoint, the other assertion made by Pigou loses
its importance, . e., that when the State has urgent need of funds taxation
should be levied preferably on the wealthiest, because those who with
the rise of incomes gee their available margin grow more than proportio-
nately have much less difficulty in mobilising their wealth. As a matter
of fact it should be noted that when the receipt of a large income assures
a wide margin, it is not left idle. It is put to profitable use, or deposited
with banks who through loans assure its investment in profitable transac-
tions.

A capital levy, by obliging the larger owners to disinvest at lcast
a part of their capital, inflicts losses which extend to many economic
situations, places deposit banks in difficulties, and in the last resort
reacts harmfolly on the yield of taxation: all comsequences similar to
those brought about by progressive taxation and all the more dangerous
in times like those of the postwar period.

Such losses are the consequence of a capital levy, even when it does
not exceed the afore-mentioned limits of the liquid funds existing in the

() Prior, A.C ;™ Politieal Economy of Wur ™, Londou, 1921, pp. 202 »29q.
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country, Bither the extraordinary tax on capital is steeply progressive —
when for reasons just mentioned it hinders the growth of real income ang
the accumulation of savings — or it is only slightly progressive and thep
if the yield is to be of some importance, it must be levied with severity
on average and small fortunes, must sequester their incomes for several
years and plunge their owners into astonished dismay. Many consider
that a capital levy only affects large fortunes, shameless enrichment, and
that its purpose is to satisfy the claims of equity. This is not in keeping
with facts. Countries with a low average level of income must tax
with severity both average and small fortunes if they wish to secure appre-
ciable results.

24 — Some precautions.

If rates be moderate and payment be made in instalments, the extra.
ordinary tax may be converted into a tax onincomelevied over a certain
number of years. But in countries where an ordirary tax on capital
already exists the new tax will amount to a duplication. Under the
several names of ordinary and extraordinary, both taxes, theoretically
‘measured by capital, will be levied on income. The tax on excess war
profits amounts likewise to a duplication of the tax on personalty. The
two ordinary taxes on inecome and on capital, and the two extraordinary
ones on excess war profits and on capital increments due to the war, will
in the long run be levied practically on the same incomes, and will there-
fore intensify those disparities of which, in spite of the best intentions,
no system of taxation ever succeeds in freeing itself.

Should it be impossible in the post-war period to forego a capital levy,
some precautions might be taken to mitigate the losses entailed. Here
again the purpose of the tax should be strictly defined ; the rates should
be real and preferably proportionate; the level of the rates should not
be very high in relation to the instalments agreed on for making the
payments ; and these last should, in their turn, be in function bofh of the
volume of the amounts to be levied and of the degree of lignidity existing
on the market ; exemptions and abatements should be made in accordance
with prineiples of equity ; and so forth and so on.

Another precautionary measurc is that of co-oordinating the applica-
tion of an exiraordinary tax on excess war profits — which being levied
on nominal capital increments arising from the war conjuncture draws on
certain percentages thereof — with the levy of an extraordinary tax op
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capital, which within the limits suggested by the aforesaid consequences
will be levied on capital and on real and ascertainable increments. In the
difficult post-war period these two taxes, devised with different rates in
view of the different nature of the taxable property, may yield considerable
amounts on condition, however, that the assessments and the collection
proceed rapidly. Otherwise, further disappointmentr await the anxious
expectations of those who follow policies designed for the purpose of
levelling wealth,



Parr II.

RECOURSE TO NATIONAL SAVINGS

25. — Loans preferable to extraordinary taxation.

8o far we have endeavoured to show that in countries with a low
average income level, heavy inflation whose effects it has not been possible
to neutralise, and which have suffered severely from the destruction of
their sources of income, ordinary taxation cannot yield conspicuous re-
turns even when all efforts, such as eare in making the assessments, hea-
vier taxation, progressive rates raised to their utmost limits, are used
to secure them, On the other hand, the contribution made by extranr-
dinary taxation, even if it be appreciable, cannot be used to meet ordinary
expenditure. All this points to the need of recourse to the other available
margin referred to, that between the amount of savings considered indispen-
sable for the development of production and the total amount of savings-
existing in the conntry. Recourse fo this presupposes (@) a wide margin,
(b} the possibility of meeting interest charges on loans out of ordinary re-
ceipts, in short, abundant savings and the elasticity of the whole fiscal
system.

In times favourable to the accumulation of savings, a loan, as we
said, iz the cheapest and rapidest form of extraordinary taxation {1).

(1) The matter has been stated with must perspieacity by GrAziANI, A : " 1eti
tuzioni di seienza delle finanze ”, Turin, 1929, p. 828: *“* When we find in a politiral
aociety those ecomomic divergencier of comparative appraisements of present and
future goods between tax-payers and capitalists, national or foreign, public lvans
offer the most economnical means of providing for expenditure, as they make it pes
sible to devolve to the satisfaction of the needs of the community that wealth be.
fonging to capitalists which is, presutuahly less valued than any other portion of wealtlh
Shounld the authorities who interpret the valuations made by the members of =
political community be mistaken in the kind of sneasure they take, the taxpzyers
can at once change the system of the contribution, as if a loan has been made
when it would have heen more advisable to Jevy a tax, all they need do to eliminate
the effectr of the said loan and make them similar to those of an extraordinary tax
is to purchase securities of the public debt for a value equal to that of the interest
charges they have to meet; and if on the other hand the mistake was made of levying
a4 tax ra'ker than issuing a loan they can contract a private deht, thus replacing
a heavy temporary burden by a lighter but at the same time a more lasting one”

Recently Caprari, A.: “*I] finanziamento di una grande guerra . Op. cit., pp. 37,
44, 59, 75.6, 127, 151-7, 165-68, han reaflirmed this notion, as a result of enquiries of an
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But should the fiscal system be inelastic and should the service of the debt
be more costly for the State budget, the advisability of having recourse
to savings, even when available, may be doubied by the financial anthori-
ties. As a rule they are alarmed by the so-called problem of the national
debt. This perhaps explains the many alterations introduced into the
traditional means for reducing itz weight : sinking funds, redemption by.
taxing the wealthy, partial or total repudiation.

2. — The problem of the national debt.

In what sense does a proeblem of the national debt exist 4 1t consists
in this, that the debt ean indeed be cancelled, wiping it out with a sponge
in the belief that this will injure the wealthy, the powerful, those perhaps
who wanted past expenditures or even perhaps war. As a matter of
fact, the wealthy are indeed injured but so, and to 2 much more serious
extent, are small and average-sized investors, banks, insurance compa-
nies, charitable and relief institutions, more expecially in a country whose
government during a long period of war preparations or during the war
itself hag forbidden all productive investments. In such countries repu-
diation would mean annulling the results of the only means millions of

unusual deascription, and conies to the conclusion (@) that hoth Joaus and taxes can he paid
only out of existing liguid means or previous economies, which, however, cannot exceed
certain Litnita; (h) that a loan leads to a rise in interext rates which perhaps could be
avoided by a uniform tax on all incomes which would lower the interest rates pail on
all investments of savings; {¢} that nevertheless as a uniform fax has never heen se-
cured, extraordinary taxation, when equilibrium is secured on a given market, will
give rise to much more serious disturbances than the system of loans, and these
disturbances will be the more serious the higlher the burden placed on the taxpayer by
the tax, the more unequal the digtribution of incomes, and the more readily the hburden
of the tax can be tansferred. Thus, supposing that #& couuntry engaged in war can
invest savings in undertakings which vield higher returns than 1he interest which
has to be paid to private creditors. the State sbonld not hesitate to have recourse to
foans for the amounts required to cover the costs of the war and shold leave avail-
able savings for investment in productive activities (p. 127y

This same superiority of the loan aver the tax expliing why the wealthy man whe
can invest hir savinge very profitnbly suffers loss not only when an extraordinary tax
is levied on him which compels him to disinvest. but when le is obliged to subscrihe
a loan the interest on which is inferior to the profit he would have recured by investing
his money otherwiss. But those who have fewer opportunities for securing high returns,
henefit by subseribing to a loan the intcrest on which is at least equal to the current
rute of interest, It is true that a loan is more advantageous to the wealthy classes
than a tax /pp. 154. 185): the easier it is for euch individual to reduce cousumption
it view of the high leve] of incotues, the greater will he the henvfit secured by reeciv-
ing interest payments. But, unlike a tax, the loan leaves the citizen free to su hf:cn_h'e
in relation to his possibility of making future savings and undertaking future Tiabili-
ties.  Thus there can be no doubt that a loan is preferable when sve conside- that jt
vauses lesa disturbance on the ruarkel.
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people have had for investing their bard-earned savings, sometime! of
many decades.

If, on the other hand, the Government decide to respect the engage.
ments it undertook when issuing the loans, only the new savings arising
from the growth of real income will be available for reducing the debt,
Other expedients — such, for instance, as assigning for its redemption
part of the tax revenues (sinking fund quota}, or the whole revenue obtain-
ed from certain taxes (for instance, a capital levy}, — will shift the weight
of the debt from one to another group or groups of incomes on which the
taxes are levied for such purposes, but will neither reduce nor eliminate
it from the economic life of the eountry.

27. — Automatic amortisation.

The view of De Viti De Marco who believes that under certain condi-
tions the amortisation of the national debt is automatic, is well known.
He holds that the citizen no longer notices the weight of the debt when
his activities succeed in producing an income sufficing for the satisfac-
tion of essential needs and enabling him to offset the charge of the direct
and indirect taxation levied on him to mect the service of the debt (1)

It is of course true that not all those who contribute to meet the
cost of the service of the debt attain the balanee referred to. The State
can however favour it and thereby secure advantages much exceeding
those that the operations of the Sinking Funds or the yield of taxation
of 3 confiscatory character are likely to provide.

In the first place, the State can ascertain the quota of the yield of
all taxation, both direct and indirect, absorbed by the service of the debt;

(1) ** At that moment the national debt may be considered as extinguished e foclo.
Tits proposition, both as an ahstract truth and as a concrete tendency, demolishes the
opinion which holds that modern States will not fong be able to support the hurden of
the national deht on account of the enormous expenditure entailed by its service. The
fall weight of a toan is felt by the economy of the tax-payers at the time of jta subserip-
tion, when payment of the interest on same is provided for out of ordinary budget
revenues.  Later on, as the date of the issue gradually recedes, the fiscal pressure of the
debt steadily diminishes. The alarming figures of the original national debis and of
the interest on same, remain, hut offsetting credits (partite di gire) gradually tend to
empty the payment of debts of economie significance. This phenomenon may be con-
sidered as an automatic amortisation of the national debt ” (DE Vit DE Marco, A
* Primi principi.. .. Op. eit., pp. 385-86).

The plans Jaid down for building up the several Sinking Funds run counter fo
this automatic action, ; they often provide for payments and redemptions at ﬁx_ﬁd
dates and neither salisfy the needs of the State nor of private citizens. If, in spite
of this, they are kept up the purpose is not to reduce the cost of the debt which
the tax-paver has to meet but to show that the State pays its debts, even if only
partially and irregularly.
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and although not all those who contribute to the service of the debt pay
all the taxes, (often indeed they only pay same) it can ascertain
approximately the average quota, 10 % or 209, of each income
group absorbed by the said service. On the basis of these data it may
safely be stated that the burden of the debt is lightened and disappears
in the case of the several tax-payers asthey gradually ohtain an incre-
ment of income equivalent to the taxes levied for the service of the debt.
This balanee is obvious when the results of his productive effort enable
the tax-payer to purchase securities the interest on which amounts to
not less than the taxes he pays for assuring their service. Bul it also
exists whatever the investment may be in which the tax-payer invests
the fruits of his successful productive work.

28. — How cautious policies may favour such amortisation.

Such compensation may be facilitated for each individual balance-
sheet by a knowledge of the measure in which the securities of the Nation-
al debt are distributed over the several groups of income-rceipients.
If, as is gemerally supposed, the recipients of small incomes possess a
smaller absolute amount of such securities, the Government which has
ascertained this fact will be in a position to promote fiscal abatements
in favour of small incomes — an abatemornt entailing that of the taxes
levied for the service of the debt — as also abatements of direct taxation
in favour of those higher income groups whose recipients show Lhat they
hold government securities — thus facilitating their diffusion among
the public and their automatie amortization as well ag the conversion of
“eompulsory ' savings into national debt securities, as, for example,
in the case of dividends above a certain level — a conversion which
affords another way by which higher incomes may contribufe to bring
about the aforesaid balance between taxes and interest payments. By
intensive proganda and by the offer of favourable conditions the State can
also facilitate the diffusion of its securities among small investors and pro-
mote the inclusion in all balance-sheets of interest receipts on national
debt securities which still more clearly show that the taxes levied for
this purpose are offset by receipts.

One objection remains. The growth of real income does indeed fa-
cilitate in the case of each individual tax-payer the aforesaid balance
between receipts and expenditure; but it does not facilitate it s0 ob- -
viously in the case of the State budget, called on to meet heavy inter-
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est charges for the service of the debt. But even if the pressure of
taxation is unchanged, a total growing income yields larger returss,
Should the tendency of the income to increase make itself definitely felt,
the State can increase the pressure of taxation and lay the foundations
for that balance between receipts and expenditure, which far from being
an all-pervading obsession will shen be secured as the result of a slow
economic recovery, foreign to all forms of wonder-working.

It may not however be possible for many countries in the pog.
war period to avoid the conversion of the national debt, carried oyt
for the purpose of relieving, at least partially, the State budget (1,

Prepared by action taken to raise the quotations of the securities, ang
protected by abundant liquid reserves, conversions have a better chance
of success if made at a time when there is little demand for reimburse-
ment by security holders desirous of investing their capital in other ways,

It should however be remembered that payment in full of interest
rates could only be suspended subjeet to the undertaking to resume
them as soon as economie conditions allow. In this way the holder of
government securities might be credited with that part of the interest
the payment of which is suspended, in a bank deposit account, avail-
able at a specified date, on condition that, in the meantime, the State un-
dertake to abstain from all policies having the purpose of depreciating,
more or less intentionally, the purchaging power of the currency.

These are financial policies suited to States with a solid moral strue-
ture and carried out by men of undoubted capacity who can ecommand
respect and enjoy credit not only with the investors of their own country

{1} For references to some of the meagures taken in [taly between 1935 and 1942
to form reserves, such for instanee, aa the reduction of the dividends of joint stock
companies and the use of the funds provided by monetary revatuation, the investment
in Treasury bonds of a part of new capital issues, bigher war profits, and purehases
of shares, and as showing the coneistency of the national debt and the possibility of
reimbursing the floating debt, see the detailed report of ARENA, C.: * Appunti sulla
ricostruzione economico-finanziario ** Istituto i Finanza Corporativa, 1944, We find
there the following particulars.

On 30th May 1943 the national debt amounted to 255,054 million lire of capital
nulebtedness, distrihuted as follows : consolidated debt, 62,945 illion ; deferred
anmiities, 33,907 million ; Treasury notes 5,762 million ; redeemalhle — consisting
mostly of nine-year Treasury bonds for which the carliest date of maturity iz 1948,
with the exception of 21,443 million falling due on Ist september 1944 — 157,440
million. At the same date the floating debt amounted to 156,960 million distributed
ag follows : Treasury bills, 43,303 million ; extraordinary advances 58,882 miilion:
interest hearing current accounts 53,778 million. An increase of 20 milliards was
foreseen for the end of June 1943. Part of the floating debt is held by semj-official
corporations. ARENA suggests that the remainder be transferred to the capital debt
by means of volustary conversions, carried out in conformity with the policies adopt-
ed for financial rehabilitation.
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but also with those of other countries. This is important, becavse fo-
reign capital does not offer itself only for charitable purposes. It is
attracted by inducements and elearly defined guarantees which command
confidence in so much as they are offered by countries which, if compel-
led by necessity may indeed suspend partially or totally the service of
their debt so as to recover strength, but do not repndiate or deny the
fufilment of liabilities duly authorised by law and undertaken in times
of great danger for the whole ecommunity.

29, — Disguised borrowing: Loans obtained from semi-official insti-
tutions.

So far, refercnce has been made to loans issued hy the State and
offered for public subscription in various ways. But not all State loans
are obvious to the majority of tax-payers. To say nothing of the issue
of paper money, there are two forms of loans made in forms which are
not manifest to those who pay taxes to cover the cost of interest pay-
ments and the amortisation thereof.

The first of these are the loans the State obtains from the Crssa
Depositi e Prestiti (Deposit and Loan Bank) at a rate of interest. equal to
that which the Bank pays in its turn to its depositors; and thercfore
lower than that ruling on the market. At first sight, the transaction
may appear to be advantageous to national finance and to the community.
But it should be judged with caution. The second concerns the lability
of the State to pay to the concessionaires of public works annuities inclu-
sive of interest and amortisation payments.

It is true that in the case under consideration recourse to the first
of these two sources cannot be repeated for huge amounts. Indeed, a
State can obtain only once the capital which at a given moment is
held by State institutions — Post-Office Savings Banks, State insurance
institutes, soecial insurance funds, funds deposited with the Courts,
and held for all these institutions by the Cassa Depositi e Prestiti
— in exchange for bonds of the national debt for a nominal value
corresponding to the loans asked for and bearing a low rate of interest. In
the following years it will have to content itself with absorbing, as
4 maximum, the annual increments of the aforementioned amounts (1)
It is however true that these increments become considerable with the

_ () EiNaum, L.: * La finanza della guerra e delle opere pubhliche ™. Bono, Tu-
rin, 1914, pp. 163-08,
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mualtiplication of the several forms of insurance (life-insurance, O]J;g@
and invalidity insurance, ete.), made compulsory for increasingly 1ayg(.
groups, and that the habit of drawing on them leads to well-knowy
drawbacks, such as the absence of a strict control on State expenditure
which can be met with relative facility by loans made at a low cost ;
loss to the country of the difference hetween the average interest rate
which might have heen secured by investing savings in productive actj-
vities and the rate obtained on loans to the State.

It may be objected that not all the savings deposited with the State,
first by their transfer to its custody, and then by the attribution te it
of the annual increments, would have secured on the market the returng
obtainable in a period of economic prosperity. Nevertheless, the com-
munity always incurs a loss when a mass of national savings are thus
prevented from entering the free market where they would have lowered
interest rates with all the favourable reactions thus produced on the
capitalisation and growth of real income.

Moreover, the conversion of the deposits of some State banks — for
instance of the Post Office Savings Banks — inteo government securities
seriously endangers their liquidity, making it subject, like that of any
other bank, to the possibility of the simultaneous withdrawal of de-
posits consequent on panics or other exceptional events. And if this
danger of insolvency is not immediate in the case of the State insurance
institutes, as the payment of the amounts insured and of the intferest
due to the policy-holders is deferred to a future time, they run the dan-
ger common {o all holders of government securities of a fall in the price
of the securities into which funds belonging to others have been convert-
ed, and hence the danger of the devaluation of the capital of the several
corporations who were overloaded with such securities. This devalua-
tion may be caused by subsequent bond issues the government may
make, or by a rise in interest rates not extended to government securitics.

