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ECONOMIES OF EUROPE PRIOR TO AND DURING WORLD WAR II 

18 March 1953 

COLOneL WATERMAN: This morning we have the first of a series of 
two lectures designed to give y~ a general understanding of what the 
economies of western Europe are like. It is necessary, before you can 
understand what goes on today in the European economies, to get some 
background of the past economic history of Evrope as a context into which 
you can place what you will find out about current eventse We have asked 
our speaker thls morning, Dr. Richard Ruggles, of Yale, to talk to us on 
the subject of the European economies prior to and during World War II. 
This will establish a setting, and we will have a further lecture on 
c~vrent trends tomorrow. 

Dr. Ruggles is partlc~lar~7 well prepared by experience to talk 
about this subject. He has had a good deal of close contact with Europe 
in t h e  Office of Strategic Services 9 in the Strategic Bombing ,Survey, 
and then with the Economic Cooperation Administration (ECA) after the ware 
This is his first appearance at the Industrial College and we are very 
happy ~o welcome b_im. 

DR. RUGGT.~: The title of this discussion is "Economies of Europe 
Prior to and During World War II." That is a rather bread subject and 
of necessity requires same sort of summary treatment w in order to give 
perspective to the major economic developments in Europee 

In view of the general interests of this audience~ I have felt that 
it might be useful to discuss four thingst first, the general economic 
recovery of the European countries from World War I; second~ the French 
and German economic recovery from the great depression of the ~es; 
third, the prewar armament and World War II effort of Germany; and~ finally, 
the initial pest-World War II European economic recoverye 

take up these points because all of t~m have considerable i~lica- 
tions for the innate flexibility of economic systems and for economic war 
potential. They show the potenti-llties of economic systems in periods 
of stress and their operation in changing world c~ditionse 

~World War I did considerable des~uctlve damage when viewed by the 
s~andards of the past. When viewed by todayls standardS, however m that 
destruction was not very great at alle ~n France, for example, there 
wore ah~t 2.~,000 houses destroyedJ this is in contrast to abc~t 750,000 
or 800~000. in~World War II in France alonee Of course, even greater 
destruction took place in Germany in World War II and there was no such 
destruction in Germany in World War I. 
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l~mediately after World War I the main problem of Europe was pro- 
vision of food. lu tonnagej the relief in Europe at that ti~ took the 
form almost entirely of shipments of wheat and other food products. 
Viewed in the perspective of the twenties~ the magnitude of European 
relief then was considerable. Over a five-year period after the war it 
amounted to 1.5 b~13~on dollars. In contrast~ however~ the European 
aid thus far after World War IT would be nearer 30 or hO billion dollars. 
There was some difference in the price levels of the two periodsj ~rat~ 
even if the figures were price-adJustedj a great difference in the amount 
of aid givenwould remain. 

Recovery from ,physical damage in World War I was rapid by ar~ 
standards. Economic recoveryj howeverj took a considerably different 
pattern, There was a postwar boom right after the war. This boom was 
fostered by the fact that there were great shortages of raw materialso 
The European economies during World War I had shifted to war-enforced 
trade patterns and the restoration of world trade required major adjust- 
ments. 0ivilian factories attempted to get back into productionj and 
scrambled for raw materials. Monetary credit was easy to obtain 9 and as 
a result an inflated market for scarce goods was created+ 

Thi s  boom was fol lowed vex-/ qu ick ly  by a s l u ~  and for  two r ea sons .  
Yirst~ when the factories did get back in production ma~ of the shortages 
disappeared. Second~ credit became much tighter and it was no longer as 
easy to obtain funds for imports. This s~ was fair~ short-lived m but 
in many areas recovery was not con~letej because of the trade problem 
created by the splitting up of what previously had been integral countriese 
The Austro-Hungarian E~pire had had no internal trade ba~;~£ers prior to 
World War I. Now~ with fairly intense nationalism~ trade barriers sprang 
up ~ over Europe; and a situation arose which would be comparable to 
what would happen in the United States if there were trade barriers 
between the various states of the United Stateso 

Aside from these d~fficulties in restoring postwar trade; the major 
maladjustment in Europe prior to 1925 was the German ~,tflation. It might 
be very useful at this Juncture to give smue consideration to how this 
inflation got started# how it developed~ and what actually stopped it. 

This inflation took place because the German political situation was 
essentially unstable. The government was not capable of setting up a tax 
polic7 which would support the countr~ financially~ but instead found i% 
easier to print money. ~nflation had powerf~l supporters inside Germar@'. 
I~ the first placej the inflationary process got rid of the unemployment 
that had existed, The industrial and mercantile classes also benefited 
considerably by the higher level of activity and profits. The real 
stimulus to the inflation came# however, when the French demanded repara- 
tions and sent their troops into the Ruhr. The Germans in the Ruhr per- 
formed a sit-down strike and Germany decided to support these people by 
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creating additional money, This was what capped the climaxe Prices, 
which had gone up about 300 percent until then s really started to rise, 
until finally they went up on the order of I00 billion times. 

The inflation had very interesting internal repercussions. Prices 
in different parts of the economy moved at quite different rates. It 
very often was cheaper to take a long train ride from one city 5o another 
than to take a streetcar ride within a city. This inflation had the. 
effect of wiping out all debt in G e ~  and a very high level of capital 
formation was fostered~ Everybody tried to get rid of money and in get- 
ring rid of the money tried to get extra assets. Therefore the construc- 
tion and inves'tment goods industries had a boome Wages also had a boomo 
Prices of all goods rose and a wage-price spiral developed. 

