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1 - Introduction

Most accounts of the end of the European hyperinflations of the 1920s
attributed a key role to "fiscal reforms" implemented more or less
simultaneously with the stabilizations!. Yet there has been little effort in
detailing the nature and contents of these reforms. It is indeed observed
that budgets were balanced very quickly after the stabilizations, but this
fact in itself does not actually assure the presence of reforms of any sort.
It has been noted recently that the analysrs  of budget deficits in a high
inflation environment involve a number of problems related to the distintion
between "nominal” and “operational” or “inflation adjusted” deficits2. The
basic point is that inflation affects budget deficits in many respects and

this should be considered in assessing the ex-ante need for fiscal austerity

ilization effort. By the same token, the influence of price
stability on deficits might very well be an important part of the explanation
for the sudden budgetary improvements observed at the end of the European
hyperinflations treated by Thomas Sargent.

There are at least two important channels through which inflation
might generate deficits : on the expenditure side, it is noted that some
payments are created by the existence of infiation, and should be excluded
from the “operational” deficit. A common example are the payments on
account of indexation of the public debt, which are designed to protect the
outstanding stock from inflation3. With the stabilization these payments
would simply vanish; reductions in expenditure would then be observed even
in the absence of any deliberate austerity effort. Yet, as it will be shown
below, in all four hyperinflations studied by Thomas Sargent reductions in

expenditure, if at all, played a minor role in balancing the budget ; the main



contribution was due to the improvement in tax collection. This leads us to
the second channel through which budgets might have been affected by
inflation, which is related to the latter's influence on real tax revenues. It
has been often noted as regards Latin American countries, for example, that
taxes were negatively affected by inflationd ; and it has been observed that
this phenomena turns out to be particularly revelant for the
hyperinflationsS. In the presence of this “effect™ the sudden stabilization
would bring a very quick and very strong recovery of tax revenues, which
very clearly has nothing to do with any kind of “reform™. The relevance of
these “reforms” for the end of the hyperinflations has to be established by
distinguishing how much of the observed improvement in tax collection was
due to "reforms” and how much was a consequence of price stability.

If the deficits were only "nominal”, 1. e. entirely produced by inflation

- which is compatible with the balancing of budgets immediately after the

~ stabilizations - it would be difficult to sustain, as it is quite common, that

uncontrolled budget deficits were the determinant factor for the
hyperinflations. In this case we would be not only challenging the usual
explanation for the hyperinflations, which is centered on the fiscal
difficulties associated with reconstruction®, but also Sargent's explanation
for the stabilization. If it is true that, to some significant extent, budget
deficits were caused by inflation we would have a powerful motivation to
seek the driving forces of the hyperinflation outside the financial sphere,
possibly in the balance of payments ; but this is something far beyond the
scope of this paper.

The suddenness with which the stabilization was accomplished allows
an extraordinary comparison, nearly a comparative statics exercise,

involving the fiscal system under hyperinflation conditions and under stable



prices. For the same four countries examined by Thomas Sargent, we sought
to examine in detail the measures implemented during the stabilization in
order to assess precisely how much of the astonishing improvement in the
budgetary conditions was due to tax “reform”, to expenditure cuts and how
much was produced by the effect of price stability over tax revenues. The
next sections perform this "test” for Austria, Hungary, Poland and Germany
respectively; the last section recollects the main findings and comments
briefly on the fiscal difficulties observed more generally during the early
1920s.

2- Austria and Hungary

It is difficult to evaluate the Austrian fiscal situation during the
Hation period as there is very little scope for comparisons with pre-war
and more importantly with pre-inflation values. The first full year budget of
the new Austrian Republic was drafted for the fiscal year of 1919-1920, a
period in which the exChange rate depreciated by 437% and the inflation rate
was of 106%. The next budget - for 1920-1921 - covered a period within

which inflation was of 95.5% and exchange depreciation reached 397%.



Table 1

Austria : Closed Accounts Budgets, 1920-1924
(millions of gold crowns)

1923-1st half®  1923-2nd halfd
19202 19212 1922b ostimatel actual estimatel actual 1923€ 1924¢

Revenues 2117 2814 2151 1584 2105 1887 2728 4833 6234
Expenditures 5675 6738 6725 2995 2965 2694 2967 5932 6324
Deficit 3558 3924 4574 1411 860 807 239 1099 9.0
% Rev./Exp. 373 418 320 529 no 700 919 815 98.6

SOURCES and OBSERVATIONS:(a)Fiscal years of 1919/1920 and 1920/1921, July to June,
from J. Y. Yan Sickle "Direct Taxation in Austris” (Cambridge,1931) pp. 66 and 72. ( b)League
of Nations estimate for October of 1922 annualized, from League of Nations “Financial

Reconstruction of Austria, General Survey and Principsl Documents“(Geneva,1926) p.33.
(c)ibid. p. 49. (d)Difference between values for 1923 full year and 1923 first half. (e)Full

fiscal year , January-December, ibid. pp.110-111. (f)Original estimates of League's program.
All values converted into gold crowns with annual average exchange rates from J. van Walré de

