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INTRODUCTICHN

In order to understand Great Britain's present economie crisis, a
thorough understanding of the long-run trends which led up to it is nec-
essary, Britain's problem has been the necessity of turning the corner
from the nineteenth into the twentieth century. She is in her present
state mainly because this transition was not accomplished by 1914. For
too long a time Great Britain depended upon an econonic structure and on
methods which of'ten belonged to the previous century,

The era before 1914 was unique in that at no other time has such a
combination of economic circumstances existed together. The most obvious
of these circumstances were: almost complete free s, complete free-
dom of transfer of funds, an immediately available gold reserve of only
30 to 40 million pounds sterling and yet a confidence in the stability
of the sterling exchanges which has not been since 1914. This unrestric-
ted freedom was based upon conditions which have since been lost., It was
based upon a fundamental equilibrium in the trade and in the finaneial
relations between the chief countries in the world, a degree of confi-
dence in the maintenance of this equilibrium which we are finding hard
to realize toda.y, and in a strength of leadership in the United Kingdom's
economic relations which no longer exists,

After 1914 England relied upon these unique conditions which she
believed to be permanent but which were actually only transitory. The
Victorian Sm, which was the high-water mark of British prosperity was
based upon an early industrial lead. This start rested upon British coal
which was plentiful, near the seacost and cheap, As industrialization
spread to Germany, the United States and the rest of the world, Creat
Britain's leadership began to be challenged, However, the mowentum she
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gained from her early start enabled her to carry on as a great industrial
and financial power long after the basls for her supremacy had vanished,

As a result of her special position in the nineteenth century, Britain
developed an economic system which was a combination of an advanced stage
of industrialiszation and a deficiency of natural products, She became a
great processor, dependent upon an interdependent world economy. The
nature of Britain's international trade was, and to a lesser degree is
likely to remain, the exchange of manufactured goods for foodstuffs and
raw materials with the rest of the world,

The world demend for the type of goods which Britain exported tends
to be highly clastic and subject to change. Great Britain could not pos-
8ibly have maintained her industrial monopoly for ever and yet her economy
was based on this monopoly. However, Bri’{;ain's demand for the type of
goods she imports is relatively inelastic. lMost of the imports are nec-
essary and cannot be cwrtailed greatly, regardless of export conditions,
Britain's total imports have both a smaller income elastieity and price
elasticity than her total exports.

Any deeline in international econcmic activity or any movement to-
wards nationalism will have an adverse effect on such an economy. Both
these factors were active after 1914 and Great Britain suffered accordingly.
It was a sign of decadence when after the first World War a monetary policy
was imposed which strangled industry., The latter, in self-defence, evolved
& system of protection which threatened commerce and finance, The fact
that some choice had to be made and that someone was bound to suffer, showed
that the old economic system was badly out of order, A paralysis was
ereeping over the British economy and the attempted cures only prolonged
or encouraged the dmmy
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The aim of this thesis is to give an account of the major factors
which characterized the decline of Creat Britain and the development of
the present esconomic crisis, and to make some predictions as to her pos-
sible future. I have called my thesis "The British Balance of Payments"
because the strains and deficits in the balance of payments have been the
main gauge and obvious sign by which the rate and degree of Britain's
decline has been measured, It is significant that one of the greatest
economists of this gentury, Lord Keynes, should be the first to bring a

~ previously seldom used term, "the balance of payments™, into the lime-

light of economic discussion regarding Great Britain,

The present erisis in Britain and the fundamental economie changes
 which are and will be taking place are evidence that an era of British
supremagy has passed and that Great Britain is starting on a new phase
in her history, that of a relatively normal and mature economy.



The period from 1896 until 1914 was one in which international esonomie
competition and tension grew to a position approaching intense equilibrium,
Up until this time Britain had stood as the relatively unchallenged indus-
trial baron of the world, She had led the way in almost all politieal,

economic, and social developments, I will not endeavour to explain this
prominence except to say that her strategic island position in a world of
expanding frontiers and her virile peoples were major aspects. The impor-
tant point mvw, is that as a result of her leadership she had come to
depend a great deal upon the ocutside world for her advanced culture and
standard of living, Thus any infringement upon her position was of grave
concern and was followed Wy compensating economic policies. I call this

a period of equilibrium because these policies tended to keep pace with
the disturbances in international trade competition. I do not infer that
Britain's policies were always conscious--on the contrary--most of the
changes in her economic position were reactions on the part of individuals
who were unconscious of the general trends as such. Iven today it is dif-
ficult for Britain to look at her position objeectively. The man inside a
tornado cannot see the tommade.

This maintenance, on Britain's part, of international economic equili-
brium has great bearing on my main thesis, In order to maintain it she
retreated to = less advantageous positions; thus leaving her narrower scope
for recovery in later years. As the margin for retreat decreased increasing-
1y important positions had to be given up, However, up until 1914 there

was no sear upon Britain's ee
favourable, There was even a large investahle surplus,
For a hundred years the United Kingdom had imported more goods than

nomle face, Her balance of payment was very

‘A”
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it had exported, These surplus importe had been paid for by receipts of
interest and dividends on investments placed overseas, and by other so~called
invisible exports-~that is, shipping rreighta, insurance profits, and the
like, Before the first world war these receipts were enough to balance the
account and even leave a surplus, In those years Britain was making new
overseas loans almost to the full extent it its interest reseipts.

However, though this was the apparent economiec position of Britain ,
in 1913, the effects of rising foreign mmmm‘ in the economic field,
atrophying of certain natural resources in Britain, and the growing obsolete-
ness of some British manufacturing methods and skills, were having a decidedly
detrimental effect upon the economic position of the United Kingdom,

No age is ever conseious of its own position, There were very few
economiste in ingland at the begimning of the twentieth century who saw
the adverse trend following on the changing economic face of the world,
Bowley, for instance; writing in 1904, has this to say:

Our exported manufactures pay for the manufactures we import and

for all the raw material used in our output for the home market as

well as the foréign market, At the same time the food we need

¢ould be partly paid for by our ships, while most of the rest

ST o e e R vy o T SiatERes eAALETLY

our population (which some allege, with very little evidence, is

already the case) we could still get the food we need.... ¥
Bowley was right in saying that there was very 1little evidence. The detri-
mental effects were not immediately obvious, Some did, however, notice the
corner Britain was being forced to withdraw into.

From an economically offensive country Britain had been foreed to
withdraw to her first line of defense, There were many more "previously
prepared positions" she was to retreat to in subsequent years which brought

her to her present delense of the inner sanctum,




RISE OF GERMANY

The rise of industrial Germany was one of the most important factors
which contributed to the fall of Britain's commercial supremacy. In Ger-
many the period of intense development began about 1860, and showed notable
rates of increase up until 1910, In CGreat Britain the process extended over
a longer peried (1760-1830) mainly because she was leading the way and a
greater number of primary inventions were invelved, This is a very signi-
ficant factor in eomparing the two because it meant that Germany took over
rvelatively perfected processes thus avoiding the lag of obsolescence, In
1910 Germany had newer and more up-to-date machinery than Britain, 1In the
production of primery heavy produets (iron and steel) Germany surpassed the
other continental countries and created significant competition for Bri-
tish industry, Although the actual volume was below that of Britain, the
rate of increase was greater,

The competitive position of CGermany also became grmvaai;mt'~ in eertain cone
sumer goods such as textiles, leather, and small metal wares, Cermany was
recognized as an equal competitor with Great Britain and many even at that
time were quick to assume that the "deeline” of IEngland had already begun.

Basie to any industrial economy is coal mining., The begimning of
modernized industry in Germany begins from the sinking of the first deep
pit in the Rubr field in 1841, This was called the Craf Beust mine,
Further discoveries of deep deposits were made in subsequent years and
German coal mining was revelutionigzed, The primitive surface mines of the
south were abandoned and production in the Ruhr developed rapidly., Soon
with technieal improvements and better transportation facilities the Saar
and Silesian mines became active.

German coal, however, was somewhat inferior to British coal and much
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less conveniently distributed., The chlef difference is due to the extensive
use of lignite in Germany. The highest grade of lignite coal falls just
‘bulw the lowest grade of bituminous, Anthracite coal averages between
5;000 and 8;600 calories; the poorest bituminous around 6,600 calories,
lignite only yields from 3,&0';9 7,000 calordes, liost of the British eceal
is anthracite and bituminous, ,along with the better transportation facili-
ties, is a significant factor in determining her supremacy in this field
for a longer peried than others.l/

Since German coal was of this inferior quality it did not bear mmch
transportation, and industry tended to be highly centralized arcund the cosl
fields, The range of distribution was extended somewhat, however, by ad-
ditional processing of the coal into "briguettes”, The greater part of the
true coal was produced in the RBuhr, the Ssar, and in Upper 3ilesia, Thus
German production suffered severely by the transfer of a large portion of
Upper Silesia to Poland by the Versailles treaties. A similar loss was in-
curred by the transfer of the Saar to France for a time, Because of the
precarious location of these fields CGermany was foreed to depend more on
poorer lignite and as a consequence the industrial distriets of Samony and
the Thuringisn states grew in importance,

Considering these adverse conditions in such a basie produet as coal,
the German industrial advance is truly spectacular, Nost historians do not
do justice to this fact: reason for this is the faet thal the textile
industry was ussd as the basis for estimating industrial advance, Consee
quantly; before 1870 Britain was given undue stress on account of her highly
developed textile industry. After the Franco-Prussian war Germany amexed

l/ W. dean, mahaal Karpovieh and A, P, Usher, An Feonomic History ¢ :
rope_Sinee 1750 (Mew Yorks American Book Company ), p. 509,
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Alsace and with it all its fmportant cotton industry. This gave Germany
an additional competitive boost., However, Britain continued to export con-
siderable quantities of yarn to Gwmny G&W had her main advantage
in highly speclalized types of woolens, silks, and linens., She had cheap
skilled labour which was one reason that the use of power was retarded as
compared to America or Britain, However, when power did fully develop, the
skilled labour remained and gave Germany supremacy in the production of
goods requiring high skills, This supremsey was taken over from Britain,

The development of Germany in the pre-war era was in accord with the
mass and quality of her resources, Thus she produced much less coal than
Britain (if low heating value of lignite is allowed for). However, she
produced much more pig iron and twice as much stecl, Cermany was thus the
leading producer of heavy industrial products in Burope. She was also
producing more per capita than Great Britain. By 1913 Germany was producing
16.5 million tons of pig iron to Britain's 10,3 million tons, America was
doing better than both of them, producing 31 million tons per capita, A
similar reshuffle had occurred in steel production,l/

It should be M, however, that although Britain lost her supremacy
in production she maintained it for some time longer as an exporter of these
basie products, This was largely due to the fact that the greater part pf
the production of Britain's rivals was consumed in their own home market.

It was not until 1912 that Germany took Britain's place as the chief exporter
(by value) of iron and steel, She maintained her leadership as a coal ex-
porter & little lenger. In 1913 Britain exported 9¢ million tons, Germany
47 mi1lion tons, and Ameriea 24 million tons,>/

2
/ Ibid,, p. 190.
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The development of German trade followed on her industrial develop=-
ment. London was the great trading and finaneisl center of the 19th
gentury. This was due a great deal to her strateglec position on the
primary trade routes, She had & clear predominance in the carrying trade
upon which she depended so much for her standard of living., The develop-
ment of German industry, however, created a volume of trade that could
not be handled through London, and the North Sea ports of the continent
became increasingly important, The change began as early as 1890 when
harbour improvements were installed in Hamburg, Rotterdam, and Antwerp.
These improvements in turn attracted more trade and the foreign trade of
these ports became greater than that of Britain, "This deeline of the
transit trade maris the passing of the 'commercial supremacy! of Creat
Britain, "1/

The trade rivalries of the 19th century led to the notable revival
of some mercantilistic practices and the extravagsnces of protection.
Germany was no exception., A good deal of her industry grew up under the
wing of protection. There was a predominant idea that the greatest
economle gain came from trade with the tropies and semitropies, which
did not compete in the production of manufactured goods, Cermany was a
notable exception., The greater part of her trade was with her immediate
neighbours and the ummvstam. Her best customers have been her
closest industrial rivals, The following figures illustrate thiss

1/

1odd. , p. 315,
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TABLE I +
The Geographical Distribution of German Current Trade in
P‘ 4 C o3 LOLE :

by

Sk R T I
Countries 443 42,5 42.5 485 149.0 50,7

United States 1.1 149 148 10,9 9.1 11?6
Asia 60 7.3 8.0 h®8 46 LS
* Bowden, Karpovich and Usher, op. cit., p. 517.

In 1893 trade with the neighbouring countries amounted to 60,2 per
cent of the imports and 69,3 per cent of the exports. As contact with
the outside world becaue more direct a portion of the neighbouring trade
declined (after 1893). It should be moted, however, that exports con-
tinued to find their most important market in the surrounding countries, |
German shipring records verify the above trade distribution pleture,

The industrial rise of Germany then, was relatively quiek, 'am was
. handicapped by the distribution and quality of her coal deposits, but
this was overcome to a great extent by her two main advantages: First,
the cheapness of skilled labour; second, the technological advantages
gained from following in the wake of Britain, the industrial pioneer,

The first advantage gave her the upper hand in preducts requiring highly
trained persomnel; the second gave her greater efficiency on account of
the lack of obsolete machinery and the relative newness of all her capital
equipment.

I do not believe that by herself Germany would have submerged Great
Britain as an industrial and commercial baroh, She would have probably
equaled her but each would have been complimentery to the other, It was
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the faet that both CGermany and America grew to such predominance that
caused the eventual downfall of Creat Bpitain. The two main ways in which
those countries affected Britain's position and policy were: (1) By taking
over their own markets which were the greatest in the world, The national~-
istic and isolationistic movements of these two countries led to this move,
(2) The enercachment upon other British export markets,

RISE OF THE UNITED STATES
The rise of America as an industrial power was similar to that of

Germany only in that it was late in starting (1825-1875). Consequently,
America was able to utilize the experience of others to her own benefit,
Many American inventors took their inventions over to Durope to try them
out before they used them in Amerieca, This was partly due to the fact
that there was more accunmlated wealth in Burope at the beginning of
America's industrial advance.

Other than this similarity with Cermany, there is little else. America
had her main advantage in vast resources and the development of large scale
corporate enterprise. This led Ameriea to develop along those lines in
which she had the greatcest advantage--namely, manufactured products adapt-
able to mass production and not requiring a great amount of skill, The
United States was definitely limited in her labour and capital supply in
the beginning, which had a great deal to do with determining later tremds,
Another major factor in American industrial advancement was that she was
able to supplement the borrowed Buropean technical knowledge with a great
deal of natural inventive genius, Since industry was in the formative
stage when a good many of these inventions came into being they could be
immediately absorbed while in Europe, and particularly in Great Britain
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the already mature or maturing industrial structure found it difficult to
adjust and supplant aging industries with new ones, This was pwtiaularly
true in the automotive, sewlng machine, and bicycle industries, America
went ahead by leaps and bounds while Europe merely dabbled in them and then
only in more specialized branches of these industries, This picture was
true in many lesser industries, giving America a distinet advantage in these
modern developments.

An important aspect of American industrial advancement is its dispersion,
This gave it a very broad geographical base on which to grow, The main reason
for this dispersion was the faet that settlement and consequently demand
tended to grow faster than transportation ecould keep up to 1%. Thus each
community had to become sult sufficient in many enterprises; especially in
the production of goods which were bulky and hard to transport. Later trans-
portation caught up with demand and facilitated the growth of these indus~
tries, Once transportation gained momentum it grew over the face of America
at a phenomenal rate, At first railways merely connected the main waterways
such as rivers, lakes and canals, but as the population went further west
they branched out on their own,

Another major factor contributing to the growth of industrial America
was the Civil War. There is some controversy as to its importance, but all
writers agree that the so-called modern era in industry get well under way
as a result of the war, Previous to the war the South had been in charge
of the country's poliey. It followed the English policy of free-trade and
was very much against protective tariffs, After the war a protective policy
began which has lasted to thin day. The influence of the South waned while
that of the North increased, Tariffs went up as high as 427 of the value
of imports, The history of American tariffs need not be outlined here, It
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is sufficient to say that they were the shelter under which modern American
industry had its birth. The argument for and against tariffs is a long and
arduous one in which there is no compromise., I do believe, however, that the
earlier Amerdecan tariff policy was absolutely necessary for the develope
ment of America, However, the Ameriecan tariffs today are one of the major
obstacles to world recovery, If America were to lower some of her unneces-
sary tariffs--i,e,, those protecting uneconomical industries--she would
provide a means of repayment fw her exports and lead towards the solution
of the present dollar shortage.