The consequences above referred to occur when the absorption of
the deposits held by the Cassa Depositi, social insurance institutes, and
sometimes by private banks also, instead of being the result of the sub-
scription of long or short term government securities is affected by op-
ening current accounts which the Treasury obtains {rom the aforesaid
institutes.

These current accounts may or may not bear interest in favour
of the State banks which open them. In the former case, the rate of
interest is always inferior to the current market rate and the case is pre-
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cisely the same as those previonsly mentioned. The system of huge
Treasury accounts has been accepted with favour in some countries when
the issue of Treasury Bills was suspended. At first sight it may geem to
be morte elastie than the issue of short term securities. But a more careful
examination shows that none of the cousequences complained of are avoid-
ed, and that, in addition, the Treasury has to keep a huge amount of
¢ash in hand, whieh if it does not remain entirely idle can only be used
in small transactions ¢n the Central Bank and which could be more profit-
ably invested by private owners.

Lastly, the dangers of insolvency and of the devaluation of the
capital of the creditor institutes exist whenever the State requires that
private banks or insurance companies purchase goyernment recurities
regardless of the distribution of liquid funds in the ratios suited to
their active operations, inclusive of invesiments in securities, The State
has recourse to such action either for the purpose of placing a new loan
on the market in which investors have not confidence, or to increase the
demand for securities already issued and neutralice the decline in their
quotations caused by subsequent issues.

30. — Loans considered as made to the State by the concessionajres of
public works and which the State repays by means of annuities.

A second form of disguised borrowing consists in the State under-
taking to pay annuities, subventions, or contributions to public corpor-
ations, associations, or private companies for the cxzecution of public
utility works,

Instead of specifying an amount to be immediately provided for
in the budget, the Government prefers fto say that for carrying out a
given work it is necessary to make a budget appropriation with which
to pay over a given period of years an annuity covering the interest
payments on loans raised by the municipality, railway-company, land-
reclamation association, or other body to which a conecession for the
exeeution of & given work has been granted.

These appropriations are entered on the budgets of the departments
most closely connected with the purposes for which the several works
are carried out, and which very often contribute to their cost. But in
practice the annual expenditure for such contributions is only entered
for a few tens of millions, and those whose business it is to examine the
budgets do not perceive that the Government is incurring a load of
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indebtednesy which sometimes amounts to milliards ; they raise no objes-
tion to the extension of th_eﬁe loans which the Government ig obtaining
from the concessionaires of public works and which it repays by mean;
of annuities inclusive of interest and amortisation instalments (1).

The concessionaire who has not the money required for starting
and completing the work planned, confracts a loan on the open market,
offering as surety the annuities the State undertakes to pay him.

He may apply in the first place to a bank, perhaps an ordinary bank,
for advances (provisional financivg) guaranteed by his credit on the State,

When the work is finished he may definitely surrender the annpuities
the State owes him to a State bank — generally to insurance institutes —
and make provision, for returning the loan obtained for provisional finane-
ing from the ordinary bank.

On their side, the insurance institutes, if they have large available
eapital resources, find it advantageous to invest them without any rigk
by advancing annuities and to wait over a long period from 5 to 50
years which is the maximum length of the annuity payments under the
laws of zome countries, for the gradual recovery of the sum loaned.

The only difference between the system of open public loans and of
these disguised loans is that while the securities of the national debt
circulate easily and are taken by all classes of investors — and on their

{t) Ax an example we give the following talle showing the situation in Italy
in 1935 :
Total indebtedneas of the Ttalian state

in 1936
milliens of lire

Comsolidated . . . . . . . . . .. e e 4,802

Redeemable . . . . . . . . . . . - . . . ... ... B2099

Floating . . . . . . . . . oo 11,285

103,276

Treasury debts .. . e e e e e e 708

Credit held by the Central Bank . . . . . . . . . . .. 1,773

Morgan loan . . . . e e e e a60

Sundry debts .- . . . . e e 8,370

Excess of budget deﬁuts over surp]uqses e e e 5,087
Debts of the local governinent adininistrations. .. . . . . 1,184 )
Annuities (deferred payments) . . . . . . . . . . . . . 30,000 to 32,000
GGraxp ToTar . . . . 152 348 to 154.348

At that date the expansion of the national debt was chiefly due to deferred pay-
wents, Tndoubtedly many public works had been carried out ; but from the exclusive-
Iy economic atandpomt thoy could never be considered as mvestments bringing n
an income which would adeguately offset government expenditure on them. (sec the
Il wtudy in this velume, par. 16 and 17), -
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behalf by private banks also which colleet undifferentiated savings —
the system of annuities addresses itself exclusively to the capital held
by semi-official corporations which, by discounting the annuities due from
the State, finance the concessionaires of public works.

It may certainly become dangerous to arrange for a division of la-
bour between private banks and State banks under the impression that
it will thus be possible to secure for the State * economic independence ”.
it may also become dangerous to spread among the public the conviction
of the greater safety enjoyed by deposits made with State banks with a
view to attracting towards them most of the new capital accumulated
in a country. The danger lurks in the fact that the State may thus be
too easily induced to incur expenditure.

But if State banks exist in a country, the danger that the State may
have too ready recourse to savings exists whether government loans take
the shape of national debt securities or that of reimbursements by means
of annuities.  So this aystem, if hedged round with some guarantees —
such, for instance, as a maximum limit placed on the annual budget
liabilities on their account, a maximum rate of interest the State is willing
to pay on annuities, inclusive of interest and amortisation payments, the
right reserved by the State when making the concession to redeem the
loan as soon as the mavket rate of interest falls below that agreed on for
the annuities —is not more costly {except for the small amortisation quota
in addition to that for interest) nor does it present more serious drawbacks
than others.

31. — Similar effects of open and disguised borrowing..

The effects on the financial market are not different from those met
with in the case of open loaus, for after all both transactions are State
loans.  In substance, all the State does is to reimburse the cost of start-
ing and completing works, the responsibility for which is left entirely
to the concessionaire (1). ‘

It may be that the danger of insolveney is not immediate in the case
of banks which anticipate annuities, and in a certain seunse it may be said

{1] For fuller details, see my report ““ Des fondes spéciaux dans les finances pulili-
ques et plug particuliérement des programmes de travaux publies , * Congrés Inter-
national des Reiences Economiques ’’, Domat-Montechrestien, Paris, 1937

See also ** L'influence de Pémission et de 'amortissernent des emprunts d’Etat sur
l_fe marché des capitaux industriels et commerciaux ”, ** Conférence Internationale des
Beiences Economiques Appliquées ™', Goemaere, Brussels, 1930.
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to be immobilised when they are eredit banks working with their own .
pital or with capital obtained by the sale of their own debentures, or when
they are semi-official insurance institutes not exposed to the danger of
the possible withdrawal of deposits. Nevertheless, the phenomena now
50 well known — and among the most apparent is the rise in interest and
bank rates and the diversion of savings from productive investments
throngh the instrumentality of the stock exchange accompanied by the
fall in share quotations — are sure to occur should the State issue new
loans in the form of annuities, even though the maximum limits placed
by the Treasury on annual liabilities for such contributions be respected.

Evidently all these phenomena, here referred to only incidentally,
will be all the more keenly felt the more extensive is the issue of sucl
loans. Should the total volume of State annuities be small as comparel
to the whole resources of the financial and money markets such phenomena
will not be very apparent. )

Among the consequences of the issue of government loans, mention
should he made of the variations in average price levels which are not «n
much affected by the velocity of the circulation of government securities
as by the mass and velocity of the circulation of notes, cheques, bills and
other means of payment in which the advances made by the various insti-
tutes on the security afforded by the government annuities are paid.
Thus this second category of semi-disguised loans also reacts on the finan-
cial market in a manner similar to that produced by the issue of paper
money, and this must be taken into account by the anthorities when
taking measures for stabilising the currency.

{B) RECOURSE TO FOREIGN CAPITAL

32, — When it becomes necessary.

Mill asserts:  Whenever capital is withdrawn from production
or from the fund destined for production that whole is withheld from
the labouring classes. . . 7 There exist cases, however, in which borrowing
does not have such consequences : ¢ namely, first, when what is borrowed
is foreign capital, the overflowings of the general acenmulation of the
world ; or, secondly, when it is capital which either would not have been
saved at all unless this mode of investment had been open to it, or after
being saved, would have been wasted in unproductive enterprises, or sent
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to seek employment in foreign eountries . He adds that those in need
of having recourse to savings find in the tendency of the interest rate on
the home market to rise, the principal reason for seeking credits on markets
which offer it at lower rates (1).

In drawing a comparison hetween recourse to taxation and recourse
to loans, Wagner does not scem to distinguish between home and foreign
loans. He points out that heavy taxation withdraws capital from pro-
duction which would otherwise fiow towards it and entails disinvestments,
and in these two ways reduces available capital, the flow of incomes, the
formation of new savings. It is therefore advisable to secure capital
wherever it can be had at least cost {2).

Graziani also calls attention to the fact that * loans may be used
to meet extraordinary expenditure, and recourse should be had to them
all the more readily when they are incurred to meet expenses relating to
services which can yield a revenue to the State, and especially when the
State ebtains the capital from foreign sources or from the available re-
sources of the nation ™ (3). As to the assertion that the debtor hecomes
tributary to other foreign governments —— apart from the fact that heavy
taxation, by reducing capital resources, would also have reduced the tax-
able capital — it should be remembered that while it is true that the in-
terest on the loans has to he paid, this is done at the times which are
considered most suitable for the national cconomy.

In substance, when taxation cannot be raised without reduecing in-
vestments, real income, and the formation of capital; when the savings
available in a country are small and the population does not or cannot
make further savings (4); under the pressure of financial needs recourse

(1) Mt Joux StoarrT: ‘‘ Principles ™. Book I, chap. V., par. 8, and book V.
chap VII, par. L.

(2) WAGNER, A, : * Finanzwisgenschaft * 3rd ed. Vol. 1, Leipzig, 1883, pp. 144-169

(3) Graztant, A, : ° Istituzioni di Scienza delle Finanze ” Book If, chap. I, p. 71.

(4) If recourse is not had to forms of taxation or of inflution -- which latter by
cauging prices to rise compel the recipients of incones which have become inadequate
not to spend them becanse the said prices have become inaccessible to them — it is
stll difficult to carry out the intention of ‘' forcing the public to save . GauBiNo, A,
in some ** Appunti salla ricostruzione dell’'economia italisna ™, °* Istituto Nazionale
di Finanza "', 1944, remarks that ultimately it is always the individual who decides
between consumption and saving, and that when he is induced to save rather than
consume the goods which can still be freely purehased, he is always accomplishing
a volaontary act. This is true; but it is no less truc that his voluntary action is
reatricted within ever narrower limits by the varivus prohibitions. Amd should the
incoms not be spent on goods which can still be freely purchase and wlich the incone-
holder way consider of Hitle value to him, the probibitions will have been effective
in compelling him to save.
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to foreign capital becomes inevitable.  This is so in the case of individuals,
in conformity with the tendency to reconstruct the ratio required by
technical development between the various factors contributing to the
growth of production; and in the case of public bodies — in the first
place of the State — with given precautions and under certain conditions,
a8, for instance, when it is a question of meeting emergency expenditure
and if is possible to reckon on a certain elasticity of the fiscal system and
of the economic equipment of the country. :

As a rule, loans are sought in countries with a high average level of
incomes and extensive international relations. Experience shows that
in such countries the supply of capital is more elastic, and more readily
follows those variations in interest rates on loans enjoying like security
and of the same duration which are sometimes noted in the case of such
securities as shares and debentures. In countries where the total in-
come is very much subdivided and the average low, higher interest rates
are required to overcome the diffidence of investors towards foreigu
. loans.

Not much has been written on the subject of foreign loans, but the
literature on the subject has attained a considerable degree of accuracy
in defining some of the phenomena. We shall endeavour, as is our cus-
tom, to examine the chief consequences of a foreign loan to the lending
and to the borrowing country during the period over which the instalments
of the loan are paid and the interest and sinking fund payments made. We
shall explore the grounds for considering that some theories on the subject
are well founded and see within what limits and with what additions they
may be able to afford a solution for the many phenomena of the post-war
period, during which it is easy to foresee and to hope that large loans may
be made hy the richer countries to the poorer.

33. — Phenomena accompanying the collection of savings existing on the
lending market.

A loan made by one country to another always ultimately takes
the form of goods and services exported from the lending country on a
larger scale than was usual prior to the payment of the first instalment,
goods and services which are received by the borrowing country in larger
amounts than before.

It is customary to assert that by granting a loan the lending country
forces its citizens to reduce their consumption, or at least their future con-
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gumption of commodities (1), as a part, sometimes a considerable part
of available capital is directed by the loan towards uses advantageous to
a foreign eountry and leads to a reduced supply of consumption goods
on the home market, s reduction corresponding to the amount and
duration provided for in the conditions of the loan. It is only when the
loan is returned in full or in part that the lending country can again
expand its own consumption, unless it might be added, this consumption
in spite of the confraction which has oecurred in the meantime, should
prove to be so abundant as to arouse no desire for more.

This assertion is not always supported by an examination of the
facts which accompany the collection of savings and their expenditure
on the lending, the borrowing, and on sundry markets.

When the amount of the foreign loan to be made does not exceed
that of the capital available in the conntry — mainly in the form of bank
deposits, (to simplify our argument we do not take into account the seve-
ral forms of hoarding) the collection of savings does not place restrictions,
immediate or future, on the country colleeeting them. The banks of
the lending country appeal to their depositors to subscribe the loan.  More
frequently however, as the borrower has to use the loan to meet long
term liabilities, the banks themselves consider it preferable to have recourse
to the ordinary machinery of personal credit, 4. e. the issue of securities
by the business concerns or governments of the borrowing country ;.such
securities are better suited for collecting zavings than the mere withdraw-
al of deposits which, more especially in the case of business concerns,
represent circulating capital held for short term investments. '

Consequently, the banks of the lending country purchase the shares
and debentures of the business concerns or public bodies of the borrowing
country, and redistribute them among those desirous of holding foreign
valuta which is found very convenient in certain kinds of business trans-
actions ; or they themselves, — when indeed the government is not itself
the lender-—issue securities of their own on the basis of the {oreign issue,
which offer to national investors a fuller guarantee and enable them to
solicit even small subseriptions, thus overcoming the preference of
investors for liquidity. The rate of interest both on the securities issued
by the foreign borrower -— a matter of no concern to the lending market
— and on the securities which the bank or the government of this latter

(1) CaB1ATI, A.: “ Fisiologia e patologia economica negli scamhi della ncchezza
fra gli Stati®, Giappichelli, Turin, 1937, pp. 190-1, 171-3.
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may gee fit to issue, may even exceed the rate paid om bank deposits.
Should hewever the capital invested by the lender in the new security
be limited to that which lay idle or yielded a low return, there iz ne
reason why the higher rate of interest should persist.

Nor is there any reason why the prices of goods intended for eonsump-
tion on the home market and of those imported or exporied should
vary ; or should they vary, there is no reason why such changes should
last.  Therefore the colleetion of savings on the lending market affecty
interest rates and price levels but little and only momentarily and doey
not place restrictions on present or future consumnption.

34. — Phenomena consequent on the collection of savings in excess of
the amounts available on the lending market.

As a matter of fact neither does the collection of a larger amount of
savings than that available on the lending market entail restrictions.

In such cases the collection of savings may be made posaible by lowering
consumption on the home market should the banks of the lending country
refuse or curtail loans to business working to produce goods for home
consumption. The rationing of credit entails sooner or later a smaller
supply of goods, higher prices, the reduction of consumption. Tt also
entails —so long as the volume of capital remains what it was and the only
changes are those in its distribution between home and foreign investments
—a rize in the rate of interest, due to the fact that the business concerns
who have been refused loans by the banks or have seen them reduced,
have to sezk credit elsewhere at higher rates. It is also likely to depress
the activity of the business concerns who are refused the loans to which
they were accustomed or who see them reduced.

But, even if we only consider the effects of the ecollection of capital
by means of reduced consumption, the rise in interest rates will induce
merchants to liquidate their stocks, will lower prices, and will facilitate
larger exports of goods, services and securities to countries not inclined to
raise artificial trade barriers. The larger offer of bills and favourable
exchange rates will also encourage the import of those commodities
wihose price on the lending market was higher than that ruling on other
markets.  Thus, while some commodities will rise in price as a result
of a smaller supply, others will he cheaper, and the collection of capital
made possible by a decline in consumption will lead to changes of some
importance but easily offset by the growth of exports and imports.
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The collection of capital in excess of the available deposits on the
lending market may he made possible by reducing imports, and it will
then lead to a rise in the price of the stocks of consumption and ecapital
soods until then imported from abroad; in the prices of substitutes for thewe
two groups of commodities ; in- the prices of goods manufaetured with
the said imports. Here again there is danger of a business depression in
the lending country atfecting enterprises accustomed to work with import-
ed goods, and in the borrowing country as a result of the new direction
given to production in the lending country which may lead to the redue-
tion or even to the abolition of the demand for ity exports. It rarely
oceurs that the business concerns who are compelled to reduce their acti-
vity on the borrowing market are the same as those deriving a benefit
from the loan which enables the lending market to reduce its imporix
from the borrowing market.  Thus the collection of capital obtained by
reducing imports does not lead to any persistent rise in the rate of interes
a8 savings become more abundant, nor to a rise in the price of goods fer
home or foreign consumption unless indeed the said goods should be
instrumental, supplementary to, or replace those until then ‘imported in
smaller quantities from abroad.

Of little importance are likewise the changes produced on the lend-
ing market by the collection of capital obtained by the elastieity of the
credit system,i. e., by credits which the lender opens in foreign countries,
the nse of which he grants to the borrowing country ; or by the creation
of credit which the banks of the lending country place at the disposal of
the borrowing country. The changes brought about by such means
are of little importance provided that the “ new ” monetary means nevey
exceed the growth of the real income which —mayhbe as the result, of other
productive activities — the lending country expects to secure during the
whole period over which those means will remain in circulation, 1. e. the
period required for the subscribers of the foreign loan to veturn the
advances they obtained from the banks wherewith to make their sub-
scriptions,

We must however complete our appreciation of the scanty importance
of the phenomena likely to follow the collection on the lending market
of capital in excess of available savings deposits, by noting the phenomena
to which the expenditure of the amounts secured by the loan will give rige,
These two sets of phenomena c¢an be kept apart in theory but complete
each other in practice.  In judging whether the lending country by
granting a foreign loan places restrictions on home consumption, we
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should consider the effects produced not only by the collection of the capi.
tal but also by its expenditure which may take place on the lending, the
borrowing, or on other markets.