Bordes "The Austrian Crown, its Depreciation and Stabilization™ (London,1924) pp. 114-139.
Table!l reports the closed accounts results for these first two fiscal
years together with the estimates for the fiscal situation up to the League's
intervention and the actual results for 1923 and 1924. The table invites a
comparison of the values for the first two budgets with the post
stabilization values. Though it should be warned that the values for 1919
and 1920 have been deflated with the help of annual averages of exchange
rates, which might have produced distortions, the result that the levels of
expenditure are roughly similar for the whole period appear to be sound. Its
composition, however, is markedly different. For the first two budgets, for
example, food subsidies, which were abolished at the end of 1921,
responded for nearly 30% of the deficits’, the other items weighting more
heavily on expenditures being the operational deficit of state undertakings,
especially railways, and administrative expenses associated with the

excessive number of government officials8. According to League's evaluation



in October of 1922 these latter two items represented respectively 21.8%
and 40.4% of the total of 672.5 million gold crowns of public expenditure in
19229, Two years after the League's intervention, during the fiscal year of
1924, for instance, total expenditure stood at 632.4 million gold crowns and
administrative expenses accounted for only 29.6%, though dismissals, which
up to December of 1924 reached 71.349 officials, had implied an increase in
the expenditure with pensions, which rose from 6.1% of total expenditure in
1922 to 13.5% in 1924. The railways deficit was considerably reduced,
reaching only 12.1% of total expenditure in 1924, and most importantly
most of it, e 63.2%, corresponded to investment expenditure in
electrification programs.

To judge from the above there was an important shift in the direction
of expenditure, which actually represented a significant part of the
adjustment of the Austrian economy to the dismemberment of the Habsburg
monarchy. To a great extent problems as food subsidies, surplus officials
and finefficient railways stemmed from dismemberment; these would
actually reflect structural problems that would disturb the new republic for
the whole decade'. For our purposes it is important to observe that the
gradual resolution of these issues, except for the elimination of food
subsidies would not exert a powerful impact on the levels of expenditure as,
on one hand, dismissals were compensated by pensions and by badly needed
increases in wages!!, and on the other, railways efficiency required
economies but also extensive investment outlays. Indeed, as long as the
levels of expenditure are concerned, in 1923 the League officials could not
compress expenditures more than 12% with respect to 1922, and thanks to
the fact they suspended nearly all releases of funds for investment

purposes.

5



A striking difference between the periods before and after the
stabilization is related to state revenues, which more than doubled in real
terms from 1922 to 1923. One is tempted to attribute this to the League's
progran‘yénd its apparent emphasis on fiscal austerity. The League’s program
contemplated an increase in revenues of about 33% for the fiscal year of
1923 which would come mostly from “realistic” pricing policies for state
undertakings and monopolies and only to a lesser degree from fresh taxation.
The League appeared not to be willing to rely very much on taxation at least
during the first stages of the program. Only moderate new taxes were
introduced, notably a tax on railway traffic and a turnover tax, while rates
on direct taxation, already considered very high by the 1921 report 12, were
actually reduced'3. The actual performance of revenues in the first half year

of the reconstruction period was totally unexpected not only for its value

but also for its source. The new tax on railway traffic was a failure and

revenues from monopolies have been far below targets; on the other hand,
the yield of direct taxation and of commodity taxes more than doubled the
League's original estimates!4. These taxes reacted very strongly to the
stabilization of the currency which, at one stroke, eliminated problems of
valuation and losses caused by lags in tax collection, a common phenomena
in countries whose fiscal systems had evolved in an environment of stable
prices. According to a detailed study of Austrian direct taxation the yield of
these taxes for the period of January to October of 1921, during which the
inflation rate was of 156%, was of 31.5 million gold crowns, reaching 11.1
million in the same period of 1922, when the inflation rate was of 1605%.
Meanwhile, for the first six months of 1923, even with minor reductions in
rates, direct taxes' yield was of S1.4 million gold crowns'S. Thanks to the

currency stabilization, and despite the League's measures to reduce direct
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taxes, they contributed with roughly one fourth of all revenues while the
League's plan had estimated 1t on 14% and the estimated pre-war value was
of 18.7%16. This result was an extraordinary demonstration of the effects of
inflation over the real yield of taxation, which may otherwise be observed
in Table 2.

Table 2

Austria and Hungary : Monthly Budgets
(for the first reconstruction period)

Austriab Hungary®

month8 expend. reven. deficit %  expend. reven. deficit &

1 454 21.1 243 465 305 179 -126 587
2 520 21.7 303 417 338 295 -43 873
3 520 359 161 690 367 309 -58 842
4 51.1 50.1 1.0 980 337 356 1.9 1056
5 492 406 86 825 340 492 15.2.-144.2
6 468 386 82 825 372 449 7.7 1207
totals 296.59208.0d -88.s5d¢ 70.19 2059 208.0 2.1 101.0

SOURCES and OBSERYATIONS:(a) For Austria menth 1 is January of 1923 and for Hungary is June
of 1924. (b) Collected directly from the Monthly Reports of the Commissioner-General, deflated
with monthly average exchange rates from J. van Walré de Bordes, “The Austrian Crown”, pp.
114-139. (c)in gold crowns from J. Parke Young “Europesn Currency and Finsnce"
(Washington,1925) vol. 11 p. 326 and from the provisional budgets collected from the Monthly
Reports of the Commissioner General. (d)The values differ slightly from those of Table 1 due to
different methods for transforming paper crowns into gold crowns .