The system blew up; but, surprisingly enough, it was possible for 
the government to-rescue the situation by issuing the Rentenmark. Under 
the new system so many bison of the previous marks could be exchanged 
for one Rentenmarke The Rentenmark was supported by l~s preventing the 
government from printing additional moneye Apparently the people believed 
that the new l~s would be effective and therefore the economy wou~d get 
back to  normale 

~n 1925 the alignment of European countries was considerably different 
from what it had been pre-World War L Italy rose in industrial potential 
considerably, along with Holl~nd and Norw~. The countries that did not 
rise were the United Kingdom, Hungary, Ge~, and to a lesser extent 
Belgiume All of these were either at or below their 1918 levels in 1925e 
But Europe. by 1925 as a whole was about 20 percent above its prewar level, 
and the period 1925 t0 1929 was the period of European prosperity, short- 
lived though it wase 

NQwj it might be asked, why did it take so long for recovery to take 
place from. World War I when there was no great physical damage? I think 
there are three reasons why this recovery took some seven yearse 

First of all is agriculture. While the land was not particularly 
impaired, it had been taken out of use. There were problems in getting 
fert4.~_4 ~er. Agricultural prodnction did not recover even by 1925; and 
agriculture was fairly important in the European econo~. Second, the 
slump of 1921 retarded recovery. Had the economy been able to keep at a 
high level of activity, probably, the recovery would have come ranch earlier. 
Finally, the necessary trade adjustments and the new trade harriers had a 
considerable dampening effec~ 

There is not much point in covering the. period from 1925 to 1929e 
It was what everybody thinks economic prosperity should bee Things went 
alo~ rather smoothly~ inducing the ideas of limitless expansion of pro- 
d~ction and never-endlng prosperity. But this dream was fairly rudely 
interrupted by the great worldwide depression of the thirtiese 
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Not all western ~ropean countries suffered to the same extent 
from the depression. Belgium, Italy, and ~ were the hardest hit. 
Their decline in output was as great percentagewise as the decline in 
output in the United States. England, the Netherlands, Norw~, and 
Sweden did not suffer as m~che France was hit to some extent. Produc- 
tion in Germany declined some 40 percent in this period4 lh the interest 
of clarity and perspective, rather than attar a discussion of all the 
countries, it will be best to take up just two--France and Germsny. 

The ~ench depression was different from most, in that the decline 
continued until about 1936. There were two major reasons for this. One 
was the refusal of the French to devalue the franc in spite of the devalua- 
tion of other currencies elsewhere in the world. The other reason was the 
Blum experiment, which failed miserably in its attempt to restore prosperity, 

Zn 1931 the English devalued the pound and this seriously affected the 
French balance of payments. With the prices of English goods being cheaperp 
these goods naturally competed more success~;~ly with French goods; and as 
a result a considerable portion of the foreign market was taken away from 
Franoee With a decline in the quantity of French goods exported s there was 
natur~-~-~-y a decline in output and employment in Francee This accented the 
spiral down~ard~ The situation was fl~vther worsened by the United States 
devaluation in 1933. The Laval government was repudiated by the French 
because of the depression, and the Blum experiment startedo Accordir~ to 
t h e  economic t h e o r y  p r e v a i l i n g  a t  t h e  t ime  s one wh ich  we h e r e  i n  ~ e  U n i t e d  
States also seem implici%~7 to have followedj one of the ways to get out 
of the depression was to raise prices and raise wagesj it was believed that 
the depression was caused by prices and wages sinking too lowe 

The thesis that there should be a rise in wages to correct the past 
cumulative decline was especially acceptable political~ in Yrance~ since 
the French people were protesting low wage rates by widespread sit-down 
strikes. The Blum government granted a 12 percent rise in wage rates, 
and this wage risej along with ot~mr legislation such as cutting the hours 
of work from 48 to 40 with the same psy, meant that wage costs rose some 
60 percent. Furthermore, the farmer was not neglectedj the prices of farm 
products were raised. This increase in food end raw material prices 
caused a further rise in the prices of French products, and this furthcr 
worsened the import-export balance. .With this further decline of eo~orts, 
there was more unemployment and more cutbacks in prodnction. Ih the face 
of this situation, in September 1936 the French finally devalued ~he franc. 
As a result of the devaluation, exports increased end, according~7# pro- 
dnction and employment rose somewhat. 

There might have been a happy ending to this; but# unfortunately, 
although the French managed to get rid of overt unemployment by sending 
the apparent surplus labor back to the farn~j the French economy did not 
get back to the 1929 level of output France never did ful~ recover in 
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the interwsr period* It has bee~ estimated by the Monnet plan staff 
in France that at the beginning ofthe war French indnstry had one-third 
excess capacitye Although statistically direct measurement is difficult, 
the stsndard of living of the French people probably had suffered a 

considerable dec3-_~nee 

The German situation is considerably differente When the Nazis 
came into power~ recovery had Just begun under the Bruening governmente 
Hitler did no~ really have a New Dealp as has co~oDly been supposed in 
~ch of the writing on this sub~ecte He continued the general policy 
of the Bruening government, with some slight differences in emphasise 

The Hitler government, like France in the early period, did not 
devaluee Devaluation was resisted because it was felt that devaluation 
was synor~mous with inflation; the.memory of the German inflation of the 
decade earlier was too fresh in German mindse Hitler did have a policy 
of government expenditure, but, again, both he and his financial advisers 
were afraid that if such a policy of government expenditure were pursued 
forcefully it would necessarily lead to inflation Therefore two s~fe- 
guards to prevent inflation were set up~ First, a system of price and 
wage controls was instituted, so that the government expenditure would 
have the effect of increasing e~loyment and output and not merely result 
in a wages and price risee This policy was the opposite of the Blum 
experimente Second, a policy of fairly high taxes was instituted. In 
fact in 1933 and 1934 there was practically no deficit in the government 
budgete Thus the initial approach to economic recovery was not that of 
deficit spendinge These facts were not generally appreciated by econ- 
omists writing before World War IIe It had generally been thought that 
the Germans deficit-spent their way out of the depressio~ and that theirs 
was the first economy to have ~ economic recovery via deficit spendingo 