35. -— Phenomena produced by the expenditure of the loan on the lending
market.

The expenditure of the capital collected to make the loan may take
place on the lending market.

(4) The borrower wishes, for instance, to purchase capital goods,
(engines, rolling stock, road building or drainage machinery, eranes and
other machinery for raising weights, agricultural and industrial machines).
The banks of the lending country which subseribe the loan, grant credit
to the business houses of the country producing the eommodities required
by the borrowing country. Should the volume of consumption goeds
on the lending market remain what it was before the loan was granted
and should the banks refuse credit to the business concerns which until
then manufactured for the home market in order to grant it to those now
working for the borrowing market, there will be no real restriction of
consumption, immediate or proximate. As in the case in which loans
are made only with savings already available, there will be some slowing
down in the production of certain goods, as, for instance, of those used
on the home market whose activities are now directed towards produc-
tion for the borrowing country. But this pause will be followed by a
revival of production as soon as the recipients of incomes distributed in
relation to the production of goods for the borrower demand eommodities
which can be produced by the business firms to whom the banks refused
eredit in order to made loans to the borrowing country.

This occurs also and in a more obvious manner if the capital for the
loan is supplied by the reduction of imports. The quota of national
income which was sent abrqad will now be used for intensifying the produc-
tion of goods for the borrower, and when redistributed in the form of in-
comes to the several persons participating in those activities, it will
enable its recipients to make new purchases of commodities which may
perhaps be different from those formerly imported and have varying
degrees of utility. The same thing occurs when the capital for making
the foreign loan is supplied in the lending country by credit created by
the banks in the interest of national business engaged in producing for
the borrower those goods which represent the loan.
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If we consider the phenomena connected, not with the collection
by one of the means above mentioned of the capital required for making
the loan, but those connected with its expenditure on the market of the
lending country, we thus find instead of depressions, unemployment of
the factors of production, higher interest rates, and lasting price changes,

(a) the shift of productive factors from those businesses which
produce for the home market te those which produce goods, for the most
part capital goods, for the borrowing or other markets ;

(b) a different distribution of capital among short and long term
investments, as the banks which must finance business working for the
borrower withdraw their available resources from the contango and dis-
count markets, compelling their previous clients to seek elsewhere the capi-
tal they need, perhaps by offering a higher rate of interest and thus lead-
ing to a rise in interest rates. This rise will, however, be of little import-
ance when the elasticity of bank credit is marked and the trade cycle is
nearing the phase of depression at the time when the loan is spent on the
lending market ;

(¢} a decline in the production of some goods followed, however,
by a recovery as soon as the participants in the activities carried on in
behalf of the borrower apply the incomes they receive to the purchase of
consumption goods which were produced also prior to the loan;

(d) a rise in the prices of goods produced for the home market.
In this connection it has been asserted by some (1) that even in the case
of credit created by the banks, as the larger volume of monetary instru-
ments is offset by the larger volume of goods produced for the borrowing
market, it can never lead on the lending market to permanent and notable
price rises. Undoubtedly, if the banks do not grant loans to an exagger-
ated extent, and if the goods which can be produced for the borrower
do not represent an appreciable quota of the whole volume of goods and
services existing in the country, the price rises will not be considerable.
But as at the close of each cycle of production the goods produced for the
borrowing leave the lending country, the excess of monetary instruments
when compared to the volume of the currency in circulation before the
expenditure of the loan, will affect the prices of many goods and services ;

(¢} the reduction of any unemployment which may exist, espe-
cially in the post-war period ;

-{1) CaBiam, A., Op. cit., p. 174



202 INTRODUCTION TO POST-WAR RECONSTRUCTION

e - ——————

{(f) prospective earnings which can be realised as interest and amgy.
tisation payments gradually enter the lending country.

On the cessation of hostilities, should a loan be very urgently requir.
od, the lending country may, within certain limits, convert munitions
of wav (armoured ears, mechanical devices) into peace-time machinery
(tractors, machines) at a cost undoubtedly lower than that which would
be entailed by the production er-nove of eapital goods for peace-time
purposes.

Should the exporters of the lending market also obtain from their
banks the means wherewith gradually to return the loans made them
for the production of the goods required by the borrower, as they in
their turn receive back from the latter the loans granted in the form of
the capital goods, even those disturbances in the exchange rates, which
begin to be felt only when the proceeds of the loan are spent in a
country other than the lender, will have no occasion for making them-
selves felt.

Therefore, not only will the lending country suffer no drawbuacks
by making loans which are spent on its own market, not only will it ex-
perience no restrictions of consumption of any importance beyond those
due to & possible rige in price caused by the circulation of “ new ™ mone-
tary instruments, but it will secure many advantages, among which the
following are the more important : a larger output of production than
would have becn had had its capital been invested only on behalf of (he
original owners of the lending country and not in behalf of those who in
the borrowing country have put it to more profitable use hoth directly
and indirectly by using capital goods obtained on eredit ; the growth of
real income ; greater opportunifies for consumption (1).

(B) The capital collected in the lending country may be used on its
own market not only for the purchase of capital goods required by the
horrower, but also in profitable transactions such as advances and ¢ven
contango operations.  In thiy case should the profits offset the interest

{1y It is quite true that British capital bas bailt ecotton mills in India and
Russia, steel milla in Canada, other industries in Sowth Ameriea, thus leading to a
competition with the similar British industries. But it is also true that by enriching
her Dominions England bas greatly developed her own exports and that a great part
of the productive income of the remote parts of the Empire goes in the shape of di-
vidends to British capitalists. What is altered is the geographical distribution of
the industries, which by making the peoples invreasingly interdependent, secures the
highest degree of perfection in the territorial division of labour . CaBiaTi. A.: © Fi-
siologia e patologia economica..... ™. Qp. cit, p. 178
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payments on the loan due from the borrower to the lender, the transfer
of bills is avoided, the exchange rates remain unaltered, and so does the rate
of interest and the volume of the factors ot productien. In this case
even the phenomena referred to in the previous paragraph will be avoided.

36. — Advantages of borrowing in kind to the borrowing country.

The advantages the borrower receives from a loan in kind are alse
evident. The goods ebtained may combine with the available factors
existing in the country —for instance man-power, land areas — thus pro-
moting more intenﬁive prodnction ; they may lower production costs ;
favour exports ; increase the volume of total real income ; offer employ-
ment to unemployed masses.  These are phenomena of real importance,
especially when care is taken to obtain from the lender capital goods for
the ¢ independent ™ production of consumption goods which meet the
demand of the home or foreign markets, or for public works typically
instrumental in the production of consumption goods or whose execu-
tion cannot be deferred.

Banking activities, confined to the function of making advanees, may
supply most of the circulating capital. This is why fhe rate of interest
on the borrowing market saffers no flucteations, and why the sverage
price levels for the chief groups of goods and serviees imported from abroad
and assigned for consumption on the home or on foreign markets, do not
fuctuate.

More accurately speaking, the larger sapply of finihed goods due to
the greater productive activitiy encouraged by the loan, lowers the price
of commadities for cousumption on the home market and for export,
but increases the demand for many other goods used in their production,
without ever succeeding in depressing the prices of imports other than
those in which the loan ‘“ in kind " is made,  Thus the inflow of capital
goods representing the loan does not justify the statement that by encour-
aging the supply of finished products such aloan lowers their price, favours
exports, prepares the way for paying subsequently and more easily the
interest and amortisation rates,

The fact is that an influx of capital goods which meets real needs
of different branches of production undoubtedly encourages a more abud-
ant sapply of finished goodx at lower prices.  But the persistence of
the lower price level depends on many other factors which may neutralise
it or, perhaps, accentuate it.  In any case, the advantages a borrower
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may obtain from loans in kind cannot be measured by the price level,
whether lower or higher. They are similar to the advantages we have
already referred to in the case of the lender :

(a) in the first place, the employment of the factors of productiop
which, in the absence of a loan — for instance in the absence of capita
goods — would never have been secured. The pressure which masses
of unemployed workers may exercise is thus relieved ; () the more exten.
sive use of available factors —for instance, land, labour ete. —which toge
ther with those arriving from abroad, can enter into combinations of great.
er economic expediency than these which could have otherwise been
arranged for on the home market, for instance, autarchic measures ; (¢) 3
larger supply of commodities and capital goods for which there is a demand
on the home and foreign markets ; (d) the growth of total real income;
(e) larger opportunities for consumption.

It would seem superfluicus to illustrate these phenomena in detail
They indicate the advantages secured both by the lending and the borrow-
ing countries. Nor could it be otherwise ; voluntary exchanges never
benefit only one of the parties to the transaction.

37. — Phenomena produced by the expeaditure of the loan in countries
other than those which have negotiated it: (4) Phenomena which
can be noted in a lending country with a gold standard currency.

The expenditure of the loan in a country other than that which makes
it entails, as we have said, the consideration of exchange rates, . ¢ of
the ratio in which the monetary unit of one country can be exchanged for
that of another.

Two countries 4 and B, — for instance, England and the United
States — with a monometallic gold system and trade limifed exclusively
to.the exchange of goods, a balance being secured by importing goods for
a total amount equal when expressed in gold to their exports, agree that
the former shall pay to the latter a constant amount, over specified nnits
of time, in the form of bills drawn by exporters in the lending country on
debtors either in the borrowing or in other countries.

The banks of the lending country, which underwrite the foreign loan,
seek bills payable abroad wherewith to meet their liabilities. The greater
demand for bills raises their price on the lending market. Should it
raise it above the gold points part of the gold reserves of the lending country
will migrate to the borrowing country. This will lower the prices of the
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products, encourage exports to the United States and to all the other
countries with whom the borrower is in trade relations ; it will lead to
a larger offer of foreign bills which will allow Ameriean bills of exchange
to return to England at a price lower than the upper gold point, and will
enable the lending country to pay the remaining instalments of the loan
not in bullion but in bills of exchange, securities, or goods.

To secure a larger and more immediate outflow of exports, the Central
Bank of the lending country may raise the bank rate, which in countries
with a fiduciary currency is the first means used for ‘ correcting ” the
exchange rates. In any case, should there be variations in the bank-
rate — following a first body of bills the demand for which raises the price
of American bills of exchange in England above the gold point, and after
an inflow of gold which again brings the said price below the gold point —
the payments of the loan may continue to be made, if advisable, by
means of bills which represent exports of goods and capital from the lending
country both to the borrowing country, and, as aresult of the well known
sffecty of arbitrage, to all the other countries whith which it trades.
Exports, therefore, of goods and securities and in the first place of the
foreign securities which may be held by the lending country, as the export
of securities completes that of goods, reduces the need of lowering their
price and does away with the need of raising the bank rates for that pur-
pose. In any case, all these exports will increase as compared to their
previous volume to the extent required for supplying the bills needed
for paying the instalment quota.

If, on the other hand, the loan be a conspicuous one and be made
within relatively brief periods of time, the exchange rates in the lending
country, as a result of the eager demand for foreign bills on the part of
the borrower, may rise even above the upper gold point, leading to a heavy
export of gold which by encouraging the fall of prices and larger exports
of goods, securities, and bills, will cause the price of bills of exchange to
fall below the upper gold point and will make it possible for the lending
country to continue to transfer the loan in the form of bills.

It is not easy to judge of the advantages a lending country may se-
cure by making a loan spent on another market until the loan itself has
been repaid.  If we only take into account the phenomena following the
collection of capital on the lending market, we should have to ascertain
the restrictions placed on consumption due to the fact that, as a result of
the loan and of the rise in ¢xchange rates, the nationals of the lending
couniry are only able to acquire smaller quantities of foreign goods, while
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many commodities which were previously sold only on the home maryet
are now absorbed by the export trade which is encouraged by the rise iy
exchange rates. Such a notion would however be an incomplete one,
As we have already shown, an examination of the phenomena produced
by the collection of eapital should be completed by that of the phenomeny
noted in the other phases of an exchange of capital rationed over time, a;
in the case of a foreign loan.

38. — (B) Phenomena taking place in a borrowing country with a gold
standard.

The results of the influx of bills and possibly of metallic morey on
the borrowing country will vary with its monetary system.

In the case of a gold standard currency, an influx of gold relatively
larger than the other subsequent inflow of goods, would raise the prices
of gools and serviees ; raise monetary incomes ; encourage imports repre-
senting the proceeds of the loan received by the horrowing country, It
would discourage exports. More precisely speaking, the prices of the goods
imported from the lending country will remain at a lower level than those
of the goods intended for home consumption ; as the rise in the price of
the bills of exchange of the borrowing country in the lending country —
in the example under consideration, of American bills of exchange — will
determine 2 fall in the price of the goods of the borrowing country —i, ¢.
of British goods — expressed in the currency of the lending country, . e
in American currency — hence the interest of British exporters to
export at all costs so as to obtain American bills which can now purchase
larger quantities of British bills and goods. And even should he receive
gold as a result of the loan, and even should the prices of goods and ser-
vices for the home market rise, the gold currency borrower profits by the
full diffzrence between monetary incomes, which tend to rise, and prices
of imported goods which tend to fall with the depreciation of the pound
sterling — offered in larger quantities 238 a regult of the loan — in terms of
dollars.  With the same amount of work, the borrower obtains larger
quantities of goods and services than he obtained prior to the loan.

On the other hand, the nationals of the lending country, accustom-
ed to consume goods of the borrowing country — even should they con-
tinue to receive the same monetary incomes as prior to the loan, or should
they receive smaller incomes owing to a conspicuous outflow of gold to-
wards the borrowing country — have to pay more for the goods of this
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latter and to purchase them in smaller quantities. The exports of the
borrowing country tend to decrease (1) and taken as a whole the tendency
of monetary incomes and of the prices of goods for home consumption to
rise is paralleled by the tendency to a fall in the prices both of goods
for import and for export.

39. — Advisability for the borrowing country with a gold standard to
spend the loan received on its own market.

The borrower may find it advisable to spend the proceeds of the loan
on his own market., It thus purchases capital goods or consumption
goods, it pays wages which are converted into consumption goods, it
encourages greater industrial and commercial activity.

The foreign exchange resulting from the loan, is presented to the
Central Bank to be converted into notes. The Bank may make new note
issues and increase the volume of raoney in circulation, a poliey justifiable
as long as the exchange thus received is paid into its reserves but a risky
policy so long as the exchange remains outside the reserves as for in-
stance when the Bank accepts if only to be carried forward and issues
paper on the unchanged bagsis of existing reserves. In any case the notes
give rise to a larger civculation of chegues of the ordinary eredit banks, to 4
larger capacity of consumption, to an expansion of the several forms of

B

(I) The always valid theory of Tauvssic, F. W.: “ International Trade under De-
preciated Paper, A Contvibution te Theory ”, Quarierly Jouwrnal of Economics,
May 1917, reprodaced and developed with admirable lucidity in the volume “ Interna-
tional Trade . Op. cit., chap. 12, chap. 25, chap. 30, is derived in this first hypothesis
of 2 gold currency for both countries, from the standard economists but leaves room
for a misunderstanding which it would seem desirable to clear up right away. The
misunderstanding is that gold movements cause those currenta of exports and imports
of goods, securities, and services which reestablish a balance. But the fact is that,
even in countries with a gold eurrency, price changes and changes in the direction
of trade ourrents are dne not to the flow of gold from the lending to the borrowing
country, but to variations in the price of bills of erchange caused by the loan, the
ineressed demand for foreign exchange by the borrowing country, the greater sup-
ply of foreign exchange by the lending country. It is these variations which lead
to tle shift of gold from one country to another. Even shguld these gold move-
ments not take place because, for instance. the fiuctualions in the price of American
bill: of exchange in London or of British bills of exchange in New York do not reach
the gold points, the transfer of the loan wonld still give rise to the depreeiation of
British goods in terms of dsllars, to exports from England to the Uuited States, and
to profits accruing to the latter in their quality of lenders. Slould they oceur, gold
movements will serve to spread over all the prices of goods or services the changes
which have already occurred in the price of bills of exchange as a result of the loan.
But even in the hypothesis of a borrowing country with a gold currency, the primum
mokils of commercial currents is always the variation in the price of bills of exchange
of the lending country in terms of the currency of the borrowing evuntry.
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‘1‘_‘
demand, to a rise in the price of goods intended for home consumption.
The stimulus given to production by the loan inereases the demand for
labour and raises the level of wages, as in a period of progperity. More
accurately speaking, if there was unemployment money wages will rise,
ut if there was full employment the competition between entrepreneurs
desirous of enlarging their business will lead to a rise in real wages,

After some time the rise in the price of goods and services will leaq
the country to make larger imports. It is indeed true that this will
increase the trade deficit and raise the demand for foreign exchange. Noteg
are then presented to the Central Bank to be converted into geld or
foreign exchange, and the proceeds of the loan tend to emigrate. But
if during the period intervening between the influx of foreign exchange
consequent on the loan and the demand to provide for more advantageous
imports, foreign capital should succeed in reviving the activity of the bhor-
rowing market, it will reduce unemployment, increase the volume of pro-
duction, and prepare favourable conditions for the growth of large export
currents.

All these considerations relate to loans made for obviously productive
purposes and grauted by the delivery of foreign bills of exchange which
are changed into bills of the borrowing country.

Obstacles to the success of such foreign loans — also when examined
outside the classic framework of the gold standard - arise as the result
of conflicting policies which the contracting countries may follow, first
of all the very common one of raising customs barriers while at the same
time desiring that capital should circulate freely between one's own and
other countries. .

The second one is this ; when the loan is transferred in the form of
foreign bills of exchange it inevitably gives rise to price and wage in-
creases. It would therefore seem to rup counter to this trend to require
that prices should fall in the borrowing country at a time when loans are
flowing in under more or less visible forms; or that they should remain
at low levels as the result of cocreive measures taken by the lending country
at the time when the loans are repaid. Such short-sighted manoeuvers
undermine the premises and interfere with the normal working of the gold
standard (1).

(}) Under exceptionally favourable conditions, which make one think of labora-
tory experiments WINER, J. (“‘Canada’s Balance of International Indebtedness
1900, 18127, New York, 1924; see also Taussic, F. W.: “International Trade ™
Op. e¢it., chap. 19, p. 268 ; HaBERLER, G.: “‘International Trade”, London, 1934,
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The Central Bank may however adopt another policy. It may con-
vert the foreign exchage or the bullion entering the country as instalments
of the proceeds of the loan, into notes and it may reduce by a like amount
its own business transactions, as for instance the funds for contango settle-
ments, and those available for discounts and advances. In this case,
increased productive activity will not necessarily cause a rise in the price
of goods and services in the borrowing country. The influx of foreign
exchange bills is followed at most by a rise in the bank rate and in the in-
terest on short term loans, due to the fact that the capital available for
discounts and forward settlements is now in demand for other purposes.
tater on, the greater demand for cheques on the part of those who no
longer able to obtain loans from the Central Bank have to apply for them
tu the deposit banks also raises the rate of interest on medium-term credit
on the open market. But as the monetary resources available in the
country are unchanged, the phenomena produced by the expenditure of
# foreign loan on a borrowing market with a gold currency are limited to
changes in some of the rates of interest and in some of the uses to whieh
savings deposits are put.

pp. 96-101) succeeds in confirming the theory above mentioned by the exam i
nation, suggested by Taussig himself and conducted by the author with exceptional
ability, of the consequences of the large loans granted beiween 1900 and 1913 by
Great Britain to Canada. These loans were 5o large aa to exceed in itmportance any
other modification which might have occurred in the Canadian balance of paymenta,
'The loans were required by an economy which — while paving interest on previous
loans and presenting therefore a faveurable trade balance with an excess of exporis —
telt the need of new capital to complete the economic equipment of its Western pro-
vinces.