Table 2 shows that for the first six months of the League intervention
revenues accounted for around 70% of expenditures, which actually
represented an average of periods in which tax revenues had not yet been
fully adapted to price stability and periods in which they did. To judge from
what Table 2 shows for the second half of the semester the budgetary

position would be significantly better, with taxes financing between 82.5%



and 98.0% of expenditures. indeed Table 1 reports that 92% of total spending
was financed out of taxes during the second semester of the plan, which
seems in 1ine with the values for the latest months of the first semester,
and 1t 1s possibly indicative of the size of the Austrian fiscal deficits
independent of the effect of inflation over tax ylelds. It seems clear though
that there was no huge “structural deficit” to be dealt with at this point.
During this period the expenditure targets were exceeded as, on one hand,
the League had to agree on releasing funds for investment expenditure on
rallways'7, and on the other, the Austrian government was reluctant with
respect to further dismissals of officials at this point!8. Revenues were
once again better than targets, representing an increase of around 32% with
respect to actual values for the first semester, and this time revenues from

monopolies and increases in taxation contributed much more significantly'9.

These tendencies would be further strengthened in 1924 as theﬁproqriam e

pushed taxation even further in order to obtain a strict balancing of the
budget, despite the Austrian government's pressures for the release of
resources for investment purposes and the depressed economic conditions .
The Hungarian fiscal situation before and during the first phases of the
period under the League's control is shown in Table 3. Again it should be
warned that the transformation of the nominal values into gold crowns
involved an inevitably arbitrary choice of price index, which might conduct
to distortions. To judge from the League's evaluation of the Hungarian
budgetary position, especially as regards 1923-24, the estimates appear
accurate. The League's program had established levels of expenditure for
1924-25 similar to those of 1923-24, and the real value of revenues had
been assessed to be "a lttle over 200 miltion gold crowns™ for 1923-2420,

both of which nearly confirmed in our estimates. For the remaining years



the accuracy of the estimates is less clear. The revenues figures for the
1920-21 budget are similar to the ones for 1923-24 and those for the next
years show an increase which is consistent with the endeavors of the
attempted stabilization under Finance Minister Hegedls. Expenditures
figures are very high for 1920-21, which appears reasonable as during part
of this period the country was under Romanian occupation, and the reduction
in the next year again seems consistent with Hegedis efforts. The
magnitudes of the values for 1922-23, however, appear to be affected by
the choice of index to convert them into gold crowns, though the overall
improvement in the fiscal situation could be explained by renewed efforts
to achieve budget balance.

The League’s plan prescribed measures of economy in several directions

in addition to deep reforms in the administration, but made very clear that a

net increase in expenditure should be expected as the program was started.

While , for example , some 10.000 to 15.000 officials were to be dismissed

Table 3
Hungary : Closed Accounts Budgets : 1920-1925
(millions of gold crowns)
1924-25/1st half® 1924-25¢.0
1920-218 1921-228 1922-23D 1923-24%stimate actual estimate actual

Expenditures 574.1 3864 2428 4095 1863 2059 3939 4228
Revenues 192 4. 226.2 1708 1926 1438 2080 2938 453.1
Deficit 387.5 160.2 720 2169 425 -21 1001 -303
% Rev./Exp. 335 58.5 70.4 470 772 1010 746 1072

SOURCES and OBSERVYATIONS: (a)Fiscal years from July to June, nominal values from L. L.
Ecker-Racz,"Financial Reconstruction of Hungary”, p. 79, deflated with annual average
exchange rates computed from price level indexes from ibid. pp. 61-62. (b)Estimates from
League's program reproduced in L. Pasvolski, "Economic Nationalism in the Danubean States”
p. 322.



the League understood that the salaries of public officials, which numbered
some 160.000, "had so shrunk in value it appeared neither possible nor
compatible with the interests of the State to refuse to take steps to
increase them"2!. Furthermore, public employees should receive special
grants as compensations for the elimination of allocations in kind and of
rent control2Z. Economies would be obtained with respect to state
undertakings, monopolies and especially with respect to the operational
deficit of the state railways, but these would be mostly offset by increased
expenses as pensions and as debt servicing23 .

As in the Austrian plan the League action on the expenditure side
comprised mostly shifts in the direction of expenditure and no overall cuts,
so that the task of balancing the budget was solely placed upon taxes and

revenues from monopolies and state enterprises. The League's experts

10

seemed more aware of the importance Orf» the effects of inflation over the

real yield of taxation, as in their report of December of 1923 they referred
to the "proved results of the Austrian experience” and argued that “a
substantial part” of the required increase in revenues “‘may be expected from
the automatically better returns (in terms of gold value) from existing
taxes (as in the case of Austria) when the stabilization of the currency is
effected™?4. Even so, the League devised some scope for fresh taxation. A
new land tax would be introduced, but its contribution to total revenues on
the first reconstruction period would be of only 3.7%, to be gradually raised
to number close to 10% in the subsequent periods2s. Increased yields would
also be expected from the taxes on profits on house property, in view of the
modifications in the rent control legisiation, but these would represent less
than 1% of total revenues of the first six months of the program and would