To return to American industrial development, I should like %o mention
the price rise which eccurred between 1860 and 1865, This rise plus the
war tariffs were the two main early stimuli to industrial development, The
reasons for the rise in prices were mumerous--mainly monetary, Paper money
began to be used widely and bank eredit started to expand., Although these
expansions were small compared with those that came later, yet they were
very significant in that they came in the industrial infancy when they
were most needed, The inerease in the quantity of gold eoin and bullien
is a particularly good pulse of the rise,

Once American industry got under way its momentum kept it going, I have
mentioned only a few of the later factors which gave it its remarksble mo-
merttum, such as large resources which were cheaply available, the develop-
ment of efficlent corporate enterprise, the wide dispersion of industry and
population, and the technieal advantages of starting late, There are
numerous others which should be mentioned,

The most important of these was the large home maviet, This market
was growing and could absorb anything that America produced, She was in
the fastest growing stage of her population development, particularly in
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the urban sectors, This growth did not begin to slack off until around
1908, It was due to two factorsy the natural inerease in birth rate be-
cause of incressed subsistence and better medieal care, plus the increased
longevity of life for the same reasons, and the im
Burope,

The profit motive and free enterprise also gave a great impetus to
Amevica's industrial growth. This is true of any capitalistic economy
but was particularly true of the American economy. The stimlating efw
feets of a vigorous western frentier permeated into the soeial relations
of the Ameriean people and had a great deal to do with ereating the strong
inéi‘si&wmm of the American throughout the entire fromtier peried, Its
force is growing weaker today but it has accomplished its job in creating
the so-called "American way of 1ife", At least it has endowed the American
economy with a strong streak of individualism which may still be found to-
day. This very force-—profit making--led to severe and often pernicious
competition, Thus, spurred on by some destructive tendencies in competi-
tion, there developed the aforementioned corporalte enterprises, These in
turn drifted into combinations and mone
tried to curb them through the Sherman Anti~Trust laws, These laws did

dgration movement from

lies until government legislation

not prove to be very effective,

The growth of transportation had a great effect not only on the growth
of the Ameriean industrial machine as such, but led to greater competition
by opening up markets to all producers, The growing cheap transportation
also emabled industry and resources to grow and to develop where they were
most efficient. Considerable amounts of British capital went into developing
the Ameriecan railways, I shall go into this further in the following sec-
emendous growth of American railways one

tion, To get some idea of thetr
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should note the difference in mileage between 1860 and 1916, In 1860 there
were only 39;625 miles of rail while in 1916 there were 25,000 miles--one
third of the world's railroad mileage, The greatest growth occurred be-
tween 1880 and 1890. This period also marked the greatest surge in American
business activity up until that time, The first obvious repercussions may
also be noted in Great Britain in the flare up of imperialism and the
tightening of Commonwealth ties./

Averican salesmanship and advertising should also be mentioned as con-
tributing factors to the rise of the American economy. Large scale
advertising is characteristic of Ameriesn business technique, In spite of
ites distasteful character it has become essential to the modern world economy,
America is still the unchallenged master of advertising and could not keep
her business at its proverbial high piteh without the billboard, Hand in
hand with advertising came high pressure zalesmanship., The "good old
Ameriecan harndshake”, the "pat on the back", and "sign here on the dotted
line" all did their job in helping to make America what she is today even
if a bad taste was left in the mouth of the ecustomer,

There are two more factors which should be mentioned with respect to
imerica's rise, One is the great mobility of Amerdcan labour, especially
in the later part of the 19th century, Immigration centributed greatly to
this mobility plus the comparatively weak domieiliary ties in the last cen-
tury. The slogan, "go west young man®, is characteristic of the relative
fluidity of American labour at this time in her development, The other
factor is the lack of conservatism, characteristié of a young nation, which
enabled industry to adapt itself readily to change. In an age of great
seientific growth this was a very important factor in enabling the American

1 !

/ See Isaae Lippineott, Zeconomic Development of the United States (New
Yorkz’D. Appleton & Co,, 1933). e statistics for this
section were all obtained from this source,
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economy %o keep up to date. Great Dritain was in strong contrast in this
respect, By the time that she could convert, America was already realizing
the benefits of decreasing costs and could undersell Britain in all bub
specialties, American adaptability was not just the result of her liberal
frame of mind but, to a great extent, of the fact that she came into the
industrial field late. It seems almost contradictory that two of America's
chief advantages were ihat she came into the industrial field late and got
into most modern industries early.

From this picture of Ameriecan industrial advance one may suppose that
iha effect was felt directly by Great Britain., This was not the case, how-
ever, as the American home market consumed most of the goods produced,
Foreign trade up until 1914 was a relatively unimportant item in the account,
It was growing in importance however. From 1860 to 1930 it increased fif-
teen fold, Yet in 1914 it represented only about 4% of Amerieca's income,
The greatest effect on Britain was indireet and negative. It was the loss
of a market-~the largest in the world, America did not come into very great
direct competition in merchandise exports and investment until after the
first World War. ©She did not begin to challenge Britain in shipping until
very recently, and then only slightly.

In the production of the basic commodities of cosl and steel America
superseded Britain but most of it was consumed by her home market. The
production of coal grew from 13 million tons in 1860 to 670 million tons
in 1918, Just before the beglming of the first World War America's coal
production was nearly equal to the total of Cermeny and Britain combined,
This has been mainly bituminous coal from the Pemnsylvania fields, If
coal production is any gauge of the growth and decay of an economy it is
significant to note that the 6?\’0 million tons produced in 1918 was the
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highest paak of production, which has steadily deelined singe. Cil of |
gourse helped to maintain industries'! fuel supply at a constantly high level.
Iwentually other sources of power will have to be discovered or the clock
will run down as it has in Britain,

As for iron and steel production, the picture is similar., In the
total value of iren and steel was appreximately §117,000,000, By 1929 this
had grown to @?,m;%@,m worth, Since the production of these basie
commodities is considered the epitome of any industrial progress, this ine
erease is very noteworthy. It is pertinent here to mention the
fact that the great iron ore beds of Lake Superior are ing noticeably
short today. North America's hope is pinned on the great new fields under
excavation in labrador, Their development now only recuires adequate trans~
portation. Consecuently, the significance of the St. Lawrence Waterways

project. is apparent.

America's position then at the outbreak of the last war was that she
was the most self contained large nation in the world and was only beginning
to bescome conscious of her power and international responsibility. (She has
not done that fully yet.) She had speeialized in mass production, Her main
deficiency was in shipping (frem lack of foreign trade), and in the manu~
facture of goods requiring special skills, There were also, of course, those
goods which could not be produced in America. For all these she depended
on the rest of the world. Britain filled most of the role in shipping and
a goodly part of it in specialized products. Germany also contributed a
great amount of both, but mainly of the latter, Dyes, ball-bearings, and
glass were some of Germany's main contributions. The picture chan-
ged after the wary America began to grow out of herself and to affect
British interests directly. "fhe first World War was a turning point in the
world economy.
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BRITISH INVESTMENT

I believe that the key to the whole British problem may be found if
one traces her investment trend and method through the last one hundred
and thirty years, Too little stress has been laid upon it by economists
who have been mainly occupied with the analysis of industrial society and
with the problem of industrial justice. It has been taken for granted that
capital would take care of itself and go where it was most needed, Thus
the economic development of the nineteenth century and the early part of
this one has followed along the path marked out by the self interest of
the investor, Since we live in the short run we cannot be overly amxious
about the long run effects of our actions., Consequently, the Cebdenite
investment of Britain, wi#h its Lumediate returns, spelled the doom of the
British economy. The economic thought of the Viectorian age took for gran-
ted that enlightened self-interest of the individual must be the best nation-
al guide. At the expense of her own industrial advanecement Britain developed
foreign industry which became like the crow's egg in the blackbird's nest,
It grew bigger and more powerfullthan British industry with the results we
see today. I would tend to disagree with those who say that the present
situation was quite inevitable., A quotation from Stephen Ieacock in his
more serious moments is appropriate here:

If England is now feeling the cruel pinch of unemployment, the

heavy burden of taxes, the drag of wormeout industries whose wheezing

and anticquated plants contrast i1l with the glittering dron and

polished steel of the "rationalized" industries of Ameriea and

Germany may not the foundation of it lie, in part, in misleading

use of British capital in the past, 1/

let me trace the major trends in this undirected investment. The out-

flow of capital began after the Hapoleonic War. During the first great

1/ stephen Leacock, re (Toronto?
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'mgu of foreign investment from 1815 up until the Crimean War in 1854
the British pmduative surplus was exported, mainly in the form of pro-
ducers' goods, Iittle of this went ® the Bpitish Impire, I, L. H,
Jenks 'gﬁza that the total probably amounted to about two hundred million
pounds. ,United States received about a quarter of this. Apbout half went
to investment in Government securities in Enmpa; while about a third
went to the Latin imerican Republics., The rest was incidental, most of
it going to the Australian and Canadian land compenies. 1/

The next phase of British investment ran roughly from the rise of
the laissez-faire period and Cobdenism in the middle of the last century
until the rise of the New Imperialism towards the end of the depression--
in 1880, The total foreign holdings at the end of this period are esti-
mated to be X;EG0,0GG,QOG pounds, The ammual investment ran around
w;eoo, pounds, having had its highest year in 1872 when it was
56,000,000 pounds. I find that British shipping returns at the end of
this peried were about 50,000,000 vounds a year. The commodity deficit
(including bullion) was ruming at 70,090,mﬁypounds, leaving an invest-
able surplus when the invisible exports are accounted for,

The geographical division of investments in 1880 differs from that
of the previous peried, Indian railways and public debt absorbed 160,000,000
pounds, Ineidentally, these raillway holdings paid off about 14%, The rest
of the British colonies took 50;000,000 pounds, Thus the British empire
had at this time the benefit of a little more than a sixth of its total
investments. The rest went to various foreign government loans and raile-
ways in United States and South Ameriaa.z/

1/ Ivid., p. 144, 3/ Ibid., p. 132.
2/ Ibid, p. 130-131,
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This brings us to the so-called "pre-war" period which has been dis-
cussed in this section., The trend towards greater investment in the Hmpire,
which is noted in the last phase, increased markedly, At the and’ of this
period, around 1913, the total British investment was about 4,000,000,000
pounds, Of this 1,780,000,000 pounds was invested in the British Empire
outside Great Bpitain, Of the rest 75&;000,000 pounds was in the United
States; 764,000,000 pounds in Latin America, and only 200,000,000 pounds
in Burope. This is quite a different piecture from that at the beginning
of the nineteenth century. Uhere Buropean countries had once represented
one-half they now represented one-twentieth, The Zmpire had become of
major importance while the Americas still absorbed a goodly share, 1/

America was also rising as an investing nation although she remained
a debtor until after the first war, War loans and reparations represented
a good portion of it, Britain still remained a major investing nation
well after the war, However, her investable surplus became less and less
and home industry had to suffer greater negligence in order to finance
foreign investment, The trend towards greater investment in the British
fmpire continued, leading to more stable securities on account of the poli-
tical control, The field for good investment, however, was narrowing
because of inereased supply of funds and because of narvowing horizons,
Increased political turmoil added to the instability of investment as a
major link in the British chain of security, The cardinal position of
investment in the Bpitish economy may be seen by the national wealth figures
of 1914, The British national wealth was estimated at mm;cm,ooo pounds,
Of this 4,000,000,000 was in the form of foreign investment, 2/

What lay behind this random Bpitish investment? As I have already
mentioned, the stress on individual contrel in the direction of investment

1/ Ibid., p. 132,

2/ G. D. H, Cole, E h Trade and Industry (London: The Maemillan
Company Limited, 1932), p. 110,
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was the same, CGovernment directed investment would have been more orderly,
but the motivating source was the concept that money talked, That the
possession of a security certificate guaranteed the stability of the capital
it represented, To her chagrin Britain found that her claim te capital
which she had invested in a foreign country could be wiped out with the
stroke of a pen. Vhen the American railroads collapsed into the hands of
receivers in the middle 'seventies, a great mass of British ownership
vanished into nothing, The railways remsined, During the Amarixzm Civil
War Britons lost vast sums in selling their securities. The face of
America remained unchanged., This same vanishing oecurred throughout the
field of Bpitish investment, The old false idea that six percent returns
in Chile was the same as six percent returns in lLancashire had gone. It
began to be realized that no matter how the title changes the factory still
remained in lancashire, Did Great Britain realize this too late?

Thus British investment has wandered at random over the face of the
globe, It got its start vhen Britain discoversd that a public debt could
be a useful things Something that could be bought and sold, a repository
for investment, a comfort for old age, It became an integral part of the
British economy. The custom was very catching and it was not long before
Britain would buy anyone's debt or finance anyone's venture. National
boundaries did not effect the world of finance.

Indivudual business interest was the sole incentive at first, but as
I have noted, Britain found towards the end of the 19th @‘catury that she
had to follow up her investment with imperial protection, (Thus developed
the growth of the empire and the clasheé of interests which led to the
first World War,)

Everywhere the tentacle of British investment touched it left behind



it permanent wealth., It came away having had some of its vitality sapped.
It grew weaker and more desperate as the very forces it had created threat-
ened to overwhelm it, Great Britain, which has been the spawning ground
for what we eall our modern age may be compared to a certain specie of crab,
This particular type of crab carries its egus around inside its abdomen,

In caring for these eggs it neglects eating and consequently its shell
softens, When the baby crabs hatch they immediately begin to devour the
mother ¢rab which has become vulnerable because of its soft shell, Al-
though this is a rather grotescue comparison, the analogy brings out the
picture of what actually did happen to- Creat Britain,



Chapter IT--WORLD WAR I AND THE INTIR.

Teonomic forces which were reflected through political ideclogies,
clashed in 1914, So-called "zonss of influence” were beginning to over-
lap, ereating great political frietion, particularly between Great Britain
and her industrial rival, Germany. The United States, although an indus-
trial rival of equal standing, was far away and isolated enough to avoid
gerious political confliect. World War I was in considerable measure the
¢limax of a struggle between clashing economic interests which had been
active for some time previously and had finally come to a head,

Rather than remedying the conditions of conflict, the war only accen-
tuated them. GCreat Britain went further down the laddér of decline, Vars
have a tendency to cover up adverse trends for their duration and conse-
quently to cause an acceleration of these trends afterwards because compen—
sating forces are not active during the war,

The actual physical damage done by the first War was not as great as
that of the second, However, the results weve very similar, 'Iﬁknpwer was
expanded in civilian and military aetivities; there was a largs transfer
of resources from eivilian use to the nroduction of mmitions and war equip-
ment; domestic production was curtailed; wages rosej foreign assets were |
gsold to pay for the war, and many men in the prime of their life were killed.
There was no significant damage Trem bonbing during the first war, but the
manpower losses were far heavier than during the second World War.

These materdal losses were great, but of even greater significance was
the loss of contact with foreign markets and the distortion of international
economic equilibrium, For six years Bpitain was out of touch with her
markets (any degree of normality was not resched until 1920), During this
time these markets were foreed to turn elsewhere or to supply their own needs,
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By 1920 many agricultural countries had industrialized themselves, and
everywhere Britain turned she met tariff walls., Her searech for markets

was desperate and she was foreed to begin tuming slowly into herself,

Large areas in Oreat Britain, which had previously been the location of
main exporting industries, became what were called the "depressed areas”,
Unemployment rose to an uupramdengﬁ lavel, To compensate for this change,
new industries, catering mostly to domestic market, , grew up. This slow
but sure change in the pattern of Britain's industry entailed much harde
ship,

Two factors tended to a#centuata the hardship., One was the rigidity
of wages, Although prices were falling wages tended to be kept up by union
activity, The outline of a comprehsnsive scheme of social security, inclu-
ding unemployment insurance, had been drawn before the war, and this the
post-war government extended and developad, Although this socialization
is normally a good thing it tended to accentuate Britain's troubles after
the first War, Insurance and unemployment schemes tend to reduce the
mobility of labour, During the inter-war conversion of industry, Britain
sorely needed a very mobile labour foree but did not have one. No popularly
elected government can be relied upon to enforce by administrative methods
the ruthless transfer of labour from one occupation to another, which was
what was ealled for when Britain's export industries were struek by foreign
" competition, Inmobility and inefficiency are charactoristic of democratic
government and are part of the price we must pay for individual freedom,

The whole world economy was distorted by the £ivsh world war., Ix-
change rates fluctuated widely during the inter-war period, The ille
effects scemed to become cumlative, minly because of the nationalistie
spirit which was rampant after the first war., IHach country or group of
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gountries was intent upon saving its own neck at any cost. Financial and
commercial policles were followed which caused mmeh strain and chaos to
the rest of the world. It is unfortunate that seome synchronization of
aconomic policies could nol have been avolived, The seecond World War was
v dirvectly or imdirectly a resuldy of the lack of eooperation among nations
after the first World War,

Oyt of the inter-war troubles there emerged one bulwark., Ingland
raturned to the gold standard, unfortunately for her, and later becaue
~ the eentre of the sterling area, This sterling avea was the greatest
single stabilizing foree during the inter<war period, The United States,
~ which had acquired great economic and political power, did not maintain
| atable policies and this fast led o mich {nternatienal economic distress,

 France showed a similar lack of international socisl consciousness., It is
certain that the depression in the 'thirties would not have been so severe
if the United States had used more foresight, established counter-depression
| policies and refrained from radieal isolationist tendencies,

In respect to Great Britain, the inter-war period was the time when
her distress ripened, The establislment of the sterling arsa, accoupanied
by the temporary prosperity it brought, was the "swan song" of an age of
econorde prospority thet was passing in Britain,

Britain's commereial policy showed a change during the inter<war period,
From the complete free-trade poliey of pre-191A she moved to the protectionist
and preferential policies of the 1930's. This change was not sudden, Ale
though the years 1930-32 were when Britain actively changed her conmercial
poliey, the spirit and desire to do so had been built up from before the
first War, Changes in cormeréial policy do not just occur arbitrarily; they
are the result of developed circumstances, Great Bpitain was forced to change
her policies, but has she responded too late?
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DECLINING INDUSTRIES IN GRFAT BRITATNM,

One of the most significant features of the changing British economy
has been the shift in industry, Certain staple industries began to wane
before the First YWorld War, while other smaller and lessg basic industries

began to rise in the south of England, Britain's power as a great indus-
trial and commercinl nation of neeessity rested upon the fivm foundation
of pre-eminent staple industries such as coal, iron, steel, cotion, wool,
shipbuilding, and ¢ertain branches of enginsering, As the pre-eminence
of these British industries began to be challenged by the rise of similar
but more efficient industries in other cuntries decay set in at the heart
of the British econony.