As soon as the loans started, Canada’s trade balance became passive, Under a sys-
tem of ‘‘triangular trade’ the Dominion not only imperted from England but in a
still larger measure from other countries. Gold imports entered its market, affecting
its monefary system which was on a narrow gold basis, producing as a special feature
the expansion of credit by the deposit and discount banks which took place even be-
fore the actual arrival of the gold, on the mere news of loans granted to their respret-
tive clients, Thus with a 1ise in world prices as a background, prices roze in the borrow-
ng country to a larger extent than waz noted in Great Britamn, The price rise affect-
ed more especially commodities produced for the home market and the monetary wa-
ges connected therewith. The rise 1n the price of goods for export was somewhat smaller
owing to the fact that as sterling was received in exchange for these goods, and the rate
of exchange had hecome favourable to the currency of the borrowing country, the
exporters of the lending country received smaller quantities of Canadian dollars and
bad little incentive to export. Nevertheless export trade continued, especially exports
of wheat which along with other foodstuffs were cousidered as the bye-products of the
necessary land-developments (MARSHALL, A.: “ Principles of Economics ”, Beok V.
Chap. 10, par. 2, 6th edition; BagkER, 8 W.: “Flax Fibre and Flax Seed Quarierly
Journal of Economics, May 1917, p. 500, quoted by Taussiz, F. W. “ Internationat
Trade, p. 229;. The rise in the price of imported goods is still lower; and in any case
only takes place later on, allowing the borrower to take advantage of the whole differ-
€nce in relation to monetary incomes.

a4)
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It may even be that foreign exchange and bullion are hoarded by the
Central Bank which, with the consent of the Treasury, follows a policy
directed towards the increase of its reserves and the contraction of loans,
vz_ilt.:h a view to avoiding inflation and restoring at least de facto stability
to the purchasing power of the currency, as was done by many Treasuries
after 1925. 1In this case, the abgve mentioned phenomena will not
occur and the reasons given in support of the loans will be less well
founded than those which justify loans made for really produective pur.
poses.

49; — Phenomena taking place in a borrowing country with an incon-
vertible paper currency.

These references to events of past decades should not be considered
a3 too remote. At the tims of writing it is not easy to foresee whether the
nations will wish to return to the gold standard or to amend it, or to give
it up. In any ease, a clear understanding of the difference which exists
between the theories advocated and the conditions actually brought
about by human action, and a study of the motives for such diffe-
rences may help to avoid future errors. Lastly, the phenomens
arising from the expenditure of a loan on a borrowing market with
an inconvertible paper currency can never be clearly stated i those
eonsequent on the expenditure of a loan whose proceeds are received
in the form of foreign bills of exchange on a gold standard market are
not first clearly understood. Therefore the examiation of the pheno-
mena atfributable to the subscription and expenditure of a foreign loan
on a ‘market with a gold currency is fully justified in theory and in
practice.

On a borrowing market with an inconvertible paper currency, the
rige in the price of bills of exchange expressed in the currency of the lend-
ing country — in the case we have been considering the rise in the price
of American bills of exchange on the London market — and the lowering
of the price of British bills of exchange on the New York market will,
as when both countries are on a gold currency basis, encourage exports
from the lending to the borrowing country, enable the latter to deliver

‘larger quantities of goods to the lender, put a stop to the imports of the
lending from the borrowing country; on his side the lender will incur
loss due to the fact that he can only obfain from the borrower a smaller
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quantity of goods in return for the same quantity of exports he was
accustomed to send him (1).

Thus the only difference between a borrowing country on a gold basis
and one with an inconvertible paper currency will be the movement of
the price of consumption goods on the home market. In the former
case these prices will tend to rise, in the latter case — should the amonnt
of paper money and the total monetary income remain unaltered — the
prices of goods and services for home consumption will tend to remain
at the levels ruling prior to the loan. -

It is however necessary to define this point clearly. When foreign
bills of exchange enter the borrowing country and are presented for conver-
sion into notes at the Central Bank, and when these notes encourage
those branches of production which are most advantageous to pursue
their activities rather than to import producets from abroad, the situation
described when examining the situation of a borrowing country omn a
gold basis is likely to be reproduced.

To state it more accurately, so long as the foreign loan converted
into national currency has the typieal function of acting as an advance of
future real income, the prices of goods and services for home consumption
tend to remain at the level attained prior to the loan. At the same time,
the prices of goods for export remain at a low level as many of them remain
in the country. By selling them abroad the exporters of the borrowing
country would secure foreign bills of exchange which, ag a result of the
loan and of the consequent larger offer not only of sterling but owing to
the action of arbitrage of other valuta also, have a lower purchasing power
than those of the borrowing country. At the same time, the prices of

{1) It wounld he more accurate to say that while the installments of the loan conti-
pue arriving on the borrowing market, the exchange rates on the borrowing market
fall as a result of the larger available number of bills drawn on foreign countrics and
this holds good not only of the exchange rate on the lending country but also of
those with other countries with which the borrower trades, and to much the same
extent, as a result of the well-known phenomena of arhitrage which tend to level the
price ruling for bills drawn on several countries.

Should the rate of exchange have been very high before the loan was made, now
that the rate is falling it may go below the upper gold point, In this case the borrow-
ing country which has to make payments for heavier imports will not find it advanta-
geoux to make them with the gold which may be available on its own market or whirh
may have entercd the country with the loan installments. It will pay with foreign
bills of exchange, and if it has received small quantities of gold it will preserve theow
But in a borrowing country with an incovertible paper currency the fall in the exchange
rates may still leave them at a level higher than the upper gold point. In this case,
either the gold still available on the home market or the gold which may have entered
with the loan instaliments, will emigrate, as offering a means of payment preferable
to bills,
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imported goods also remain at a low level because the interest of exporters
of the lending country to procure foreign bills of exchange of the borrowing
country which, as a result of the loan, now have a higher purchasing power
than that of the national and other currencies, induces them o be satis-
fied with lower prices provided they can export.

It would thus seem justifiable to state, as does Taussig (1), that while
in a borrowing country with a gold currency the level of prices for large
groups of goods and gervices, mainly intended for consumption on the home
market, tends to rise, in a borrowing country with an inconvertible paper
currency they tend to fall below the level ruling prior to the loan. Nor
ig this surprising, as with the same volume of money circulating on the
bome markef, the borrowing country disposes of larger quantitics both
of goods which are not exported in the same quantities as before and are
therefore available for home consumption, and of geods which it can
advantageously purchase abroad favoured by the exchange rates. All
income holders benefit by the difference between their income, which
remains the same, and prices which are falling.

But when the part of the loan spent on the borrowing instead of on the
lending market is so considerable that it is not adequately offset by con-
sumpfion goods or goods used in processes leading to the production of
consumption goods which can be made by national concerns, the prices
of the goods and services intended for home consumption tend to risc in
the borrowing country to the same extent, neither more nor less, in which
gold circulates there. And the only difference which can be noted be-
tween the phenomena attending the expenditure of a foreign loan in a
borrowing country with an inconvertible paper currency and in one with
a gold currency, disappears.

Another difference however emerges ; in the borrowing country with
an inconvertibie paper currency the expenditure of the loan may endan-
ger the successful stabilisation of the purchasing power of the currency
which the monetary authorities may wish to secure by stopping the issue
of notes and controlling the circulation of cheques. This could not oceur
under the gold standard because the inward or outward movement of
gold would automatically regulate any excess or deficit in credit expansion.
Evidently the authorities of the borrowing country with an inconvertible
paper currency cannot but be concerned with the possible excesses of cre-

(1) Vagssiz, F.W. Op. cit., pp. 340, 398, 404,
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dit expansion attributable to the expenditure of a foreign loan omn the
market on which they are endeavouring to stabilise the purchasing power
of the currency.

41, — Phenomena arising from the expenditure of a3 loan en markeis
other than those of the lending and borrowing countries.

The borrowing eountry in which a fall in the price of the bills ef ex-
shange of the lending country is noted as a result of the loan, may use the
foreign bills of exehange and bullion or the credit accounts opened in
its behalf, on other markets instead of on its own ; and it may promeote a
demand for foreign goods to the logs of its business activities just at the
time when the rige in the price of the bills of the borrowing country induces
the lending country which pays the instalments of the loan to curtail
its imports from that market. In such cases two forces converge to re-
strict the productive activity of the borrower and to lead him ever fur-
ther from the situation in which the whole foreign loan is spent on his
own market, whether the country be on a gold basis or have an ineon-
vertible paper ecurrency.

But — even in the less favourable hypothesis that the foreign loan be
spent on another market — as the instalments of the loan gradually cease
and imports at more advantageous conditions than those ruling on the
home market continne, the exchange rate will again rise, the priece of na-
tional goods in torms of foreign exchange will fall, exports which tend to
offset the downward trend of home production will be encouraged. The
intensity and duration of this trend will be the less perceptible the smaller
the instalments of the loan and the more regular the intervals at which
they are paid to the borrowing country which spends them on other
markets.

42. — The case of a country which can process raw materials and semi-
manufactures at a lower cost, )

A case in which a foreign loan is spent on markets other than those
of the lending or borrowing countries is afforded when a country lacking
capital applies to ¢ountries possessing it for loans in kind.  The country
willing to conform with this request but deficient in adequate supplies of
labour at a low cost, or else a third country which has an excess of labour
and is desirous of employing it at a low cost in the production of capital
goods, may agree that the expenditure of the loan granted to the appli-
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cant be made in the processing country. This latter, as a result of the
influx of foreign bills of exchange or of credits opened in its favour by the
lending country, witnesses the appearance of all the phenomens conse-
quent on the expenditure of the loan in a borrowing country with a gold
currency or an incomvertible paper currency, i. e., increased production,
fullsr employment, larger real income, increased consumption, higher
prices for goods and services,

Indeed, with a view to accentuating these phenomena, the country
which has inserted itself between the two parties to the contract for a loan
in kind, may, if until then engaged in the production of consumpticn
goods, now concentrate all its factors of production on the manufacture
of capital goods for the real borrower, and should the lender be engaged —
perhaps at a lower cost —in the produetion of consumption goods required
by the pracessing country, this latter will now import them, thus inereasing
the advantages it may obtain from its insertion between the two parties’
to the loan agreement. It will indeed profit by the reception of commo-
dities at a lower cost.

On the other hand, the pogition of the lender will remain unaltercd
except for the fact that while making loans in the form of foreign bills of
exchange or by opening credit accounts in favour of the country produe-
ing the capital goods for the real borrower, it will on its side be produeing
consumption goods to allow the processing country to devote all its ener-
gies to the production of capital goods. In this way, it saves the whole
difference between the lower cost of producing consumption goods and the
higher cost which it would have had to meet had it manufactured the capi-
tal goods, the delivery of which was required by the loan in kind. Taken
as a whole, the insertion of a processing country between the lender and
the borrower assures to all concerned much greater advantages than those
ariging from mere exchanges spread over a period of time between the
original parties to the agreement.

This may be described as the indirect financing of a borrower by &
lender through the agency of a third party (1). The lender’s loans in
dollars, marks, sterling, etc., enter the borrowing country in the foim of
essential goods. As a matter of fact, they pass through the banks of a

(1) In the period immediately prior to the first world war, the British banks opened
large eredits to the German banks to enable them to finance sales of machinery and
finished products sold oun long deferred paymept terms by German manufacturers to
British colenies. At the same time they encouraged, bf acceptances, large exports
from India to Germany. CaBIATI, A. Op.cit, p. 180, : ‘
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third country, which make possible the financing of productive business
engaged in manufacturing goods essential to the borrowing country. The
phenomenon may be rendered more complex by the intervention of yet
other countries. But each additional intervention will dilute or disperse
the advantages obtained by the country which endeavours to insert itself
between the original parties to the agreement for a loan in kind.

43,

Interest payments and repayment quotas tend to invert the si-

tuations of the lending and borrowing countries which we have
examined.

The situation of two countries which arrange a loan tendsto be invert-
ed when the payments of the instalments cease and the borrower begins
to repay them, or at least to pay interest which he may indeed have
done ever since the receipt of the first instalments. To follow in detail
this process of inversion does not seem necessary, as all that need be done
is to replace the plhenomena above mentioned by their apposites,

For instance, exchange rates depressed in the borrowing country

by the receipt of loan instalments, will again rise as soon as interest and
amortisation payments begin. The excess of imports which charae-
terises the trade balance of the borrowing country during the firgt period
will give way to an excess of exports during the second. In a borrowing
country with an inconvertible paper currency the prices of domestic goods,
higher than those of imported goods and of goods for export during the
period of loan instalment receipts, will now be lower than the prices of
goods for export — for which the demand is heavier, now that exports
are encouraged and can not always be secured by reducing home consump-
tion — and than the price of goods imported, now that the payment of
interest and amortistion rates raises the price of bills of exchange of the
lending country. So again, money wages — which were higher in the
industries working for the home market during the first period — will
tend to fall during the second, and so on {1}).

(1) Minute enguiries made both by GRAHaM, F. !D. : “ International Trade under
Depreciated Paper: the United States, 1862-18797 Quarterly J?qmal Economics
¥ebruary 1922 — a study of the plenomena which oceurred in the United Si.ateg'from
the end of the Civil War to the resumption of gold payments, an examplo of issues
of paper money stahilised at a given [evel, of a decicive growth in population and of
business turnover, of noticeable price falls and of large loans for railway congtruction —
and by WiLrans, J. H.: *‘ Argentina International Trade under Inconvertible Paper
Money ’ 1880-99, Harvard Economic Studies, 1920 — a study of pheuomen:&. Whlc}i
occurred in Argentina offeiing an example of growing issucs of paper mouey, rising pri-
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Ultimately, the sitnation of a country which pays interest onm
and returns loans is similar to that of one paying tribute to 2 foreign
eountry and in search of capital wherewith to do 8o by one of the means
above mentioned, 1. ¢., the combing out of available liquid resources, the
reduction of home consumption, the reduction of imports, the creation of
oredit, larger exports.

Just as it may suit the lender to deliver in kind the instalments of a
loan he has agreed to make, 50 it may suit the borrower to pay interest
and redemption quotas by the delivery of goods. TIn such cases the
phenomena we noted on the lending and borrowing markets as the result
of loans in kind will occur ; only they will be reversed.  More frequently,
however, the exchanges of the borrower with other markets may attain
such Intensity as to make it advisable to pay the interest and the
redemption instalments falling due not by the direct delivery of goods
and services, but by bills of exchange which, in their turn, are evidence of
oxports made to a great variety of markets.

In conformity with the principles already noted, in the case of a
borrowing country with a gold currency, the rising price of bills of exchange
payable in the lending country will depress the prices of goods, services
and securities ; and should the rise in exchange rates exceed the gold
point, the consequent exodus of gold will accentuate the fall already pro-
duced by the mere rise of exchange rate and spread it to all priees. Thus,
for instance, the fall in wage-rates noted at first in the export indusiries
will spread to many other industries. On the other hand, in a lending
country with a gold currency the inflow of gold, if it be not * sterilized 7,
will tend to raise the price of domestic goods inclusive of labour, while

ces, large loana also made for railway construction spent to a large extent on the lending
market -—— confirm the theory and place it on positive foundationa.

Oue may ebject, as HABERLER does (Op, cit.,, p. 82), that not oaly the receipt or
the repayment of a foreign loan but also many other factors tend to modify the prices
of bills of exchange, domestic goods, labor, goods for export, and imported goods.
Such for instance mav be inflation, deflation, economic fluctuations, secular tronds.
improvements in the systema of production, improvements in the means of transport,
changes in demand, market alterations, trade policies But undoubtedly the phe-
nomena hrought about by foreign loans remain, even if it be not easy each time to
supply inductive confirmations of their presence. Whoever enguires into the means
best suited for the transfer of large bodies of capital from one country to another,
whoever desires to ascertain the advantages conferred thereby on the parties to the
agreement, cannot fajl to take them into conrideration.

For a criticism of the theory of Taussic, and of the criteria followed by GRAHAM
to confirm them, especially by calling attention to the premium on gold — unneces-
sary and susceptible of giving rise to confusion — I may be allowed to refer to my
report ** Prestiti esteri e commercio internaeionale in regime di carta moneta ”, Rome,

1823.
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the price of imports — now favoured by the lower rates of exchange —
will fall, as will also that of exports now that the lending couniry finds
it less advantageous to receive bills of exchange which, as a result of the
larger offer brought about by the repayment of the loan, now purchase
less in terms of the national currency.

In the case of a borrowing country with inconvertible paper money,
the transfer of gold will not have a * spreading > effect. All the phenomena
arising from the variations in the price of the bills of exchange of the lend-
Ing country in terms of the currency of the borrowing country will, how-
ever continue to be felt,

But whatever be the method chosen for the payment of interest rates
and for the redemption of loan instalments, the borrower — as had pre-
viously oeccurred in the case of the lender when paying the instalments of
the loan — is compelled to deliver larger quantities of his own goods to
secure the same or even a smaller quantity of the goceds he previously
secured by his trade with the lending country (1), The amount of the loss
will depend on the contemporary ‘ elasticity  both of the demand of
the lending country for goods which the borrower produce: and of the
demand of the horrower for those produced by the lender. Should the
horrower export, for instance, citrus fruit for which the demand in the
lending country is inelastic — so0 that the demand for citrus fruit will not
increade should its price fall as a result of higher exchange rates — and
should he import, say, flax from the lending country for which the de-
mand is elastic shrinking as soon as higher exchange rater canse the price
to rise the borrowing country paying interest rates and redemption quotas
will suffer the full loss incurred.  The loss will be reduced should the de-
mand on the lending market be elastic and that on the horrowing market
inelastic., It will be still further reduced should hoth demands be elastic.
It will however continue even then as the exchange will still be due to
causes less favourable to the borrower than those existing before the
payment of interest rates and redemption quotas on the loan began.

44 — Example of loans between Governments.

