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blic Finance

During the first month following the currency reform, the States of
the Western zones of occupation experienced a budget deficit of 500 million
marks. It was caused mainly by a sharp drop in tax receipts, which in turn
was due primarily to the fact that farseeing taxpayers had, in the period
immediately preceding the conversion, discharged as much of their tax liabili-
ties as possible. Tax receipts soon returned to normal, however, and the
danger of a chronic deficit has disappeared. Normally, the fiscal situation
could be expected to improve very substantially in view of the expansion of
business, and especially the replacement of untaxed black market by taxable
legal transactions and revenues. With the return of a sound currency, however,
tax evasion once more has started to rear its head: in the past, under re-
pressed inflation, money could legally be used for few purposes except paying
taxes and therefore the incentive for tax evasion was far smaller than in nor-
mal times. After currency reform, the high tax rates again became a real bur-
den and the scarcity of ready cash added to the temptation to use funds for
purposes other than tax payments.

In order to counteract the tendency toward tax evasion, a number of
tax rates have been reduced substantially. Still the overgrown bureaucratic
apparatus, the cost of occupation, and at present the expenditures for the air-
1ift to Berlin probably will continue to keep tax rates high enough to make
evasion profitable. As the same time, the decentralization of the German ad-
ministration, deemed necessary for politicel reasons, probably increases the
costs ard decreases the efficiency of fiscal management. None of these evils,
however, were caused or could be cured by the currency reform.

On the other hand, the currency reform may make it possible to elimi-
nate one large item from Government expenditures, namely, the subsidies paid
for most staple foodstuffs and many basic materials, especially coal. During
the period of repressed inflation such payments were necessary in order to
provide incentives to the producers. At the time of the currency reform, the
abolition of all subsidies was deemed dangerous since it would have increased
the pressures for wage adjustments. The continued existence of these subsi-
dies, however, seems inconsistent with the general principle of a market
economy, and leads to misdirected and inefficient use of labor and other
resources.

The present fall in world market prices, coming at a time when domes-
tic inflationary pressure also begins to subside, would seem to provide an
opportune moment for taking a decisive step toward the abolition of subsidies.
Such = move might make possible a further reduction in the most abnoxious taxes
and » concentration upon those sources of revemue the collection of which is
least harmful to economic progress and least resisted by the taxpayer.
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Conclusions

There is no doubt that the currency reform, by putting an end to the
lack of financial incentives caused by the process of repressed inflation, has
brought a tremendous recovery in production and consumption. Prices showed a
distinct tendency to rise, probably less because the cut in the stock of woney
may have been too small than because the propensity to spend current money in-
come continued to be abnormally high. This propensity, by making impossible
the accumulation of adequate savings, resulted in the need for substantial
credit expansion in order to finance essential investments. The change in the
psychological climate, however, which occurred for no apparent economic reason
during the first months of 1949, may put an end to the danger of renewed infla-~
tion. The fiscal situation also seems to have been stabilized.

The social effects of the currency reform are somewhat doubtful.
Actual purchasing power of the working population has increaced substantially,
but the purchasing power of businessmen has risen even more. This fact seems
to have increased social tension despite the improvement in the economic posi~
tion of low-income groups. A more equitable distribution of income between
wages and profits may be necessary in order to pregerve social peace. At the
same time, such a redistribution must not hamper the rise in the propensity to
save needed for financing investment plans without inflationary consequences.
Well-balanced fiscal meacures, supplemented by a wise use of the "counterpart
funds" resulting from U. S. aid, will be necessary in order to attain both the
social ard economic aims of financial policy in Western Germany.
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THE SQVIET CURRENCY CONVERSION Gregory Grossman

The Soviet currency conversion of December 1947, although definitely
in the "modern" category, l/ had certain features, which distinguished it from
similar measures carried out in other European countries.

As a result of the years of war and postwar reconstruction, and of the
inflatiorary legacy of the prewar five-year plans, the Soviet economy found it-
self towsrds the end of 1947 with a large monetary overhang, despite the upward
wage-price adjustment of the fall of 1946. A comprehensive complex and austere
rationing system was in force. Yet, many consumers' items (including food-
stuffs) could be bought ration-free in the so-called "commercial stores" at
very much higher fixed prices; and in the legal "open market!, primarily for
farm produce, 2t similarly high prices, freely determined by demand and supply
conditions. The system of "commercial stores" and multiple fixed prices was
reintroduced during the war, considerably after rationing was reimposed, in
order to strengthen incentives for additional money earnings and at the same
time to sop up money in circulation. While the open market was not a new
feature, prices in it rose steeply under the impact of swollen wartime money
supply. The result was a familiar one by now: with little available for the
peasants to buy, and with respect to what they could buy, the terms of trade
being gr=atly in their favor, they naturslly accumulated very large money
hoards daring that period.

In addition, there was an extensive network of "departments of workers!
supply" at enterprises, with distribution norms frequently varying with the
worker's output and between enterprises. Consequently, the particular enter-
prise at which the worker was employed was often more important as a determinant
of real income than the size of his money wage.