The industries which have risen to take thelr place-~the expanding
industries«.have been of the nature which catems mainly to the home market,
Thus during the interewar period there was a deelded slump in British exe
ports. These expanding industries inelude building, road transport, the
distributive trades, electrical manufacturing, motor engineewing, and numer-
ous other smaller industries,

Unemployment, a yvardstick of pmwrﬂzy; although at a lower level than
during the »pre<iorld War One period, nevertheless remained relatively cen~
stant as these expanding industries compensated for the decline in employ-
ment in the declining industries, The displacement of labour, skilled in
obsolete trades, accounts for the general low tenor of employment during
this adjustment perdod. The world's most skilled textile workers found
themselves out of demand. lNen cannot learn new skills overnight, especially
older men and men with dependents who cannot stop supporting their dnpandmts
in order to migrate to the south of Ingland to get into the new industries,

Howaver, except for the homes of those who carried the burden of un-
employment and of the depressed industries, the standard of living,-- i,e.,
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dress, food, 1oisnn; and pleasure was materially mueh higher in 1928 or
1931 than in 1914, The rich and the middle classes were poorer than in
pre-war days, largely because of heavy taxation, but the poor were much
less poor, Pew homes lasked what we eall the necessities of today, such
as radiocs, phonographs, bicycles, cars, ete, lovies were becoming inereas-
ingly popular and refrigeration had improved the British winter diet much
above that of 1914, |

: This mock prosperity was a result of living off capital which could
not go on forever., The present erisis in Britain could be seen coming over

 the horizen but people find it very hard to look to tomorrow if today is

~ sweet,

Since unemployment is sueh an important eriterion of industrial pros-
perity it is pertinent that a general sketch of unemployment be outlined,
T!mgxwingmimefmmladmmtmtmmmegmlm
manifested themselves in Britain, the pioneer of this age, more than any-
where else. The fact that trade unions first grew and were nourished there
is auple evidence, Between 1850 and 1914 the average unemployment was
about 43%. It ranged between 1% and 117 from peaks of trade booms to general
depressions. Between 1921 and 1937 however, the average unemployment was
sbout L%, It ranged from 107 to 20% from the best to the worst years,

This shows a marked increase over the pre-war era, 1/

The trends on the industrial distribution of employment
indication of the changes taking place in British industry during the inter-
war period., The following table will illustrate this point:

are a good

1/ Jones and Pool, op. eit., p. 295.
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Industrial Distribution of Hm

Pereentage Inorease *g
Industry or Decresse -
Since June 1923,

EXPANDING
Distributive trades e #* 6h.5
Building and Centracting —— * éS.z
Hotel, Restaurant, ete. — # ’?3..7
Road Transport e #* 73.1
Hotor and Adreraft o #109.4
Local Covt., service w— * 49,8
Zleetrical manufacturing e 28,7
Wy mahmg’ m: A *® 2706
Gas, Water & HElectriclty - # 34,2
Tailoring - * 8.5
laundries, Dyeing, ete, e * 69.5
Professional services — * 61,7
Bread, mmm. & Cokeemaking = ®*15.7
Fﬂm&m w———— * 5? n3
&atarum, sports, ete, e #150.5
CONTRACTING

Coal Mining e - 41.5
Cotton mamufacturing e - h3.2
Woolen and Worsted Infg. e - 32.3
Iron and Steel - - 17.7
Mw gservice e - U0

Shipbuilding e - L.8
Doek and Harbour Service — - 146
Boot and Shoe Mnfg, i - 11.9

*mm Pool, op. eit., p. 280,

In the most important q:cpanding industries, uot.er and aireraft mamie
facturing, electrical manufacturing, and entertainment, Britain did not
have any advantage over ite chief competitors--imerica and Germany--and
therefore these industries did not help mueh in £filling the export gap.
Only now are British films begiming to be produced of such a quality as to
be able to compete in the vast Amerdican market., The rapid growth of such
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industries as sports and entertainment in such a short time seems very
significant of a deelining economy,

The deelining industries are mainly comprised of Britain's export
industries, Since tﬁis gap was not filled by other commodity exports
Britain's international trading position was permmtly weakened,

The decline in the old staple industries may be attributed to a
variety of influences, lost of these influences may be directly or ine
directly traced back to the rise of international competition in these
and substitute fields, by countries which had a natural or time advantage
over Britain, The First World War and the following eurtailment of
British trade only accentuated her already failing position. Certain
hidden wealmesses were brought to the surface in the form of rising
costs of production relative to the rest of the world, coupled with falling
demand, The growth of economic nationalism closed many important markets,
Thus Britain's erippled industries were not able to keep up with changes
in fashion or the growing competition of substitutes. Also, some of her
best customers were poverty stricken by the depression.

The interaction of all these tendencies was noticeable in different
degrees throughout Britain's older industries., Consequently the relative
importance of overseas trade with regards to natieonal income fell, This is
shown in the following table:

ZABLE ITT =
British Overseas Trade in Relation to National Ingome

Het Hational Income Merehandise HExports Percentage

Year (in million pounds ) Amount (i.n million m) of Nat, In,
129 36 729 169
1932 3,313 365 1.9
1935 3,960 126 A8

" Indd., p. 282,



http:l3rlta.in
http:ta.lli.ng
http:CEi:rta.in
http:fa.ilJ.ng

30 -

- From 1911 to 1935 merchandise uxwrtsv fell from 227 to 10% of natioual
inceme. Thus a much greater strain was put on Britain'e invisible exports
~=ghipping and im;amnt Tals may account for the relatively small de-
eline in the shipping industry compared to the other declining industries.
However, war had crippled shipping in Britain and stimulated 1t elsewhere.
Ag for investment, this had to be maintained by new additions every year,
llew additions ean only be safely made from the export surplus, After the
first war, Britain's export surplus fell but she did not, in these circum-
ataneaa; reduce the volume of her long term international lending, Between
1922 and 1929 the average annual amount of new issues for overseas borrowers
was about 36 million pounds more than the estimated average export surplus
~on current account. This overlending was only pessible beecause Britain was
importing short term capital, The finaneial diffieultics of 1931 had this
as one of its prineipal eguses. Short term eapitael can be called on short
notice and is a very dangerous stop-gap. -/

It is jmportant that I mention the investment problem here since it
aceentuated the disastrous effects of the slump in Britain's staple export
industries, The income from invisible exports was maintained and even
aml;amted; but the industrial foundation upon which they rested was crumbe
ling,

Happy was the industry in Britain that hed no history, The histery of
her older ones tells a sad story, OSurely and steadily they were atrophying
I shall trace the important causes and extent of atrophy in her two largest
export industries before 1914, They are coal and cotton, two veritable
industrial kings in their eza.;f.

1/ Royal Institute of International Affairs, The Problem of
Investment (Londont Oxford University P
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Coal-="King Coal”, the scinowledged heart of awy industrial econonyw
has by its deeline inflicted the deopest rift in Britain's economy, DBritain's
coal production has never returned to ite preiforld Wer I peak, reached in
1913, of 287 million tons, Temporary prosperity came on again in 1923 vhen
the RuhreBritain's chief rivalewwas cccupiod, Since then her output has had
a dowmard trend, As a result eoal exports alse dwindled and in 1938 were
only half of what they were in 1913, The depression eaused the coal indus-
try to becoms mick the world mv,mmm produeing countries exeept
Groat Britain increased their preduction from after the last war., The fol-
lowing table shows the downward trend in the British coal industry:

" Jones and Pool, oo, ﬁ_ﬂ_&c, p. 263,

Britain's contribution to the tobal world outpub foll accordingly, In
1909-13 she produced 25% of the world's tetal eoal., By 1937 this had ;
slumped to 194, The demand for Dritish coal had fallen in many directions,
Coal importing vations were importing from Britain's competitors, especially
Gerpany and Poland, Britain's costs of production remsined rigid and even
tended to rise on account of antiquated machinery, the nature of British
deposits, and the strong lebour unlons which waistained high wages in the
face of falling prices, Competitive fuels, along with fuel economdes had
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alse lowered the demand for eoal, In 1914, 96,6% of the shipping regis-
tered at Lloyds was still ecal fired, By 1935 this proportion had dropped
o 51%. Y/

British industry, moving south and converting to eleetrical power, cut
down the demestic demand for cosl very considerably. There are no satisface
tory figures for the peried prior to 191 with regards to elestrical power,

‘ but statisties for the short period from 1924 te 1930 illustrate the growing
importance of elsetricity. During this period the total power (ineluding
cozl) availsble for industrial use grew by 14,3%, The amount supplied by
eluetrical powsr grew by 39.4%, while that eupplied by coal fell by 10,1%. g/

Similar expansion in the gas industry had the same effect on coal as
the electrical industry. Both of these industries used eoal to produce
their power but the mitio of power produced to coal power consumed was very
great, A fivefold increase in the output of electricity was obtained by
& twofold increase in coal and coke conswmed. The gas outpub per ton of
coal rose from 13,2 thousand eubie feet in 1913 to 16,9 cubie feet in 1936
through technological improvements in methods,

In the other basiec coal consuming industries the demand had fallen
because of the genersl slump in industry itself and because of increased
efficiency in the use of coal. Valuable coal gases which had formerly
been wasted began te be utilized., Alse, the increased use of scrap iron
in place of pig in steel making greatly reduced the amount of m)ml used,

In 1913 when Britain produced 19,3&6;000 tons of plg iren and 7.6&;000 tons
of steel, the iren and steel industries are estimated to have consumed 31.4
million tons of ﬁm This had dropped to 23.3 mmm tons in 1937 when

Britain sroduced e.w.ooomafmmmm 964,000 tons of stesl. -/

1/ Ivid,, p. 28L.
2/ Thid., p. 284,
3/ 1vid., p. 285,
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Britain has been very slow in installing mechaniecal equipment in her
mining industry. This has not been solely because of inefficient organi-
sation, as some have maintained, but partly because of the nature of the
geological structure of the British coal seams. lven at the begimning of
the ecentury, when Britain was still industrial baron of the world, one
quarter of Ameriea's bituminous coal was eut by machinery while only one
and one~-half percent of Britain's was obtained in this way. By 1924 197
of Britain's coal was machine aa%; but America's had risen to 709, Thie
~ falling behind on Britain's part, whatever its cause, has had seriocus
consequences as seen today, Her fevered attempts to bring coal production
around have come very late--and as yet it is not possible ta say whether
it 1s too late. Coal, an integral part of Britain's economy, was allowed
to get too weak and was leaned upon too heavily,

If Great Britain's coal industry may be said to be suffering a slow
death~-then her cotton industry has had a tragic quietus. The causes are
not so complex as those which eaused the decline of the ceal industry,
Relatively sudden paralysis set in in Britain's cotton industry as Asia's
little giant, Japan, raised its head over the commeréial horison of the
world, The great bogey of cheap oriental labor competition became a
reality to Ingland's great cotton industry. Japan's dawn song was sung
to the tune of the elanking roar of her cotton factories. Cheap cotion
 ¢loth was the first probing finger that preceded the flood of Japanese
goods which later found their way to almost every retailer in the world

and paid for Japan's late war effort.

This prodigious rise of Japan's cotton industry and its disastrous
effects upon British cotton trade camot be more clearly demonstrabed than
by the following statistiecs:


http:tollow!.ng
http:horls.Gn

ZApE V¥

ECPORTS OF COTTON PIECE GOODS
(Indices, 1927 - 100)

Prom Great Britain Japan Great Britain and Japan
1927 100 100 100
1928 9 114 7
1929 &89 131 100
1930 : 58 115 73
1931 L2 104 57
1932 - 53 l‘g 77
1933 L9 | 75
1934 48 189 &3
1935 A7 200 a5

Year Relative Vglue Proportion of Total
(baud on mrlim) British Wu

1913 W;ﬁ 18.6

1927 110.0 15.5

1928 107.3 1k

1929 99.3 13.

1930 61,3 o

1931 37.3 9%

1932 L3.6 12,0

1933 Lo pEeid

1934 39.8 iox

1935 39.5 9.3

* Wt; P 62,

Between 1927 and 1935 Britdsh exporbts of cotton plece goods diminished
in volume by slightly more than 50 per cent. In every year during this
period Japamiese exports of cotton inereased rélatively to British exports
of cotton, In 1927 Japan's cotton exports were only 1/3 of those of Great



.

Britain, By 1933 Japanese exports were 3 per cent greater and two years
later--1935--they were 40 per cent greater, This market has probably
been permanently lost by Great Britain.

Two striking features in this decline in British cotton exports have
been the relatively greater decline in wvalue with respect to quantity
exported and the persistence of the decline., In 1932 there was adlight
rise in exports because of the undervaluation of sterling. This seemed
to effect the cotton industry in Britain more than any other industry.

The slight gain made on this account was soon wiped out by 1935 and has
declined ever since,

_ Indian tariffs and competition also had an adverse effect on British
cotton exports. India was the main importer of British cotton cloth,

When Japan began competing in the Indian market and Indian production went
up British cotton was undersold and lost the market, In 1927 India imported
most of her cotton imports from Creat Britain, By 1936, not only was she
importing less, but Britain supplied lo;sa of the reduced imports., In 1927
total Indian ecotton imports were kﬂ;&ﬂ, pounds, of which Britain sup-
plied 79 per cent. In 1935 India's total cotton imports were only '
11;335;&0 pounds, while Britain only supplied 47 per cent of these imports,
(Great eoticn manufacturing areas had grown up around Allahabad and Bombay. )t/

Cotton exports as a percentage of total British exports fell accord-
ingly--from 18.6 per cent in 1927 to 9.3 per cent in 1936, with a slight
rise to 12 per cent in 1932 on account of the uncorvalued sterling, However,
total British exports had also shrunk by 36} per cent; so that the actual
shrinkage in cotton exports was about 64 per cent in 1935 of the cotton
exports of 1927. 2/ This meant a deeline of surplus on current account of
30 million pounds a year because of the decline in cotiton exports alone,

1/ 1bid., pp. 61-63.
2/ TIbid., pp. 6l-63.
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As this same picture began to appear throughout the British export ine
dustyies, the current furplus dwindled from year to year until in 1930
the surplus was replaced by a small defieit. In 1938 the accounts were
balanced only by a draft on overseas capital assets, The gap was beginning
to grow and was getting harder to £ill in, Drawing on one's eapital
assets is dangerous, The coming crisis was just a matter of time, The
gathering war elouds and the aceompanying armsment race only accentuated
and speeded up existing adverse forees. I shall discuss this later stage
more fully in the final section,



In the development of the Vietorian Age investment played, as has been
shown, & mry important part. The unique nature of world trade was conducive
to advantageous investment on the part of the industrial nations--especially
Great Britain, The foodstuffs required by these nations were supplied by
bringing inte cultivation new foreign lands, These lands in turm became
markets for the products of the industrial nations. It was only under
such mutual dependence and ceoperation that the full fruits of rising ine
dustrialism could be realized. International investment was an integral
part of this smooth running world economy. However, this smoothness was
only relative to the post-war situation and was not uninterrupted, Occasional

~ finaneial arims; curreney difficulties, or periods of default by borrowers

. entalled losses for British and Huropean investors., They were followed by
periods of sharp decline in new overseas investment and ement depression
of industry,

Interruptions of this nature were, however, merely ineidental to the
powerful forward trend of investment., After the first war the plcture was
different, Interruptions scemed to become the rule rather than the excep-
tion, Foreign investment maintained its good nane throughout the mr;
mﬂr, because of the important part Britain's foreign assets played
in paying for the war. Britain's accumulated foreign assets have been
her mainstay ever since. The last war changed the whole world economy.

)/It accentuated adverse trends in the British economy and left it permanent-
1y weaker, although the ecurrent balances were soon stabilised and remained

so up until a fow years before this war, Growing nationalism and the ine

g;{iatrznimim of certain formerly backward countries such as Japan, along

" f : !
,//mm the effects of the last war's exhaustion of Burope changed the world
£
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economie pleture, Strain and instability curbed the potentialitiss of
profitable foreign investment, :

France and Cermany emerged frem the war in a very weakened econdition,
Germany did so beecause her wealth had been stripped from her by wmecss-
sarily heavy reparation duessy and France, mainly because of the speculative
nature of her foreign investments, France had directed her loans to a
preponderant degree to finaneing her ally, Russia., With the advent of
the Soviet government these investments became worthless,

On the other end of the seale was the United States who emerge
the war a creditor nation, Her nationals had accuired a large proportion
of the American securities formerly held by foreigners, She had sccumu-
lated large debts owed her by boreign countries., German reparations had

d {from

- also added to her wealth,

In an intermediste position stood Great Britain, The sale of a large
amount of her foreign assets during the war left her with mﬁm but
still substantial c¢laims on the rest of the world, She had contracted a
heavy debt with the United States, Against this she had a few sheky in-
vestrzents with har Furopean allies and with Germany. Because Britain had
not been able to supply the demand of her overseas customers during the *
- war, some of them had turned to rival producers and so, as has been shown,
she lost ground in industry, Thus Orsat Britain emerged from the last war
not only with a weakened capital position, but with a less favourable
anmual balance of payments-~exporting less while contimuing to import as
much or more than before,

/ In order to understand Britain's decline in income from foreign in-
vestment it is necessary to ocutline the general post-war conditions in
international economic relationships,
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On the one hand Hurope was badly in need of capital for reconstruction
and development, On the other hand America was a creditor nation with a
new responsibility, Investment would have to flow along new channels, The
United States began to assume the role of a major lending country., It was
difficult, however, to induce the American public to put its capital into
the international market, They had not been bred into thinking along inter-
national lines as the British people had, and besides, the post-war in-

- vestment fleld did not lock very tempting. A good deal of economic states- .
manship was used to overcome the obstacles in the way of the American publie,

The obstacles to be overcome were mumewous, The budgets of borrowing
countries had to be balanced and their currencies stabilized. The Dawes
and Young plans were moves in this direction., lipst of this was done through
the league of Nations in the form of League loans, Another major problem
was the Cerman reparations obligations., International lending was impossible
exeept in an international atmosphere of peace. German reparations invol-
ved the problem of war debt and was distasteful to the Cerman people, The
solution of Furopean instahility and the payment of German reparations
meant trying to reconcile two unreconcilable national attitudes,

The Dawes Plan and loan in 1924 alleviated the position considerably
and by 1926 it looked as if prosperity was in sight again, Currencies were
stabilized throughout Hurope; budgets were balanced; the economic 1life of
Burope was revived and intermational trade began to expand rapidly, Capital
began to flow--sgpecially from America--and it began to look as if inter-
national investment was going to play as important a part in resuseitating
the post-war world as it had done in developing the New World of the nine-
teenth century,

This did not prove to be the case. From the latter part of 1927 the



Ameriean investor lost his taste for foreign bonds, preferring the more
exciting possibilities of the rising market in American ecquities, The
process was gradual at first but soon there was a severe drying up of
American sources of ecapital., This hit the debtor nations very hard and
there were many defaults in payment, As it became more difficult for the
banks of Hurcpe to get short-term loans (to pay the interest on long-term
lma) , they had to raise their bank rate and restrict international ere-
dit, A business resction set in. Dangerously large stocks had accumilated
in primary products through overinvestment in this field, It was all cli-
maxed by the Wall Street collapse of October, 1929, and the world settled
into severe depression.

