








CONFIDENTIAL

August 30, 19L9

LONG~TERM_INVESTMENT IN THE
U.S. - UK, ZON§§ OF WESTERN GERMANY Gordon B, Grimwood

Economic Developments Since Currency Reform

The Western German currency reform of June 20, 1948, 1/ with its
transition from a barter to a money economy, brought into the foreground
once again the problem of how to obtain long-term investment funds. Prior
to that time this problem had been of secondary interest; there had been no
incentive to increase production and existing productive facilities were
not fully utilized.

By restoring economic incentive, the currency reform caused a
spectacular growth in production, increasing from 51 per cent of 1936 in
June 1948 to 90 per cent in March 1949. In June 1949, however, the produce
tion irdex dropped to 85 per cent of the 1936 level, This increassd rate
of production, which so far has been achieved mainly by tzking up the slack
in productive facilities, has brought into sharp focus the needs for long-
term credits to finance the restoration and expansion of capital equipment,
At the same time it has become extremely difficult for industry to find such
credits,

Immediately after the currency reform, there was considerable in-
discriminate spending of "initial quotas" and current income in order to pur-
chase the commodities that emerged from hoarding, which resulted in extremely
rapid turnovers and high profits for producers and distributors of consumer
goods, The general decontrol of all prices except those of a few basic goods
accellerated this development., These windfall profits were either spent on
conswnption or, to a large extent, reinvested in the enterprises in which
they originated, and thus have become unavailable for the capital-starved
praoducers! goods industries,

Although bank credit to private individuals and businress enter-
prises in Western Germany has expanded steadily since the currency reform,
rising from DM 1.4 billion in July 1948 to DM 6.2 billion in May 1949, the
graat majority of these loans have been short-term advances. Left with an
extrenely low capital ratic as a result of inflatisn and currency reform,
the banking system has been unable to make genuine long-term investument
credit available to industry. Moreover, the bizonal central banking author-
ities frown upon all proposals to provide investment funds through credit
expansion, since they fear this wmight renew the inflationary pressures wnich
developed during the second half of 1948, 2/ However, the capital market
has failed to close the gap and between June 1948 and day 1949 issues of
industrial bonds and stocks totaled only DM 0.1 tillion, Capital goods in-
dustries thus were forced to borrow on shert term in order ts nmske zssential

1/ See this Review July 13, 1948, and March 3, 1919,

2/ See this Review August 16, 1949,
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capital investments, and were forced to pay interest rates ranging from 6
per cent to 9 per cent,

Private savings, from which long-term investment credits should
eventually come, have suffered several adverse developnents since the cur-
rency reform. The backlog of demand accumulated since 1939, the distrust
in the currency following inflation and currency reform, as well as the rise
in prices during the second half of 1948 raised the propensity to consume
far above normal, The decision of the occupation authorities in October
1948 to cancel 70 per cent of the deposits blocked on June 20, 1948, also
gave impetus to this development., The average wage earner not only was
unable to save but in order to meet living expenses was forced to draw upon
savings which might have been left after the cancellation of blocked de-
posits. Savings accounts in savings banks began to recover only when the
"planned deflation" began to take effect in early 1949, but during the first
six months of 1949 the increase amounted to only DM LOO rmillion, most of
which is regarded as deferred consumption rather than true savings,

Another aspect of the financial developsent which has hampered the
accumulation of investment funds in the Bizone since currency reforn has
been the tax structure, The tax reform, promulgated by the occupation
authorities on June 20, 1948, had reduced income and wage taxes by an aver-
age of one-third and had replaced a sliding scale of corporate taxes of from
35 per cent to 65 per cent with a flat tax rate of 50 per cent., As the pur-
chasing power of noney became somewhat stabilized, it became apparent that
this tax rate was so high as to encourage widespread tax evasion. A second
ordinance, designed to encourage reinvestment of profits, was approved on
April 18, 1949. This ordinance raised exemptions and provided for certain
tax concessions to corporations and individual enterprises, However, it has
not changed the fundamentsl situation, and substantial funds still are kept
away from the legitimate capital market either to escape detection of their
origin or to avoid taxation of their earnings,