be upgraded until reaching nearly a 10% share in the later periods. All other



taxes would remain unchanged at least during the first six months of the
program, after which the idea was to increase the share of direct taxation
mostly at the expense of the turnover tax, which would be reduced in
absolute values. Indeed direct taxes represented 16.2% of revenues in 1924-
25 and increased its share to 21.2% in the next fiscal year while the
turnover tax had its contribution reduced from 27.5% to 18.5%. The net
result of such tax alterations would be a slow increase in overall revenues
in order to reach the “taxable capacity” of the country, which the League
estimated as being 400 million gold crowns, on the second semester of
1926, 1. e. the seventh period of the reconstruction plan. This value was
actually twice the value of revenues at the beginning of the plan and though
the League's experts seemed more aware of the possible effects of
stabilization over taxes they did not expect a full repetition of the Austrian

experience.

11

s

Much like what happened in' Auétha, revendgé wé'r'é' érossly
underestimated for the first six months of the program so that even with
the expenditure targets exceeded by nearly 10% the budget was balanced
during the first period of reconstruction. Revenues recovered so fast that in
September of 1924, the fourth month of the scheme, the monthly budget
presented a surplus, as it can be seen in Table 2. Again the main
contribution to this performance came from taxes that the program left
untouched, such as the turnover and commodity tax and customs duties26.
Exactly like in the Austrian case, this extraordinary growth of the real yield
of existing taxes by means of the “indexation” provided by currency
stabilization provided an unambiguous demonstration of the extent to which
inflation was generating budget deficits. Unlike Austria, however, this

automatic recovery of taxes was enough to eliminate the whole of the



budget deficit very early in the program, thus showing the inexistence of
any “structural deficits” or fiscal obstacies to the stabilization.

This fact was strongly emphasized by the League's final reports on
both Austrian and Hungarian stabiiization programs. According to the
reports2? the diagnostics of the Brussels Conference of 1920 that the way
to currency stabilization was budget balance should not hold in either case
where the currencies were “demoralized” and budgets “in chaos™ In the
heights of both inflations, it was argued, “the budget deficit mainly as a
consequence of the currency instability, incapable of calculation, no such
order of events was possible”. Currency stabilization, 1. e. pegging the
exchange rate, was an indispensable pre-requisite to orderly state finances
and indeed his judgement was that "budget equilibrium followed, it did not

precede 28

In sum, the fiscal measures introduced by the League in Austria and
Hungary were not responsible for the balancing of the budget during the
first months of the stabilization programs : on the expenditure side, only a
small reduction was implemented in Austria and an increase was observed
In Hungary; and on the revenues side new taxes made negligible
contributions to the astonishing increase in tax revenues obtained in both
countries. That means basically that the budget was balanced almost

entirely by the effects of price stability over the pre-existing tax

12



structure, or that the inflation-corrected deficit if not altogether

fnexistent was very small.

3- Poland

There is no pre-war benchmark against which to evaluate the
performance of Polish public finances, a problem we also found in the
analysis of the Austrian and Hungarian cases. But the comparison of the
budgets of the immediate post-war years with the ones for the later
periods, especially those following the stabilization of the currency, is very
revealing. One striking difference between the evolution of Polish and
Austrian and Hungarian fiscal accounts is the fact that the levels of
expenditure observed before and after the stabilization are roughly

comparable for the latter two countries and in Poland public expenditure

nearly tripled in real trérm's’ between 1922 érr"ia“l"é?_'S, passing from 647.4
million zloty in 1922 to 1821.4 million in 1925. This increase expresses the
overall growth and development of the Polish public sector, which was being
built out of the ruins of the bureaucracy left out by the three partitioning
empires; it also reflected the pressures generated by the needs of
reconstruction. Revenues could hardly accompany these tendencies at least
until the stabilization in 192430 - when they jumped from an yearly level
inferior to 400 million zloty to 1371.5 million, thus repeating the
phenomena observed for Austria and Hungary of a spectacular recovery of
public revenues immediately following the stabilization. These tendencies
and their evolution up to 1925 can be seen in Table 4.

State revenues were greatly affected by inflation. In his careful

report on Polish public finances, British financial expert E. Hilton Young

13



pointed out that underindexing of taxes, delays and lags in tax collection,
the "depression of industry and commerce” and the “undeveloped state of the
revenue service” would be fully responsible for the disappointing
performance of public revenues in 19233, Many other observers took note of
these problems, and it is noteworthy that the summit of former ministers
of finance that gathered in mid 1923, saw the tax underindexing problem as
the main obstacle to budget balance and suggested the introduction of the
Zloty as a mechanism to allow an effective indexation of the revenues of the
state32. But even considering the effects inflation has had over taxes the
contemporary estimates of what would be the level of revenues under stable
prices were somewhat dismal. E. Hilton Young estimated that with
allowance made for all due improvements in tax collection, for the
indexation of existing taxes and the application of the new capital levy, “the

maximum revenue which the state could hope to collectr... was nearer to 800

than 900 millton zloty during 1924°33. These estimates proved exceedingly
modest as revenues for 1924 reached 1.371.5 million zloty, nearly three
times revenues for 1923 even without considering the new property tax .