Recovery in Germany did come by 1935~ a recovery that reached a level 
equal in productive capacity and the use of productive capacity to that 
of 1929. But even after this .recovery came, large gove~-,~ent expenditure 
continued. And, it was in 1935, 1936, and 1937 that the first fairly 
large deficits appeared. Surprisingly enough, the deficits of these years 
did not cause significant price inflation in spite of apparent full recoverye 
Instead, there was a steady rise in output in Germany @~ring this period. 

The recovery in Germany can to some extent be attributed to its 
internal measures to stimulate consu~ption~ One of these measures was 
the granting of marriage loans by the governmente Its object was to take 
~omen out of the labor market and thus relieve some unemployment and to 
stimulate consumption gener~1~lye By keeping women in the home, howeverp 
Germany later built up for its people a considerable problem of labor 
mob~4zation~ one which they never fully solved during the ware 
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From 1935 to the beginning o~ the war~ increases in government 
expenditure and other things had the effect of increasing the output 
30 percent over the 1935 level. In 1938 government expenditure on goods 
and services was taking almost one-third of the output of the economy. 
~n real+terms the amount of government expenditure had tripled over what 
it was in 1928. The policy of government expenditure and the i~roved 
economic conditions did create some problemse The increased level of 
e~enditures on goods and services meant that the demand for imported 
goods far exceeded the possibility of supply. Rather than devalue~ 
Germany perferred to institute import controlsj rationing the imports 
among those who wanted theme 

i 
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Schacht, the German Finance Minister s had always insisted on sound 
financinge I t  was he that blocked many of Hitler's plans for armamen~ . 
expenditures. It is true that in 1935j 1936j and 1937 Germar~ did spend 
considerably more on re~nt than it had before. But it is important 
to note that the armament was not a case of guns or butters It was a ..... 
case of guns and butter. By 1938 consumption and investment and govern- 
ment nonmilitary expenditure all had increased substantially over their 
1928 level. 

About half of the German Governmant expenditures were for armamentp 
but it is very ea~ to overstate the level of German military prepared- 
hesse Hitler had conceived of the war as an essentially shor~ war in a~y 
case and he prepared accordingly. At the .outbreak of the warj German. 
h a d  a b o u t  ~ I~000 bombers~ IsO00 fighters~ 35 infan'~' divisions~ a n d  
motorized divisionse None of these were fully equipped nor fully mar~ede 

+ 

One of the most illuminating pieces of historical evidence ~!~ustratlng 
the essential unpreparedness of Germany was the now well-knCwn 1939 plot 
against Hitler by high military and civilian officials. Those involved 
in this plot~were not merely a group of disgruntled individnals who were 
dissatisfied with the internal policies of Hitler. General Beck w Chief 
of Staffj General yon Witzleben~ Commander of the Third A~-+.~j General 
Thomas~ Production Chief of the High Command| the former Economics Minister 
Sehach~$ and the former Lord Mayor of leipeigj Goerderlerj were all in the 
plots They had all been told by Hitler that Germany would invade Czechoslo- 
vakia if England were unw~+14ng to compromise. I~ was the belief of this 
group that England w o u l d  not be willing to compromise and that Germar~ was 
not sufficiently prepared to risk war against a coalition of European 
powerse Fearing a complete defeat and another Versailles~ they therefore 
plotted to capture Hitler and take the government from the Nazis by a 
military coup, The conspirators had Theodore Eordtp the German charge 
dlaffalrs in Londonj tell Lord Halifax the details of the plot and ask 
the British not to give in to Hitlere As the plotters had agreedp General 
Beck resigned in September when Hitler informed him of final planse Before 
the plot against Hitler could reach its final culminationj however~ it 
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became known that Chamberlain would meet with Hitler in Godesberg on 
13 September 1939 ~n an effort to reach a co~promise solution. It was 
evident~ thereforej that Hitler was successful in his maneuver; the plot 
collapsed~ and Von Haldor~ who had also been in the plotj accepted/Beckls 
vacated post. 

The concern of the generals about the state of German preparedness 
was not' without considerable basis. Germar~Ss military build-up prior 
to 1940 was not extensive in an~ absolute se~e~ and by the year 1940 the 
United Kingdom alone was producing about as m~ch as Germany. ~ aircraft 
the Germans were producing 9,500~ as against 9,900 for the British. In 
tanks they were producin~ very little more--l,600 as against I~400. ~n 
19&l and 1942 the British alone had actual superiority in production of 
most military items over the Germans. Yn 19~I~ as a matter of fact~ 
German production of am~,~nltion and artillery was actually cut back in 
anticipation of an early victory against the Russians~ they even built a 
stadium in Nuremburg to celebrate this victory, and some demobilization 
of the German Arm~ began in that year. 

But the disasters on the Russian front proved to be a terrific 
sti~alus to production. A newj heavier tank was planned in January 1943, 
Yet, considering the 1943 figure, in that year German~ mannfactured 12,000 
tanks, as against 68,000 that the Allies prodnced. 