Reconstruction Loan Corporation

In order to meet the urgent needs for capital, which was already
apparent at the time of the currency reform, a Reconstruction Loan Corporam
tion was established to supply all branches of the econoriy with mediumg~
and long-term credits -~ to the extent that other credit institutions were
unable to furnish such credits. The Corporation was to be capitalized at
Dil 1,000,000 to be raised (1) by the issue of bearer bonds; (2) by borrowing
from the German Bizonal Economic Administration or raising loans abroad;
and (3) from counterpart funds of GARIOA and ECA, i/ The Corporation was

1/ German currency deposited by German importers in payment for foreign aid-
financed imports. GARIOA (Government and Relief in Occupied Areas) appropri-
ations are used to finance imports of essential foodstuffs, seeds, fertil-
izer, and petroleum products. ECA allocations are used mainly to finance
imports of raw materials and capital equipment.
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alsc given authority, under certain conditions, to borrow on short term
from the Bank Deutscher Laender. At the present time, however, the Corpora-
tion has received only about DM 350 million, 2ll of which has come fron
GARIOA or ECA counterpart, although the Bizonal Economic Administration has
made an allocation of DM 500,000 for the Reconstruction Loan Corporation in
its supplemental budget for the fiscal year 1949-50, The Corporation has
not yet attempted to raise funds on the market, but it is expected that such
an offer will be made in the near future.

Under the Reconstruction Loan Corporation's charten credits are
limited %o DM 3,000 million plus an equal amount in guarantees of loans of
other credit institutions., Short-term advances may constitute only 10 per
cent of the medium~ and long-term credits.

Pending the organization of the Reconstruction Loan Corporation,
the occupational authorities were forced to take some direct steps in the
field of investment credit to meet irmediate situations. For example, in
December 1948 the Bipartite Control Office instructed the Bizonal Economic
Council to nake an appropriation of DM 34 million as an emergency subsidy to
keep marginal coal mines in production,

Another important segment of the Bizone's economy which had to be
financed prior to the organization of the Reconstruction Loan Corporation was
the German federal railway, the Reichsbahn. Despite several rate changes
designed to increase revemue, the Reichsbahn was running an operating deficit
and at the same time required substantial capital expenditures to maintain
operations, After assuring themselves that certein internal economies had
been effected, the Military Governors in December 1948 arranged from various
sources short-term loans in the amount of DM 85 million and long-term loans
in the amount of DM 800 million, including DM 200 million from GARIOA counter-
part funds.

In April 1949, the Reconstruction Loan Corporation submitted to the
occupation authorities a so-called "At Once" program calling for the im-
mediate expenditure of DM 388 million to be allocated as follows: electric
power, DM 170 million; mining, DM 135 million; transport, (excluding the
Reichsbahn) DM 5 million; and "other", Dif 78 million. This program was ap-
proved by the Military Governors, together with a supplemental recommenda-
tion providing DM 53 million for agriculture and DM 90 million for housing,
or a total of DM 531 million. All funds for this "At Once" program were to
be made available to the Reconstruction Loan Corporation from GARIOA counterw
part funds. By the end of May 1949, the Corporation had made loans totaling
DM 113 million from these funds.

Bizonal Ecoromic Administration Program for 1949-1950

The revised program for the fiscal year 1949-1950, submitted by
the Bizonal Economic Administration to the Organization for European Economic
Cooperation, envisages a gross investment of DM 16 billion and a net invest-
ment in fixed capital equipment of DM 7.3 billion, or 19.5 per cent and 9.1
per cent, respectively, of estimated gross national product for the year.
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These figures compare with an investment of 18.5 per cent and9.l per cent

of gross national product in 1936, In addition to the net fixed capital
investment of DM 7.3 billion necessary during 19491950, it is estimated

that DM 1.2 billion will be needed for inventory and working capital, mak-

ing a total net investment of DM 8.5 billion. It should be borne in mind,
however, that the estimated gross national product for 1949-19%0 is only

91 per cent of 1936, while the population in the U, S, =~ U, K. Zones has
increased to about 42 million in 1949 as compared with 33 million in 1936;

the amount earmarked for investment, therefore, involves a per capita consump-
tion of about 28 per cent lower than in 1936,

The Bizonal Economic Administration has estimated that DM 6 bil-
lion can be made available from the domestic economy during 1949.1950, leav-
ing a total of DM 2,5 billion to be financed by foreign aid (GARIOA and ECA
counterpart funds)., The available sources of capital in the domestic economy
are broken down in the following manner:

(in millions of DM)
Fixed Capital:

Public funds ‘ 1,950
Self financing 1,200
Savings bank funds 700
Public subsecription of securities 350
Private insurance funds 300
Social insurance funds 300
14,800
Working Capital:
Self-financing funds 200
Bank credit 1,000
1,200
Total 6,000

Of the DM 1,950 million to be supplied from public funds, DM 1,550
million is to come from the state governments, D 300 million from the mune
icipalities and communities, and DM 100 million from an equalization fund
recelving interest and amortization of former Reichsmark mortgages. During
the first quarter of 1949, total budgetary receipts of the state governments
were running at an annual rate of DM 15,738 million, of which an estimated
10 per cent will be available for investment.