Because of fimancial difficulties, American e¢ivilians and banks began
to try and bring howe the money they had invested abroad, This confronted
the Buropean countries with an impossible exchange position, one whieh
required continuing eredits from abroad to make ends meet in the inter-
national aceount., From this followed the finaneial crisis of 1931 and the
fall in the sterling rate which had been at an artifieially high level since
1925,

In order to save itself every country endeavoured to cut down on imports,
This only accentuated the spiral and world comodity prices fell, Along
with the exchange difficulties and internal insolvencies of many countries,
this led to growing defaults in international obligations,

INTEREST DEFAULTS ON FOREIGH DOLLAR BONDS HELD BY AMERICA

Prior to 1 Jan, 1931 § 392,226,100
During 1931 521,957, 500
* 71982 826,144,200
1933 1,145, 503,700
. 1934 211,744,100
LR 2,787,000

% Ibid., p. 305,
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By 1933 the volume of international trade had been reduced to about
75% of its 1929 lqnl; and the system of international investments appeared
%o have completely broken down,

It is generally accepted that the reasons for the fall in international
investment were that they were not handled and placed skillfully enough,

The role of international lender had passed from Great Britain te the United
States, The issulng of foreign loans is a highly skilled job to which the
financial organizations of lendon and the people of Great Britain had
adapted themselves, The United States bungled the job badly by attacking

it in the spirit of enterprising salesmanship rather than cautious rese
ponsibility., Thus a large share of the responsibility for the dissster
which overtook international lending of the post-war period can be attri-
buted to the recklessness and lack of diserimination on the part of the
United States,

The heart of the whole investment problem after the war, as lMr. Keynes
has pointed m:st, was the difficulty of transfer of credit, International
loans mst be paid for in the long run by goods and serviees, Thus
lending must “ba nade with an eye to its use by the borrower and with a realie-
gation that aprropriate import channels must be opened up for the exports
of the borrowing country. Cermany failed to use her borrowed capital in
the proper p&ma, and the United States failed to import additional goods
or reduce her exports accordingly. It may be argued that this was impog-
sible but I do not believe the eriticiem is sound, Germany certainly did
not need parks and swimming pools so badly that she had to use preciocus
foreign capital to bulld them. Vested business interests in the United
~ States prevented the United States from taking appropriate steps to correct
the difficulties,



http:Ge!"'.Ta.ny
http:themsel.Ve

It was in this chaotic world that Great Britain, who depended so heavily
upon her investments, had to carry on, Long years of experience in inter-
national affairs had made her cautious and consequently she did not fare
as badly as other lender nations,

British post-war investment was affected by two opposing forces. One
led to the restriction of investment and the other to its expansion, Among
“the major factors which led to the restriction of foreign lending was the
demand for ecapital to finance the reconstruction and reorganizstion of home
industry to a sound peace-time basis, This factor was particularly impor-
$ant in the early postewar years. By 1922 the home demand had waned but
political and economic instability abroad necessitated the restriction of
 capital exports. The growth of the New York capital market was another
factor which tended to restriet British capital exports. Hany found they
could obtain capital more easily there, Canada and several South American
gountries conducted most of thelr postewar borrowings in New York., The
most important single cause of the reduced volume of capital exports by
Great Britain was the overvaluation of sterling in 1925, In order to pre-
vent a drain on gold from the Bank of England, interest rates had to be
kept at a relatively high level, Certain qualitative restrietions in the
form of embargoes were alse imposed which tended to restrict the export of
British capital, The British economy was in no position to indulge in
international lending to the extent it formerly had. The symptoms of dis-
order, however, were concealed by other factors. The inflow of French
and American capital tended to cloud the issue, French short temm Mp’lm;
in gearch of a safe but temporary resting plnm; found its way to London
in the form of short term loans. French finaneial trouble-~devaluvation of
the franc--gsused this "flight of capital”, These short term French funds
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gave Britain a superficial appearance of economic soundness and allowed her
to emport capltal although her current balance did not warrsnt it, Because
of the current bellef of the pre-1931 decade that all economic difficulties
would be overcome when the currencies of the world were once more convertible
into defined quantities of a precious metal, many unsound Buropean issues were
purchased by Britain. Some of these along with a great many South Ameriean
issues were later defaulted or even repudiated--with the consequent loss to
Britain., Ancther factor which led to maintaining a high level of foreign
lending by Britain was the umeasures used to encourage empire borrowings by
giving preference rates, This was the reason there was a shift in Bpitish
foreign sscurities from foreign into empire securities. In 1913 Britain
had 47% of her foreign investment in the Hupire. By 1930 she had 59% in

the Hmpire,

The outcome of these opposing sets of foreces was that those which
tended to restrict foreign lending prevailed. There has been a substantial
decline in overseas lending by Britain since the First War. The amount of
new capital raised in London actually inereased during the major part of
the inter-war period but the proportion of this that went into foreign issues
remained constant or diminished slightly. If the price rise is taken into
account, there was a marked ciwlim in new foreign investument, Roughly
the percentage of total issues raised in Leondon which wint into foreign
issues fell from 763 in 1910-13 to 11% in 1935, 1/

The imposition of embargoes as a means of controlling capital exports
began during the last war., An unoffiecisl embarge was placed upon new issues
and wag not withdrawn until 1925 when sterling was revalued and the high
interest rates obviated the necessity of using embargeoes. In 1919 there was

1/ Ivid., pp. 133-136.
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& slight letting up of the embargoes for defense and Hupire borrowing pure
poses, After 1931 a fow foreign issues wers bought but striet controls
were resumed again in 1924 for the eighteen monthe prior to Noverber 1925,
in preparation for the return to the gold standard. '

However, the cause of the deecline in the Lmportance of overseas ine
vestment in the British economy was the general instability of the world
capital market. This reflected itself through the controls and the high
rate of interest or risk premius. The last was was the major factor
mmmmmaammmmmummmwmww
United States the opportunity to take over,

The shift in Beitish oversess investoent towards the Smplre in an
effort to ereate same sort of econcmie stabllity was encouraged by interest

rate pMummm

INTEREST RATES ARD THE PRICE OF NESW CAPITAL

UK, Cost to Jost to
Tear Tiéld on Dominion and Colonies  foreign countries
Consols. of borrowings Irom of borrowings {rem
the U;E; the m;ﬁ.,
per cent per cent per gent
1921 5.2 b2 749
1922 haly 5 7«21
1923 be3 .07 6,96
1924 heb 5.02 .57
1925 haly he'99 8,00
1926 hed 5.11 7.32
1927 heb 5.09 707
1928 bl 5.06 .
1929 ka6 he 99 Te20
1930 k.5 5.56 7.1
* Ibid., p. 135.
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The long term interest rate as represented by the yield on Consols :
remained falrly steady around L%, The other rates fluctuated considerably,
There is an obvious difference throughout the period between Empire and
other forelgn rates, Between 1932 and 1930 foreign governments had to pay
between 147 and 247 more than fmpire borrowers, This margin may be called
the risk premium attached to lending abroad, 1/

The result of this difference in rate was that New York could success-
fully compete with London in granting loans to non-Hmpire borrowers. DBe-
tween 1922 and 1929 the rate in New York was 17 to 117 cheaper than in
London, Canada was one exception in the Mpiru since her currency was so
closely tied to that of the United States', She found it cheaper to borrow
in New York except during 1928-29 when the rates there rose steeply. 2/

It must be stressed that the reason for the high London rate was the
overvaluation of sterling im 1925, In order to mmintain the gold mndnrd,
. exports of gold had to be controlled by the high rate, It had a compen-
sating effeet however, in that it created a premature depression in Great
Britain and consequently numbed the British economy to the disastrous
effects of the depression as experienced in the United States. Other
factors such as the good distribution of Britain's investments and the
maturity of her economy helped her to weather the d epression relatively
well,

Income from investment, as one of the two most important items in the
balance of payments on current mceunt; mst be examined with care, ler-
chandise trade is the other item which vies in importance. Thelr relative
importance with respect to the current balance is illustrated in the '
following table,

i/ Ibid,, p. 136,
2/ Ibid., p. 137
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TABLE IX*
IMPORT SURPLUS AND INCOME FROM OVERSEAS INVESTMENT IN
RELATIONSHIP TO CURRENT BALANCE OF PAYMENTS
1913, 1920, and 192235,

(millions of pounds)

Year Commodity Income from Current Balance
Balance of Trade Overseas Investment of Payments
1913 - 132 210 195
1920 - 380 200 208
1922 - 176 175 ik
1923 - 208 200 140
1924 - 338 220 72
1925 - 392 250 L6
1926 - 463 250 -1k
1927 - 386 250 83
1928 - 352 250 123
1929 - 381 250 103
1930 - 386 220 28
1931 - 408 170 - 104
1932 - 287 150 - 51
1933 - 263 160 0
1934 - 29 175 - 2
1935 - 261 185 37

" Data based on tables in Ibid., pp. 139 and 140,

The balance on the current account represents the foreign funds in the

hands of British persons which are available for lending to borrowers

- overseas. There is a marked average decline in the surplus which at the
beginning of the second World War had deelined to a deficit of 70 million
pounds (in 1938), Any deficit must be filled by imports of foreign capital;
selling of foreign assets, or exports of gold. During four of the years shown
in the above table there was such a defieit, In 1926 this was the result of
a coal strike and other disturbances which caused ane xceptionally large
excess of imports of merchandise, In 1931 the overvaluation of sterling was
the main cause, Other causes were the sharp decline in the income from cer-
tain invisible items such as shipping and short term loans, The payment of
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war debts to the United States also had an adverse effect.

Between 1920 and 1930 the normal state of the current account was
a large surplus. The invisible exports more than made up for the import
surplus, Before 1924 the current aseount surplus was so large that foreign
investment could not absorb it all, From 1924 to 1927, however, long term
capital exports were so large that forelgn capital in the form of short
term loans had to be borrowed in order to effeet a balance, Most of these
short term loans were, as I have mentioned, French capital seeking a safe
temporary resting place. The ill effects of this lending long and borrowing
short began to be felt in 1929 when a withdrawal of short term funds betan,
Prance had stabilized the frane and began repatriating her balances., High
New York rates also attracted funds from London.

Since 1930 Britain's balance on current account has been negative
almost continuously, In spite of this Britain remained a net exporter
of capital up until this war. This has been mainly in the form of pur-
chases of large amounts of American securities, ”

Throughout the inter-war period the average balance on Britain's ecapital
account has been negative, This is the true indicator of her ecconomiec
decay. The last war was the big blow that brought the decay to the surfaece.
However, by 1935-36 the capital defieits began to get smaller and some
predicted a hopeful future for Great Britain. Soon after, the armament
race between the nations began and the convalescing British economy was
again thrown into disorder., The crippling effects of the war itself will
be discussed in the last section, |

A study should be made at this point of the tmparary rebirth of the
gold standard and the emergence of the sterling area.



Chapter IV~-JONETARY CONDITIONS IN THE INTER-WAR PERIOD

lMonetary matters, because of the nature of our world economy, must
be viewed in their internatiomal aspect. lp currency can remain inde-
pendent of outside economi¢ disturbances if the country to which the currency
belongs deals in international trade. Thus world monetary conditions in-
fluence the monectary state of affairs of any single country, The more im-
portant a country is as a manufacturer and trader, the greater influence
its monetary policies exert on international monetary conditions, For
this reason a country such as Great Britain cannot follow unstable monetary
policies without dire consequences to the rest of the world and eventually
to herself, Britain has been notoriously stable in this field---sometimes
to her own disadvantage, France is an example of a leading country which
did not maintain the stability of the frane, with disastrous results for
the world, It is not just a matter of Great Britain having higher moral
standards of international responsibility. She stood to guin by pursuing
a policy of a stable pound if there was any degree of stability in the world
economy. Since this was lacking during the inter-war periocd Great Britain
suf;t‘amd severely from monetary disturbances, However, she was not as
responsive to booms and depressions as the United Statéa because of certain
industrial and comvercial difficulties,

Since Great Britain has been the leader in so many fields, both cul-
tural and economic, it is not surprising to note that in early searches for
international monetary stability she played a leading role, The interw-war
perdiod in economic history is notably complicated. In a period between
two great wars it is only natural that the disturbing effects of the wars
should reflect themselves t hroughout all international relations, Generally
the period was one in which monetary conditions were poor, MHany attempts

*&Sn
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towards stability were made, but the atmosphere of international suspicien
and jealousy was a rotten foundation upon which to build any lasting agree-
ments, The seeds for the second world war were sown from the day the first
one ended. If there had been iutermtiomi agresment and synchronization
of economic puliay, Great Britain and the rest of the world might not be in
the chaotic state they are in today.

Fluctuating exchanges are the direct or indirect result of seeular or
cyelical changes in the economic activity of a country or group of countries,
Sinece these changes got more violent after the last war, the relative ex-
change position of the countries varied rapidly and to a large degree. Any
poliey which is to lead to stability and international confidence must aim
at one of two things or degrees of both. One is to keep the exchanges pegged
at an agreed-upon level and to use reserves of foreign exchange or gold to
maintain the rates, The other is to let the exchanges fluctuate and to con-
centrate on stabilizing internanl c¢redit structure and economic level of sach
country so as to modify exchange fluctuations and trends. Both must be
pursued, and were, during a time of esonomie flux such as the inter-war
period. |

If, however, exchange rates are pegged out of line with the level of
a country's economy relative to other countries, the reserves vill prove
either insuffieient or will grow too large, depending on whether the country
has overvalued or undervalued its currency, If reserves grow too large it
may lead to inflation within the country unless the emcess is sterilized as
in the excess gold stoek in the United States.

Since the pegzing of the exchanges depends upon the economic activity
of each country, it is necessary to keep these levels stable, within reason,
If there is any permanent secular trend in the economy of a mmtry, ad just-



ments must be allowed for (Great Britain in 1931).

I shall trace the historical development in monetary policies fol-
lowed during the inter-war period and then discuss some partisular ase
pects of the monetary conditions during the period, It is impossible
to isclate Great Britain in a discussion of monetary matters, but it must
be realized that general world monetary conditions were refiected directly
in Great Britain, Through necessity Britain took a leading role in mone-
tary affairs and hence some specific reference will be made to her position.

Special attention must be paid to Great Britain's return to the Gold
 Standard in 1925, It was one of the most serious monetary blunders in the
regent history of Britaln, Winston Churchill, who was then Minister of
Finsnce, has proved himself to be a great war leader but lacking in skill
in finaneial

The desire to get back onto the CGold Stendard at a Pre-World War I
parity was the result of various influences, First, Britain still cherished

administration,

the memory of her prosperous days before thw war., She had acquired a great
faith in the gold standard and the "stable British ;wundﬂ and failed to
realize that the lalsses-faire pre-war gconomy was unique and that the monew
tary aystem of that economy was not adaptable to the changed post-war
conditions., There was not enough gold in the world to support a Gold Stane
dard, The second influence which led lir. Churchill and the governuent to
return to the gold standard was a belief that the sterling rate was actually
rising to the pre-war rate of §4.83. This rise just before 1925 was not a
reflection of an actual rise in British weges and prices, but was the result
of an anticipated return to the Gold Standard at the pre-war parity. By
eontemplating the returm, forces were set in action which gave the impression
that the return was justified, 4 third factor which mislead Churchill was
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that his advisors had miscalculated the maladjustment of money values

which would result from restoring sterling to pre-war gold parity, be-

cause they used index munbers of prieces which were irrelevant or inap-
propriate to the matter at hand., British wholesale index nurbers at

the time were based to the extent of at least two-thirds upen raw

materials of international commerce, the prices of which necessarily

adjust themselves ie exchange rates., The wholesale index data should ‘
have gathered from the cost of living index, the level of wages and the price
of manufactured exports. Since this was not done, the apparent relationship
between the British and American exchange rate was not in line with the
actual rate, It appeared that the gap to be bridged was only about 2% or
3% when it was actually about 107 to 124,

The policy of inereasing foreign exchange value of sterling to its
pre-war value in gold from 107 below this level meant that, whenever Britain
sold anything abroad, either the foreign buyer had to pay 107 more in his
money or else Britain had to accept 107 less in hers, It was found that
the sterling prices of coal, iron, shinping freights, or any af.hur export
had to be reduced by 107 in order to be on a competitive level, unless prices
rose elsewhere, Consequently, the improving of sterling led to a loss of
about 107 in the sterling receipts of the export industries, The direct
cost of this reduction fell on labour and unemployment inecreased greatly,

A forced depression of real wages was the result,

Foreign products began to appear cheap to the British importer and
imports were greatly stepped up, Ixports, as has been mentioned, were
greatly reduced, if not in volume then in value. ;

The balance of payments position was not too steady even in 1925, M.
Churchill's poliey only aggravated this situation at a time when Britain
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needed a sound monetary poliey to alleviate the growing stress. The impor-
tanece of monetary policy in affecting economic trends and conditions was
greatly increased in the inter-war period. As the balance of payments
depreciated the Bank of England was foreed to act. It put an embargo on
foreign loans since these do not bring in current income and are classed
as an import. Still more important, however, it ralsed the bill rate 1%
higher in London than in New York and thus attracted American short-tern
capital, The eumbargo did not prove effective, so that enough shorteterm
capital had to be borrowed, not only to pay for the deficit in the balance
of paymonts, but also to finance British forelgn investment, Sinece these
short-time loans were in demand, London had to maintain the high rate of
interest.