Thus, although it appeared that Germar~ reached full production in 
1935 and then went on to greater production by 1938 and 1939, a look at 
the military production figures shows that Germar~ had not really mobilized 
before the war. The armament index rose from IO0 in 1942 (when it was 
already considerably above the 1939-1940 level) to about 400 in September 
19~; there was thus a continual rise in m~l~tary production throughout 
this period. 

The bombing raids destroyed a great deal of German production poten- 
tial, but they also had the effect of stimulating the German effort. Very 
often this factor is neglected when the effect of bombing on an enem~ is 
anal~ed. But in the case of the German bombing of Englsnd 'it is well 
recognized that the British experienced a considerable increase in dete~i - 
nation to produce. The German air raids on Tondon and other parts of 
England greatly stimulated British, activitye Our bombing of G e ~  had 
a similar effecte 

The aircraft industry is a fairly good ex~__-~le of this stimslatien. 
Once the Germans realized that. the aircraft industry was a target system 9 
it was taken over and rationalized by Speer and its efficiency was increasede 
Shortly after it was taken over~ production increased over 33 percent~ and 
the increases in prodnction continued until 1944~ even though the aircraft 
industry was a target system and was hit time and time again by the Allies. 

? 



i6 56 
R E S T R I C T E D  + 

The German use of the resources of occupied countries in its 
mobilization was mainly limited to labor supply. About 20 percent of 
the labor force in Germany was made up of foreign workers--7 w4114on 
out of a total of 35 milliono Aside from the use of this labor supp~7~ 
Germany did not get much in the way of military production out of these 
countries. It may have gotten some food supply and a few other things| 
but~ generally speaking~ these countries did not provide an arsenale The 
collapse of the German economy came toward the end of 19~4 and the begin- 
nin E of 1945~ as Ger~-~ny began to lose parts of its own territory. 

The postwar period was quite different from that following World 
War Io In World War II physical destruction was much more extensivee 
The repair of this destruction has not been accomplished even todsy~ and 
it is not possible to make any estimate of when recovery in %his sense 
will be achieved. The pattern of recovery from the point of view of the 
volume of current production~ howeverj is not so gloomy as this. 2n fact 
production has bounced back much faster than it did in the post-World 
War I period. By 1947 most countries had recovered to the level of their 
prewar production. This recovery, howeverj did not have the same sig- 
~+ficance in all cases. Yrance~ for exa,~le, returned to a prewar level 
that was still somewhat below the 1929 level lh other countries, such 
as England~ Sweden, and even Demuark~ production recovery came even earlier 
than 1947. Germa~ did not recover so fast as most other European countries| 
in 1950 Germany was still 5 percent below its 1938 levele 

The European trade problem after World War II was quite similar to the 
trade problem after the First World Ware Both food and raw materials were 
needed~ This timep however, it was recognized that relief in food alone 
was not sufficient to get an economy back on an even keel| and raw-materials 
were a l so  suppl iede  

There are other contrasts with World War I .  The existence of the OEEC 
and the internal policies of the individual countries overcame to a certain 
extent the trade barriers that had come into existence after World War Io 

The internal economic policies worked two wsysj however. Some coun- 
tries were unwilling to allow the world economy to have 8n impaot on their 
own domestic economies and attempted to insulate themselves against either 
the inflationary or deflationary pressure that their balance of ps~ments 
problems would cause. Thisj while .it perhaps prevented inflation or 
maintained employment within the country, also prevented trade adjustment. 
Some countries, such as Francep Belgium~ Ita~7 , and G ~ ,  had both 
unemployment and inflation. At certain times in the postwar period there 
had been softness in all of these economies and at other times there has 
been a fear of runaw~ inflatione This situation was part~ caused by 
excess liquidity. This whole problem of postwar trade and financial adjust- 
ment is beyond the scope of this lecture~ however. Other lectures after 
this one will be dedicated to a thorough examination of these problems. 
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It will be useful~ however~ to look at the record as of 1950 and 
see Just-what has happened~ In percapita terms w the European countries 
enjoyed increases in output ranging from some 25 percent for Norwa~ to 
I0 or 11 percent for France~ the Netherlands~ and Denmark. Thus by 1950 
there had been a real~ substantial increase in total output. All of this 
did not go into consumptionj however 9 because there were two other major 
categories of competing demands on the outputl government and investment 
expenditures. In the postwar period investment expenditures went up to 
a level ~Ach higher than they had been in ~y previous period I because of 
the stimulative efforts of the governments in this direction. Most of 
these countries realized that in order to obtain greater prodnction in the 
future they would have to invest more in the presentj and government 
programs were designed to stimLlate this. The general level of investment 
expenditure was somewhere between 12 and 15 percent of the total outputj as 
contrasted in some countries with as low as4 or 5 percent before World 
War II. In all of the countriesj however~ a per capita increase in total 
consumption did occur~ 

]h concluding this lecture~ I should like to make a few observations 
on the implications of this economic history in the interwar period, It 
is obvious that the concept of ~ employment in an economic system is 
not too meaningful. The experience in Germany~ and the experience in the 
United States D during World War II illustrate the unrealized production 
potential of economies which ere apparently near full employment. Instead 
of shifting from consumers l goods to armamentsj both consumption and mill- 
tary production increased by leaps and bounds during the ware In Japan 9 
also~ mmch the same sort of thin~ happened. Effective demand~ or demands 
on the economy in general~ succeeded in bringing forth considerably more 
in output than even the most optimistic ever dreamed possible, 

This has importance for two reasons. If in a period of war we plan 
to attack the economy of an enemy~ such flexibility and hidden production 
potential hast be considered, Bottlenecks may not real1~ be bottleneckse 
It is very easy for a country to adapt itself one way or another to a 
specific crisis. It is not necessarily true that resources required from 
some critical use need be drawn from somewhere elsee Resources may be 
drawn from the normal fat that exists in an economy and this fat may never 
be suspected until the need arises. 