During and after the first world war there were many examples of
loans between private persons and befween goveruments. Among the
latter, mention may be made of the loan granted towards the close of 1913,
known as “ A. Fr.” abreviated into ** Africs ”, on the basis of bonds

(1) Taussig, F. W, Op. «cit,, chap. 12, p. 113.
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jointly issued by the British and French governments. It was floated
by the J. P. Morgan C° of New York, underwritten in full by banks and
investment trusts on the American market, and redistributed by them
among investors whose capital, through the agency of the Morgan Co.,
was used ultimately to pay for a great variety of goods purchased in the
United States to meet war needs, ranging from munitions to foodstuffs.

Subsequent loans succeeded in attracting capital only by the offer
of the collateral security afforded by American bonds previously issued by
American nationals or groups on behalf of European creditors.

Several governments which had to incur indebtedness towards the
United States and provide collateral security anxicusly called on the
holders of American securities to sell or even loan them, when they did
not succeed in requisitioning them. Under suck conditions, the loans
granted after the return to the United States of American securities issued
in preceding periods, were more in the nature of the redemption of loans
previously obtained from European countries than of a real export of
capital {1).

The redemption was effected by American investors who subscribed
the foreign loans. Consequently the interest on the bounds and debentures
formerly held in Europe, ceased to be an item on the debit side of the Am-
erican balance of payments, and became a book debt (partita di giro)
between American citizens, i, e., American debtors on account of the bonds
issued to European creditors and American holders of the new govern-
ment bonds to which collateral security was afforded by bonds previously
issued by Americans.

But when the war was prolonged, even the collateral security offered
by securities issued by Americans was found insufficient to attract capital,
The financial agents of foreign governments were replaced by those of the
the government of the United States itself who, to attract the capital
available in the country issued their own ** Liberty bonds . In practice,
the governments concerned notified the Treasury of the amounts they had
to pay for the purchase of goods in America.  The Treasury ordered the
Federal Reserve Bank of New York to open credits for those amounts in
favour of those governments, who utilised them by drawing cheques
which they offered in payment to their American suppliers.

The public did not understand the essence of these transactions.
It believed the United States were exporting for cash. They did not rea-

(1) Tavssig, F. W. Op. cit, p. 313.
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lise that by subscribing government loans it was always Americans who
were granting their capital to other Americans prodncing commodities
for foreign governments (1). For the time being at least there was no-
thing real to offset these commodities ; the producers were satisfied with
scraps of paper on which each government making purchases in America
recoghised its debt.

What the public in such cases does perceive is the rise in prices due to
credit inflation.  To float the government bonds the banks open credits
to their respective clients thus supplying them with the means for sub-
seribing the loans. On the credits thus opened ‘the clicnts draw cheques
in behalf of the Treasury and purchase government securities. The
Treasury deposits in the same or in other banks the cheques received in
payment of the bonds, and draws other cheques with which it pays the
suppliers of the goods sold to the allied governments. The result is that
until the subscribers of the government loans return the advances made
by the banks, a “ new ” mass of monetary instruments — in substance,
cheques — is added to that already in existence and remains in circulation.

The presence of great quantities of gold — for the most part sterilis-
ed, thus preventing the action of the corrective measures regulating price
fluctuations, the exodus and inflow of gold, — seems to justify the open-
ing of lines of credit and the creation of an unlimited number of deposit
accounts. In spite of these phenomena, large export currents and the
constant importation of gold and securifies from all sorts of countries
rather curiously characterised the first post-war years in America.

45. — Capital movements due to private initiative and the mi@ration of
labour.

We have tried to conduct this examination of the consequences of
foreign loans — whether collected and spent on the lending market, on the
borrowing market, or on third markets, either with & gold or an inconver-
tible paper currency, and on the supposition of the return of the loan frem
the borrowing to the lending market with a gold or inconvertible paper

(1) One group of Americang produced goods which were exported, another group
supplied funds for paying them. During the first stage the funds were supplied by the
investurs who bought the ' Africe ” and the subsequent izsuce floated by Morgan's.
During the second stage they were provided by 1.11(*5('1 who took the several issues of
Liberty bonds. At a still later stage and indeed during the later phases of‘the second
stage itself, something came from income taxes and excess profits taxes . Tapasig,
F. W. Op. cit,; p. 315.
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currency — on simple lines with the comments suggested here and there

by experience and deeper engquiries, with a view to deducing therefrom

some lines of conduct should foreign loans be made — and it is to be hoped

that they will be — in the approaching post-war period. Undoubtedly,

* independent ¥ productive activities are those best in a position to make

a free choice between recourse to national savings or foreign capital.  They

reckon more rapidly the respective burdens and profits and if they make

a. mistake it is they themselves who suffer the consequences of the error.

All however perceive that, considered in relation to the whole productive

activity of a country, the influx or exodux of capital in its various

forms — and the same holds good for the influx or exodus of working.
energies — tends to moderate surpluses, smooth out deficiencies, and

permil more profitable combinations of any existing factors.  Thus

in each country the initiative of individuals or of groups suitably supple-
mented by the activities of the State, is entrusted with the task of examin-

ing to which of the two movements above mentioned — that of capital

or of labour -— precedence should he given in the first post-war years,

not only in consideration of the fact that one is seen to be less costly than

the other, but in view of a whole series of other considerations, demogra-

phie, social, and ethonical.

It would seem however that if there be a superabundance of workers
accompanied by a lack of capital, before allowing this labour to emigrate
from its own to other countries, no effort should he spared for securing
the productive factors required for utilising as many of these workers
as possible in their home country ; and for this purpose everything pos-
sible should be done to promote the formation of large currents of export
to markets likely to afford steady outlets, as such currents are always
lesy costly than some forms of emigration. Indeed, as already stated,
exports increase the total real income of a country and offer to all business
concerns which may have ineurred foreign indebtedness for the purpose
of promoting their own growth, an easier means for settling the interest
and sinking fund instalments of their debts.

Preceded by a eareful study of the possibilities of developing the eco-
nomie structure of a country and of securing openings for those goods and
serviees which it can produce at a relatively low cost, embodied in a mi-
nutely studied system of commercial agreements entered into with a
large number of countries (see p. 104} foreign loans afford the country which
makes them a means for aveiding, amongst other things, the loss of large
bodies of labour. Anyhow, the problem of emigration will concern
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only that part of the labour forces which, notwithstanding all the efforts
of the responsible authorities, cannot find steady employment in their
native country without recourse to those artificial forms of protection
to which reference has been made on (see p. 112). Far from excluding
one another, the migration of capital and the migration of labour
eomplete each other, and tend to graduate themselves in time in confor-
mity with the economic and technical conditions of each country,
Among the advantages offered by recourse to foreign capital that of

affording steady employment to large numbers of unemployed cannot be
neglected.

46. — The preference for loans in kind in the post-war period. The
problem of imports for the creditor country.

We have seen that loans in kind are advantageous to the lending
country. Except for a few price rises, they neither alter exchange rates
nor disturb price and wage levels, and they do not lead to a lasting rise
in the rate of interest.

Now, on the cessation of hostilities, the huge redistribution of in-
comes which, a3 & result of the great mass of government expendilure,
will have occurred on those markets which, thanks to natural conditions
and the ability of their population enjoyed, even before the war, ample
supplies of commodities, will have led to a marked increase in the average
available funds in the hands of individuals — even though huge and spec-
tacular fortunes may be lost — and the habit of investing will have spread
to all groups of the population. Thus, with the help of improved banking
facilities, the collzction of capital on markets naturally inclined to lend
will meet with little difficulty at the end of the war. Moreover, shonld
the loan granted to a foreign country be spent on the lending market,
this will help the lender to avoid the spread of unemployment which
threatens even the richest countries in the first postwar ycars, and will
secure all the advantages we have mentioned (par. 33} in addition to those
which will accrue when the loan will be repaid.

It will also be in the interest of the borrowing country to obtain a
loan in kind at the end of the war. The arrival from abroad of some of
the factors of production will allow of more economical combinatio: : with
the factors available in the country — land, for instance, and labour —
it will reduce costs, increase total real income, facilitate exports, prepare
the way for exports of commoedities which at the date agreed on will in
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their turn facilitate the payment of interest and the redemption of the
loan. A loan in kind helps to reestablish in the borrowing country those
ratios between the available supplies of the various factors of production
which are required by technical conditions.  This object however can
only be attained if, in the post war period, some of the factors of production
are allowed to move freely between the several countries.

It is also in the interest of the borrower that the payment of interest
and amortisation quotas be made in kind. This is the only way in which
they can be paid by countries with a low average income level, few raw
mberials, and which have suffzred severely from the war, But pay-
mz=nt in kind is also preferabls for any coantry which with the help of
foreign capital succeeds iun setting np flourishing industries for supplying
the demand of foreign markets and in processing raw materials or semi.
maaufactires at lower cost thanks to the fact that it is better suited than
the lending markets themselves to supply commodities required by coun-
tries with scanty or anyhow costly labour (1).

But loans between several countrieg — more especially loans in kind
— require as a premise that the lending country should agree to be repaid
tn the goods produced by the borrowing country, at least for so long as
ihe creditors shall desire that the amounts loaned be returned in full.
The more the war will have crushed certain countries which, on the cessa-
tion of hostilities, will urgently request countries less severely affected
to provide them with the means for reconstructing what has been madly
destroyed, the less will it be possible for the countries which, in their
own interest or in the fulfilment of a moral obligation may have under-
taken to act the part of creditors to disclaim the responsibilities aris-
ing from their privileged gitnation ; advantages due to the abundance of
thair natural resources, or to their good fortune in having escaped equally
heavy losses. It will not be possible for them to take up & negative posi-
tion towards the organisation of international life on lines designed fto
enable the debtors to meet the labilities incurred for the loan by export-
ing goods and services, either directly to the markets of the lending coun-
try, or to other markets.

(1) As a country with traditional handicrafts which can give & personal character
evern to the produets of large scale industry, and with relatively cheup labour, the name
of Italy ecomes spoutaneously to the lips as that of a typical processing country, with
the help of course of indirect financing. The reduction of unemployment and the in-
crease of real income are results common to all countries participating In indireet exchan-
ges of capital distributed ever time.
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Should the creditor country refuse to receive goods and services from
the borrowing country ; and shonld it, in the second place, fail to make
use of its factors of production for indirectly financing other markets ;
should it not accept a spread between its own price level and that of the
borrowing country — whose prices must be lower so as to allow it to ex-
port on a larger scale — foreign loans will be impossible, however much
the creditors before granting them may enquire into the present and future
possibilities of the debtor.

47. — Plans conacerning foreign exchange and foreign loans designed to
set going machinary by which the balance of the economic system
is to be restored. :

It is anyhow difficult that aloan should be granted and repaid entire-
ly in kind. A more or less conspicuous part is always spent on markets
other than those of the lending country, for the borrowing country is
not only in need of capital goods. It must purchase goods on its own
market, pay wages, obtain short term credits. For all these purposes
an influx of means of payment is almost always required.

In conformity with the monetary system of the lending country, the
phenomena aseribed in the course of these studies to variations in the price
of bills of exchange will make themselves felt as soon as the borrower
receives gold, foreign bills of exchange, the opportunity of using credit
accounts opened in his name, or when in payment of the interest ma-
tured or in redemption of loan instalments received, the borrower sends
the lender gold, foreign bills of exchange, or the authorisation to use cre-
dits opened in his name in the banks of the borrowing country. 1In the
post-war period the notion of “ foreign exchange ** will also come again
to the fore, ¢. e., the ratio in which the monetary unit of a given country
ean be exchanged for that of ancther, a notion which cannot be sup-
pressed so long as the several countries continue to have different
currencies.

At the time of writing, uncertainty still prevails as to the exchange
regime fwhich the agreements that it is to be hoped will be extended
to the largest possible number of countries, will set up. Will it be a system
of freedom or of control ¥ Will each country be directly anchored to gold
or will plurilateral clearings lead to a system of exchange manipulation %
The large number of writings on those valuta plans which have claimed
most public attention (par. 13 of the Study I) would seem to dispense us
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from reexamining this matter. Objectively econsidered, valuta plans tend
to secure at least approximately, the stability of the foreign purchasing
power of the currency of each country adhering to them, while on the
home market prudent ecredit policies should coordinate more or less
approximately this aim with the stability of the purchasing power of
eiach currency on its own market.

But ingenious as they may be, these valuta plans, as we have said,
will always prove inadequate to solve the problem unless they make it
possible to secure more extensive ends which might be described as pre-
liminary, i. e., the free operation of devices truly capable of rebalancing
the economic structure of the several countries, of which the curreney,
in its functions both on the home and foreign matrket, is an emanation
but not a conditioning factor. Let it not be thought superfluous to insist
here on the fact that the balance of the economic structure of each ecuntry
— or at least the trend to secure a balance between needs which cannot
be postponed and the means for satisfying them, — is the premise of all
attempts at stabilising, in conformity with all prevailing conditions,
the purchasing power of any currency on the international market. Now,
stable purchasing power on the international market can only be secured
a8 the result of currents of exports and imports set going by a comparison
between the production costs current in the several countries for goods,
services and capital, available for exchange with those which other coun-
tries can produce (1). The valuta plans will either succeed in making
meang available for setting these currenfs going in each country, secur-
ing the free movement of goods, services and the factors of production from
one country to another, thus giving each the possibility of spreading to
others any benefits secured by the use of certain factors in developing
some of the processes of production, and in that case they will be useful ;
or these valuta plans, abstracting from realities, will not enable the coun-
tries accepting them to develop those currents of imports and exports

{1) It is true that in the course of these inquiries we have described as the primum
mobile of the export and import currents of each country the variations in the price of
the means of international payments. But we were then trying to distinguish between
monetary phenomena — gold movements and foreign exchange movements — and
to establish between them a ' prius > and a “post . As a matter of fact, the funda-
mental phenomenon is not that of valuta; it 13 the dynamic factor of the production
cost of goods, services, and capital. That alone sets exchanges of an enduring kind
going ; that alone by intensifying them tends to rebalance the economie structure of
each country.
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which could promote for each & balanced economic sitnation, and in that
.case they will be found inadequate. ’
Foreign loans in themselves, in 8o much ag they permit of active com-
mercial relations, help to reestablish the equilibrium of each country in
eontact with others. The valuta plans can also provide for loans between
countries, but as they refer implicitly to more or less normal periods,
when laying down certain limitations of a general character, they do not
take exceptional needs into account (those exceptional needs which may
be felt in every country at the end of the war) and therefore the machi-
nery they provide is inadequate for re-establishing under all circumstan-
ces the equilibrium of the economie structure. In the first post-war
period loans will be better suited to this purpose, while affecting matters
which escape the action of the generic machinery of valuta plans, they
take advantage of the latter as of a co-operative premise.

48. — Stricter control of the recourse of public bodies to foreign
capital.

We have deemed it advisable to deal at some length with a rather
long series of definitions of the possibility and consequences of recourse
to foreign capital for two chief reasons.

The first is that only by acquiring an accurate notion of the pheno-
mena involved is it possible to judge within what limits and on what
foundations the State and other public bodies will be able to avail them-
selves of foreign capital in the immediate post-war period. In the case
of a public body, a foreign loan which eurtails the capital and income of
a country not only in the present but also in the future and until its ex-
tinction, can only be justified when the reasons for it are more serious than
in the case of private loans, such for instance as the exhaustion of all
other sources from which the financial means needed for earrying on State
activities can be drawn ; the impossibility of postponing certain expen-
ditures such as those for public works of & typically instrumental character
for the production of consumption goods, which private enterprise, either
individual or associated in legally formed groups, could never think of
undertaking ; the certainty that the means will be available for return-
ing the loan at the dates fixed for its maturity, for instance 5 to 10 years
from the date of the agreement, so as to enable real income to increase
and produce the available funds required. '

(15)
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The justification of a foreign loan is related to the problem of the
limit to which the State or other public body may carry its indebtedness.
In the case of loans raised on the home market, this limit is set by the
elasticity of the fiscal system, 4. ¢., by the possibility of levying taxes
to meet the service of the debt without reducing tax yields. In its turn,
this limit is in function of the growth of total real income over specified
periods of time and of the consequent possibility of subjecting it to hea-
vier taxation.

The limit to which the State and other public bodies can carry their
indebtedness towards foreign countries is identical. Both in the case in which
the payment of the annuities, inclusive of interest and amortisation quotas,
is made in kind, as in that in which it is made by opening credits in the
borrowing country in favour of the lending ecountry, or by sending the lend-
ing country bills and remittances, — all means which imply heavier
exports from the borrowing country — the borrower will always have to
levy taxes to an-extent which will enable him to count on a yield sufficient,
for the purchase of the goods for transfer to the lending country in pay-
ment of interest and redemption of loan quotas, or the corresponding means
of international payment.

It is certainly not easy to make such previsions at the time of arrang-
ing a foreign loan, especially if, in order to allow the real income of a
country to grow to the extent required for meeting taxation, it be desired
that the payment of interest rates be deferred to future years, for instance
5 or 10 years from the date of the agreement. In any case, the lower
the rate of interest and the longer the time allowed for the payment of the
redemption quotas, the smaller will be the taxes the borrowing country
will have to levy. In view of the urgent character of the reasons leading
to the request, post-war loans do not differ from those required during
the period of hostilities.  Therefore, the privileges granted in the case
of the latter, and a broad minded understanding of the situation by the
lending countries (1), may rightly be solicited in the case of some of the

{1y An eloguent example ig found in Section 3 (3) of the so ecalled ** Lease-Loan Aet”
“ An Act to Promote the Defense of the U.5.A. (Public Law 11-77th Congress, Chapter
11, Ist Session, H.R. 1776)”: “ The terms and counditions upon which any such
foreign government receives any aids authorized uuder subsection (a) shall be those
which the Prezident deems satisfactory and the beaefit to the U.8. may be payment
or repayment in kini or property, or any other direct or indirect henefit which the Pre-
sident deems satifactory .
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loans which will be required in the immediate post-war period for use in
that part of the work of reconstruction which really does not admit of
delay.

49. -— Need of the economic structure of a country being equipped for
exporting. Necessity of avoiding conflicts with the general direc-
tion of the country’s economic policy.

A foreign loan agreement therefore requires that the whole economic
structure of the borrowing country be organised, under the careful and
constant supervision of the responsible government, in such wise as to
encourage or at least not hinder active currents of export trade. As the
cost of drawing on the capital of other countries is determined by the cost
of the exports which will provide the payment of interest and ammorti-
sation, the lower the costs of production in the country, the more numerous
and substantial the active items of the balance of payments, the less will
be the need of levying taxes and the more willing will be the lending country
to loan its capital, the return of which will be effected without difficulty.
Apart from considerations of a political nature, a government will be able
to draw on foreign capital with greater facility when it is well equipped
for exporting on its own aceount or on that of the lending country because
it is the country which can process to best advantage raw materials or
semi manifactures thanks to the qualities of its labour, its natural character-
istics, its proximity to the purchasing markets, and so forth. The whole
of our study confirms the intrinsie nature of these conditions.