The boomerang effect of maintaining a high rate was to restriet
eredit in the home economy, This was exaetly the opposite policy needed
in Britain at the time. Cheap money would have been an ineentive for
British reconversion towards modernisming her industry at a time when this
might have meant saving the British economy. John Maynard Keynes believed
‘thattha reconversion to the gold standard at the pre-war level in 1925
was the fatal blow which erippled England when she was convaleseing from
 the first World War, History cammot be turned back but I think Great
Britain would have been in a far stronger position today if Mr. Churehill
had not comuitted his gress financial faux pas in 1925, 1/

The Gold Hxchange Standard was adopted on the eontinent in the twenties
mainly because the total supply of gold was believed to be too small and

the free exchange gold standard was not working well enough under the more
violent monetary disturbances of the post-war world., In the Free Gold
Standard large private funds dealing in arbitrage kept the foreign exchanges

1 (Londen,
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in equilibrium and thus prevented much gold from flowing between countries.
This enabled those countries possessing gold to maintain their internal credit
~ structure on a fully backed gold basis. Ais the fluctuations and trends in
 the foreign exchanges became more viclent private funds proved insufficient
stabilizers and the eentral banks began to be relied upon more heavily to

sate for exchange vagaries by importing or exporting eapital. Foreign
exchange began to be held more widely by banks, first on top of reserves,

and then as part of actusl bank reserves. Cenbral banks bought and sold
foreign exchange for their own currency on demand and thus developed the
Gold Exchange Standard,

This system was not invented after the first war, It had been used
in numerous cirgumstances before, The exchange between London and Edinburgh
in the seeond half of the 18th cenbury had been regulated on this basis.
The central banks of Denmark, Norway, and Swedén adopted a gold exchange
gystem in 1885, Russia is a more important example: In 1894 she adopted
a poliey by which exchange reserves initially scquired by loan were held
abroad in Berlin and Paris and the Russian government stood ready to buy
and sell exchange on whichever centres the reserves were held at fixed
eriment and gained ine
ternstional recogmition. Other countries began to hold foreign exchange
reserves. By 1913 fifteen Nuropsan central banks held 127 of their total

 rates of exchange., It proved to be a successful exp

reserves in the fom of foreign exchange. 1/

The first world war accentuated existing exchange disequilibriums and
gentral banks found they were forged to hold larger peserves, There simply
was not enough gold in the world, or rather it was too poorly distributed
to act as a sufficient stabilizer,
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The Gold Hxchange Standard was offiecially recommended at the Cenoa
Conference in the spring of 1922. The reason given was the belief in the
shortage of gold supply (eurrent) and the increased demand for it. The
Genoa resolutions stressed balanced budgets, fixed gold parities, and free
exchange markets, Resolution 2 stated certain provisions necessary for
the maintenance of a gold exchan d. Some of them were: (1) to
maintain curreney at its gold value an adequate reserve of approved assets
mst be maintained--not necessarily gold; (2) whenever possible certain
countries should establish a free market for gold and thus become gold
centres; (3) any partieipating eountry, besides its gold reserves at home,
vay maintain approved liquid assets in the form of bank balances, bills,

ga gran

short-term securities, ete., in any other particular country; (4) a country
will buy and sell on demand, exchange held on other particular countries,
within a particular fraction of parity of exchange, for its own currency.
These Genoa resolutions had considerable influence although the conven-
tion failed to materialize. By 1924 the Duropean countries began to move
towards a gold exchange standard, If they had done so simultanecusly world
history may have been different, It was the faect that each country operated
independently in setting its exchange rates and reserve fund ratios that
led to a clotting of the gold exchange system and its final breakdown. To
see the trend towards the gold exchange standard one has only to leook at
the ratios between gold and forelgn exchange held as reserve by the central
banks of 26 Buropean countries from 1924 to 1932 (including France),
ABSOLUTE FOREIGN EXCHANGE AND GOLD RESERVES OF ZTUROPEAN CENTRAL BANKS

1924, 1925 1926 1927 1928 1929 1930 1931 1932
Total foreign

exchange as § 27 28 31 42 42 37 3% 19 8
of total

*mivd‘t’ P 35#
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From the begimning the idea was accepted only as a temporary measure
by many countries--notably France, This led to the eventual breakdown of
the system because these gountries withdrew as soon as they found conditions
favourable., France was actually on the gold exchange standard for only
two years--1926-28,

The weans by which countries acquired foreign exchange for their re-
serves was either by loans or by surplusses in the current balance of
payments,

Austria and Hungary received loans amounting to 100 million dollars
and 45 1willion dollars mpeatinly; under the auspices of the League of
the League of Nations, Germany cbtained 200 million dollars under the
Dawes Flan, for stabilization purposes, Belglum obtained one of 100
million dollars, Poland--one of 50 million dollars, and Italy of 125 mil-
lion dollars., These loans came mainly from the United States or Ureat

The second source of exchange reserves, i,e.,, improving the balance
of payments, was done by devaluing the eurrency or the making known by the
- monetary authority of the country that the exchanges would be stabllized
at a higher level. France is a notorious example of a country which used
the devaluation method to its own advantage,

The gold exchange standard funetioned normally wp until 1931, Gold
reserves were kept constant and changes in balances of payments were offset
solely by the movement of forelgn reserves, This was the only condition
under which Great Britain could stay on the Cold Standard, However, during
1931 and 1932 there was a wholesale licuidation of foreign exghange reser-
ves and consequently a total collapse of the Gold Exchange Standard, For
instance, Denmark had about 30% of her total reserves in foreign exchange
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up until 1930, In 1931 this fell to 9% and in the subsequent year to 0%,
Similerly with Belgium who maintained about 407 of her reserves in foreign
exchange wnbil 1930, In 1931 this was completely liguidated, Others like
Germany started to shilt as early as 1925 when her foreign exchange reaser-
ves fell from 637 to LEF of total reserves, In spite of these individual
fluctuations in the proportion of foreign exchange ressrves held by the

7 various ecountries prior to 1931, the average for the 23 coundries was re-
nariably steady, 1/

Sinee France's monetary policies were one of the main causas of the

dewmfall of the gold exchange standard, samé speelal attention must be

 paid to her activities, In its annual report for 1931 and 1932 the Central
Baric of France declared that ever since 1928 when it had virtually gone '
~ off the Gold Exchange Standard, its desire was to convert its foreign assets
- into zold, and that it had vefrained from doing so solely because of the

- monetary difficulties of other countries., I do not believe this wes the

reason, I think France would have converted sdiately if 1t had been %o

her advantage, This was France's attitude from the beglmning and sinee she

was a major country of the Gold Zichange Standard, the doom of the system

was inevitable, France's unstable poliecies are illustrated by the fluctu-
ations in the reserve ratios betwean gold and forelgn exchange,

PERCENTAGE OF FOREIGN EXCHANGE IN TOTAL RESERVES OF CENTRAL BANK OF FRANCE

192k 1925 1926 1927 1928 1929 1930 1931 1932
B R A B R R el
_%..&x d 2 P- 35.

The effect of France's undervaluation of the franc contributed to put-
ting Great Britain in a diffieult maitim. It remained undervalued until

| / '
Most of the statistics fer this chapter were o » \
ters II, TI1. 7,7 pter obtained from Ibid., Chape

¥ YL,
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1930, To a minor degree the favourable French balance of payments added
to the forces making for depression in the rest of the world at the turning
point of the business cyele in 192930,

Thus the fate of the Gold Ixchange Standard and the Gold Standard in
| Great Britaln was sealed in 1928 when France declared that she would take
nothing but gold in settlement of the enormous surplus asccruing to her
from the repatriations of capital in the form of current balances of paye
ments, This pressure was felt most in London where the greatest amount
of the French capital had lain for safekeeping. London was foreced to go
 off the Gold Standard on Septerber 2lst, 1931,

Since the British pound sterling was looked upon as a very stable cure
rengy, this depreciation led to an all round scrambling for gold., It became
very risky to hold reserves in the form of foreign exchange and many banks
included in their statutes, that any reserves held in the Upited Kingdem
had te be withdrawn and kept in gold., TParis becane a teuporary gold exchange
center,

FPowever, the British pound sterling was atill the king of currencies,
There is no doubt that the chaotiec years after 1931 had a telling effect
on Britain's international eredit. The pound sterling did not have as great
international prestige as previously, but it was still the most stable and
universel surrency,

After Britain was forced to go off the Gold Standard in 1931, there
emerged from the international mometary chaos a wide area of exchange sta-
bility known as the Sterling area. There were two main characteristics
vwhich were pertinent to those countries which were ineluded in this area.
ixed relationship
with the pound sterling., Secend, they tended to keep their exchange reserw

First, these gountries maintained their currencies in a
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vos largely or wholly in the form of sterling balances or other liguid
assets in London,

This system did not come about suddenly. Bven during the general
post-war gold standard veglme, many countries preferred to keep some of
their ressrves in sterling rather tlsn in gold to facllitate trade transe
actions. When the pound depreciated in 1931 the British Commonwealth of

Hations with the exception of Canada tied themselves to sbterling, Canada,
besause of the importance of U, 8, trade had to take a middle course. Pore
tugal also joined the sterling group limedistely. Others joined later:
the Seandinavian countries in 1933, Ivan end Iatvia in 1936, cte, Several
 other gountries including Japan and the Argentine kept their official re-
serves in sterling but were not pgenerally regarded as menbors of the
sterling bloe.

In the autumn of 1939, most of the non«British member countrics gave
up their 1ink with the pound and the storling area became practically co-
mwealth of Nations, Canada agein was an

extensive with the British
axcertion, To facilitate the war affort the sterling area became more
precise and formal. For instange, the dollar reserves of the sterling
area were all put into the "Dellar Pool”, s¢ as to insure that scarce
dollars were used only when absolutely necessary, I will have more to say
gbout this in dealing with the effects of the second World War,

The rise of the stérling area was unique in hisbory, Stebility in
a paper-standard system had never been achieved before, The only expls
chological element gave a falth in the pound sterling,

tion is that the pay

Also, in some countries there was a growing suspieion and skepticism
regarding gold., The confidence in the British monetary authorities maine
tained the prestipge of the pound in spite of the fact that Oreat Bpitain
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had severed her century old link with gold.

Among the more specific motives which led to the adoption of sterling
as a standard, politlical ties may have played a part. The fact that the
countries in the sterling area were mainly Commonwealth countries bears
this out. However, there were more solid economiec ressons for the cholce.
The countries in the sterling area were those which had c¢close finaneial and
commercial relations with Creat .Brita.in. This link was strengthened in
1932 by the farereaching trade agreements made in Ottawa by which certain
countries were given imperisl preference.

Because of the importance of the British market these countries were
desirous of maintaining stable exchange rates on the currency of Great
Britain and also of protecting the price of their products on the British
market so as to maintain thelr competitive position. Also, countries which
imported a lot from the United Kingdom found that it was preferable to keep
their currencies pegged to sterling because sterling balances were more
liquid, Another factor which contributed towsrds the forming of the stere
ling area was that certain countries had long term debts to the United
Kingdom, payable in sterling., Thus sterling reserves were sure to maintain
the power to discharge these liabilities.

An important influence in forming the sterling area was the fact that
the decline of money incomes and business activity during the grest depres-
sion was less severe in Great Britain than in other leading industrial nations,
The comparative mildness of the slump in the United Kingdom was partly due
to the depreciation of the pound sterling and partly to other factors such
as the tariff, the cheap money policy of 1932, the improvement in the terms
of trade as a result of commercial agreements, the limited extent of the
pre~1929 expansion (not solely a matter of choice), and the accumlation of
domesti¢ investment opportunities, This reasonable stability of the British
economy during the depression is illustrated by the following table,
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INDEX OF INDEE OF
INDUSTRIAL PRODUCTION GUANTUM OF IMPORIS
UK., U.,8.,A. Germany UK., U.8.A. Germany
1929 100 100 . 100 100 100 100
1936 92 e3 88 97 a8 90
1931 & 68 72 100 76 75
1932 @3 53 58 ‘ ag 62 69
1933 88 63 65 90 67 69

" Ibid,, p. 49,

The United Kingdom was the largest importer in the world, This in
itself led to greater stability than in other ecountries because of the
inportance of imports to the British economy. Other countries could rely
Paychological factors are very

on the steddiness of the British deman
important in determining the stability of international economic phenomena.
The nature of British imports, being mainly foodstuflfs for which demand is
less sensitive to cyclical fluctuations than the damand for industrial raw
materials, contributed to the steadiness of her imports. This may be con-
trasted with her exports which consisted mainly of manufactured goods.

Here there has been a steady decline, particularly during the depression,

A mudber of countries maintained the old parity with sterling when
they pegged their exchanges to it. These were: Egypt, Estonia, India, Iraq,
latvia, Portugsl, and Mmﬁ The rest of the sterling area countries ‘
pegged thelr rates at a discount from the old parity, Nowe Put it higher.
This meant that the terms of trade were betiter all round for Great Britain
but he# Cempetitive position was weaker in for€lfA Mrkets, Since Britain's
bargaining position as a market was getting weaker as other large markets
opened up, her advantage in terms of trade became weaker. This eventually
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broke down the sterling area and is one of Great Britain's main problems
today.

Exchange rates within the sterling ares rerained remarkably steady.
Central banks set buying and selling rates with a very small range between
them so that even the fluctuations that used to occur in the gold standard
gurrencies between import and export points were almost wholly eliminated,
Some strain did develop as the level of economic activity between countries
changed, but no changes in the rates were made until the cutbreak of war in
1939. Thus it may be said that the atability of the exchange rates between
the sterling area countries, plus the trade agreements, were the two reasons
for the pise in the sterling area's share of total world trade during the
thirties, =/

The reserve funds of the member countries were, as may be expected, held
partly in sterling., After 1931 there was probably a greater proportion than
before due to the advantage gained by the member countries in pegging their
currencies below the old parity, However, a distinet cyclical movement
may be noticed in the ratio of sterling to gold in bank reserves, In 1929
the percentage of sterling to gold in fifteen of the major sterling area
countries was 61%, This fell to 377 in 1931 largely as a reflection of the
fall in the world demand for primary products, of which the exports of these
countries mainly consist, The central bankk preference for gold was also
a contributing factor, particularly when the ratio fell again in 1938 from
55% to 468, Because of this latter decline in the percentage of sterling
held as reserve, the value of the pound fell 6% during 1938, 2/

A point that should be mentioned here is the effect on Britain's
ereditor position by the repatriation of bonded indebtedness which went on

1/ Ivid., p. 53.
2/ Inid., p. 55.
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between 1933 and 1937. The purchase of foreign exchange by the central banks
of the wvarious countries broadened the domestic credit base, The resulting
decline in interest rates made it possible and advantagesus for domestic
borrowers to repay foreign debt by issuing new loans at home, Some countries
which did this were Australia, Dermmark, Sgypt, Finland, India, Norway, Por-
tugal, South Afriea, and Thailand., These external debts were not by any
means all British but the ammual amount of capital repayment to the United
Kingdom rose from 27 million pounds in 1931 to 107 million pounds in 1937.
The grand total of British overseas investment went dewn fronm 3;7&& million
pounds in 1935 to 3,754 million pounds in 1937,

The members of the sterling arca held their reserves mostly in London
in the form of British treasury bills, Thus there was an influx of eapital
into thm United Kingdom, The effect of this influwx on the British economy
depended on where the member countries had raised their funds, If they were
~ raised in non-sterling countries and transferred for safekeeping to Lendon,
they merged with Msm general flow of capital and were treated as "hot money".
The Equalization Fund had to offset the disequilibrating effects of this
movement by the purchase of gold with money obtained from the domestiec
market by the issue of Treasury bills,

However, if the balances were acquired in cammercial transactions
with the United Kingdom, they did not give rise t¢ a movement of gold, and
their investment in treasury bills was not accompanied by an inerease in
the supply of bills by the HExchange Hquilimation Fund, Thus there was an
incressed competition for Treasury Bills on the London market, This tended
te restriet the British credit system as a whole sinee the Ltmdm Clearing
Banks kept most of their reserves in the form of treasury bills.

In 1938 the volume of sterling ares funds held in London declined as
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a result in the fall in the priece of primary products, The sterling area's
trade position fell in relation to the rest of the world and a withdrawal
of "hot money" from London led to a drain on the gold supply of the Bxchange
Bouilisation Fund and a corresponding withdrawal of Treasury Bills from

the market,

It is seen then that the operation of an exchange reserve system such
as the sterling area invelves certain inconvenidnces to the reserve centre,
The United Kingdom could not go off sterling, but the member countries
could obtain competitive advantages at the expense of the United Kingdom by
pegging their currency to the pound at an unduly low level. The nature of
the opsration of the sterling area tended to cloud over the adverse trend
4n the British balance of payments. Any deficit in Britain's balance of
payments with the mesber countries tended to be covered by an equilibrating in-
flow of funds into London in the form of an inerease in the member eountrics!
exchange reserves, The ;:mam blocked sterling exchanges are the accumla-
tion of past deficite in the British balance of payments, An initial Sur-

plus is of course necessary to start such a system as the sterling area,
but if the reserve keeps growing as it did it shows an wnhealthy trend in
(Great Britain), Another disadvantage of the sterling
ares on Oreat Britain was that she had to keep reserves for the whole ares

the central econouwy

for settlements with the outside world, It was gold that eonstituted the
international reserve of the sterling area as a whole in relation to the
non-sterling area. The fact that the sterling area itself was an important
producer of gold made the problem easier for Great Britain, However, the
fluctuation in the balance of payments of the mewber countries left Great
Britain open to adverse influences she would not normally have suffeved
from, TFor instance, though Britain iz an industrial counbry she had to
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bear some of the strain falling on the sterling area from the fluctuations
in agricultural prices. With the adoption of exchange control at the
beginning of the war this position was radically altered; but so were the
conditions in which the purposes for the whole system were called to

answer,



Chapter V--BRITISH COM/ERCTAL POLICY TN THE INTIR.WAR PIRIOD

Great Britain's commercial policy during the inter<war peried changed
from a slightly distorted laissez-{aire poliey after the first World War
to an Tmpire preferential system at the approach of the second World War,
The commercial policy of a country is the reflection of its internal and
external economic position, Thus a study of Britain'as policy is very
illuminating in showing the general economic trends, A swamary of British
sonmerelal poliey from the beginning of her riseto power follows a clear
pattern of rise, peak and slow decline,

British comercial expansion goes bagk a good deal further than her
colonial expansion, Protection and preference were the touchstones of
the lNercantilist system and contributed to making Great Britain the eventual
commercial and political power in the world. The rise can be dated from the
reign of Queen Elizabeth and the defeat of the Spanish Armada at the end of
the 16th century, When the power of the Hanseatic Leapue was broken British
commercial expansion was assured,

A goloniel system grew up centring around Great Britain, the mother
country, The colonies produced what raw materials and foodstuffs Britain
wanted and they in their turn became markets for British products, It was
a closed system,

Aftor 1823 when Great Britain was acquiring a dominating manufacturing
ability and the world market was expanding beyond the edges of t he Eupim,

a school of thought grew up in OGreat Britain which regarded the colonies
and the inter<impire preferences as hindrances in the free axpansion of
industrial Britain, They were convinced that they could persuade all coun-
tries to trade without probection and without preference., Through diminishe

o 48 -
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ing marginal productivity the price of British agricultural products was
going up. Tariff barriers had to be set up to keep out cheap foreign food-
stuffs, fRetaliatery tariffs sprang up against British exports and British
industrialists who were growing in power and influence began to press for
free trade, In 1848 the Corn Laws were repealed and Britain commenced the
abolition of import duties and preferences which was completed within the
next fifteen years.