On the other hand there seems to.be no definite assurance that under 
no~mal circumstances economies ~11 use their resources to the fullest, 
Over the period from 1918 to 1950 there were numerous instances of ec~- 
omies at less than full utilization of their capacity; this situation seems 
in fact to be almost the usual rather than the exceptional circumstancee 

COLONEL WATERMAN: Dr. Ruggles is ready for your questions. 

QUESTIONs I would like to refer to your statement about the 1947 
figures~ that western E~rope had achieved~ not complete but almost co~lete~ 
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recoverye Most Americansj I believe w feel that we have been aiding 
Europe in a recovery program w whereas it seems that they have misinter- 
preted it and it should be called an expansion programo Would you com- 
ment on that~ please? 

DR. RUGGLESI It depends on what you take as the stand-rd of recovery. 
I perhaps unfortunately took as ~y standard of recovery the prewar levels 
ks I indicated~ howeverj for France this was not recovery in the sense 
of full e~loyment or f~ll capacity utilization. France in both 1938 and 
1947 was still below the 1929 level. I~ is also true that given normal 
technological advance one would expect a country,s output to be considerably 
above the 1929 level by 1947~ and if there is an actual failure to achieve 
such normal progress~ it can be said that a country has not "recoverede" 
When we say ,,recovery" in European aid termsj we mean arrival at a normal 
~nctioning of the economy; and the normal functi~n~ E of an economy should~ 
in almost all instancess be considerably above the prewar level+ Besides 
the expected increase in output and productivity over time s it is also 
desirable to avoid the tensions that come with unemployment and inflationary 
pressures and other maladJustmentse The European Recovery Program is thus 
more an adjustment concept than it is merely an attempt to obtain a given 
level of real outputs 

QUESTIONI We have heard about cycles and their effect on a lot of 
thingse I wonder if this is the case with bombings I wonder whether the 
psychologists and the economists have gotten together and worked out 8r~ 
means of determining how far you can go in bombing before you stir people 
up to where they produce more than if they hadntt been bombed+ 

DR. RUGGLESz , That is a very good question. I certainly donlt have 
ar~ answer to it. I am interested in itj and I am sure that lots of you 
here +would be more capable of +answering it than I am+ 

I was just raising the point that there have been some instances in 
which there certainly was an increase. Also since economies are hard to 
damage by a small amount of bombing~ in the initial phases a small amount 
of bombing might actually increase instead of decrease outputs 

QUESTION; I realize~ sir~ that you said you were not going to answer 
that questicn~ but I would like to ask msybe a very simple thing with 
regard to it+ That is~ we hear this statement that after the bombing, 
+ production increasedo Isn, t there also the implication thatj had there 
been no bombing~ production would not have been even greater~ by people 
more or less getting together to do something? 

DR. RUGGLESI Not necessarilye There is the factor of bureaucracy 
in mobilization. In a bureaucracy it is sometimes very difficult to get 
things donee But when there is an emergency and red tape can be cut~ 
programs can be established that wouldn, t have a chance of getting estab- + 
fished otherwise. I think t~.s was probably true of the German aircraft 
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industry. If it had not been realized in Germaz~ that there was an 
emergency in this area, the rationalization that took place would 
certainly not have come as earl~ as it did. Nor would there have been 
the establishment of additional assemb~v plants, on the theory that a 
large proportion of them were going to be bombed out. The aircraft 
industry actually advanced its schedule a great deal because it was con- 
sidered that there would be some wastage; and in doing that the aircraft 
industry was able to edge them up more than it could have done otherwise. 

QUESTIONI There ~st be the other end to this thing. Zf we hadult 
touched them at a~, maybe they would have stopped doing ar~e 

DR. RUGGLES¢ That is a very interesting one, because actually I 
think the Germans did react quite a bit that way. I think the situatlon 
in 1940 and 19~I, when they actually started to cut back output, is a 
striking example of thate It was the Russians who provided the first 
great s~us, and that acted Just like the bombing did. When they lost 
in one engagement 45 divisions of tanks, they realized they would have 
to do something about it. The T-34ts were knocking them arc~nd~ The 
Germans therefore created a heavier tank. Everything is done according 
to stimulus in these situations. So you have to consider the s ~ s  
and what would have happened if you hadnSt had that stimulus. But this 
isnSt a suggestion that the Russians should have given up at that time so 
that the Germans wo~Idnlt have produced ar~ more and so could have been 
defeated more easily by the ~114ese 

QUESTION: Dr. Ruggles, would you comment on the functioning of this 
so-called blocked mark in Ge~? 

DR. RUGGLESs The whole German foreign exchange problem in the thirties 
was quite comple~ The use of the blocked mark was essentially a form of 
discrlm~-ation. The whole idea of the blocked mark was that on certain 
groups of transactions individuals receiving German marks in p~ment for 
goods and services could not convert these marks to other currencies. Thus 
if a certain country sold grain to Germany, it might receive in payment 
blocked German marks which were essentially inconvertible and could be 
spent only on German goods. Within Germany the blocked mark thus provlded 
markets for some goods, and in some cases it provided a source of imports, 
as long as those people se11~ng goods to Germar~ didnlt want to take their 
money out of Germany. This meant essentially that Germar~ did not have 
to pay for certain imports either in gold or other currency. As long as 
those selling goods to Germar~ were forced to hold blocked marks or else 
b~ goods from Germar~, the exchange position of Germar~ was improvedo 

addition to the blocked mark, the Germans also used different 
exchange rates for different groupse Tourists had one rate; conuercial 
groups in their own countries got another rate. Thus the Germans tried 
to tap each market for what it was worth. 
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The whole dilemma of Ger~ at this time was its terrific internal 
demand for imports. Germar~ had not devalued. Therefore the prices of 
German export goods were higher relative to goods from the countries 
that devalued. Foreign goods were cheap in ter~ of marks for ~he Germans# 
and their main problem was obtaining enough foreign exchange to buy as 

imports as they wantedo They solved this import problem by ration- 
ing foreign exchange internally and using tricks of .the trade to ~Itiply 
their foreign exchangee 

QUESTIONI Do you mean that the objective was to get these imports 
by moving into markets, for instance~ in Central and South America? 