14



Table 4
Potand : Closed Accounts Budgets, 1921-1924

(millions of Zloty)
1922 1923 1924 1925
| 1 | 1 | 1 | 1
Revenues 247.7 1439 203.4 1751 5399 8316 818.2 8002

Expenditure 3225 324.9 488.0 4735 620.4 986.4 926.0 895.4
Deficit 84.8 181.0 2846 2984 805 154.8 107.8 952
% Rev./Exp. 745 443 583 370 870 843 884 894
PropertytaxP 748 105 - 20 926 969 346 239
Invest.expend® G585 713 1298 1843 4458 3748 na na
Coins/notesd - - - - 76.1 762 1857 1153
Debte 163 124 337 18 763 162 159 152

SOURCES and OBSERVATIONS:(a)From the preliminary accounts. (b)for 1922
consists of the Extraordinary Property Tax enacted by Michalski and for the later
periods consists of Grabski's Capital Levy. (c)Refers mostly to state railways.
(d)lnc]ud&s sma]] notes and subsrdlary coins. (e)Includes internal and external

] Hcor-Poer ~omtsucs of the Ministry of Finsnce -
1924" (Warsaw 1926) DD 173 176 and "Annusal Statistics of the Ministry of
Finance -1924-1927" (Warsaw,1931) p. 80-83.

The influence of inflation over the real yield of taxes was explicitly
recognized by the stabilization plan that started in December of 1923;
indeed one of the most important elements of this program was a law
attempting to introduce indexation into the tax system effective January 1st
1924, In addition to that, the plan antecipated the collection of the new
capital levy that had been introduced in June of 1923 that was scheduled to
be collected during 1924-1926. This would represent an important
contribution for state revenues especially during the first months of the
program, as shown in Table 5 . On the expenditure side, a new policy towards

state enterprises, especially railways, would be enforced: state



undertakings would be made independent from the government to the extent
of their operational budgets, but the government would retain the
responsibility for their investment expenditure. During the first months of
1924, however, when the financial pressure over the government was the
strongest, a domestic loan floated by the railway system in the end of
January freed the government from expenditures in this account. General
economies and expenditure cuts were proposed as part of the usual rhetoric
of austerity and sacrifices, but the observed increase in public expenditure
from 1923 to 1924 leaves no doubt that austerity was not a priority as
regards government spending , much on the contrary .

Table S shows the development of the program during its first
months, highlighting the recovery of revenues after the stabilization, the
contribution of the capital levy and the overall results. As observed for

Austria and Hungary the "indexation” of taxes effected by the stabilization

of the currency contrgibutedwver”y strongly to the recovery of tax revenues.
Table 5 distinguishes the contribution of the capital levy and that of the "all
other revenues”; even though new taxes or increases in existing ones were
negligible as regards these "other” revenues34 they more than tripled from
January to April.

One can be skeptical, on the other hand, about the effectiveness of the
"valorization 1aw", or the tax indexation law, as it had but little effect over
revenues during January, when it was enacted, and after that it was
rendered entirely useless by the stabilization of the currency3S. As a matter
of fact, as argued in E. Hilton Young's report on a tax by tax basis, its
effects could hardly be assessed ex-ante, and most likely the indexation
thus determined would not be like the "perfect” one introduced by the
stabilization36. 50 it could hardly be taken for granted ex-ante that the tax

16



reforms would be enough to balance the budget, as these reforms, even
“improved” by the “perfect” indexation given by price stability, proved ex-

post not enough to eliminate the deficit.

Table 5
Poland : Monthly Budgets , December of 1923 toMay 1924 .
(millions of zloty)

Property All other Total Invest. total % Exp/
tax revenues revenues expendit?. expendit revs.

1923-December® 16 305 321 421 96.0  33.4

1924-January 18 328 356 6.9 703 506
February 280  48.0 760 0.1 855 888
March 36.7 705 1072 38  109.1 983
April 180 1032 1212 95 1073 1129
May 43 947 990 9.1 1055  93.8

~ owe 38 971 1009 151 1427 707 °

SOURCE and OBSERYATIONS : (&)Preliminary figures from Republic of Poland, “Annua!
Statistics of the Ministry of Finance -1924", pp.173-176. The totals reported for
investment expenditure are not reported in the later closed accounts from which the
totals for expenditure were taken. (b)Brabski's capital levy. From Republic of Poland,
"Annual Statistics of the Ministry of Finance - 1924-1927", pp. 80-83 .

The remarkable fact about the role of Polish finances in the process
of stabilization is that despite the very significant improvement the
budget was not balanced as a consequence of the stabilization program.
While it is argued that as the government was separated from the central
bank then a balanced budget would have to obtain in one way or another, yet
it is surprisingly neglected that the government retained considerable
powers to print money, though only small notes and coins3’. The government

effectively exercised these powers very significantly in 1924 and 1925, as

17



18

during these years the total issue of money by the Treasury summed up to
approximately 450 million zloty, as shown in Table 4, which represented
more than twice the existing money supply at the onset of the stabilization.
Therefore, despite the usual rhetoric the fiscal “reforms” were not really
strict and definitely did not imply ex-post, and even less ex-ante, the
establishment of a fiscal regime characterized by balanced budgets. The
reforms determined the start of an expansionary fiscal policy characterized
by deficits ranging from 15% to 10% of expenditures financed mostly by
money creation during 1924 and 1925, as shown in Table 4.