However, other countries did not follow suit., This was a direct sti~
mulus for the British gove
companies as the Ee,wt, India Company became more government projects than
private companies, Thus when Great Britain launched into free trade atb
the middle of the 19th century, the forces which finally erdppled her were
already in existence, OShe was able to avold them by developing markets
of her own and by leading everyone else in industrial expansion,

mment Yo support commereial expansion. Sueh

These pressure blocks, such as Germany and the United States, grew up
under tariff ualia. As thelrpower grew they hegan to mtml the markets
around them, foreing Great Britain to go further afield.

For the last fifty years of the 19th century Great Britain, because of
her industrial lead and strategic position was able to operate on a free
trade basis. Although a liberal commereial policy such as this led to Bri-
tain's eventual wealening, yet, while she was industrially in the lead and
the world market horizons were still numerous, her free trade paliay was the
only condition under which she could expand to the extent she did, and
attain the wealth and power as the cenbre of a great empire, OCreat Britain
garbled to live dangerously--sugceeded for a time--and then, because the rest
of the world was not willing to play her gawe, she lost, The erisis in her
losing streak came with the second World War,
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However, United Kingdom trade did not expand solely because of her
free trade policy. One factor which helped to keep expansion on the move
was the discovery of Gold in Califernia in 1848, in Australia in 1851, and
later in South Afrdiea in 1885, A greater amount of gold was necessary to
support the greater trade and without it Britain's expansion and world
expansion would have bean greatly reduced.

The mechanical inventions of the industrial expansion such as raile
ways, steamships and telegraph also led towards industrial expension of un~
precedented character., Railways weie built not only in Britain but 211
over the New World and there was no country save Great Britain that was
capable of financing them and providing the materials required, DNeverthe-
less, under protective systems, foreign countries such as the United States
were expanding their trade within themselves at a far greater rate than
was Britain,

The first signs of a decline in Great Britain, and hence, a movement
towards the abandomment of the tree trade commereisl poliey, came in 1880
after the economic highwwmter of 1860-70, It was then that the first
serious rivalry began to appear. The report published in 1886 by the Royal
Coamnission appointed to inquire into the Deprescion of Trade and Industry,
leaves no doubt on this seors., DBut Britain, ever sure of her position and
of the opinion that she wms competing internationally under normal condi-
tions, falled to respond to the changing internstional pleture. She was
quite sure that her products were, and always would be superior and that
British subjects would not think of buying cheap foreign products, The
legendary Inglishman who remariced that "the Negroes begin at Calais", was
only joking no doubt, but in his heart he meant what he said,

The first movement away from trade had to come from outside Great
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Britein, The colonies which had grown up slong with the rest of the world
did not share the free trade theories of the United Kingdom, Before the
turn of the century Canada insisted vpon her rights to give British goods
preferenge over the products of foreign countries. Britain at first ob-
Jected to this and two trade treaties debarred Canada from the rights she
claimed, Under lLord Salisbury these treaties were finally denounced and
Canade established a system by which she gave un-reciprocsted preference
to United Kingdom goods. Thie example was followed within the next few
years by New Zealand, South Afrieca and Australis in turn,

Thus begen & new ora of preference in the Empire, For a generation
Great Britain was dependent upen the four CGreat Dominions, having s total
average population of less than twenbty mdllion, for more than seventeen pers-
cent of her export trade, ‘

It is seen then that Great Britain had no trade poliey of her own. The
colonies which had suffered from her adoption of free trade in 1848 clung
to her with unappreciasted tenacity. New colonies were scquived, often with
considerable reluetance, and such poliey as existed was confined to enabling
these colonles to become as far as possible, financially self-supporting,

In many cases this was cuite impossible and the result was grants, loans and
assistances in one form or another,

The first importont offort made towards a cormereial policy was by lr,
Joseph Chawberlin at the end of the 19th century, He ssloected the despised
Colonial office for himself and put his fubure at stake by triing to veawaken
Great Britain from her apathy towards the world economic changes vhich were
running adverse to the best interests of Great Britain, He tried to stir
up the dynande spirit of the 16th gcentury and failed., His government and
that which followed refused to see that the old system of a linked imperial


http:aver-a.ge
http:Cc.rn::.de
http:eou.nt;d.es

- 69 -

trade policy was the only course that Britain could follow under the
eireumstances, The 19th century free trade policy ruled unbil the first
Werld War,

Driven by the instability of a rapidly changling world, to find measures
for the restoration of economic equilibrium, and encouraged by its experience
of government control in waretime, the British government abandoned most of
the cherished notions of the Victerians, A mercantilist re-visiting Great
Britvain after the first World War would have found himself in familiar
surreundings. Free compebition was beglnning to be curbed and the governe
went was begluning to regulate lmports by means of tariffs, Rationalisation
was the new spirit with which the British authoriities began to look at the
changing world. The lalsses-faire policy of the previous century becane
diseredited. This was no sudden transition, Free-trade lingered on in an
adulterated form up until 1930,

The first breach in the {ree-trade poliey was in 1915 when lr. MeKenna
imposed duties, most of which were at the rate of 33-1/3% (ad valorem) ,
on certain luxury imports, ineluding private motor cars, musical mtmntg;
and cinsmagraph mm.l/ These duties wecse not imposed for any protective
purpose bub merely to strengthen the British foreign exchange position by
cutting certain unessential imports. The duties were not abolished after _
the war-btime smergency except temporardly by the labour government in 1924,
These duties proved to be a direet stimulus to the industries csmeemad:;
particularly motor manufacturing, which developed under the shelter of the
tariffs. Otherduties had been aprlied during the war to save shipping
gpace. lMost of these were 1ifted in 1919 axeept for those effecting key

industries such as dye~stuffs, drugs, scientific instruments, gauges, ete,

1/ Jones & Pool, op. eit., p. 318,
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Great Britain used to depend almost completely on lmports for her dyes but
by 1927 807 of the recuivements were being producsd at home, +/

As dutiss agoinst forelpgn imports vose those agalnst emplre imports
tended to fall relatively, At first no definity policy emerged. In 1919
Lord Milner and L. 8, Amery took on the task of persuading the treasury to
adept the tariff referms of that year, Although these reforms wers small
in themsclyes if viewed ngainst the whole begkground of Tmperial trade,
yet they were momentous in thelr effect. Such imperts as spirits, wine,

. tea, eocos, coffee, sugar, teohacco, ete,, were given preforence if they
came from empire countrica, The result was that these industrics nmmm
and prosperity seemed agsured,

At the Feonomle Conference of 1923 the United Kinadom was persuaded to
 agree to further preferential arrangements, They were not mut into effect
- however, because when Ramsey lMeDonald's government came inbto power in 1925
he tore up the agreements, lhon the conservatives came back after the shiwt
stay of the Labour governmemt Mr, Amery was wnable to enforee the promised
preferenges because part of Mr, B;:mea election mandate had been thet he
would not allow the preferences to be brought in. The best that conld be
done was the Enpire Marketing Board, Tta alm was to stimulate the purchase
of Empire goods. In this it did a very good jJob bubt the founding of the
board cannct be regorded ns s definite British Cormerélal Poliey. Progress
during the first part of the century had been, materially speaking, not very
marked; but although those st the head of affairs were slow to respond to
ghanging world condtions, a consciousness had bheen growing, of the unique
nature of the Frpire, It was founded mainly for: ecchoamie reasons and therse
fore was o selfwcontained system, or had been, Great Britain naturally

1/ 1bid., p. 318.
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turned towards Bmpire economic union in her 11th hour.

The strain of international disorder became so bad that with the
abandonment of the CGold Standard in 1931 Great Britain once and for all
jettisoned free trade and adopted a definite commercial policy of inter-
Hupire preference. On going off the Gold Standard Britain found to her
surprise that the assumption of gold convertibility was not necessary.
Great Britain's past prestige stood her in good stead and faith in the
stability of the pound sterling did not waver in spite of Britain's monew
tary changes, It scemed that sccidentally, and almost in spite of herself,
Britain found that she was in control of the ideal monetary measure of
value, A self-contained system of sterling convertibllity, enjoying ‘
immediate exchange parity with a very large part of the world--the empire,
(There were also some other countries which I have mentioned in the
previous chapter,) The sterling price level could be freely adjusted to
meet the needs of production and trade. It was this adjustable nature of
the new sterling system which undoubtedly contributed greatly to the re-
markable recovery of the sterling area after the erisis and depression,

However, one must not overestimate the significance of the sterling
area, Great Britain did not jump towards Imperial consolidation as some-
thing better than the free-trade of her hey-day youth. She followed the
line of least resistance in turning towards her Hmpire. As old age ap-
proached she was tempted to rely upon them as an aged father will rely upon
his vigorous sons. In line with the same analogy however, the e¢olonies
and Dominions did not rely upon England as much as previously, They
shared the renewed vigor of the New World and not the senile decline of
Burope. DBritain has tried desperately since the first War to cut herself
free from deelining Burope and to find security within the Hupire.
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The statisties show a pleture of decline, Foreign competition has
grown singe the first War and Britain's markets have slipped from her
gragp, yet she has come to depend more upon exports during these years,
This paradoxical position has been the real gauge of British decline and has
been the key to her changing Commercial Poliey. Between 1909 and 1913
Britain produced 59,55 of her food at home, while between 1923 and 1926
she produced only 56,77 at home. The trend carried on in this dirantim.lf
To see how far Britain eould rely on the Empire to regain economic
stahility; the following figures are instructive, DBetween 1913 and 1927
Imperial trade increased by 27%, while world trade increased by only 20,
The Hupire's share in world trade increased from 27.75% o 29,487, Of
this total volume of Impire trade 617 was with countries outeide the Empire
and only 39% within the Empire, These figures illustrate the impossibility
of the Bmpire constituting itself into a elosed group. The tendency was
for Great Britain to rely more and more upon the Hmpire and for the Empire
to rely more and more upon the rest of the world,

If the relative progress of the various parts of the Empire are con-
sidered, the rates are seen to differ greatly.

igis (New York: Johathan Cape and Harrison
s pv A8L.
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_INDEX OF CHANGE IN TOTAL IMPORTS
in3 . 1927
Great Britain and Northern Ireland 100 112
Canada, India, South Africa, and New Zealand 100 12
United States 100 180
World as a Whole 100 122
INDEX OF CHANGE TN EXPORTS
Great Britain and Northern Ireland 100 79
Canada, India, South Afriea and New Zealand 100 13
United States ’ 100 157
World as a Whole 100 118
*Ibid., p. 183.

This seems to be the very heart of the problem. Any figures which
I got for Jater years showed that these trends continued in varying degrees
up until the second World War. It is seen thnt England has not lagged
greatly in imports but has definitely deelined in exports, Since exports
must pay for imports, the trend has been disastrous, While Britain
declined relatively to the rest of the world, the Dominions progressed,
This shows the diverging destinies of a prosperous Impire and a mother coun-
try no longer prosperous, Idke her Huropean neighbours, Great Britain is |
suffering from old age whereas the Empire shares the youth of the New World/
Comparison of the origins and destinations of jmports and exports for
the Overseas Hmpire and Great Britain will also help to exemplify the trends
in the world with regard to Britain,
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TABLE XIV*
ORIGIN OF IMPORTS INTO THE OVERSEAS HMPIRE
(coming from) ins 1927
Great Britain and Northern Ireland Lh.2%  36,1%
Other parts of the Empire 11,58 13.1%
Foreign countries L4.3%  50.8%

DESTIRATION OF EXPORTS FROM THE OVERSEAS EMPIRE

(going to) o\
Great Britain and Northern Ireland 51.2%  36.8%
Other parts of the Hupire 10.6% 10.7%
Foreign Countries 48,28  52,5%

ORIGIN OF BRITISH EXPORTS

Coming from the Emplre 20,55 27.0%
DESTINATION OF BRITISH EXPORITS
i913 1927
Going to the Hmpire 37.2% 13.28
Going to Foreign Countries 62,8% 56.8%

" Ibid., pp. 1845,

While Britain's share in the Imperial trade was diminishing, the share
of the Hmpire in Britain's trade was on the incroase, Thus Ingland's trade
has become less widely distributed geographically while that of the Hmpire
has become more widely distributed, Befope 1913 Great Britain shipped about
one~third of her exports to the Impire, while since the first War she has
shipped over two-thirds,
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With this pieture in the back of one's mind the commercial poliey of
Britain during the 19350's may be better understood. The Smoot-Hawley tariff
het of the United States which raised the duties against important British
exports, drew togebher the members of the British Commonwealth in injured
indignation; and the injury to their exports was the harder to bear because
other foreign markets were slso being lost through trade controls, As I
have shown, Britain was already leaning heavily towards increased protection
before 1930. The effect of the Smoot-Hawley bill was to lead Britain to
make major tariff revisions between 1930 and 1932, The extent of these
reforms is indicated by the faet that 837 of Britain's foreign imports had
entered free of duty 4n 1930, while in 1932 only 30% did so. This was the
turning point in British Commereial policy. I do not believe Britain had
much cholce, OShe was fighting a losing battle and the protective llull of
the 1930's was only a temporary suecor to the British economy before its
{11s wers sgain brought to the surfaes by this last war, 1/

Eeonomic nationalism which was rampant in the world also effected
Britain and the &a;aire In 1932 the major countries of the Huwpire met in
Ottawa and extended the range of preferences. There is no need to outline
the details of the conference, Its alm was, not to raise tariffs against
foreigners but to lower existing tariffs for Impire countries. Towards
this Britain offered certain rreferences to the British wket; if tariffs
were abolished or lowered to major British exports., Any industry in the
Dominions or colonies which was assured of a sound fubure could stay protec-
ted even if it competed with Britain, The motor industry in Canada was thus
protected, Britain retained the right to reveke certain preferences if
necessity forced her to do so. The general opinion 1s that although Great

1/ Herbert Feis,
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Britain benefited from the Cttawa agreements, the rest of the Empire bene~
fited more so.

Many of the tariffs and preferences applied to product# in the sale of
which the United States was very important. This was mainly in the case of
certain types of mamufactured goods and wheat, Certain textile quotas were
also established in the colonies (mainly India), which were directed primari-
1y against inereasing Japanese asxports, Apound 1935 the structure of pre-
ferences and tariffs was at its peak. Dmpire goods received a preference
of from 10% %o 337 in the British market and even more for the chief food-
stuffs and raw msterials, 1/

In 1938 the trade war batw;an the United Kingdom and Bive was ended
and an agresment signed establishing reciprocal preference between these
gountries, But in the same year trade agreements were negotiated between
the United States, Creat Britain and Canada, Britain lessened or dropped
certain preferences that hindered the sale of Amsrican farm products, per-
ticularly apples and wheat., A similar trend of lowering tariffs between
Canada and the United States began. Canada benefited greatly by this
since she is so dependent upon the United States for her basic necessities,
Canada found that she eould not expand and maintein the war effort without
more cooperation from the States.

Although the war necessity and Ameriean pressure required a change in
British Commereial policy, the Imperial preference system has still remained
intact., It is not what it was before the war though, and I think I may be
safe in saying that we will see it falling into disuse in the future, The
United States has played a more and mere important part during and since
this last World War. Britain's bargaining power as a market has gone down
hill a bit while Amerieca's bargaining power has risen tremendously. From

1/ 1vid., p. 662.
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the beginning of the preference system the Upited States has expressed a
strong objection and generally rightly so. She is in a better position to
volce her objections now and is inelined to be teo overbearing with Britain,
I believe that she has made Ingland pay too heavily for American help,

Great Britain will have to throw her role in with the United States
to a greater degree in the future. The sooner that Britain and the United
States can cooperate to extablish a sound commercial policy which is benew
fieial to both, the batter for them. In light of tkaj prosent Russian erisis
it is even more pertinent that this should take place, I believe &t is sure
to happen sooner or liater, The people who are going to suffer are the
Dominions and partienlarly Canada, We will probably lose a large market
for our exports, The only answer than will be for Canada to tie herself
more closely to the States. Some argue that Imperial preference should be
raised and that Canada and Britain should eut themselves free of American
dollar diplomscy. Fortunately or unfortunately, depending upen how you
look at it, this is economically unsound and practically impossible, As-
suming that there is no Russian War in the very near future, I believe
we will find that Creat Britain will pull through--possibly with the aid
of another loan or by further liguidabting of foreign assets-w; her economy
will be internally more stable and self suffieient than ever before, and
her commercial policy will be multilsteral within the so-called Western Bloek,
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Chapter VI--THE ECONGMIC FFFECTS OF WORLD WAR IT ON GREAT BRITAIN

In a general way, the impact upon theesonomie life of Great Britain
of the second World War was similar that of any war. The manpower engaged
in military and eivilian activities expanded substantially., People who
had no need to work or who in normal times would be retired ecame out because
of the national emergency. There wae alsc a large transfer of rescurces
from ocoupations, such as building, devoted mainly to eivilian uses, and
to maintaining the war effort. All resources formerly used to maintain and
extend domestie oivilian eapital were greatly curtailed. Britain, because
of her great quantity of foreign assets was able to draw mmitions of war
from abroad by mlling ascets or creating debls there, to augment her war
strength, M&a, a large number of persons in the prime of life were killed
or incapacitated, and great materila damage was suffered because of eneny
action. .

The mobilization of mampower in direet and indirect support of the
var was relatively large. At the end of the war the armmed forces and civile
ian defenece showed an expansion of some four and & half milllon, and indus-
try a contraction of about one quarter million, Thus the tobtal expansion
of manpower due %o the war was about four and one-guarter million., The loss
in manpower due to the war was not as great in the second war as in the
- first, There were about 400,000 more killed in World War I, Another factor
which tended to alleviate the manpower distortions of the second war was the
faet that there was a much larger mass of unemployed persons in 1939 than
in 1914, The official figure for mid-1939 is 1.3 million persons. It is
ostimated by Professor A, C, Pigou that some 20 per cent more manpower was

m?& -
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mobilized due to the war, -/

The direct damages due to the war may be divided into two parts;
damage to human l4fe, and damage to eapital assets, Two hundred and sixty
thousand men in the armed forces were killed and two hundred and seventy
 thousand wounded, Thirty thousand men of the merchant navy and fishing
fleet were lost ab sea and sixty thousand civilians died as the result of

pbardment, Heonomically spesking, however, this loss of human 1ife was
not the grestest destruction due to the war. The loss in ships and builde
ings was distrous on Britain's economy.