DR. RUGGLESI I think there were two major influences in this 
instance, Moving into the South American markets was the natural business- 
manls tendency to expand capacityj to increase employment, get more profit, 
and so ono Of course, German businessmen during this whole period were 
trying to foster the growth of business. So they naturally would try to 
stimulate this sort of trade. 

The real Gernmn trade problems were (I) getting sufficient foreign 
currencies for i~ports and (2) sti~lating the internal economy. To the 
extent that sellin~ German goods to any foreign ccuntry accomplished both 
of these ends, the interest of the German economy and the German business- 
men were coincident, 1% was essentially these two major influences, I 
believe, that affected the si~ation, rather than any general political 
considerations. I donlt think trade with Central and South America had 
any particular political significance. 

QUESTIONs Would you care to relate the effect of the trade barriers 
during the post-World War I period to the development in the thirties of 
the rise of nationalism and its subsequent result in World War Ii~ 

DR. RUGGLES: Most European trade even today is internal trade within 
Europe. I believe that something in the range of 25 to 35 percent of the 
European countries! gross national products is in imports or exports. Of 
this~ some 25 percent is traded among countries within Europe. Nowj the 
rise of trade barriers, I think~ was as much a result of nationalism as 
nation-]4sm was the result of ite The two factors reinforced each other 
considerably; but in any case., the end result was that each country wanted 
to control its own trade, 

As you remember, this situation was made worse in the post-World War 
I period by the conflict among the countries over rolling stock. They 
didnmt dare send trains across the border, because they were afraid the 
receiving country wouldnlt send back the rolling stock. As a result~ all 
trains had to unload and reload at border points. This naturally made 
trade deteriorate even further. 
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But I am not at all sure that trade barriers coutir~ed to foster 
nationalism in the thirties. ~ the thirties the depression took marked 
precedence over the trade barriers. All countries at that time were 
trying to increase their exports and decrease their imports in ord~ to 
stimulate their internal economies. ~n that period the objective was to 
refuse everybody elsels goods and try to get yours sold. Now, when every 
country does that, obviously it will cause difficulty. Of course inter~--- 
national trade suffered a great deal. The role of the depression was so 
very important in influencing trade policy in the thirties that V do not 
not feel that nationalism as such was a dominant influence. 

QUESTIONs Do you believe that because of the fact ~hat you had t~_Is 
clamor insofar as imports were concerned and the fact that everybody was 
trying to sell his own goods and not buy the other fellowls served to 
cause internal conflicts that made them more responsive to things such 
as the rise of Hitlerism or the rise of Mussolini and so on? Which in 
turn created these conditions that led to World War 

~R. RUGG~s Yes. I think they did.. They focused ever~bodF,s 
attention on the internal rather than the external, because trade was 
shrinking. The paramount issue was not trade but employment, the level 
of emplc~nt within the countries. Naturally the attempt to sell and 
not b~ had a further effect on international trade, because you cantt 
have a lot of people trying to sell things and nobod~ buyir~e 

QUESTIONI I~ appears that we might draw the conclusion that f.11 
employment is possible under present economic systems under the stimulus 
of either inflation or war. Ys there a third stimulus floating around 
that can bring about full employment without the aid of either one of 
those two causes? 

DR. RUGGLES~ I think the term "inflation" is somewhat abuse&. Z 
am having a struggle m~self to find a proper definition of "inflation" 
and ~ havenlt come off very well. 

T think your question can best be answered if we go back to 1932. 
In agriculture it is well kno~r~ that if a farmer has ~n~ sense, he w~11 
not contract his production even when the demand or price for his output 
falls. In other words if a man is producing wheat on a farm and the price 
of wheat goes to rock bottom, the farmer wontt say: "Well, it is so low 
that ~ ~d11 plant only half as much wheat as ~ did before." T think that 
over a fairly short-run period agricultural production tends to be relatively 
unchanging with respect to prices or with respect to the business cycle or 
economic fluctuations or what have you. As a result, therefore, a~ change 
in the level of demand for agricultural products will cause a change in 
the price of agricultural products. ~f you go back to the period of the 
thirties, you will notice that prices of agricultural products started to 
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rise in 1932, and they continued that rise as long as income rose. As 
a matter of fact~ the more income people have in a country# the greater 
will be the demand for agricultural products. In this sense one can say 
that we had inflation starting in 1932 in the agricultural sector. 
Furthermore# this inflation spread to other sectors through its effect 
on other prices. If a man is making textiles# he will require cotton. 
If more cotton is demanded for textiles and the supply of raw cotton 
remains the same# the price of cotton will be bid up. ~s a result the 
price of textiles w4~I have to rise because of the individual textile 
producerls increased costs for his raw material. Similarly, in other 
agricultural and related pursuits you will get a price rise right from 
the bottom of the depression. Now# where this price rise ends is a 
matter of conjecture. Incidentally, of course# when wages rise, the 
producer is also going to raise his price in order to make up for the 
increased wage cost involved, and we had wage rises in the early thirtiese 