The situation before the reform was thus not strictly speaking one of
repressed inflation, as goods were legally available--at inflated prices--in
the "commercial stores", in the open market, even after all rations had been
exhausted bty the consumer. However, the problem of labor incentive was
apparently nct much less acute than in the case of an ordinary repressed in-
flation, piobubly because prices in the "commercial stores! and in the open
merket were prohibitively high, so that the attractiveness of additional money

earnings to be spant in those markets was limited, unless the consumer!s most
basic needs were still unsatisfied. The rdepartments of workers' supply",

although under proper conditions beneficial from an incentive point of view,
may have caused unnecessary labor turnover and diverted resources from the main
lines of proiuction of the enterprises. Thus, new measures to increase labor
incentives wzre called for.

The problem of entrepreneurial incentives under a situation of re-
pressed inflation was most likely less acute than in other economies, but it

1/ See this Review, February 22, 1949.
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no doubt existed in peculiarly Soviet form, such as the concentration on pri-
vate plots rather than collective farm crops in agriculture, and the weakening
of "ruble discipline" 1/ in non-agricultural enterprises. However, the narrow
field of decision left to the Soviet manager, and the constant supervision by
state and party organs prevented that situation from becoming dangerous.

The price inflation in the open market is claimed to have reached a
peak in 1943, when the price level was allegedly some 13 times that of 1940.
By 1945, however, it was stated to have declined to about 5 times the 1940
level. The likelihood of a runaway inflation in the open market, especially
after the good crop of 1947, was remote at the time of the reform. Inflation-
ary financing of the needs of enterprises was most probably on the decline by
that time, and the now reduced "commercial store" prices provided a rough ceil-
ing to price increases in the open market. Tims, with reference to the open
market, the purpose of the measures to be teken was not to halt a runaway
inflation, but further to reduce open market prices (or in any case, to estab-
lish a better balance between prices in the "free" and planned sectors of the
economy) .

Towards the end of 1947 the good crop of that year and the substan-
tial conversion of light industry to consumers?! goods production prepared the
ground for the carrying out of a reform. Under the rigid system of Soviet
planning an "orthodox" solution of large-scale "de-control" and allowing prices
in the state and cooperative sectors to "seek their level" with reference to
the existing money supply, was certainly not to have been expected. However,

a number of alternative avenues were administratively feasible under the Soviet
system, among which the following may be mentioned:

(2) Money supply could have been left substantially unaffected,
prices kept at the lower (ration) level, while rationing (and "com~
mercial stores") were abolished. Needless to say, this would have
only worsened the situation, as shelves would have been rapidly bared
of industrial consumers! goods, if not of foodstuffs, in the course
of which earners of current incomes would have lost out against
owners of cash hoards, with corresponding detrimental effects on
labor incentives.

(b) Rationing (and "commercial stores") could have been abolished
and prices and wages raised by decree, sc ss to reduce the purchas-
ing power of the monetary overhang to a desired level. While this
would have given decided advantage to currently earned incomes, it
would not have affected the relative distribution of accumulated
purchasing power between the different groups of the population;

1/ i.e., the management of liquidvfunds strictly according to the financial
plan of the enterprise,
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i.e., peasants and other cash hoclders would have remained at a
relative advantage as against the industrial workers. It was
probebly largely for this recason that this alternative was not
taker, although a desire not to "tamper" with factor costs and
producers? goods prices may have also played a role.

(¢) The price structure and the rationing system could have been
kept virtually as before, but the money supply reduced through a
currency conversion, as has been done, for instance, in Czechoslo-
vakia or Belgium. "Commercial stores" could have also been kept.
Although quite practical, this alternative was not followed prob-
ably because it was felt that only a complete abolition of ration-
ing could strengthen monetary incentives to a desirable degree,
and thet it would have other beneficial psychological effects on
the population. '

The solution adopted combined complete abolition of rationing (and of
the "comnercial store" and the multiple price system associated with ration-
ing), sone adjustment of prices substantially around the old lower (retion)
level, and a most drastic wiping out of most of the purchasing power in the
hands of the population. Wage rates were not directly changed, and hence
producers' goods prices and factor costs remained unaffected. Substantial tax
revenue was lost to the state as a result of the abolition of the higher "com-
mercial® prices. 1/ Open market prices soon declined sharply. In effect, the
reform revived the situation which obtained between 1935 and the outbreak of the
war, when there was no rationing despite a chronic shortage of consumers! goods,
and distribution was controlled by manipulation of the turnover tax so as to
adjust aggregate prices of consumers! goods to aggregate consumers! incomes.

We may now look at several of the distinctive features of the reform.,
First, the extremely drastic nature of the conversion. Cash holdings by in-
dividuals and enterprises (other than banks) were converted at a flat 10 to 1
ratio, with no minimum exemption or other provision for individusal hardship
cases. Savings deposits were converted on a sliding scale, wit® winimum
exemptions sufficiently high (3000 rubles) so that the reduction .n aggregate
savings deposits may have been no more than 10 per cent. Government bonds were
converted at 3 to 1, with some exceptions. Bank deposits of state enterprises
were not affected; those of cooperative enterprises were reduced by 20 per
cent.