But this study also serves to show that the government of a country
which receives foreign loans arranged by private parties — whether the
government itself be indebted or not fo foreign countries — is in duty
bound to follow attentively the reactions of such indebtedness, even if
limited to individuals or to groups ; it must examine the extent to which
the reception or repayment of foreign loans hinders or favours monetary
and credit policies ; it must take measures for avoiding any neglect or pos-
sible surprise which might compromise the aims the community bas in
view.

If arranged with cantion and parsimony and used for meeting expen-
diturc which cannot really be delayed ; if accompanied by measures for
enabling the whole productive activity of the country to work on a large
scale for abroad ; if a whole system of exchanges be arranged with other
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countries as the result of suitable agreements and if the varions policies
adopted with a full knowledge of the situation in the home country be co-or-
dinated with them, the foreign loans obtained by a eountry in need of
capital at the close of the war may afford one of the most effective means
for solving the innumerable problems which the war will bequeath, for
pushing forward the work which will occupy for decades to come present
and future generations of willing workers, for reconstructing, with confi-
dence in the work undertaken, a whole world materially and morally
devastated by collective insanity.
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Appendix

ON SOME FORMS OF FINANCING PUBLIC WORKS

I. — It is not our intention to set forth here plans for reconstruction which can
ooty be devised in relation to the needa of each country by persons in possession af all
the casential data required for forming a judgement. With a view to lending a more
present and concrete intereat to some of the views expressed in the preceding study,
especially as regards recourse to national and foreign capital, we only wish here to refer
to the Italian legislation on public works of the last few decadea which will be more
or less closely adhered to in the firat post-war Fyears.

There would seem to be no need to insist on the fact that in the war devastated
districts the premise to all subsequent works of reconstruction will be the restoration
of the means of communication and transport. Whatever eriteria may be adopted
for distributing between the State and other public bodies — Provinces, Communes,
Associations — the cost incurred for building roads, bridges, railways, ports and the
settlement of sea-shore zones, whether such works serve the general national intereat
or that of certain regions only, it seems likely that in the first post-war years it wil 1
be left to the government to take the initiative and to the national budget to meet
the cost of drawing up plansin due time and carrying cout all the works required for pro-
viding once more those essential means of transport required for enabling the popu-
lation to secure food supplies, capital goods, and the requisites for public health
services. [t seems likely that the budget will also have to meet the cost of purchas-
ing abroad, for cash or credit or in the form of loans in kind, the capital goods requir-
ed for providing a system of transports, which alone can afford the basis of all work
of reconstruction.

It would therefore seem superfluous to recall, for instance, that first category works
connected with harbour construction and the regularisation of the shores, such as those
port facilities required, for shipping in general and for the purposes of national defence,
and shore-regulation works of importance for defence purposes, will have to be carried
out by the government and excusively at its expense, while works belonging to the
second category — divided into four classes elassified according to the average tonnage
of the goods laden and disemnbarked — will be carried out in the case of the firat three
classes by the Government, the Treasury contributing to the cost to the extent of 80 %,
70-60 %, and 40 9 respectively, while the remainder will be met by the Provinces and
Associations concerned ; as regards the 4th class, which covers harbours doing but little
business, the works will be carried cut by the Associations concerned and the govern.
ment contribution to total cost will be at the rate of 50 %. In the first post-war
years the Govermment, after graduating the urgency of the works required for reestab-



230 INTRODUCTION TO POBT-WAR RECONSTEUCTION

lishing trade currents and after making the plans for their execution, will not be able
to avoid the need of carrying them out entirely at its own expense. The question of
the distribution of the total cost will only become important, under the provisions of
the existing Iaw, when the time comes for recovering the quotas for which the Provin-
ces, Communes and Associations are responsible.

What we have just said of the harbours can be repeated almest in full for the roads,
which are also classified in various categories, and for other public works. The build-
ing of railways is, on the other hand, an expense which the law places exclusively on
the Government.

I1. — The notions suggested by the many measures taken for repairing the damag-
es caused by earthquakes floods, and land-slips — all too frequent in Itaiy — are per-
haps yet more instructive. When stripped of superfluous details and adjusted to the much
greater proportions of the losses to be repaired, some of these measures may afford a
starting point for those which will have to be taken to meet the consequences of the
War.

After the earthquake which devastated Sicily and Calabria on December 28, 1808,
and which is associated with the names of two cities, Messina and Reggio, the Govern-
ment undertook to meet the whole cogt of rebuilding public buildings and a large part
of the cost, rising to 92 9, in some cages, of rebuilding churches and buildings used for
charitable purposes. The residual expenses were debited to a fund provided hy
a surtaxes which local government bodies, — Provinces, Communes and Associa-
tions — were empowered to add to the government taxes.

This fund, administered by a Committee set up under the Ministry of the Interior,
was debited also with part of the expenses incurred for rebuilding works of importance
to the Communes and Provinces, such as administrative offices, hygienic works, water
supply services and schools, As a matter of fact, the Communes were empowered to
arrange for loans with the Cassa Depositi ¢ Prestiti, a State Bank which receives legal
security deposits, the Post Dffice S8avings Bank deposits and the funds of the State in-
surance institutes, and which makes loans to public bodies, in the first place to the
Government. The loans had to be amortised within a period not exceeding 50 years.
The Government contributed to the cost of works of local interest to an amount equival-
ent to half the annuities, inclusive of interest and sinking furd payments. The local
government hodies concerned could secure the other half by applying for assignments
on the fund provided by the sur-tazes.

By this means the legislator tried to meet at least part of the cost of reconstruction
out of taxation. When however it proved impossible to levy the sur-taxes and it was
impossible to count on income of a steady description, the loeal government body or
church was empowered to cover the share of the costs devolving on it by securing a
loan of which the repayment only was guaranteed by the fund provided by the sur-
taxes. Much the same principles were followed by the Government and other bodies
in providing for the cost of preparing and carrying out town-planning schemes in the
Communes affected by earthgquakes. '

The cost of rebuilding dwelling houses belonging to persons in the government ser-
vice and workmen’s dwellings was met by the Government. To well-off persons in rec-
eipt of incomes who had sustained losses the Government recognised the right to obtain
from a special baunking consortium loans at favourable interest rates, extinguishable
in 30 years with the help of a government contribution. The right to such loans found
its expression in negotiable securities and amounted to a form of indemnity for the
logses suffered. ‘
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The costs met by the State in connection with the earthquake of December 28,
1908, during the twenty years preceding 1942 — t.e. thirteen years after the tragic

event — can be summarised in the following fizures :
(1) Public buildings .. . . . . . .. . . Lire 120,000,000
(2) Churches and buildings for ehanta.ble pm*po&es .. » 290,000,000
{8) Buildings of interest to Communes and Provinces . » 250,000,000
(4) Town planning expenses. . . . . » 220,000,000
(6) Workmen’s dwellings and houses for government
employees . . . . . . . . 4w . e e e e e e . » 750,000,000
Lire 1,630,000,000
Subgidies in aid of private buildinga . . . . . . . . » 240,000,000
Lire 1,870,000,000
IIT. — The regulations issued on the occasion of that earthquake were subsequently

modified as the result of other events, as for instance the Marsica earthquake of
January 13, 1915. The amendments did not affect the basic principles, but they em-
phasised the trend to place most of the burden of expenditure on the shoulders of the
State. Thus the expenditure for reconstructing public edifices required by the Commun-
es and the Provinces was met by government subsidies to the extent of 80 9, increased
to 75 % in the case of works which had to be completed within a fixed time limit, And
the bodies which had to meet the residual amounts were given the right to secure loans
at apecially low rates of interest. Here again the SBtate came to their assistance, lighten-
ing the weight of the debt by paying half of the annuities, inclusive of interest and
amortigation. Thus the cost of building and equipping schools was met in full by the
State in those Communes which had been destroyed by the earthquake and to the
extent of one half in those which had only been damaged. For the other half, the lo-
cal governments were empowered to recure loans bearing ne interest from the Cassq
Depositi e Presliti,

On the other hand, as incomes rose the government contributions to the cost which
the well-to-do owners of destroyed or damaged houses had to meet, declined. These
contributions took the form of percentages; or of the right to secure a loan enjoyed
by all such house owners ; or of annuities to meet interest and amortisation on loans
extingunishable in a specified period of time. Thus, for instance, persons with an income
exceeding fifteen thousand lire per annum reeeived State contributions equivalent to
60 ¢, of the interest on loans at 4,50 9% extinguishable in a period of not more than
20 years, This brought the State contribution — even in the case of persons with
meana — up to 22 % either of the cost of rebuilding, or of the loan to which the owner
was entitled. '

Subsequent provisions (1916-1925), and those taken in connection with the earth-
quake in the Carnia district (1928) and in the province of Bologna (1929) confirmed
the prineiple that with a view to avoiding regrettable delays the Government carries
out ex officio the works required in the interest even of persons of means, reserving the
right to recover the quota for which they are responsible, On the other hand, the mea-
sures taken in connmection with the earthquake in the district of the Vulture in 1930
aimed at relieving the national budget of excessive liabilities. Thus the cost of the
reconstruction of works of local interest wae mmet by rairing the sur-tax ; governwent
subsidies were not to exceed 50 9 of the cost of the works; and the organisations
coucerned were empowered to secure loans on specially favourable conditions to cover
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the residual amounts from a special Consortinm for granting subventions on mortgage
security opened by the Bank of Naples.

To sum up, in the case of compensation for damages caused by earthquakes, vol-
canic eruptions, floods, and landslips, the State carries out all the works immediately
required, such as the removal of the wreckage, demolitions, the under-pinning of build-
ings which are in a dangerous condition ; and all the works required in cases of urgen-
¢y, such for instance as the execution of important town-planning works in the affected
areas, works for removing or consolidating inhabited areas, the organisation of im-
mediate measures of relief, the erection of dwelling houses in pleasing garden-suburbs.
for injured persons without means,

The expenses met in connection with all the above-mentioned calamities from
1908 to 1942 exceeded three thousand million lire, to which not less than 800 million
lire must be added for subgidies to individuals. It may be objected that not all these
figures have the same meaning, ag the purchasing power of the lira has varied in the
periods preceding and following the first world war. Nevertheless, in order of size,
they show the importance of the tasks nndertaken by the State.

IV. — As the result of various vicissitudes (occupation of the home territory by
warring armies ; dispacement towards the North of the administrative departments
with the inevitable deterioration of their respective services; lack of means of commu.-
nication and transport), the former experience which Italian legislation had in the
matter of war losses can now teach us but little,

The igitiative for undertaking the rebuilding and repair of buildings and publie
works of national, provincial and eommunal interest, and of those used for religious
purposes is left, under this legislation, entirely to the State, and undertaken at its
expense ; this is the ease also with buildings belonging to private persons, but only
to the extent of their value in the month preceding the outbreak of the second world
war, reduced by the value of any part of them which has not been destroyed.

By the middle of 1943, the work done by government agencies for repairing or
reconstructing public works and private buildings already amounted to over two thous.
and million lire. With the spread of war operations by air, sea and land, with the
renewsal of attacks on a vaast seale against densely populated centres, the amount of the
losses suffered has reached alarming figures, and should present circumstances he
prolonged, it will be difficult to estimate the loss even approximately. Anyhow, it will
be terrific, and the law will have to be amended to meet it. Moreover, to ensare rapid
reeonstruaction it will be necessary to revise throughly the administrative and financial
criteria adopted.

This is not the place for making a full enquiry into the matter. Nevertheless, the
experience acquired in connection with public calamities and with the first world war
shows that ex officio execution of the work by the Government is the means best suited
for assuring the rapid reconstruction of buildingsz and other works needed as the indi-
spensible premise for resettling the war-devastated districte and assuring the revival
of national life. In the case of private buildings, the Government might entrust their
reconstruction to the «Provincial Institutes for Peoples’ Dwellings ” (Iatituti Case
Popolari) organised on a uniform basis for supplying the need of possessing in sach
province agencies capable not only of administering their own capital, consisting of
the houses they have already built, but also of erecting new ones to meet the needs of
the populations returning to their home centres or else settling in others offering better
opportunities for employment.
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But hesides the well known difficulties which always attend such assessments, the
Government, should it undertake to execute all the work itself, subect laways to its
right to collect that share of the costs, which, under the provisions of the law, has to
be met by those house-owners who possess means, would have to dispose of huge
funds which it would be difficult to provide for in the budgets of the first post-war years.
It would therefore seem advisable to reserve to the Government the direct execution at
its own expense of all public works of natjonal interest and of those required by local
government bodiez and for religious purposes, as well houses for the unpropertied clas-
pes. These might be built by the above.meutioned Tnstitutes for Peoples Dwellings,
whose balance.sheeis and activities should be carefully supervised.

It would seem advisable to leave the rebuilding of houses belenging to perrons of
means and of business premises which may be recognised as deserving of government
help, to the parties concerned and at their expense, the Government assisting them by
the grant of subsidies which might perhaps be supplemented by bounties to speed np
the work, granted on the basis of estimates drawn up by the Board of Civil Engineers,
and of vouchers showing the progress made with the work ; affording private house-
owners the possibiiity of obtaining loans on favourable conditions from credit institutes
set up to meet that part of the cost not covered by the grants above referred to.

This huge mass of work, both complicated and delicate — extending from the re-
storation of innumerable public works to the reconstruction of a large part of the real
estate of the country which has been destroyed or damaged, and in some caser entailing
the rebuilding of whole cities — will of course centre round the Ministry of Public
Works, which has many decades of experience, speci~lised knowledge, the habit of lok-
ing facts in the face, all gqualities reqnired for undertaking the work without delay.
Jt will however he necessary to carry out carefully planned decentralisation and to en-
trust much of the work to regional offices ; the technical exeentive officea will have to
be reorganised and reinforced ; the several problems will have to be dealt with on uni-
form lines ; and a thorough knowledge of all the consequences or the policies followed

will be required. :

V. — As regards the financial criteria which should be followed, when once the
respective urgeney of the works has been ascertained and the plans for the public works
have been approved, the following lines suggest themselves:

{a) the cost of reconstruction cannot be charged to the national income which
in countries with a low average income level, heavy inflation, and which have been
severely injured by the war, has been reduced and it is to be hoped will be increased
rapidly. At best, only a very small part of such cost could be charged to income ;

(b) it will therefore be necessary to have recourse to national or foreign capital
to the full extent which the elasticity of the fiscal system and of the economic structnre
of each country will allow;

(¢) if recourse be had to forcign capital as costing less than that obtainable on
the home market or for the simple reason that the country bhas no capital, or has only
insufficient quantities ; then the borrowing country must equip itself in such wise as
to encourage large export currents of goods and services, thus securing the means for
settling in due time, and with less difficulty, interest and amortisation payments ;

(d) if recourse be had to foreign capital, care must be taken to coordinate carefully
the influx of goods in kind and of the means of payment; the annual charges met
by the Government inclusive of annuities for public works and the annual charges f or
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interest and amortisation. These latter expenses can only be met by countries which
make such good use of the loans that they increase their total real income and can count
on it for making it powible to return them. It would be a mistake for the national
budget of a country to incur liabilities for public works for suma equal to those of the
instalmenta of the loan it is receiving, noless it can be certain that when the instal-
ments cease and interest and amortisation payments fall due, larger exports will supply
adequate means for meeting the payments it has to make;

{e) care muat be taken thau neither the consequences of carrying out public works,
nor those of securing foreign loans, run counter to the policies the monetary authorities
of the country intend to pursue.

Government activities, whether favoured or not by foreign capital, will only succeed
in restoring the prosperity of the country if the government is strong lenough to con-
vert any charitahle help it may receive into lasting currents of production of consump-
tion goods,
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ELEMENTS AND GUIDING PRINCIPLES OF ECONOMIC PLANNING

SUMMARY

ParT I: PLANNING BY INDIVIDUALS, — The notion of planning is considered with
a view to defining and specifying what it implies. In drawing up an economic plan
account must be taken of certain elements : marginal values, the discounting of future
events, direct and indirect insurance against probable riske, market conditions. Al
thege elements enable the individual to ascertain approximately the cost of making
or revising an economic plan, In planning, theindividual may be guided either by the
principle of economic expediency, or by that of substitution, in substance by the pre-
valence of motives other than economic. The present inguiry seeks to throw light on
the regulating and stabilizing function of planning by individuals in modern economy.

Part II: PLANNING BY GOVERNMENTS OR OTHER PUBLIC BODIES. — The fact.
that the Government may act either in the interest of the whole community or in that
of epecial groups of citizens justifies the distinction drawn hetween its intervention in
the general interest or in that of certain groups. Each intervention implies a coat and
a result. Consequenees of interventions whose cost exceeds the value of the result
obtained. Contrasting results of the several interventions lead to a rise in the cost
of each. Notion and function of planning by governments or by other public bodies.






PArT 1.

PLANNING BY INDIVIDUALS

1, — Notion of planning.

The expression * planning », ¢ economic planning ™ is in very general
use ; we come across it nearly every day. Unfortunately the meaning
attached to it is still a vague one, When an economic dictionary — which
it is to be hoped will be compiled with the co-operation of all students
of these matters — will reach the letter P, this fact will have to be mentioned
when attempting to fix for the expression a meaning, or several meanings,
as accurately defined as possible. It does not seem that any really thorough
scientific enquiry has yet been made with this end in view. The results
of a personal enquiry are here briefly summarised.

The need of a plan and the need of properly analysing all it implies
are at least as old as man’s need of aeting on rational lines. Whatever
be the economic system in force — ranging from laizsses faire to collectivism
(provided this leave at least a minimum amount of freedom of choice to
the individual) — planning is scen to be an essential requisite for any action
looking to the future. Considered as instrumental, planning is seen to
be a logical category of any action having in view future developments
along lines traced by the reasoning powers of the individual concerned
and by the opportunities offered by his environment.

Self-examination shows that each of us is rooted in the past and bound
to some extent by what we inherit from it. But day by day each of us
is freed from some of these bonds ~ a freedom more or less fully secured
at fixed periods, as, for instance, on the termination of contraets, controls,
liabilities of various kinds ~— while at the same time new bonds are being
formed, as for instance by the acceptance of new contracts, controls, or
liahilities which more or less crystalise and immobilise our present and even
our future activities. At every moment each individual, within the envi-
ronment in which he operates, is disposing of opportunities or things
which are freed from past bonds and of what still survives of present immo-
bilizatiens. At any moment he can assign these available means for
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purposes of consumption or investment, present or future (savings),
guided by that principle of using them to the best advantage which tends
to secure the best satisfaction of his needs.