I guess you would really cn~] it inflation when prices get high 
enough so that any further price rise is not welcome. But I donlt think 
you can have any upward movement at all in income, output# or employment 
without a simultaneous rise in some prices. In the initial phases of 
recovery from depression when there is underutilized capacity~ there will 
be large increases of production ~th relatively small increases in price~ 
other than in the agricultural sector. But in the agricultural sector 
there will be considerable price rises even in the initial stages of 
recovery from a depression. The problem of defining inflation thus becomes 
a problem of defining where recovery ends and inflation begins. General~7 
I think you can say that when an increase in total expenditures lu a 
country does not really call forth a significant~7 greater amount of out- 
put, it can be called inflation+ Under this definition# we donlt get 
inflation until we have f~111 employment. Therefore we donlt need inflation 
to get ~,I~ employment. It is really a matter of definition. 

COLONEL WATERMANs During the prewar period Europe, with twice as 
mar~ people as we had and highly industrialized people, still couldnlt 
put out the production per capita that we did+ How m~ch of that was due 
to + such things as interference with + competition and demands for excessive 
welfare and that sort of thing? 

DR. RUGGLF~; This is an awfully ~fficult question and I dontt think 
I am going to give you +the answer. I can give you thoughts on it for what 
they are worth. 

I think the United States owes its development to three things. One 
is that we have had a f,~rly short history, so that we do not mind wasting 
resources in capital formation. For instance, we will take machines that 
are relatively new and Junk them if someth~ better comes along. I 
believe that this is due partly to our youth as a nation. Furthermore, 
a large market area that allows competitive practices within large market 
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groups~ as aga4mst Europej with its trade barriers~ so that the benefits 
of mass production cannot really be obtalned~ is a second contributing 
factor. A third factor is that we have pretty good resources. These 
three factors are probably sufficient to account for the differences in 
the standard of living between the two. 

On the other handp on the welfare anglej if you take those countries 
that have done most poorly in terms of productionj many of these have 
practically no welfare development--for instance~ Italyj Turkeyj and 
Greece. As a matter of fact~ in terms of educationj healthj and so onj 
the United States appears to have gone considerably further in welfare 
terms than these countries. I know I have been very roach amazed in going 
to some of these countries that we consider welfare states to find them 
quite horrified at the United States for having certain welfare measures 
that we take for granted, For instancej in the Netherlands the people 
were quite shocked that the United States had a social security s~stem 
that was run by the state, They felt that this was extremely socialistice 
They couldn't get away with that in their countrye They have compulsory 
insurance in the Netherlands~ but it is done through private ~msurance 
companies. They asked~ "Why is the state entering that business?" 
Similarly~ in Denmark the people were quite shocked that we had an RFC 
at ar~ time. They said it was the state interfering with the bankers. 
The people in Sweden were surprised that we had a corporate profits tax 
which had to be paid. ~n their country they had a corporate profits tax s 
but~ because they allowed accelerated amortization~ no businessma~ real!~ 
had to pay the tax if he invested enough. So it all depands on your point 
of view. Different institutions strike people differentlye Certainly~ 
Z think that we have far more welfare measures~ if you want to call them 
thatj than mar~ of the European countries that have a ~ower standard of 
living. So I dontt think you can correlate welfare measures and the level 
of outpute 

QUESTION: Dr. Ruggles~ we have learned from our history books that 
colonies were very i~ortant. Yet you have pointed out that Germar~ 
recovered from World War I at least as quickly as most of the other 
European states~ while at the same time its overseas empires were taken 
from it. The Germans lost manpower probably at an equal rate with the 
other states. This makes_me wonder what the real factors of stability 
are in nations. And you can leap from that to the question: Suppose 
there is another war and suppose we are able to win that war~ how do you 
treat your erstwhile opponent so as to re@Ace th~ possibility of World 
War IV arising? 

DR. RUGGLES- I think you have gotten out of my b~l~wlck. I Just 
dontt think I can answer that. 

QUESTION: Then to a certain extent Ger~ was not harmed in the 
economic sense by having its colonies taken away? 
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DR. RUGGLES: No. I dontt think it was. It may well be that, with 
the exception of the British problems, which I believe have been covered 
elsewhere 9 colonies have been overemphasized. I think they are more a 
matter of prestige for many countries than they are valuable in the 
economic s e n s e e  

The main requirement for a high level of economic activity is that 
there really has to be a demand for the output, The level of activity 
in a country may be high even though the country has gone through some 
pretty bad things in the past. As a matter of fact~ even in Germar~ I 
think that the First World War built up industry through the demand for 
armaments and other things~ and probably left the productive capacity of 
the econo~ in better shape after the war than it was at the beginning 
of the war. Therefore what Germar~ needed was an effective damandj some- 
thing to stimulate the level of activity. 

England after World War I didntt progress so fast as the other 
countries~ but this was not due to the fact that there were basic p~sical 
conditions that prevented it. Zt was m~n~ that England did not achieve 
a level of activity consistent with its capacity. 

Take our own country--we came out of World War ZY with plant and 
equipment reallF better than when we entered the war. And we were able 
immediately to attain a standard of living considerab~ in excess of the 
prewar level~ in spite of the fact that we had produced tremendous masses 
of m~aitionsj which were essenti~1]y thrown aw~. This is the paradoxe 
It is something like weight lift~. If you lift enoughj you get strong 3 
of course, you can break your backj tooe 

QUESTIONt We have been stud~ economic warfare. You mentioned a 
couple of economic warfare instruments that Hitler used~ llke trick marks 
for exports and i~portso You mentioned import control. Would you care 
to expand on that phase of economic warfare and give us your opinion of 
how you think that affected the economies of Europe at that time? 