It is interesting to observe that the increases in debt and in the issue
of money by the Treasury during 1924 and 1925 entered the Polish budgetary
accounts as extraordinary revenues, an accounting trick which was noted by
several historians of the episode38, but confused a number of other authors.

John Parke Young, for example, in his account of the Polish stabilization,

fafled to note this detall and reckoned a budgetary surplus for 1924 of 74
million zloty, merely reproducing the Polish preliminary accounts39. Ragnar
Nurske, in his classic study of post-war inflations, mentions Grabski's
capital levy as "the keystone of the financial reforms and the basis of the
budget balance in 192440, and more recently Thomas Sargent, who draws
exactly on Parke Young and Nurske for his account of the Polish
stabilization, also assumed that the government budget was balanced in
1924 as a consequence of Grabski's financial reforms4t!. The failure to take
proper account of the true fiscal situation of Poland during 1924 and 1925
serfously undermines these authors views on the Polish stabilization,
especially Nurske's and Sargent’'s, which centered their explanations for the
stabilization on the alledged move to a balanced budget. Nurske, for
example, argued that "over the period of five years [1923-1927] Polish



financial history showed a marked interrelationship between fiscal policy
and the value of the currency, and it is obvious that the former, when
properly managed, was entirely capable of controlling the latter™42. These
claims should be strongly suspected in view of the numbers presented in
Table 4. For Thomas Sargent alike, the presence of budget deficits in 1924
and 1925 largely financed by printed "unbacked™ money, and no apparent
intention to depart from such "regime”, contradicts directly his idea that
the newly established fiscal and monetary policies’ strategies had provided
backing for the currency in the form of the present value of the stream of
government surpluses .

In August of 1925, after a year and a half of stable prices the zloty
would be allowed to float and then stabilized again at a lower level. The
London financial press attributed the devaluation to the “"coin inflation43,
but in general 1tmvgwa$ widely accepted that the collapse was determined by a

nuﬁiﬁér of 'adverse circumstances including harvest failures, weak terms of
trade, a tariff war with Germany, the dismal results of the Dillon & Reed
loan and perhaps most importantly the deterioration in competitiveness
determined by the wage inflation observed after the stabilization. Nurske
himself denies the influence of fiscal policy on the episode : "yet, having
regard to the fact that the principal cause of the disequilibrium - namely
the harvest fatlure of 1924 - was a temporary one, it 1s plausible to argue ...
that exchange stability could have been maintained if Poland had possessed
a monetary reserve adequate to bridge a transitory gap of this sort™4,
Sargent’s explanation for the 1925 episode s somewhat awkward. Referring
to the second part of the League of Nations report on post-war inflations4d,
the part not authored by Nurske, he argued that the collapse has been due, on

one hand to the “premature relaxation of exchange controls"46, whose
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existence is not mentioned elsewhere in the literature47. On the other hand,
as another determinant of the 1925 collapse, Sargent points to “the
tendency of the central bank to make private loans at insufficient interest
rates™48, of which the League's report makes no mention; the only claim of
the report is that there has been no credit contraction corresponding to the
reserves losses after April of 1925, as prescribed by the so called “rules of
the game”, and it says nothing about credit at subsidized rates, neither any
mention to that is found elsewhere. In sum, orthodox explanations of the
Polish stabilization, such as Nurkse's and Sargent’s, are essentially at odds
with the fact that Polish stabilization was achieved by a program whose

implied fiscal policy was clearly "unsound”.

4- Germany

An examination of the tax laws implemented before October 11th 1923
shows only rather unsuccessful attempts at indexing specific taxes and
prices for public services49. At that date, however, a more comprehensive

attempt was made in this direction, which was extended further by the
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Table 6
Germany : Revenues and Expenditures
(May of 1923 to October of 1924 in millions of gold marks)

Period Expenditures Revenues Rev.8/Exp.
1923-May 284.7 123.3 43.3
June 496.4 48.2 9.7
July 473.9 48.3 10.2
August 1-10 111.0 3.2 2.9
10-20 281.1 4.9 1.8

20-31 4915 3.6 0.7

Total - 8836 11.7 1.3
September 1-10 67.1 2.6 3.8
10-20 168.7 2.6 1.5

20-30 453 .4 9.2 0.2

Total 689.2 14.4 2.1

October 1-10 49.0 0.4 09
10-20 108.8 0.8 0.8

20-31 78.0 0.03 0.1

Total 235.8 1.23 0.5

November 1-10 134.2 0.1 0.1
10-20 28.5 0.4 1.5

20-30 258.7 10.6 4.1

Total 421.4 11 2.6

- December 1-10 179.9 32.8 18.2
10-20 165.7 42.9 259

20-31 153.8 88.8 578

Total 499.4 164.5 329

1924 January 1-10 63.9 98.4 154.0
10-20 180.4 153.6 85.1

20-31 199.1 185.9 93.3

Total 443.4 4379 99.0
February 478.6 339.8 71.0
March 485.6 526.8 108.
April 472.1 396.4 839
May 511.0 4495 88.0
June 4409 382.3 86.7
July 452.0 494.8 109.7
August 489.4 482.7 98.7
September 495.7 522.3 105.4
October 620.0 613.7 99.0