Self-financing is the largest segment of the long-term investment
credit field over which the govermnment will have no control, The amount of
self-financing was very substantial last year, being estimated at approx-
imately DM 8 billion from June 1948 to June 1949, 1/ This figure, however,
included large windfall profits obtained by producers and distributors of
consumer goods which will not be available this year, The Second Ordinance
for Tax Reform of April 1949 was designed primarily to encourage reinveste
ment of profits and might serve to meet the target amount during the fiscal
Year. Fublic opinion in Germany is sharply divided on the issue of whether

1/ See this Review, August 18, 1940,
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the Government should try to bring those investments under control or en-
courage private investment at the expense of public investments. The recent
political victory of the Christian Democratic Union, champions of free en-
terprise, would seem to indicate that taxes on business profits will be
further reduced and that the use of profits will remain relatively free

from control,

The Bizonal Economic Administration estimates that savings banks
in the U. 8. = U, K. Zones will accumulate savings deposits of DM 1,000
million during the fiscal year, DM 700 million of which will be available
for long-term investment. This sum can be controlled by the Reconstruetion
Loan Corporation only if the Corporation can induce the savings banks to in-
vest it in the bonds to be issued by the Corporation, either voluntarily
or under the pressure of a proposed Investment Planning Board, Savings
during the first six months of 1949 have increased at lower than the esti-
mated annual rate, but the expected expansion of production to 95 per cent
of 1936 and continued stability of the value of money should result in a
higher propensity to save during the fiscal year 1949-50.

The prospects of floating new securities are very dim at the
present time, as was evidenced by the failure of the recent 6 per cent
Relchsbahn loan (a subscription of DM 50 ~ 60 million instead of an ex-
pected DM 350 million). This tendency may change if the level of the gen-
eral economy continues to rise, The results of two large loans to be floated
by the Reconstruction Loan Corporation, one bearing interest at 5 1/2 per
cent for the purpose of financing industry and the other a tax-exempt issue
bearing interest at 3 1/2 per cent for the purpose of housing construction,
will be significant in this respect,

The last four items on the list of domestic sources of investment
funds have been estimated on the basis of 1949 first-quarter figures and
would seem to be within reason for 1949-1950.

Turning to the problem of foreign aid financing of the deficit of
DM 2.5 billion, it should be noted that as of May 19L9 imports financed by
foreign aid, either GARIOA or ECA, were running at an annual rate of DM 3,208
million, about half of which were ECA imports., Although KCA counterpart is
almost intact (a release of DM 105 million was approved very recently),
GARIOA counterpart has been largely spent or committed for the fiscal year,
It is estimated by the occupation authorities that not more than DM 2,000
million will be available for investment purposes during 1949-1950, Addi-
tional releases from ECA counterpart are being considered but will be delayed
pending the results of the Reconstruction Loan Corporation!s bond issue and
the submission of a long-term investment program which is satisfactory to ECa.

Permission for foreign investment in the Bizone has seemed imminent
since currency reform but as yet the prohibition of such investment has not
been removed, partly because of difficulties in solving the thorny problem
of Germany's outstanding foreign debts, On account of these difficulties
and of the present economic and political uncertainties, it is believed that
private foreign investment will not be significant this year even if it
were again permitted.,
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. Under the circumstances outlined above, it would seem that the
“most feasible solution to the investment problem in Western Germany is the
“}immediate use of counterpart funds and other public funds, plus a judicious
financing of investment by credit expansion. Private savings, from which

investment funds must eventually come, will not be directed into such in-
vestment until a more secure level of economic activity has been reached;
such a level, on the other hand, cannot be reached until investment funds
are forthcoming, The use of public funds and . controlled credit expansion
in a well-directed investment program during the intervening period should
hasten the time when savings can again take over their traditional role in
capital replacement and accumulation,