;/ The reform has been described and analyzed at length in this Review,
December 16, 1947, and in P. A. Baran: "Currency Reform in the USSR", Har=
vard Business Review, March 1948. Probably the moet interesting discussion
of the reform by a Soviet source is to be found in G. Kosiachenko: "Sovet-
skaya Denezhnaya Reforma" (Soviet monetary Reform), Planovoye Khozyaistvo,
No. 1, 1948. '
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Because immediately prior to the reform cash hoards, owing to their
size and greater liguidity, constituted by far the most significant part of
the purchasing power in the hands of the population, we may momentarily con-
centrate our attention on their reduction. Unless their size before the reform
has been greatly underestimated (no data on currency circulation has been pub-
lished siace 1937) their tenfold reduction was probably unnecessarily severe
and inequitsble. Yet, although overconversion under other conditions may cause
an undesirable deflationary spiral, as was pointed out in the preceding issue
of this Rasview, no such danger was to be expected under Soviet conditions,
where consumer behavior has virtually no influence on the short run course of
production, and where the producer is not at liberty to "wait out" the defla-
tion. Besides, the banking system stands ready to supply all cash needs of
enterprisss so long as they conform with the economic plan. A shortage of
means of payment in a Soviet-type economy is no problem as long as facilities
for the printing and distribution of bank notes exist. (This is not to under-
rate the hardships which individuals may have sustained). Thus, while the high
conversion ratio and lack of minimum exemption provisions may be attacked on
grounds of equitable distribution of the burden, they are not open to attack
from the point of view of the dynamics of the economy.

Secondly, it may be argued that such a drastic outright confiscation
of individual savings will adversely affect the propensity to save in the future.
Yet, under Soviet conditions this argument loses much of its force. Even under
peacetime conditions, individual savings have been hitherto determined at least
as much by the shortage of consumers' goods as by a desire to save. Custom and
convenience have caused them to be hoarded ss currency, rather than be turned
over to the State for investment. Voluntary savings have provided a very small
fraction of funds going into net investment, the bulk being financed by tax
revenue and industrial profits. Nor are voluntary savings likely to become
important in the near future as long as the standard of living remains low and
investment requirements high..l/ Furthermore, truly voluntary savings, i.e.,
other than those caused by a shortage of consumers' goods, presumably constitute
such a small fraection of national income that even if they are adversely af-
fected by the monetary reform, they are not likely to increase greatly the demand
for consumers! goods or the incentive to earn money incomes. The significance of
the monetary reform is to be sought not so much in its effects on the propensity
to save, as in the effects it might have on the "hoarding preference!" of indi-
viduals--the preference to hold currency in a sock, rather than to deposit it in
savings tanks or to purchase government bonds.

1/ The net increase in savings deposits and purchases of government bonds--the
latter usually ten or more times larger than the former--may have financed
in 1947 as much as one-third of net investment in the economy. However, a
large part of the purchases of government bonds could not be called voluntary
savings, as they are made under strong pressure, and are in effect quasi-
taxation.
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The selective conversion of the different kinds of money supply was
apparently aimed at just this problem of "hoarding preference". The preferen-
tial treatment of savings deposits and bonds as against currency holdings has
been already indicated. Since as much as 250 billion rubles in currency hold-
ings may have been wiped out by the reform, while about 100 billion rubles in
bonds and only about 1.5 - 2 billion rubles in savings deposits were cancelled,
it may be questioned whether "hoarding preference" could not have been more
advantageously attacked without much loss in the effectiveness of the reform,
were bonds and savings deposits treated ewven more favorably. Certainly, little
was gained by the reduction in savings deposits, and the repudiation of the
bulk of government bonds must have been particularly shocking to the population
in view of the high pressure with which the government always applied for their
subscription. Had it been deemed important to reduce the purchasing power
represented by the bonds, this could have been done just as effectively by a
temporary suspension of redemption and repurchase provisions.

As far as can be judged, the reform has been quite effective in

"~ achieving its primary objective--the raising of labor incentives. Yet, it is
unlikely that under conditions prevailing in the Soviet economy undue expansion
of money supply will be avoided indefinitely, and that symptoms of repressed
inflation will not reappear, if they have not reappeared already. The intensity
of the present drive for greater supply (and better quality) of consumers?

goods may be indicative of the precarious balance between money incomes and the
supply of consumers! goods in the Soviet economy. ‘

1/ The standard Soviet justification of the conversion of bonds has been the
argument that they were acquired when the ruble "did not have its full
value". Yet, the Soviet Government has never paid a "bond bonus" at times
when the value of the ruble was falling, as would have been consistent
with that argument. Furthermore, most of the bonds were bought in years
vhen wage rates were lower than at the time of the reform, and actually
the issue of 1938, when wages and prices were lovwer than in 1947, was con-
verted at 5 to 1, while the issue of 1947 was converted in full.