The United Kingdom enteved the war with a merchant fleet of
about twenty-two million deadweight toms. Half of this ton-
nage was loot during the war, Half of this loss was replaced
by new production during the war, but at June 30th, 1945, the
United Kingdom Merchant Fleet mountwﬁ to lsss than three
quarters of the pre-war fleet,

The destruction of bulldings was ev
on Housing presented to parliament in Mareh 1945 the following was said:

In the years 1934-39 the total output of houses exceeded three
hundred thousand a year ---. By 1939 the proportion of people
still living in unfit or overcrowded houses had been reduced
to some 8 percents and over 30 percent of the porulation were
living in new houses, which had been built since 1919. This
progress was ¢ut short by the war, The mumber of houses :
bai:i‘b bamn 1939 and 1945 has not exceeded two hundred

en more dﬁ*&amw xn a paper

Begidas this negative form of degstruction there was alse the damage to
existing houses by direct enery action, which was snowmous,

Houses destroyed or damaged by enemy action in the United
Eingdom totalled four million. Of these, two hundred and

two thousand were totally destroyed and two hndred and fifty
thousand were so badly demamged as to be rendered uninhabitable
wmee,  Yiugh of the ym;mrty ﬁaaﬁw@ﬁ consisted of industrial

1/ A, €. mm, uwaé and mm, Lloyds Bank Review,(duly, 1946), p. 10,
;"‘/ British Command Paper 6707, (Londont King's Printer), p. 8.
. }f H B it 660‘? " it o o )
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plants, which were maturally one of the enemy's main

targets, 1/ '

4 third main item was the depletion of British assets abma.d; British
holdings of foreign securities were reduced by roughly 4.5 million dollars,
However, the acourmlation of foreign debt was even more significant a loss.
The net immc in foreign indebtedness due to the war was about 11,6
billion dellars, 2/

The aggregate loss of assets in monetary terms between 1939 and the
m:idﬂla of 1945 is swmarized in the White Faper as follows: 3/

' mn, peunds #*
Physiecal destruction--on land T,%
shipping (including cargoes) 700

Internal disinvestmant 900
Ixternsl disinvestment 5, 200

#* the exchange rate was 1:4.03

This omits all private disinvestment such as deterioration of houses,
reduction of household inventories, cte, However, a figure of 29.2 bile
lion dollars is about right for total loss, The pre-wmr United Kingdom _
national wealth has been roughly estimated as of the order of 120 billion
dollars (at 1946 prices), so that the loss of mational wealth over the
war period was asbout 25 per asnt..ly The tremendous loss in foreign assets
in significant in reckoning some of the nresent postewar handicaps in ade
Justment, Liguidation of foreign assets has continued since the end of the
war, The selling of British railweys in the Argentine in ordsr to obtain
enough aeredit  to buy meat is a notabls ecxample.

LY British Command Paper 6707, p. 13.
2/ Ibid., p. 10.
3/ Ind., p. 5.
by mad., p. 10
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Any appraisal of war finance centves around the allocation of

national ineeme between the govemmment and the eivil population and the
mewmmanmmrmumm, savings and
consumption, The shift in industrial production from domestic production
-Jl“MMvaWMMm%mWMW%’
In o free sconony where there are few or no controls the eflfects of

 inereased government spending is to incwease incomes and, in the case of

' war finansing, to cut down on the production of consumer goods, This

_ leads to inflation which forces the government to bid for resources at
' an even higher price and a cumlative inflationary movensnt Ls sebt in o
tien, Ina free esoncwy, rising prices and eredit expansiows are assoiated
with inflation and are aspects of inflation which most direcily effect the
time leads to an overexpansion of capital goods industiies, During war
this exeess saving is used to finance war industries, Thus the price
mechanism, once set in wotion by newly ereated money, resulis in the cwmilew
tive inflatien sharacteristic of the first world war. The pieture wus very
. different during the war that has just passed, The British ceunosy in 1939
was not a free cconony., In this last war the allocaticn of resocurces bée
tweon the govermment and the eivil population was not left to the free
 workings of the price mechamisz, It was decided, once the fwuewerk for
contrel had been erected, by direct restraints on spending, i.e.; by ration-
ing, price eontrol, restriction of non-war capital fommtion, allocation of
- raw materdals, requisitioning of property and dirvection of labour under
essential work orders,

Duping this last World War Britain was under just such a contrelled

esonomy, Consumption was curtailed and prices wers prevented from rising.
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The distribution of national income as between individuals, and even bee
tweon bread classes of the community was very different from that produced
in an uneontrolled econosyy, However, as between the government and the
public taken as & whole the position was the same as in nommal inflation,
Inztead of forced savings, however, they had what is ealled "involuntary
savings” of a people prevented by direct comtrols from spending as large

a proportion of thelr inecomes on consumption as they wished., Thus the rise
in prices in Britain during the war was probably mainly due, not to the ine
m factor, but to increased costs of production. These inereased costs
. were the result of wage rises on asceunt of Unlon astivity and of the rise
in the price of lmported raw materials, 1'/

The effect of involuntary savings during the war was to build up what
has been termed "suppressed inflationary potential®, These funds are ealled
potential because it is sssumed that they will be released a3 soon as cone
trols are 11fted and sufficient goods are svailable to allow these savings
to be spent wWthout an inflationary rise in price,

These savings actually consist of two categories—wprivate savings
(tnoluding private firms) and foreign sterling assets held in Lenden. The
latter have boen blocked much to the annoyance of the Uplted States and the
former are not causing as much post war Inflationary pressure as at first
supposed,

The direct controls used by the British government in financing the war
led to a rise in the proportion of national income spent by the govermment
fram 245 4n 1939 to 597 in the last two years of the war, The proportion of
total cash recguirement provided by taxation and other revenues declined from
66% in 1939 to 55€ 1n 1945, %/

l/ W, Iﬁmmﬂ.ng BW, "Inflation and Tte Wm@h“, Llowda Henle Royie
(July, 1940), p. 24,
2/ British Command Paper 6783, (Londen), p. 3.
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The rest was borrowsd by the mﬁml'mtmtwmuhiah
purchased the lssues of government securities., They are: Internal Coverne
ment funds such as the iployment fund, Central banks and monetary authore
ities of countries that had awoumlated credits in London by a favourable
balance of payments, the British publie, the residual buyer, and the come
mereial banks. OF these, the private persona were the most important
source, This includes private companies, The banks only bought that part
of the lssues that were not absorbed by the other three sources,

Such measures kept the inflation factor down to a minimu, Only in
1940 was inflation sn important factor in raising prices, */ For example,
in this year, the supplies availlable for public authorities and private
eonsumption rose by 1;086 million pounds, but publiec expenditure increased
by 1;%‘7 mlllions, reducing the supply of consume roods by 312 millien
pounds (1935 prices). If the price of consumer goods were not to rise
during 1940, tonmmption expenditure would have to f£all by 362 million
pounds at 1935 prices, or 367 million pounds at the current prices in 1939.
Aotually consumption spending in 1940 rose by 137 million pounds, so that
the "iaflation factor” in that year amounted %o 504 millien pounds,

The following tables will help to illustrate some of the changes in
the allosation of national income during the war yearst

1/ By "inflation" I mean an inerease in costs as a result of an increase
in the amount and eireulation of money in relation to goods
and services as against rising prices as a result of incres-
sad costs of produstion,
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TBLE XV
AVAILABLE RESOURCES AND GHE “INFTATION FACTOR® #

(ehange on previcus year)

1939 190 1941 1942 1943 194 1945

ﬁm;ﬁ; m.@ia an M&wa mm‘ m«aw* W#wa

Resources avallable
for public authori- (i
ties and private = #434 41,080 65 457 166 470 SL24

consumption
(1938 meo)

Publiec expenditure -
3% goads and serw #433 4l LLE 705 495 4285 2 60 =265
e,

w of aw
(1938 price)

Indicated change
in ammﬁm _
at values vl @367 281 W7 &l61 #1283 209
of Lous year,
it riaa in wrice
halted,

Aetual change in ; :
consumption spending #57 #l37  #3 WlWL + & 279 4297
ab curvent values,

# <362 A0 <38 <19 430 A

"Inflation Factor® 56 50, 32, 220 1% 96 gs

# 4, Naming Dacey, oD, ﬁa; p. 31.
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TABLE XX

AVATILABLE RESOURCES AND THEIR ALLOCATION #
(at Pactor cost and 1935 price)

1938 1939 1940

190 1942

1943 194h 1945

Gross national
product (at factor
cost ) ¢

&?&mhls-

Home eapital
formation (gross)

Resources avalle-
able for public
authorities and
private consumpe
tion.

Goniimihla

# Ibid,, p. 30

5,085

70
5,155

759

4,396

3,602

5,382 5,533

a8 688

800 305

h,830 5,916

3,603 3,241

5,863 6,163

€36 490

6,499 6,626
e le8

6,381 6,438

3,000 2,963

6,283 6,360 6,340

482 456 558
6,765 6,816 6,898

6,60, 6,67, 6,560

2,%&: 2y 974 3;115

b m.mmumwmwmmnm These may be

slightly

#%% The Bankers' lagamine (May, m?),
deawn drafts for 1945,

ey

ﬁm £75 nmillion pounds

The drafts on extornal capital assets repregent the defleit in the
Ameriean lend Lease kept this defieit from

current balance of payments,
getting put of all proportion,

seriously undermined Britain's strength,
It may be said that British war finance was well mm, Inflation

As 1t was, the drain on British assets
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was kept to a minbmus and the Labernul econony was kept in equilibrium in
spite of the heavy strains imposed upon 1t. It was the cost of maintaining
this equilibrium and the war effort that we are Interésted in, The cost,
as has been mentiened, was 25% of Britain's national wealth, As soon a8
war time emergency controls began 4o be 1ifted and waretime soncessions
bagan to be withdrawn the fall luwpact of Britain's loss was fell,
In susming up the effects of World War II it may be sald that it

necessitated the full mobilismetion of dollar resources, and the need for
aid frem the Unlted Stabtes made 1% necessary for the United Ringdom to
alter drastleslly its sysiom of international trade and financial sontrols,
The sterling area becare one unib for exshange control purposes, and very
stringent eontrols were placed on the movemsnt of funds oubside the avea,
ALl of the nations remaining In the sterling area pooled and senopolised
thelr resources of gold, Britain also required its sitisens e swrvender
thelr forelgn exchange assete, These were gpent early In the wart the net
gold and dellar ressrves of the United Kingdem, estimated ab 4.2 billion
dellars in Avgust 1938, were drawn down to 12 million dollars by 1941,
These dollar and gold resources insreased Yo 1,8 biilion by the end of the
war on aceount of the spendings of the United Stabes forees in the United
. Kinglen, 1/

In addition to the above mentioned loswes, (820 million worth of ine
vestumenls in the United States were 80ld or repabrlated during the war,
This drain sould not keep up and by the spring of 1941 it was reslized that
otheyr arrangements would have to be made bebuwesn the United Eingdom and the
United States, These arrangements took the form of lapdelease agremmts;
which amounbed to very lavge bllateral elsaring agreenenis based on an une
specified trade ratie,

3’/ Judd Polk and Gawvdner Patterson, "lhe British Loan", Ferelen Affairs
VQ M' ﬁw 19&!6’ 94 mad
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idd to the Unlted Kincdom under Lend Lesse was some $20 billion in
excess of reciprocal aid received. This debt i now totally wiped oubt exe
cept for certain goods and services which were not consumed during the
war and were available for Dritish use after the war, This amounts %o
about 5650 million which is te be repiid on the same basis as the Interim
loan which I shall discuss in the naxt section,

A The reason the United States wiped out this very large war debt was
that she had learned after the first war how difficult and unsusdessful it
was to eollect war deblts. These caused more sconemic and politiscal frictien
than they are woith; thus one of the great problems of the 1920's was nob
repeated, As My, Roosevelt put it, "vioctory and a secure peace are the
only ecoin in which we ean be wvepaid”,

ixport trade declined drastieally, the volume in 1944 baing officially
reckoned at 30 porcent of 1938, More serious still as far as Luediste
importance was consumed, was the overseas spending during the war of huge
sums in maintaining British forees, mostly through the creatlon of sterling
bank accounta. From the outbreak of the war to June 30, 1945, this overe
 acas debt of the United Kinglem, comonly refermed to as "™slovked sterling,
inereased from §1.9 billion dellare to $13.5 billion, Britain's tetal sale
or repatriation of forelgn assets amounted to 34.5 bislion., The net mer-
chant shipning position declined to 757% of the prewar capaelty, +/

1/ Ib“ﬂ; ﬁh &31&



Chapter VII-~ECONOMIC CONDITIONS, POST WORLD WAR II

The difference between a war economy and a peace~time economy 1s
that in war-time there is one dingle all-subsuming objective while in
peace~time there is the different, many-headed objective of the greatest
good for the greatest number, During the waretime emergency Great Brie
tain was able to postpone many economic disequilibriums because of the
al)mmmssing war effort, After the close of the war the unifying
foree disappeared and the actual depreciated condition of Erltam'ﬁ economy
began to reveal itself,

This poste-war peried with its graove economic disturbances is the :
climax in the long range trend I have endeavoured to outline in my thesis.
Consequently it must bear special attention.

In 1946 the defieit in the United Kingdom's balance of payments,
amounting to 1,600 million dollars, was much more moderate than antieipa-
ted.m ‘British exports expanded rapidly to 111% of 1938 volume as compared
with only 56% (1945), Receipts from exports totalled 3,560 million dellars.
The volume of imports inereased from 53% (1945) to 72% of the 1938 level,
This would have expanded further if the government had not put deliberate
restraint upon it. There was also a world shomga of food at the time
whish kept imperts down. 1/

Payment for British imports (merchandise) amounted te 4,440 billien |
dollars in 1946, leaving a merchandise deficit of 820 million dollars, This
was vedused 6 A00 nd1idion dellars by the ressipte from tavisible ftems, %/

However, the large expense item was the British relief program and
maintenance in the Britiah zone of ocrupied Germany. Ixpenses here ex-

1/ wThe British Orisis®, Fa@%; Reserve Bulletin, (September, 1947),

V. 33, p. 1071,
2/ Inid., p. 1072,
R - gg™
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ceeded receipts by 1,200 million dollars,

The year 1946 was an exceptionally good year for two reasens, One,
large volumes of stock were being used up to carry on the export drive,and
two, costs of imports for the Western Hemisphere had not as yet started
to rise, ‘

The picture is considerably different in 1947. Prices began to rise
drastically in the United States, cutting down the actual value of the Ame
erican Loan by absut 408, Spock reserves had run out in Great Britain and
her econowy began feéling the severe pinch of 2 coal shortage. The mide
winter industrlal stoppage in 19L6-47, on acconnt of the fuel and transe
portation erisis, was a very severe blow to British recovery., An economy
a8 tightly geared, function to funmction, as the British economy now is,
finds that it can be very easily stalled if any one of the functions breaks
down,

In February 19&7; before the full offects of the winter fuel crisis
were appreclated the government relessed a tentative estimste of the current
account bslance of payments for 1947. It estimated that the defieit would
be 1,400 million dollars, After the fuel erisis this estimate was revised
and on July 8, M. Herbert Morrison stated in Parlisment that on the basis
of the revised import estimate the balanse of payments' deficit for the
year ending June 1948 was expocted to be arsund 1,200 million dollars, The
total deficit for 1947 ac’mxauﬁ smmunbad to 2,700 »illion dollars, This
was an em-ayf»immlly bad year. It is hoped that 1948 will not put so much
strain on the almost campletely exhnusted resources of OGreat Britain., The
Feonomde Survey for 1938 puhlished in &xgimd on Mareh 9th of this vear
gives the following estimates for 1948, */

1/ nieonomic Suﬁeﬁa fe;‘ 1%m'§ (Ottawa, United Kingdom Information Office),
* ‘9’ ?‘ *
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If irports continue at the same rate as they have se far this year
they would amount te 1,670 million pounde for the whole year, Txports and
re-exports have been estimated at about 1,500 million pounds and the net
deficit on "invigible” at 80 million pounds, This would give an overall
defieit of 250 million pounds compared with last year's &75 million,

An important trend in 1948 has been that of inereasing imports from

~ the soft currency areas, and decreasing imports from hard curreney areas.
Therefore it is of the utmest importance to Great Britain that these soft
eurrency gountries become econsmically stable., Continued dependence upon
the Ameriecan continent is mainly the consequence of the slow recovery of
Burope and the Far Fast., Britain is able to pay these countries and not
until they ean send her the goods she recuires will she be free from the
gtrain of the dollar shortage, This ig why the Marshall Plan and the re

covery of furepe, or rather of t.h@ Western Block in Zurope, is of such
great importance to Great Britain,

In spite of this lopsided bilateral trade econdition Britain has been
able to reduce her imports from the Western Hemisphere from 487 in 1946 to
en ostimated 34% in 1948, This has been done mainly by'doing without'in
Britain, British imports are today only about 75¥¢ of what they were in 1938,
In order to help cover the imports from the Zestern Hemisphere, Britain has
planned to export 14% more in 1948 than in 1938, last year Britain's ex-
phere were 9% below those of 1938, There will
std1l be a large deficit and unless something happens to change current
trends Britain will be bankrupt in 1949,

An outline of the means used to pay for the defiecit will show the
trend of depleting assets,

ports to the Western Hemis

In 1946 about half of the means used to pay for the deficit will show
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the trend of depleting assets,

In 1946 sbout half of the eurrent account deficit had to be financed
from gold and dollar resources: about 600 mlllion dollars was drawn from
the United States credit, and 540 million dollars from the Canadian cree
dit, However, the United Kingdom added 240 millien dollars to its gold and
dellar holdings and rapaid nearly 100 million dollars of debts to the Uni-
ted States and Canada, so that the net dollar drain on current account am-
ounted to only 800 million dollars.

The remaining helf of the 1600 million dollars deficit was covered by
net transactions with other countries, mainly in ‘the: form of an inerease
in sterling balances held for foreign account in ILgndon, These blocked
sterling balances have been a very sore point with the United States so
that one of the cenditions demanded of Great Britain in return for the
Averican Loan was that they be released as soon as possible, I shall dise
cuss the loan in debail later in this chapter.