The basis of this principle is the sensibility of the individual eoncern-
ed, which in a first period leads him to see a situation of equilibrium or
tending towards equilibrium from which he will only swerve if circum-
stances shonld allow of his improving it ; but which, in a successive phase,
urge him to consider the means of preserving or if possible improving
the position attained in spite of all the environmental and personal
changes which tend to affect' it adversely, Each individual, though quite
unable to foresee the situation which will arise and still less to fore-
gee the varions reactions, direct and indirect, to which it may give rise

to do so he would have to have powers of divination which, moreover,
wounld not always make his life a happv one) — can almost always succeed
in fixing a line of future conduct planned on a scale which will vary with
the degree of culture and foresight he possesses which enable him to
conjure up a vivid picture of the future course of events.

Y Planning "’ may therefore be defined as the projection into a more or
less distant future of the most satisfactory state possible considering the
available means — or of a tendency towards such a satisfactory state —
which will comprise one or more aims ; attained in the former case, to be
attained in the latter. A projection whick, favoured by personal expe-
rience and by that of others, subject to modifications based on forecasts
which anyone can formulate, reacting with his sensibility to the stimuli
and the changes of his surroundings, answers the more or less conscious
need of resisting to the currents surrounding him and to the uncertainties
of surrounding conditions.

Instead of breasting at each minute the waves of time by which he
endeavours not to be overwhelmed, and seeking in an ever-changing envi-
ronment to direct his efforts so as to procure for himself the things he
needs, the individual sets himself one or more aims which he hopes to
realise successively over a period of time ; he directs his efforts towards
the attainment of these results, even if they be only partial and only
shortly deferred ; he defends them by using the means required for neutra-
lising any adverse influences, and gradually adjusts to changing conditions
the nature of the protective means employed, at least until such time as
the changes which may have occurred in the real situation as compared
to that which he expected shall require him to modify the objects he
originally set out to achieve.
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In 5o doing the more earnestly he strives first to preserve and then to
improve the situation he has already attained, the less will his actions be
the result of the chance promptings of instinct.

This shows the intimate relation thus «stablished between the faculty
of conjuring up a vivid vision of the future —so as to provide in time against
possibly unfavourable influences or take advantage of possibly favourable
cireumstances — and the degree of prosperity which the members of a
civilized community may attain and preserve. “ Planning ” is therefore
the instrument used by the higher faculties of man for attaining, defining,
and defending a certain level of prosperity which a variety of circumstances
may increase but which they more often tend to nndermine.

2. — The elements reguired for making a plan. (4) Marginal values.

A notion of the elements required for making a plan can be readily
deduced from the few points above set forth,

First of all, in arranging for conditions to be secured at a future time,
the element represented by marginal values must supply the basis for secur-
ing a notion of stable, imperfectly stable, or even unstable equilibrium —
a8 the advent of a series of disturbing causes of such viclence ag to make
it impossible to reconstruct the previously existing equilibrium may always
be expected.

Marginal considerations in using one commodity (money) for seeking
another (special equilibrium} or several other commodities (general equili-
brium) imply the consideration of a very small increase or decrease of the
thing possessed and of the thing or things of which the possession is
desired : a consideration which in each case is the only one present to
our mind and capable of affecting our decision as to the expediency of
continuing or stopping our work ; it is our guide to rational conduct.

Following in the footsteps of Pareto, Hicks (1) considers * old
fashioned ** the notion of marginal utility in the selection made by a con-
gumer ; and applying the individual preferences and curves of indifference
already drawn by the Italian economist, he has very elegantly replaced
the law of diminishing marginal utility by that of the diminishing rate of
substitution of one commodity by another. Undoubtedely this ample
tribute paid by one thinker to another deserves our admiration. Neverthe-
less, mindful of the teaching of Pantaleoni, we consider that, notwith-

{1y Hicks, J. R. ** Value and Capital ™, Oxford, 1939, pp. 58 and 132.

(16}



standing the qualifications elaborated by keen enguirers, the notion of
marginal utility still retains its funetion as a wvaluable instrument for
economic enquiries, and as far as this study is concerned, as it assists in the
formation of a notien of equilibrium, it must also be considered as an
essential element for planning which takes as its starting point precisely
the notion of equilibrium or of a tendency towards equilibrium.

As a matter of fact, it is now accepted that for the purpose of attaining
the maximum possible satisfaction, a consumer distributes his income
between several commodities whose consumption is governed by the law
of the equality of marginal utilities divided by the price unit ; a producer
distributes his income or his available means over the factors of production
which he wishes to combine, in accordance with the corollary of the
equality of marginal productivities divided by the price unit.

At the basis of all these distributions, of all these relations between
the markets for the several commodities, including money, we always find
the consideration of margins. As these margins are first secured and then
developed by comparing their various ntilities in time, the essential founda-
tions are thus laid for drawing up, carrying out, and revising a plan based on
a condition of stable equilibrium which the entreprencar desires to improve
in eonformity with changed conditions, of an imperfectly stable or unsta-
ble equilibrium, which he wishes to change into one of stability and then
to improve as circumstances and individual preferences may suggest.

3. — (B) Discounting the future.

Could a state of equilibrium when once attained, or shortly to be
attained, remain unchanged thanks to the permanency of all the conditions
leading to it, we should encounter ne greater difficulties in ‘‘ projecting
it into the future ” — however distant — than those represented by the
above mentioned marginal distribution of incomes and savings tending
towards the attainment of maximum satisfaction. As a matter of faet,
however, the equilibrinum attained is subject to a whole series of circum-
stances which may affect all the conditions which determined if, such as
incomes, prices, individual tastes, the state of technical knowledge. “ Pro-
jection into the future ”, is therefore only conceivable if the changes are
not such as to endanger the position of eguilibrium attained by each
entrepreneur, or if, although endangering it, they are offset by other con-
ditions which can re-establish that equilibrium.

When the individual, freeing himself from the bonds with which the
past has shackled him, tries to foresee the consequences which may re-
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sult from changes in a given situation, he is said to « discount the future »,
i. ¢., he imagines it, and keeping in mind the ends he has in view, he acts
accordingly.

In practice, this expectation of the future has a twofold effect on
the individual who estimates the forecasts he draws in relation to the
ends he has in view. Tt affects the actions he takes at the time forecast.
There follows a redistribution of the available means differing from that
which he would otherwise have attained. Some at least of the actions
he would have taken affer the occurrence of feared events, are taken
in anticipation of these. Some at last of the econsequences feared
are thus distributed over the period preceding the occurrence of the
events instead of being all felt simultanecusly. The expectation of the
future affects the individual’s actions after making the original distribu-
tion of available means between cousumption and savings. FEven
if that distribution was made in view of the aforesaid expectation, as
the date foreseen for the feared events draws gradually nearer, the indi-
vidual can always judge whether the original distribution and the equili-
briumn thereby attained can remain unaltered, or whether they must be
modified because the expectation either underestimated or over-csitimated
the event.

But we can realize that the distribution of available means is based
not only on the consideration of existing but also of future conditions,
the care to see whether, under these changing conditions, the said distri-
bution is still in keeping with the ends in view, the haste taken to alter
it as soon as a change may become desirable, all this is properly described
as planning to meet a situation expected to arise, and in its turn confirming
or correcting that plan as these expectations gradually draw near. By
inducing the individual to take in advance at least some of the measures
which otherwise he would only have taken when the feared event has
ocourred, planning tends gradually to replace by discounted incomes,
prices, and tastes: those incomes, prices and tastes which were current at
the moment when the forecast was made, <. e., planning tends to reduce
or multiply — according to the preference shown by each individual,
for present as compared to future commodities and according to the favour-
able or unfavourable nature of the events expected — existing incomes,
prices, demand and supply. Thus these unceasing efforts secure the project-
ion into the future of a state of equilibrium attained or to be attained as
the regult of events the expectation of which becomes a necessity of the
intellectual activity of each individual concerned.
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The dificulty of substituting discounted valuations for present valua-
tions thus arises, as stated, not only from the many conditions which have
to be taken into eonsideration when distributing commodities with an
eye to the future. It arises also from the many changes to which all the
conditions to be taken into consideration are subject in the course of time.
A distribution and a plan which at the start are in keeping with the aims
of the person who makes them, may well turn out in the course of time
to be inadequate for securing those aims. But as the fnll attainment of
the ends in view requires that a plan should adhere as closely as possible
to real conditions, the need arises for recourse to a third element which
may be described as insurance, which will make it possible from the start
to introduce into the plan any modifications which may be required.

4, — () Direct and indirect insurance of possible risks.

It is obviously in the nature of things that events may turn out to
be less favourable than had been expected. Each expectation cannot be
fulfilled to the full extent desired. The measure in which an expectation
can be relied on finds a limit marked by the spread of the risk that its
realisation may turn out to be impossible. This limit is not an objective
one. Tt expresses the opinion of the individual who makes the plan as
to the probability of being able to carry it out, at least in its main lines.
This opinion varies from one individual to another, from one time to
another, and determines both the scale and the duration of the plan
itself.

Nevertheless, and within the limits of scale and time which at first
seemed reasonable, facts may differ from expectations in a greater or a
lesaer degree and, what is yet more important, they may be more or less
unfavourable, as, for instanee, when the event foreseen occurs on a larger
or a smaller scale, sooner or later than was expected. In short, the indi-
vidual who looks ahead runs many risks and consequently has recourse
to many measures for meeting them. He runs therisk of events unfavour-
able to the enjoyment of an income he was entitled to expeet at the time
when the distribution of the goods was first made. A reduection of the
present, estimate of the value of goods from which the income is obtained
on a scale larger than would otherwise have been adopted, is the most
elementary form of insurance against such a risk and is taken at the time
the expectations are formulated, and this already confers some « elasticity»
on the plan.
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But when the future has been discounted and the discounted incomes,
prices, demand and supply have replaced, in accordance with expectations,
actual incomes, prices, demand and supply, the plan is still subject to
other risks arising from the fact that conditions may turn out to be even
less favourable than had been expected. And should the plan not have
sufficient « elasticity » to enable it to face these risks, recourse must be
had to other forms of insurance, supplementary to the first. These,
in their turn, are carried to the point at which their cost, which has to be
met by the author of the plan who is exposed to the disturbances caused
by the more nnfavourable turn of events, equals the advantage he would
secure by eliminating the risk ; a point which, in the last resort, must
be determined by the opinion the author of the plan has of the losses such
differences may cause him,

As the only limit placed on the insurance represented by a greater
discount of future events is that placed on it by the sensibility of the person
who runs the risk affecting the enjoyment of an income ; so likewise the
only limit to insurance against loss caused by events more unfavourable
than had been expected is that placed on it by the forecast of said loss.
The limits considered are always subjective ones. An objective limit
could only be approzimately established if the behaviour of all persons
who have had the same training, work under similar conditions, and are
in a position to form an élite as regards the estimation of rizsks, were to be
identical. Jven then such a limit would be of historie interest, but could
never guide the individual’s action.

These limits show even more clearly the efficiency of the various forms
of insurance selected. Such insurance may be made once and for all,
or for a specific number of times ; it may come to an end when the events
in view of which it was taken have occurred. Therefore, should facts
more unfavourable than expectations persist beyond the pumber of times
foreseen. it would seem expedient to adjust the plan to the new conditions
by introdueing radieal alterations rather than to take out new insurances
against the risks involved in the existing plan.

5. — Cost of making and revising a plan.

We are thus able broadly to define the cost of making and revising
a plan. To look into the future, to make a plan, to take measures for
insuring against risks related to the enjoyment of income or to the chance
that events may prove more unfavourable than expectations, implies a
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coat represented (a) by the renuneiation of certain kinds of consumption
goods and certain investn ents, certain savings, when making a distribu-
tion of goods other than that which wonld have been made but for these
expectations : this represents the cost of planning as compared to the
absence of cost (though only temporary) of not planning ; (5) the losses
and expenses incurred for imparting to the plan the elasticity required
to adjust it to changing conditions until such time as the cost of the said
elasticity exceeds that of the least expensive form of direet insurance ;
fe¢) the losses and expenses incurred for direet insurances when they are
taken to supplement the insurance represented by the greater discount of
future events which takes into consideration risks referring to the enjoyment
of income or the results of a productive aetivity. The scale of this enquiry
does not allow us to go more at length into the examination of these
groups of costs.

When expectations turn ont to correspond to facts in a maximum
degree, or When the elasticity of the plan and the insurances arranged to
compensate unfavourable differences betwen facts and expectatios, the
plan may be carried out on the lines laid down without entailing fur-
ther costs for the entrepreneur. But should the several forms of insurance
prove insufficient to cover the unfavourable diffcrences between facts
and expectations, or should the author of the plan perceive, when the
first results are secured, that the insurance guarantees are so affected
28 to justify the presumption that the plan will correspond less and less
to the real facts of the situation which is developing; the disequi-
librinm will become more apparent and the peed of revision, to an extent
and at dates other than those foreseen, will make itself more strongly
felt. Toguarantee the execution of the plan or at least of its main features,
new initiatives will be needed which may entail a new distribution of availa-
ble goods, supplementary insurance measures, in short a cost additional
to that met in drawing up the original plan.

6. — Guiding principles in making and revising a plan: economic expe-
diency and substitution.

Bconomic behaviour depends on the psychology of the individual
which is constantly affected by his selections according to subjective cri-
terin. But undoubtedly the more rational the behaviour of the individual
is seen to be as events change, the more he shows himself inclined to assert
this rationality, so much the greater will be the number of goods he will
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be in a position to dispose of for the attainment of the ends in view. This
means & reduction in the cost of any activity he may be carrying on. It
also implies that the greater the number of persons in a community whose
behaviour is guided by reason to the fullest extent possible, the smaller
will be the cost of the several activities they carry on, as the means of
which they can avail themselves will be used to the fullest extent allowed
by the environment in which they work.

Both in making and revising a plan, the principle of economic ex-
pediency — that is of the best use of available means -— can be applied.
Often, however, and more especially in the case of revigion, a principle
comes to the fore which, in relation to the exclusive consideration of eco-
nomic expediency, may be called that of subsfilution, as it suggests reeonrse
to policies less rational than those which the principle of economic expe-
diency would suggest, or policics which may even be irrational.

Even the principle of substitution, however, does not present features
which are fixed and objective. It expresses the recognition by the indi-
vidual of other than economic motives, as for instance when he imports
commodities at a higher price than that at which he could obtain them from
another country. It entails, for instance, selling commodities at a smaller
profit than would be possible, as happens when the entrepreneur exports
to countries where prices are lower than elsewhere. Perhaps the adoption
of the principle of substitution even more than that of economic expe-
diency, is left to the mutable psychology of the individual which justifies not
only unfavourable diffcrences between facts and expectations — to neutra-
lise which insurance measures might be taken — but divergencies between
his actual behaviour and that which would be prompted by striet adherence
to the dictates of reason, even in the counceptual field.

The degrees in which the individual will follow the principle of sub-
stitution may differ. Policies suggested by the principle — e. g., by the
prevalence of motives other than those of economic expediency, may
still allow the latier to exist if only in some of its manifestations. But
when even a residuum of economic expediency disappears — 7. ¢, when all
insurance against the more serious risks is lacking, and when the irrational
behaviour is not of a provisional character which justifies the hope that
compensations may arise from a revival of common sense, when no attempt
is made to select the least harmful of the solutions which neglect eco-
nomic considerations — then the principle of substitution takes full effect,
its intensity being indicated by the difference between the results it secures
and those which would have been secured by following the principle of



248 INTRODUCTION TO POST-WAR RECONSTEUCTION

economic expediency. The consequence is that while the latter tends
to increase the income of the individual who respects it, the principle of
substitution tends to curtail it, as it secures a use of available means which
is inferior to the maximum attainable. As this curtailment of certain
incomes does not lead to an increase in others, it may properly be said that
the principle of substitution negleets the best use of available means,
ca ses the destruction of commodities, and in time gives rise to a smaller
income available for consumption, to smaller savings, to smaller capitali-
sation.

Whereas the principle of economic expediency, by assuring the best
use of available means and tending to reduce costs, brings into action
economic forces capable of reestablishing the disturbed equilibrium
such a trend is not necessarily found in activities based on the principle
of substitution which, in its more typical manifestations, often hinders
instead of stirnulating those forces, or even paralyses them when its appli-
cation is insisted on. It will be readily understood that the more closely
a plan is drawn up or revised in conformity with the prineiple of economic
expediency the more actively it will promote the recovery of equilibrium
following more or less serious changes in the original situation, and its
further projection into the future. On the other hand, the more closely
a plan is drawn up or revised in conformity with the principle of substitu-
tion, the longer will be the duration of economiec disequilibria, and the
reaults which the plan aimed at securing will be further than ever from
attainment.

7. — The function of planning by the individual.

Having defined the elements of planning, and the two principles
by which planning when carried into practice, is guided — both of which
may be active in varying degree, or one or other may be carried to the ex-
treme limit to the exclusion of the other — we have in other studies tested
the soundness of the propositions so far set forth by examining the meo-
tives guiding the preparation and revision of consumer and producer plans,
the ** uniformities ”’ met with in their respective lines of conduet; the
consequences to which they lead, according to the economic system
under consideration.

Even without entering into further analyses, the following assertion
can be made. The consumer makes a plan for regulating consumption
so as to enjoy with greater security and at dates he foresess the income at
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his disposal. This income we have identified with consumption goods
which form the object of the plan, whose purpose is to protect that in-
come and distibute it in time. In relation to this purpose, the ‘ unifor-
mities ”’ in the consumer' behaviour arc ascertained by the consideration
of all the said elements of marginal values, discount of future events,
insurance against risk, adherance to market realities (1).

The producer makes a plan to secure an income by the use of several
factors whose combination in the course of time tends to be modified.
While the absence of consumer plans may be conceivable, the absence of
producer plans, rudimentary though they may be, is inconceivable. For
the purposes of the enquiry it is advisable to divide producer plans into
a ‘‘ plan of cogts " and a * plan of prices . Interconnected by eonsidera-
tions related to margins, the two plans are amalgamated inte one in the
intention of their author, 7. ¢., a plan for raising to the utmost the income
to be secured.

The existence of plans for producing »n income entails consequences
much more far-reaching than those met with in the cage of consumer plans.
A producer’s plan assures in the first instance greater regularity to the
income of the entrepreneur himself, as well as to the incomes obtained
by all those who collaborate with him. Secondly, it assures greater regu-
larity in the consumption of all these persons and greater stability in the
whole economic system.

These consequences tend, on the one hand, to correct the cychical
movement of economic life to an extent which inereases as the habit of
making and revising productive plans spreads and improves. On the
other hand, the possible loss to consumers both of consumption and instru-
mental goods, due to a price rise which an entrepreneur may try to bring
about, will be offset by advantages — greater regularity, greater stability
— which are far from negligeable, at least so long as the said rise is a mo-
derate one.

[n the ahsence of plans, or in the impossibility of revising them when
they have once been made, however clumsily, human activity would be
left to the mercy of events susceptible of modifying its conformity to the
gensibility which inspires and directs it. But when individual or collective
preferences have been accurately ascertained, as well as the action requir-
ed for satisfying them to the fullest extent allowed by the obstacles

(1} < Uniformity del plano di nn consumatore ”, Giornale degli Eronomisti, No-
vember-December 1942
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encountered the discount of future events and the resultant plan, together
with the various measures of insurance, will tend to protect this action
against possible inconsistencies to which events might try to foree it,
and, as far as economic activities are concerned, it will tend to protect
the formation, growth and enjoyment of real income.