DR. EUGGI~S: Xt is very difficult for those who are essentiallF 
interested in the development of the United States to get too concerned 
with world tradej because United States external trade amounts onlF to 
about 5 percent of our total outpute But we ~st remember that in the 
European couatries~ where external trade has amounted to as roach as 40 
percent of total output, external trade is a matter of life and death. 

I would say that the usual import-export problem is important mainl~ 
with respect to the level of activity. As a result~ it has been true in 
the past that certain countries have found themselves paralyzed because 
their export markets dropped aw~ye With that came unemployment and 
cutbacks in production. At other times it has been true, especially in 
these postwar periods following World War I and World Wmr IIj that the 
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impossibility of getting raw materials through imports has prevented 
large parts of the econo~ from producing and utilizing the capacity 
that existedo But this is a less usual circumstance and it has generally 
not been what most countries consider their main probleme 

There are two schools of thought about imports and exportse One 
thought--and I think this is prevalent in parts of ECK--is that the 
whole object of the game is that every country should have an export 
surpluse This is rather discouraging, because by this criterion there 
will always have to be 50 percent of the countries that are bad and 50 
percent of the countries that are good. For instance, a country like 
Sweden~ which has had a 40 percent rise in its per capita income, is 
apparentl7 considered badj because it has an import surplusj while 
Germamy~ at a much lower level of total outputp has an export, surplus 
and is considered goode 

For economic warfare purposes, it is very difficult to tell whether 
by employing such measures as blockade you damage the other country more 
than you damage yourself. For the United States it wouldntt matter~ 
except for particular strategic materials, if a great portion of our trade 
stopped~ It wouldult harm us particular~T. I think with Russia this is 
also trae--that internal policies are far more important for its military 
production than the things that it importse If you real~ want economic 
warfare to be @ffective, you could do it with the Netherlands~ a blockade 
of the Netherlands would really wreck i%. You have to take into account 
Just what country you are fighting when you consider the problem of econ- 
omic warfare. Certainly if somebod~ should attest to fight us by cutting 
off some of our trade, we could struggle through without too much difficultye 
I see the import-export problem mainly as one relating to the level of 
activityo If a country is sophisticated enough to know how to keep the 
level of activity up without using this, it generally can get alonge (This 
of course excepts the Netherlands~ Denmark, and some of these other 
countries that could never be self-sufficient and do depend heavily on 
tradee) If, as a matter of fact, Europe got to be one solid customs area, 
without any trade barriers, trade with the rest of the world~ I think~ 
would become less important to Europe. Trade is important to Europe mainly 
because it is split up into these little pieces, with trade barriers 
between them. If they were consolidated, i~@orts and exports for Europe 
as a whole would amount to only I0 percent of its total outputo Where 
large blocs exist, it becomes more and more difficult to injure them by 
economic warfareo We are a large bloc, Europe is a large blocj and I 
guess Hnssia is a large bloc, 

QUESTIONI You made the statement that as of 1950 Europe had not 
recovered more than 95 percent of its prewar indexe 

DR. RUGGLESt I think those were per capita figures, werentt they? 
I will have to look at theme 
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QUESTION: That was the question I wanted to ask. Does that 
include all of prewar Germany, or does that only include what is ncw 
the Western Zone of Germar~? 

DR. RUGGLES: Only the Western Zone, because we dontt have the 
figures for the other part. It has been somewhat d~ ~ficult to go back to 
prewar data and break them down according to the postwar political zones. 
That is what has been done, to get the base data. 

In volume terms, in 1952, according to the OEEC~ total output for 
the Western Zone of Germany was about 20 percent larger than in 1936, 
but in per capita terms output was 5 percent below the 1936 level. Popula- 
tion in the Western Zone increased from 38.4 million to 47e5 ~11~on. 

QUESTION: You suggested that elimination cf the i~port barriers to 
the United States would have little effect. Would you be a little more 
specific and give us an estimate of how much the elimination of those trade 
barriers would affect our trade and also affect European trade? 

DR. RUGG~W~I T think the effect on Europe would be far greater than 
the effect on us. I am re~!!y no expert on trade barriers, United States 
or Europe. I just don.t have an answer. Certainly in our case, I think 
you could not expect very much of a change in our total real output due 
to it. In some European countries you might expect considerably more effect. 
In a country highly dependent on trade, you might get a rise of real output 
of 5, i0, or even 15 percent. This is Just by way of rough magnitude. 

You see, mostly, people think of questions of trade as having a 
~mltiplying factor. When exports increase, employment increases. More 
employment gives people more money; they go out and spend it; that further 
increases production and so one 

But in some of these countries--take for an example the Netherlands-- 
people have ~ employment now. S~ that the only d4Wference that a reduc- 
tion in trade barriers would make would be a difference in the prices of 
the goods traded with the barriers and without the barriers. There is a 
fairly limited number of goods that would be affected. The things that 
people spend their money for are primarily (I) food, which would not change 
much, because the import~export barriers are not large there; (2) rent on 
housing, which would not be affected at all; and (3) things like city 
transportation, movies~ and clothing, which it might affect some but no t  
a lot. But most of the items that have d~ties are not items that are a 
large percentage of a personWs budget. So it wouldntt affect the average 
person terrifically. 

COLONEL WATERMAN: Our time is about up. You have done a very solid 
Job on our economic foundation~ Thank you very much. 

(29  une 1953--350)S/rrb 
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