These total ti..guro:a of the drain on dollar rescurces do not show the
actual trend. The net drain accelerated during 1946 and amounted to as
much as 372 million dollars in the last guarter aloné, This acceleration
continued inte 1947, as shown by the following figures, in millions of
dollars, c¢ited by Chancellor Dalton in his report to the British Parliament:
Jamuary (137); February (224); Mareh (323)3 April (307); May (334)3 and
June (308). 1/

Seme of the main factors which led Lo this dollar erisis were: 2/

(1) The results for 1946 were unnaturally good for reasons already mentioned,
and Britain did not have to resort to its gold and dollar resources as much
as anticipated in 1945, The drain which began towards the end of the year

1/ n"The British Crisis", op, eit., p. 1073,
2/ Ibid” 9. 19’715'
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was mainly due to rising prices of ilmports, especially those from the
Western Hemisphere,
(2) In the first half of 1947, there was a sharp increase in the current
balance-of~payments deficit. The important econtributing factors were:
(a) 4 further increase in United 3tates prices,
(b) The serious setback in the British export drive
due to the wintoer fuel erisis., This is estinmated
to have increased the deficit by 800 million dollars,
(¢) The failure of government overseas expenditure to
decline as much as expected--mainly in Germany.
(3) The defieit in the balance of payments would have been easier to bear
if it had been distributed more among the soft currency countries., Also,
if Canada had been able to finance her entire exporis supplies to the
United Kingdom, and if other countries had been able to provide the ssue
amount of assistance in their capital transactions as in 191.6,. the drafts
on the United States credits in the first half of 1947 would have been
only 600 million dollars instead of 1,450 million dollavs,

This unferescen rapid depletion of the dollar eredits had leit only
about 680 miliion dollars, excluding the balanee of the Canadian loan
over and above Britain's agreed drawings to the end of March, but inclu-
ding the whole of the South African gold loan, At the present rate these
reserves are likely to be depleted by about 222 million dollars by the end
of June, 1948, This would leave about 450 million dollars, At this rate

. Britain's reserves would be only 225 million dollars at the énd of 1948
and would be completely wiped out im 1949. */

It is pitiful to think what would happen to Great Britain if this

1/ wiconomie Survey for 1948%, gp, cit., p. 3.
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bankruptey did oecur, Unless new loans are fortheoming or prospective
plans for Western Europe materialize scoon, the end is inevitable, Bri.
tain is already mpmm the minimum amount and any more euts would bring
severes unemployment., Capital development would have %o cease, Domestie
eapital goods would have to be explored for food, The end would be utter
poverty, This is szthinkable, and if the Western Hemisphere is to pre-
serve its own interests it must see that Creat Britain ean £ill the gap
in her transition from an open trading economy to a normal, relatively
self sufficient one,

Along with the dollar shortage, Britain's coal ecirsis is the most
important item in the cconomie pileture. Coal, which had been a siek in-
dustry for decades, soemed to be getting worse in 1945, Drastic measures
were necessary sinee the Dritish economy is based on cheap fuel and cheap
food, OCoal is Britain's basic industry. She has plenty of it but the
pits are deep and the means used to extract it are outmoded, In July,
1946, the Labour govermment nationalised the ooal industry. They set wp
a national coal board composed of nine members to manage the industry, This
board is intended to function as a free sgent in the everyday adwinistra-
tion of the industyy, but under general direction of the fuel minister,
This board is also intended to operate as a business c:a?;wmtlm; with a
balanced budget over a reasonable period of years, Since the industry was
as far behind mhmlcgically; the goverrment provided the Coal Board with
150 million pounds as ready capital for the earliest possible mechanization
of the pits, Hechanimation, however, tskes considerable time and it is as
yet difficult to say whether the Cosl industry 6an be revitalized before
Britain's resources are completely exhsusted,

One of the major difficulties before the Coal Board is the immobility
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of labour., The lLabour Govermments! reconversion plans have that one
weakness. The Achilles! heel of central planning is the immobility of
labour,

The ability of this Coal Board began to be severely tested in 1947,
The Feonomic Survey for 1947 stated that: 1/

the 1947 industrial problem is fundamentally a coal problem,...

We cannot afford to set a lower production than 200 million tons

+v..this will meet ofily the minimum needs,

It soon became realized that this goal would not be reached. The govern.
ment gambled on average weather, on inereased eoal productiom, and on
voluntary restraint by the publice-and lost. It was also in 1947 that
the coal reserves ran out, These had been a bumper to take the economy
over any checks in output., After the serious fuel crisis of the winter
the British econony slowly came baek into full produetion again., However,
all eyes were on the coal production figures. The labour government was
in a paradoxiecal position. It knew it had to drive for more coal produce
tion and yet it had to treat the miners with kid gloves because of the
severe labour shortage. It is ironmical to think that under such & uvational
erisis, when the British nation depended so much upon greater production
in the coal mines, the working week should be shortened to five days and
that the Grimethorpe Colliery in Yorkshire should defy their union leaders
and go on strike for shorter hours and better pay.

Behind this seeming pettiness, lie much deeper explanations for the
labour troubles in the coal industry. The British miner has uut:‘f@rad a
great deal in the past and is a very conservative man by nature, He has
expected too much from the nationalization of the Coal industry and has
been averse to change or renovation of old mining methode and customs,

1/ 1, W, Vogel, "Britain's Present Crisis", The Yale Review, (Winter, 1948),
p. 306,
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: The result has been an inerease in the price of coal last summer of
25,6d, This was in divect consequence of the fiveday week, Tt is not an
encouraging prospect for the programme of further ratiomalization of the
coal fields, The inecreased cost of fuel is going to tell very heavily on
Britain in the next two very critical years, With the increased costs of
producing exports it is going to be very difficult to maintain the high
degree of exports necessary when the international market shifts from o
soller mariet to a buyer's market, 3'/" }

The discussion of the post-war econonle aspeets in Great Britain would
not be complete without same mention of the American Loan to Britain, The
Anglo-American Financial Agreement, signed on Decenber 6, 1945, and certi-
fied on July 15, 1946, provided for the extension hy the United States te
the United Kingdom of a line of credit of 3,750 million dollars and the
assumption by the United Kingdom of certain obligations related to the de-
veloprent of multilateral trade on a non~discriminatory basis, In partie.
¢ular, the Finaneisl Agreement contained speeific provisions with respect
to the elimination of exchange restrictions on current tronsaations and on
amounts released from accumulated sterling balances. In the light of the
difflculties incurved after last July when the restrictions en sterling
eonvertablility were mw, these provisions had to be withdrawm or revamped
by the United States. In general, the provisions relating to current trans-
actions were to remain in force until Decewber 31, 19513 thereafter, the
rules adopted by the International Monetary Pund will govern the exchange
sontrol prectices of all members of tm Fand with respect to sueh transace
tions, The provisions relating to accumnlated balanses have ne terminal
date and depend upen how fast the British economy ean release the hlocked

1/ 1pid., p. 310.
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" sterling balanses, l/

The loan proved aquite inadequate because of unforeseen developments
such as the drain on the dollar reserves alter July 15, l%?; the vroduce
tion erisis in fngland and the rise of prisges in the Western Hemlsphere,

The conditions which made the loan necessary or expedient to hoth
Britain and America were; first, that Britain was sure that givén guffi-
cient time she eould restore her egonomy to an equilibrium position agsin,
It was absolutely necessary that she get assistance from somewhere to
weather her over the gap., Secondly, it was lmportant to Amerieca that
Briiafm*a economy become regularized because Britain is suech an important
customar and bacause of her nuclear importance in the creation of a ml-
tilateral trading system of the sort hoped for by Ameriea. The agreement
was made on the basis of these conditions but Ameriea having the stronger
bargaining power, pressed her demands s little further than Great Britain
did,

The sctual terms of the finanelal agreement were that the United
States agreed to extend a 3,750 million dollar line of credit to the United
Kingdom, This eredit can be drawn upon until December 31, 1951, and is
to be used "to facilitate purchases by the United Kingdom of goods and
services from the United States, to assist the United Kingdom ereet tran-
sitional postive deficits in the current balance of payments, to help the
United Kingdom maintain adequate reserves of gold and dollars, and to ag-
sist the United Kingdom to assume the obligatien of multdlatoral +:38:"/
mmi,mmwmmmmmwmmmgmmmr
1951, with interest at the rate of 2% per year. If the interest free '
years up to 1951 are taken into account this will ameunt to 1,65, However,

1/ Burke Kna and F. M, Tamagna, "Sterling in Multilateral Trade",
/ i ederal Reserve a&;m.g, September 1947, p. 1083,
2/ Judd Polk and Gardner Patterson, gp. eit., p. 433.
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even this low rate will cover the cost to the United States Treaswry, In
the light of present developments it is probesble that many interest waivers
will have to be granted and that the Treasury costs will not be covered,
The maximum annual psyments of interest and prineiple would be 140 million
dollars,

Britain had actually hoped for an outright grant similar to lend-lease
but this idea did not go down s0 well with the United States Congress, Falle
ing & grant, Britain at least expected that the loan would be interest free,
Lord Keynes, the British negotiater, stated: "....I shall never so long as
I live cease to regret that this is not an interest free loan, The char-
ging of interest g out of twne with the underlying mlitiu“.’l/

However, the provision for interest waiver was inserted so that,....
interest may be waived in any year in which Britain's average

income from home produced exports plus net income from invie

gible transactions during the five previous years is, after

adjusting for price level charges, less than 866 million pounds®, °/

In short, Britain will have to balance her esternal budget within the
framework of a multilateral economy., Consequently, Britain will lose an
important socurece of dollars, namely the dollar pool, The problem, which
the loan is intended to try and solwve, will also be aggravated by the proe
visions which will make it necessary for Hupire countries to hold balances
in other cumncies than sterling, causing a flight of eapital frem the Uni-
ted Kingdom, Thus Britain may have to cover its short-time debts with
larger reserves, This would be another strain on the credit and after 1951
Britain may have to rely more and more upon the Monetary Fund for relief
from some of the burdens connected with the defense of sterling,
 inother stipulation of the loan is that Britain make no other long

1/ ‘Mh’ p' &35*
2/ _..Ibid! .3 p’- &3"-
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term financial commitments with any other country. This is to insure that
too heavy a burden is not laid on Britain after 1951 and that America gets
firet c¢holge in payments,

Finally, the United Kingdom promised net to impose any discriminatory
- quantitative import restrictions. This clause has been very hard on Brie
tain because it keeps her from moving into the soft currency area for more
of her imports and thus helping to alleviate the dollar shorbtage a bit,

Mueh could be written about the harshness or inadequacy of the Ameri-
. gan Loan but it all boils down to the fact that Americs was justified in
 pubting certain stipulations into the loan because of the gamble it was

. taking in investing in the British fubure, and that Britain had no choice

but to aecept., To quote Lord Keynes again, he said to the House of Lords,
 "Do the Critics really grasp the mature of the alternative? The alterna~
 tive 1s %o bulld up a separate econamic bloek vhich exeludes Canada and
| consists of countries to which we already owe more than we can pay, on
the basis of their agreeing to lend us money they have not got and buy only
from us and one another goods we are unable %o mpply".l/

The main significance of the American lLoan is not so much in its
intrinsic value as a life-saver for Creat Britain, but that, seen in cone
neetion with the International lonetary Fund, the Intermational Bank for
Reconstruction, and the recent International Trade Organization, this fi-
nancial aceord may become a gruelal part of the general design for an un~
fettered international commerce, Without these other inatitmium; it is

~ certain that the loan agreements, wxeept for the eredit line, have litile
‘ significance, This is why it 1s so important that world stabilization be

achieved as soon as possible, Without trade prosperity, none of the men-
tioned agreements and organizations can function. It is unfortunate that

1/ ;mw: p. 439,
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Russia has emerged to claim the vietory Marx prophesied., The amalgamation
of Western Burope and the United States may yet stave off disaster for Creat
Britain, And it is nol only Oreat Britain that would suffer, Our own Can-
ada would be one of those most effected by economic collapse of Great Bri-
 tain and Western HBurope, Canada would have to become a satellite of the
United States.

The future of Great Britain is not just Great Britain's problem, It
is a problem which today faces the whole Western Werld, I would not go
so far as to say that we sink or swim with Creat Britain, but the United
States and Canada certainly will prosper by Britaint's recovery, and suffer
retardation with its fall.
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Chapter VIII--CONCLUSTONS

A doctor seldem pronounces judgment upon the future of a patient when
he is still in a eritiecal position, Unforeseen turns and events make sure
diagnosis impossible, So it is in the case of Great Britain., She is still
in the midst of an historieal strugzle to determine her future status.
However, on the basis of the facts outlined in this thesis, certain predice
tions of reasonable accuracy can be made,

The whole problem of Britain's economic decline is centred around the
unique position she held in the 19th century., Great Britain was the nucleus
of a real international economic community which injoyed freedom of move-
ment of goods, funds and men extending the world over. Such a community
had not existed since the Roman FEmpire and is not likely to exist again in
our lifetime, It was a system of international specialization., Agricul-
tural countries had specialized before but industrial specialization had
never been achieved. This speeialization on the part of fngland in the manu-
facture and export of industrial goods made Great Britain very dependent upon
the rest of the world and upon existing trade relationships remaining as
they were,

They did not remain constant. The industries in which Britain had
specialized, namely textiles, coal, engineering and shipbuilding, were
comuon to any advanced industrial state. As Britain lost her industrial
lead and monopoly, the basis for international specialiszation was lost,
However, Great Britain had already gone so far into specialization and

become so conditioned to it that the reconversion to a more normal, mature
economy has been gradual and painful, Two wars have accelerated it, The
British people failed to recognize and accept the change and consequently

- 100 -
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made the present crisis worse by putting it off, Postewsr reconstruction
is a difficult encugh process without there being a necessity to reconvert
the whole nature of the econouny. )

The effect of the wars has been to direct demand for British exports
to other sources. They have also interrupted the process of adaptation
by the British entrepreneur to changing trends in demand. At the end of
both wars and particularly of the second, "ohsolete” could bhe written over
many British products, Britain's position was also worsened by the protece
tionist policies in most foreign markets, However, the effect of this
closing or redirecting of demand was not always felt immediately in Britain
cpanded post-war demand or because of the opening and developing
of new markets, '

Great Britain has been forced to concentrate more on domestic agricul~
ture and production., This trend will continue, The present erisis has only

because of e

gspeeded up the pre-war shift from an econony hased on the expansion of a
protected heme market, BEagland will probably rewaln a great industrial and
even a great trading nation, but her main industries will never agnin con-
gentrate on vast exports. The home market will become the primary client
instead of the residual client, TIxports will 1ikely consist of the surplus-
ses of wmany smaller industries, The tst.al 1s likely to remain large but
will not effect whole arsas as before 1914, Ixports must bocome a lwtury
and not a neeesulty,

A shift from imports to domestic sources of supply, effected over a
period of years under the pressure of a large adverse balance of payments,
is not impossible, Many affirm that beeause Britain has few matural re-
gources of her own she cannot fall back on hersell., She will not have to
fall completely back on herself because international specialization will
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still be active and is likely to grow as natural resources become depleted,
‘l‘l*ma, Britain's role as a processor will probably continue but it will pro-
bably be a secondary role, lo country can be completely self sufficient,
For instanee, although British agriculture has been rejuvenated by the war
and is likely to continue to grow, Britain must always import much of her
foodstuffs,

Although it is likely and almost certain that foreign trade will tend
to become less important, it is not possible {or Britain to balance her
payments in the immediate future by equating imports and exports., The gap
which has developed ¢an only be temporarily bridged by the current loans.
These loans only tend to postpone the self-equilibrating movements of ime
port and export prices. Britain is stfll an fmportant market and will
remain so. Tnls gives her a certain bargaining power which in the long run
is likely to lower the price of impoﬂm; hence to improve her terms of trade,
The present abnormal conditions make this type of adjustment impossible,
but when some degree of normality has been achieved it may become active,
The present lack of ability to pay for lmports on the part of Great Britain
will probably ecause a world-wide agricultural depression similar to that
of 1929-32, This will benefit Britain unless her main customers are those
agricultural countries whose purchasing power will have fallen, If Britain
can adjust to changing world demand and produce high quality mamufactured
goods, whe will be able to keep export prices up. The difficulty is in
reorganizing the basic industries such as coal before it is too late,

Certain bilateral trade agreements are almost sure to take place in
the near future between Britain and those countries (partioultrly agrieul-
tural) which are short of markets. The United States is not showing much
foresight by trying to enforce non-diseriminatory, multilateral trade,
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Great Britain herself once frowned upon protection of infant industries in
the colonies and advocated the same policy which the United States is ade
vocating today, but world conditions were quite different. DBritain wms
dealing with new and relatively undeveloped colonies where today the Bniﬁ-aﬂ
States is dealing with mature national economies,

During the war, in order to save tonnage, the United Kingdom diverted
to North America a large portion of its demand for imports, This diversion
carmot be reversed overnight, particularly in the light of the decadent
vondition of Europe, Until this c&ia%read dependence upon the United States
is diverted to other areas the United Kingdom will find it impossible to
pay for its imports. The United States must realize this fundamental fact.
It is to her advantage that Creat Britain regain stability as soon as pos-
sible. Current international politieal developments are making it all the
more pertinent that Britain and Western Burope get on their feet economi-
eally., If this is to happen, the United States will have to repeal most
of the non-diseriminatory clauses attached to the American loans and the
International Trade Organization plans, or else Britain will be forced to
repudiate them. This would be a very unfortunaste mecessity and it is hoped
that action will come from the United States, not in the form of renewed
eredits, but by a realisation of the basie realities and by acting in their
1light, Nobedy will deny that non-discrimination and multilateral trade are
the goal that the world should aim for, but they do not seem to be expedient
under vresent conditions,

Great Britain depends upon three things for her recovery: First, the
full reconversion of the British economy from one primarily dependent upon
foreign trade to one based on domestic trade, 3Séeond, she depends upon
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the economic revival of Western Burope and the Far Zast, so that the lop-
sided trade balance with the United States can be alleviated. Thud, Bri-
tain depends upon American help during this eritical reconversion peried,
Thus the recovery of Great Britain, of Iurope, and of the rest of the
world are all interrelated. The efforts made in the direction of recovery
have been the Anglo-imeriean Loan Agreement, the Bretton Woods Agﬂwenﬁ,
the International Trade Organization, the natiomalization and rejuvenation
of many key industries in Britain and in Western Burope, and the Harshall
Plan, The plans and orgunimatlions are interdependent and must be viewed
as one grand plan for world recomversion to sound intemstional and domestic
economic conditions, Most of the leadership has bam.x laid in the hands of
the United States, and it is with great amxiety that Great Britain and the
rest of the so~ealled Western Bloc look to her for sound administration,
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