SOURCES : Original paper mark figures on @ 10 days basis from J. W. F.
Thelwell "Report on the Economic and Financial Conditions in Germany, Revised
to April of 1924"(London,1924) p. 28 and “Report on the Economic and
Financial Conditions in Germany™(London,1925) p. 33, deflated with weekly
exchange rates against sterling from The Economist, varoius issues( 1923) .




two’emergency” fiscal decrees of December 7th and 19thS0. As far as tax
revenues were concerned these decrees correspond to the “reforms” to
which the stabilization has been usually attributed. It is important to
observe that there was very little in the way of new taxes in these decrees;
these tax laws were attempts to place the existing tax system "on a gold
basis” and did not introduce any new taxes. It turns out that these
emergency decrees were implemented simultaneously with the
stabilization, and quite obviously indexation provisions are immaterial
under stable prices. In these conditions it could very well be argued that
these reforms were not really necessary. Besides, as it was observed as
regards Poland, tax indexation is technically difficult so that the
effectiveness of attempts in this direction cannot be taken for granted ex-
ante. In any event, the important point is that the astonishing growth in tax
revenues after the stabilization observed in Table 6 was generated by the
existing taxes or by the "indexation” of the existing tax system provided by
price stabilityS!. Such "reforms” would not touch the "basic” or "original®
fiscal disequilibrium that allegedly gave origin to the inflationary process,
so that, if "drastic” fiscal measures are to be found, they should be sought
on the expenditure side.

Table 6 shows the "dramatic progress towards a balanced budget”S2 in
the figures for revenues and expenditures on a monthly and on a ten days
basis. Table 6 considered the official figures deflated with exchange rates
on a monthly basis up to July 1923 and after the stabilizationS3; for the
period in which the hyperinflation was in full swing - July/November of
1923 - this procedure seem to generate absurd values so that we used the
nominal values available on a ten days basis and deflated this series with

average exchange rates computed from weekly quotations .
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The recovery of tax revenues from the beginning of November, when
they financed less than 1% of expenditure, to January of 1924 when the
budget was balanced, was absolutely extraordinary. It is even more
remarkable when we remember that no new taxation was introduced in the
process and that this was purely the effect of (the absence of) inflation
over taxesS4. The contribution of expenditure cuts in balancing the budget
was much less clear. The levels of expenditure appear to fluctuate widely
during the hyperinflation period; in August and September it appeared
exceptionally high while in October and May it was unusually low. On
average the orders of magnitude of the levels of expenditure before and
after the stabilization seems similar. Considering the annual figures for the
whole fiscal years of 1922/1923 and 192371924 shown in Table 7 the later
period is approximately 20% greater. Considering the average monthly

expenditure for the six months before November and for the six months aftgr
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we have 510 million gold marks against 481 million respectively or a 4%
difference favorable to the earlier period. Whether or not there was
austerity is a matter of which benchmark one chooses. The average monthly
levels of expenditure for the first two quarters of 1924 were 469.2 million
and 472.0 million gold marks; this would be significantly lower than the
average for August-October of 1923 which was about 602.8 million gold
marks but significantly higher than the corresponding averages for the first
two quarters of 1923 which were 394.1 million and 415.9 million gold
marks. One might even see fiscal austerity in that, but certainly nothing
drastic or decisive and maybe not even significant.



Table 7
Germany : Revenues and Expenditures, 1921-1925

(millions of gold marks)
yeard 1921/228 1922/238 1923/248,b 1924/25¢
expenditure 6651.3 3950.6 5768.0 6895.0
revenues 2927.4 1488.1 18025 7786.2
deficit 37239 2462.5 3965.5 -391.2
£ rev./exp. 44.0 37.7 31.2 1129

SOURCES and OBSERVATIONS : (8)The values for 1921/22, 1922/23 and for the period March-
July of 1923 correspond to the figures reported in Republic of Germany - Krieglastenkemmission
"Germany's Economy, Currency and Finance”, p.32. (b)The figures for August-December of 1923
are from Table 6. For January-March of 1924 the figures are also from J. W. F. Thelwell,
"Report on the Economic and Financial Conditions in Germany, Revised to April of 1924", p. 33.
(c)from J. W. F. Thelwell, "Report on the Economic and Financial Conditions in Germany”, p. 30.
(d)For fiscal years starting in March .

The figures on an annual basis from Table 7 reveal a picture that is

very much similar to what we observed for Austria and Hungary, the levels

of expenditure before and after the stabilization are similar and the
improvement to the budgetary situation in the later period is entirely due to
increased tax revenues. The “reforms™ we observe in Germany had the same
character of the ones that have been implemented by the League in Austria
and Hungary, namely they were predominantly changes in the composition of
government expenditure of little effect as far as the level of expenditure
was concerned. In this respect it is remarkable that in 1922/1923, for
example, payments on account of the Treaty of Versailles responded for 38%
of total expenditure while for 1924/25 only 13% of total spending was
budgeted to this purpose, thanks to the revision of the London Schedule of
reparations payments accomplished by the Dawes PlanS5. Another important

development was the increase in expenditure for broadly defined social
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purposes - a natural development within the framework of the Weimar state
- that would actually maintain a strong upward tendency throughout the
1920556, Also often observed was the fact that a decree of October 27th
established sharp reductions in the civil service; approximately 25% of all
employees would be dismissed and 10% by January of 192457, But as in
Austria and Hungary, it has been less often observed that the wages of the
remaining officials were increased by numbers between 50% and 90% in real
terms after the stabilization, very much like what happened to the real
wages of other categories of workerss8. The public sector might have
become less “1abor intensive” as far as employment is concerned, but that
might have had little effect as regards the public service wage bill. These
changes certainly had the character of “reforms” in the sense of changed
priorities of the activities of the public sector, yet in the strict sense of

fts effects on the net financial result of the government budget there was

nothing really significant.