As regards insurance against special risks and against the more general
risk of unfavourable differences between events and expectations, the
whole plan therefore acquires the function of an insurance against the still
greater and not hereby identifiable risk that individual activities may
be overwhelmed by events which restrict the tastes and preferences of
the individual and, in the last resort, restrict the right he enjoysin a civi-
lised community of satisfying them. Thus as the complex relations of mo-
dern life give rise to events which may prevent the individual from devot-
ing himself to the activity best suited to his tastes and abilities, so plan-
ning, as 2 means of protecting these activitics and with them the personal-
ity of each individual, asserts its importance and comes to the fore in a
eivilised community.

We often hear it said that only a few men possess in a high degree
the faculty of clearly foreseeing the future course of events; and that
even these few do not all attribute the same imyportance to planning, in
the real and proper sense of the term, in its relation to present and expected
conditions. But, viewed from a practical standpoint, if notions related
to plans for the main economic groups — consumers, producers, public
corporations who from certain points of view are consumers and form
others producers with special powers -— are being ever more clearly defin-
ed and are spreading steadily we have a right to hope that the number
of persons inclined to make plans will increase, and that as a result of
steadily improving elaboration and the corresponding development of
scientific enquiries these plans will become the expression of rationality
and responsability, inspiring the actions both of individuals and of the
community,



Part 1}

PLANNING BY THE STATE OR OTHER PUBLIt" RODY

8. — The essential features of planning by public bodies.

Of late years public bodies have taken to planning on a much more
extensive scale than that noted in the case of responsible private individuals
of ripe experience. They have planned not so much to meet ithe above
mentioned needs which they should be the first to perceive in pursuing
the ends they have in view, but rather with a view to lending support to
interests which in some cases are so great that they can be practically
identified with those of the nation, but which are more frequently restricted
to those of prevailing political groups. Such action by public bodies
is not always successful, but is certainly a more visible expresgion of
the need of making plans. And on these plans, which have among other
things been published if only in summary form, the public has expressed
a certain number of opinions,

Now, in the plan made by a public body — a plan of production or a
financial plan — let us take as an example the budget of any State —do
we find those elements of marginal values, discounts, insurance, adherence
to reality, which are essential elements of the logical notion of economic
planning ¥ The answer to this question is important as the actual situa-
tion under which the plans of public bodies have to be carried out is no less
beset with surprises than that under which private plans are carried out,
and these latter — it is well not to forget it — are always the necessary
premise to public plans, as it is only from individuals who are iu a position
to produce an income and who for that purpose more or less consciously
lay down plans, that taxes can be levied and loans obtained. Now, should
the plans of public bodies lack the essential elements required for forming
them, and should they consequently not possess the systematic qualities
and the refinement which private plans can attain, how can we expect
them to secure the purposes desired by the community ¥ And even
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gbould they sometimes do o vet they cannot, in the absence of these ele-
menty, afford an accurate notion of the cost of making and revising them,
and therefore the public body will not be able to ascertain whether the
plan_has conferred more benefits than it has brought losses to individual
consumers and individual producers.

The purpose of this remark is to call attention to the fact that an
inquiry into public planning should be made with a thoroughness which
has not alwayy been sought for. Only if the scientific examination of
private plans has first defined all the conditions required for drawing
them up and all the consequences they may involve — including there-
fore the possibility of a conflict of interests with all the losses it may entail,
and the possibility of coordinating the plans of the several groups of citi-
zens — only then will it be possible to examine in the first place whether
the plans made by public bodies originate as such thanks to the concur-
rence of the conditions which are in a position to determine them ; and
in the second place whether, superimposing themselves on the plans the
individual is led to make, they can fulfil a useful economic function,, e.,
whether they can secure advantages exceeding the losses to which they
may give rise, It is only when a public plan, conceived with a view to
securing certain ends, improves a situation or at least does nof aggravate
it permanently, that it may be considered desirable, and its prospects
will be favourable in the degree in which the State, under certain circum-
stances which arise more especially in a post-war period, is in a position
to do better work than private individuals or groups. It must however
first be shown that the plans proposed are logically consistent and can be
of real usec.

9. — State interventions in the general interest or in that of special
groups.

It does not however seem possible to form a clear notion of economic
planning by the State or other public body unless we first study the na-
ture of the activities they display by means of their varions « interventions »,

In common parlance, any action taken by the State in behalf of the
community or given groups of citizens belonging thereto, is degcribed as
an intervention. This notion is a clear one if we conceive community
life as one in which private activities, individual or associated, are held
to be prevalent, and State activities, at least originally, are held to be
limited. But as in modern life for a variety of reasons State activity



ELEMENTS AND GUIDING PRINCIPLES OF ECONOMIC PLANNING 253

has gradoally expanded, the word «intervention» has come to mean
any action taken by the State in ever wider and more varions fields,
whatever be the form of political or economic organisation of the commu-
nity. Tt thus seems permissible to speak of interventions in this wider
meaning of the word even in the case of economic régimes which leave to
individuals few important spheres of action, and in which moreover the
State may yet see fit to interfere, Intervention inay therefore be deseri-
bed as any action taken by the State to meet aims which it deems advis-
able to pursue.

To guide us in the examination of such a wide field of activities we
may draw 4 distinction between State intervention in the general interest
and direct intervention in the interest of special groups.

The former tend at securing purposes to which the State can never
be indifferent, even if their realisation in the national interest implies a
more marked advantage for some groups than for others. First of all,
the production of the several public services essential fo the very ex-
istence of the community are seen to be of public interest. Such, for ins-
tance, are the defence of the country, the protection of persons and pro-
perty against arbifrary action of third parties, the administration of just-
ice, and so forth. In the second place, State action taken for modifying
the distribution of incomes which tends to become increasingly unequal ;
to improve the distribution of productive activities and population over
the several regions of a country and as between town and country ; to
attennate by meaps of protection given in view of national interests (for
instance economic independence} the consequences of a marked division
of labour ; to correet those individual activities of entrepreneurs which
are not conducive to equilibrium (for instance, the employment of women
and children) ; to bring about an equilibrinm which would not otherwise
be established (for instance, by fixing a maximum limit to the fiduciary
circulation) ; to supplement the insufficient reactions of individuals,
to remove obstacles to the rapidity of others; to correct the inelasticity
of the demand on the home or international markets for goods and ser-
vices ; to regulate the supply of credit ; and so forth and so on.

The latter group of interventions tend to secure ends to which the
community might be indifferent. But as their pursuit secures advantages
to individual groups which may connect up with the interests of the com-
munity as a whole, the parties concerned vse pressure to induce the public
body tu intervene. Such are certain forms of customs’ protection; the
fixing of the relations between capital and labour expressed in wages or
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in other contractual agreements; the assumption by the State of some
0t the risks incumbent on the factors of production as, for instance, social
insurances ; all of which are interventions for the protection of special
interests.

10. — Notion of cost; notion of the useful result of an intervention by
the State.

From an exelusively economic point of view it is in the interest of
the community that all interventions in the general interest or in the in-
terest of special groups be based on a favourable comparison of the costs
they entail and the useful results they may secure.

When making or revising 4 plan of consumption or production a private
person may do so without taking into consideration the reactions it will
have on others. Thus it is hardly likely that a eonsumer will modify his
plan because by increasing the demand for a certain commodity he may
raise its price to the injury of other consumers. Nor is it likely that a
producer, who is in a position to manipulate the price of a commodity he
has produced, will refrain from doing so because the new price may hinder
consumer plans and in some cases also those of other producers.

But the planners of State intervention can never disregard the effect
each intervention may have on consumption and production, and possibly
also on existing consumer and producer plans. Therefore, the * cost ** of
State intervention broadens out to include the expense it will place not only
on the State but also on those persons who may be affected unfavourably
by the reactions to which it will give rise. To ignore such costs in all their
bearings is to incur the risk of following mistaken or even harmful policies.

The mopetary expression of the cost of an intervention is the one
which lends itself most readily and with no less useful results than others
to cost comparisons. It is8 not however easy to express such costs in
terms of money.

It would not seem imposgible to express in money the passive results of
an intervention by the State in the form, say, of bounties or subsidies. But
it is not so easy to reckon in terms of money the loss the State may suffer
by levying, for instance, a customs’ duty which by reducing or stopping
the importation of certain commaodities either for direct consumption or for
use in the production of others, will reduce revenue. Still less easy is it
to define the importance of the unfavourable consequences both of boun-
ties and duties on consumers and producers, who are often compelled to
complete their plans by further measures of insurance taken to protect
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themeelves against the risk of a rise in costs and prices, and who are there-
fore the first called on to meet the heavier costs entailed in making and
revising their respective plans. How reckon and express in terms of
money the various reactions on individual minds, and consequently the
varioug measures of insurance in which these reactions tend to find ex-
pression ?  The number of consumers and. producers is enormous. The
difficulty of keeping in touch with their several actions is indeed great.

No less great is the difficulty met with in an attempt to define in the
case of State intervention the notion and meaning of “ useful result ™.
In the first place, the mere fact that the purpose the State had in view
has been secured may be considered as a ‘ useful result ’*. In the second
place, the immediate or mediate consequences of such action in the shape
of lower prices favourable to the authors of consutners’ plans, or of lower
costs or higher prices for certain products, favourable to the authors of
producers’ plans, may be considered as *“useful results . Thus the “useful
result " may be logically considered as a wider category of the aims
pursued either in the general or in a special interest. And here again
the result attainable should be expressed in terms of money to allow
of direet comparison with the cost of the intervention and with the useful
result it may secure in different times and in different places.

But how is it possible to estimate in terms of money the result of
the attainment of an end ¥ To settle a dispute between consumers and
producers or between the owners of various factors of produetion; to
modify the existing distribution of incomes; to develop the resources of
the national territory by carrying out public works; all these are resulis
of interventions which do not lend themselves to rapid estimates, espe-
cially in terms of money. Moreover, what standard should we use in
valuing the consequences of an intervention favourable to individuals or
to groups ¥ Still greater is the risk run of over or nnder estimation in
planning State interventions when an effort is made to estimate their
value in terms of money ; and the error is likely to be greater when the
person planning the intervention interprets and translates into terms of
money the consequences of such action taken in the interests of certain
individuals or groups.

But, in any case, the recognition of these difficulties, serious as they
may be, is no reason for desisting from the attempt to ascertain all the
consequences of each intervention by the State or other public body so as
to obtain, by means of an analysis conducted on lines of increasing thorough-
ness, as close an idea as possible of its cost and wiildty.
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11. — Consequences of interventions which have not in view economice
expediency.

We have already noted that, in conformity with the principle of
economic expediency, private activities destroy present goods with the
prospect of reconstituting them in larger quantities. Should this prospect
not be realised, the individual concerned will suffer a logs. No less than
the action of individuals, that of the State destroys present goods, but
a8 such action is not always governed by the consideration of the possibility
of reconstituting present goods in the future, State intervention may destroy .
them without the certainty of replacing them, at least in like measure.
The loss may be only partial and in this case it will be felt by the whole
community. Or the goods may be replaced in like measure in which cage
there will be no loss, or they may be replaced on a larger scale.

It would be vain to disguise the fact that the complex realities of
modern life have led to a confirmed habit of calling for State intervention
on a large scale. This habit may perbaps be countered by the prevalence
of other tendencies, but one should not illude oneself as to the possible
effects of such compensatory factors.

Consequently, should the number of State interventions inerease,
and should their eost — whether accurately measured in terms of money
or nol — exceed any reasonable estimate of the value of their result,
the serious loss the community might suffer must necessarily claim the
attention of students and statesmen.

When, conditions being equal — 4. e., leaving out of consideration
factors which, developing in the course of time, may offgset or conceal
the aforesaid loss; such as growth of population, increase in the productive
efficiency of certain factors in combination with others, the more plentiful
supply of credit, a reduction in the habit of saving — the flow of consump-
tion goods — that is to say the total real income of the community —
tends to decline, and with it the store of capital goods and the acenmulation
of capital ; State intervention will necessarily, in the course of time, be
led back to respect the principle of economic expediency and will therefore
be limited, at least for the most part, to those interventions which allow
of a favourable comparison between costs and results. Otherwise the
prosperity of the community must suffer a regression or at best will not
develop to the extent which existing conditions would allow.

Unless the sum total of the useful regults of all the interventions —
of those in which the comparison between costs and results is favourable
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and of those in which it is unfavourable — exceed the sum totz‘xl of costs
met by the community to such an’'extent as to offset the destruction of
present goods caused by those interventions in which the said comparison
is unfavourable ; unless, in other words, the action of the State, considered
ag & whole, — action mainly instrumental for the production of consump-
tion goods by private enterprise — hecomes so efficient as to cover the
losses ineurred for all the other interventions entailing a cost in excess
of any reasonable estimate of the value of the results attained; unless
these conditions are realised, it would seem desirable that State action
should be contained within those limits which favour the production and
development of total real income, or which at least do not hinder this
production over considerable periods of time.

12. Other uncovered costs of public planning.

Viewed from an economic standpoint, the conditions under which
the State operates are less favourable than those under which individuals —
consumers and producers — act, guided by plans the formation of which
is coming more and more into general use. This inferiority of the State,
proclaimed on many sides, would seem to be due in the first place to the
fact that those who plan State interventions are not guided strictly by
the principle of economic expediency, and do not take into consideration
those factors of marginal values, discount of future events, insurance against
rigks, adherence to real market conditions, which are at the basis of all
consumer and producer plans.

Objective and subjective difficulties hinder their eonsideration. Such,
for instance, is the objective difficulty of calculating the risk entailed by
such social phenomena as strikes or locks-out, the proportions of which
are unknown when a State plan affecting private productive aectivitics
is drawn up ; such, for instance, is the objective difficulty of caleulating
insurance against the risk that pational reccipts and expenditure may not
correspond to the budget estimates. Moreaver, people think that if the
Government makes a mistake it can always cover it by having recourse
to taxation or loans; it matters little whether these measures will make
conditions worse, Subjective difficulties are, for instance, those encountered
in comparing the “ marginal utility ' of the varions actions undertaken
to meet the ends the State has in view, such as heavier armaments, the
~ gtricter administration of justice, the acquisition of supplies to be secured
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at a distant date, or the extension of public works for developing natural

resources.
In the second place, the inferiority of Btate action would seem to

be due to the fact that the interventions it is called on to make are many,
and it may well be that they will clash with one another, thus mutually
neutralising their useful results.

In such cases a new cause of uncov red costs related to the useful
result of each intervention, arises and this affords a further reason for
replacing the principle of economic expediency by that of substitntion
in the case of State action which, in securing the ends it has in vicw, en-
counters obsbacles arising from the development of other SBtateor private
activities.

"Thus, for instance, in the fiseal field, it is ineonsistent to exempt
incon es below a certain minimum level from direct taxation while at
the same time levying heavy duties on staple commodities. In the field
of agriculture, for instance, it is inconeristent to wish to generalise sufficient,
and therefore less expensive nutrition for all, while at the same time pro-
tecting producer interests by high import duties.

13, — Notion of State planning: its function is to assist and never to
hinder the formation and growth of total real income.

Hence arises the need that each intervention should be based, as
far as possible, not only en a favourable comparizon between costs and
useful results, but should also take care to avoid neutralising in any
way other interventions already taken or planned which represent, in
substance, attempts to secure other ends the State has in view. Hence
the need that, in wide ficlds of national activity, interventions which
are inter-related should only be undertaken after carefully analysing all
their possible consequences, after eliminating possible inconsistencies,
after preparing State plans which as far as possible are guided by those
same considerations of marginal values, discounting future events, insur-
ing against risks, adhercnce to real market conditions, which guide private
activities regulated by producer or consumer plans.

Therefore the term ‘ planning ” by puablic bedies, and above all by
the State, implies not so much the selection of a wide field of action, not
so much the preparation of vast schemes of work and the execution of
large-scale productive activities, but rather the consideration of interven-
tions whose more or less gradual realisation is projected by the planner
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into the future, so that he may examine all the consequences to which
they may give rise and take measures to protect them against eireumstances
which may endanger the results achieved, and to premote all circumstances
which may favour them.

The *“ plan ™ of a public body may be limited to the consideration of
one single intervention of which it is possible to estimate the cost and
the useful result with some approximation to truth. But more often a
“plan ”’ coordinates several interventions which, on the basis in each
case of a favourable comparison hetween costs and useful results, are
directed in their turn to secure either ome or more ends. In the latter
case, a public plan should be characterised by the care taken to avoid
the pursuit of conflicting aims. It thus becomes apparent that the pur-
pose of planning is to provide an instrument of which statesmen, in the
exercise of their higher faculties, may avail themselves at the time when
the several purposes the community hag in view are being attained to
favour the growth of totalrealincome, savings, and national wealth, ¢. e.,
to favour the growth of national prosperity. A public plan achieves
this by eliminating any inconsistencies firstly between the several public
interventions considered ; secondly, between State interventions and the
plang of private produeers and consumers which trust not to be wrecked
by State action, and finally between the several eonsumer and producer
plans themselves by promoting as far as possible harmonious relations
between them.

It must indeed be admitted that modern life, which calls for many
interventions, ends by demanding of these who make public plans a vast
number of calculations and an excessively great effort of forethought.
But we must remember that many individuals now make these calculations
and forecasts with admirable care. Why then ghould the State, actuated
ag it is by a laudable desire to supplement and never to injure private
action, be the one to disregard the consequences of its actions, excusing
itself by pleading that a thorough study has not yet been made of the cost
and the useful results secured by each intervention * To say that public
interventions have become too numerous, only emphasises the need of
limiting them as soon as it becomes apparent that the principle of substitu-
tion is likely to emerge, with the consequent curtailment of total income
and total savings which the efforts of whole generations have succeeded
in raising to a certain level. The effort required to eleborate more fully
the plans connected with action by the State or other public bodies should

not induce us to renounee this task.
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The several tendencies displayed by managed, regulated, planned,
manipulated, and controlled economy, — i. e., by economic planning —
have not always taken care to define their purpose, nor have they always
taken into account the possibility fhat private plans may interfere with
one another, and with public plans. The promotion of enquiries for secur-
ing a fuller knowledge of all these facts means for each country an attempt
to protect itself against wasting its energies, an attempt to develop to
the utmost its available resources, an attempt — egpecially for those coun-
tries possessing abundant reserves of working power — to obtain therefrom
the highest returns possible for the work of reconsiruction which will
be carried out to a great extent according to plans. In combination with
other resources, working power is creative power. Thus it is the fundament-
al premise for an enduringly profitable work in the interests of peace.
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