In sum, it seems clear that there was no "structural deficit" or
"fiscal problem” to justify anything "drastic” in the fiscal terrain. Whatever
minimal overall fiscal restraint, real or rhetorical, would serve no purpose
other than speeding the strict balancing of the budget, which might have
been useful for the negotiations towards foreign financial support by
reassuring the government’'s attachment to orthodox finance. in light of this,
the often celebrated episode of the Rentenbank refusing to extend credit to
the government beyond the pre-established limits would lose much of its
meaning, appearing as a hardly justifiable showing of inflexibility staged to
impress foreign markets. It would be hard to conceive an inflow of capital
such as what was triggered by the Dawes loan without all the more decisive

proclamations of support to the principles of “sound” finance. It is though a



quite different matter to argue that fiscal austerity as such had

fundamental importance for the stabilization.

5- Conclusions

The war and the economic, social and political events that followed
determined a sizeable and permanent increase in government expenditures
as a percentage of GNP : in Germany it rose from 14.8% in 1913 to 25.0% in
1925 and in the UK from 12.8% in 1910 to 26.1% in 192059 Similar
developments appear to have taken place also in Successor States : we
observe ratios of about 18% for Poland in 192469, about 20% in Hungary in
1925/26 and about 15% for Austriad!. Other than that the trend is
unambiguous of an increased state participation in economic affairs, either

in terms of direct spending or an overall dirigisme, either for military or
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social motivations. The provision of “permanent” sources of revenues to
accommodate that would certainly configure a major problem and it would
be perfectly legitimate to conjecture that the solution for this problem was
brought by the fiscal measures accompanying the stabilization, yet this is
quite misleading. The detailed examination conducted in this chapter of the
fiscal measures implemented during the stabilization seems to demonstrate
that the problem was mostly solved at that point. This means basically that
"true” tax reforms had taken place at some point before the stabilizations,
most likely during stabilization programs such as Erzberger's in 1921
Germany, Hegedus in 1921 Hungary and Michalski's in 1922 Poland. All these
programs effectively addressed the fiscal issue, but the fact that they
failed to arrest inflation is a powerful indication that the driving force of

the inflationary process lied elsewhere. This is made very clear in this



paper by the fact that these countries experienced a hyperinflation and at
the same time they seemed to have inflation-corrected deficits that were
close to zero or at least very manageable.

The fiscal “reforms” introduced during the stabilization comprised
mostly shifts in the direction of expenditure that reflected very significant
changes in national priorities and in policy options, yet as far as the net
budgetary result was concerned there was nothing “"drastic”, “dramatic” or
“energetic™®Z in these reforms. The dismantling of the overstaffed
bureaucracies of the former empires did pot determine any reduction in
public expenditure for many new influences acted on the contrary direction,
Most notably the marked increases in government expenditure for social
purposes, and the recomposition of wages of public employees, more than
made up for the economies often quoted as indications of strict austerity

oriented fiscal policies.
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The recovery of the real yield of taxation after the stabilizétion was
absolutely extraordinary in all countries. This means basically that budget
deficits were to an overwhelming extent products of inflation rather than
its driving forces. It is very difficult to argue that balancing the budget was
the key to the stabilization of these hyperinflations when it is clear that
the inflation-corrected deficits were either small or inexistent. In fact,
since after the stabilization the money supply would increase sharply in
response to the remonetization of these economies a case could be made
that a fiscal deficit could help to accommodate that ; yet since central
banks could create money against “real bills” without any limit in all four
countries, this was actually the channel through which the money supply
was increased. The important lesson of these episodes is that the size of
the budget deficit when inflation is high means little as far as stabilization
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olicy is concerned. Simplistic arguments prescribing increased taxation
and fiscal austerity wherever a deficit is observed should be simple

remainders of how close economics sometimes comes to accounting.
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unskilled 61 66 79 99

59 C. Maier~Inflation and Stabilization in the Wake of the Two World Wars : Comparative
Strategies and Secrifices” in Gerald Feldmen et ai(eds.), "The Experience of Inflation”, p.108 .

60 Considering the levels of expenditure as of Teble 4 and GNP figures from Z. Lendau "National
Income in Historical Research( On Material fron the Interwar Period)” Acta Poloniee Historica 33
(1976) p. 104.

61 Considering figures from B. R. Mitchell “Europesn Historical Statistics"(New York,1978) pp.
377end 412.

62 Respectively from C. L. Holtfrerich, “Germany and Other European Coutries in the 1920s”, p.

131, T. Sergent,"The Ends of Four Big Inflations™, p. 83 and C. Bresciani~-Turroni, "The
Economics of {nfiation”, p. 355 .
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