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Dear Sir Frederick,

I hear that having completed your work of investigation
you are about to go back to England. I sincerely hope that you
will revisit Japan before you leave the Far East.

I believe that frank and friendly exchange of views at this
time between yourself with your valuable firsthand knowledge
and experiences of nearly five months in China, and our leading
financiers and government authorities, will do much good for
the furtherance of mutual understanding between our two
countries.

Yours sincerely,

T. MATSUDAIRA
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In the course of the Conversation between Sir Frederick
Leith-Ross and Mr. Kensuke Horinouchi which took place on
June 11th, 1936, the question of the personnel of the Maritime
Customs Administration in China was touched upon and Sir
Frederick stated:

“Is Japan ready to agree to the maintenance of the present
system of the Customs Administration with a British subject as
the Inspector General?

If so, Great Britain would support the appointment of a
Japanese subject to the second highest position in that service.”

Mr. Horinouchi expressed his opinion that whereas the
Japanese Government would find it difficult to come to any

understanding for a permanent nature, they would be able to

Inspector General and the Deputy Inspector General.
Sir Frederick undertook to submit likewise to his
Government the last suggestion made by Mr. Horinouchi as

mentioned above.

N B
BRITISH EMBASSY
TOKYO.
June 13th, _wmm.
Dear Mr. Horinouchi,

I return herewith, with many thanks, the record of our
conversation regarding the Customs which you were good
enough to show me.

I agree this record subject to the following points:

(1) There was no commitment on either side as to the more
remote future, i.e. the fact that there might be a Japanese Deputy
Inspector-General would not entitle him to become Inspector-
General.

(2) While we sympathise with the Japanese desire for an

make an arrangement for an immediate future along the
following lines:—

(1) The Japanese Government would agree to appointing a
British subject as successor to the present British Inspector
General, Sir Frederick Maze:

(2) Japanese should fill the post of the second highest
importance in the personnel of the Customs Service. In other
words, the post of a Deputy Inspector General should be created
and Mr. Kishimoto should be appointed to that post. And
again Mr. Kishimoto should be succeeded by a Japanese
subject:

(3) The number of the Japanese members of the staffs
should be increased and be placed in the position of greater
importance.

Sir Frederick said he thought that he would be able to
submit to H.B.M. Government what Mr. Horinouchi observed.

Mr. Horinouchi further suggested that a previous
consultation should be made mutually between Great Britain and

Japan as to the selection of the respective successors to the

increase in the number and importance of the posts in the
Customs Service held by Japanese subjects, this question (as
well as the selection of the actual individuals to be appointed to
the chief posts) must finally be decided by the Chinese
Government.

(3) We consider that an increase in the number of British,
as well as of Japanese officials, would be desirable.

I will submit the suggestions made in our conversation to
my Government for their consideration.

With all good wishes,

Yours sincerely,
Signed: F. W. Leith Ross.

)
Mr. T. Horinouchi.

K &=
BRITISH EMBASSY
TOKYO.
June 12th, 1936.
Confidential.
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Dear Mr. Horinouchi,

During our conversation last night after dinner, you
referred to my suggestion that the Customs preventive forces
should be allowed to resume operations in the demilitarized
zone and I understood you to say that if the Chinese Customs
Administration applied for permission to the Japanese Military
Headquarters, the latter would agree to the rearmament of the
preventive forces to the extent of their carrying pistols. In order
to avoid any misunderstanding, I should be grateful if you would
confirm this. I should be glad to know also whether on similar
application the Japanese Military Authorities would be ready to
agree that the preventive vessels should resume operation in the
East Hopei waters carrying their usual light armaments, which I
imagine are necessary for effective preventive work at sea. I
hope very much that this is possible.

Yours sincerely,
Signed: F. W. Leith Ross.
Mr. K. Horinouchi.

Such being the case, I think that the present question had
better be dealt with through negotiation on the spot between the
parties concerned.

Yours sincetely,

Signed: Kensuke Horinouchi.

=G 3
BRITISH EMBASSY
TOKYO.
June 12th, 1936.
Confidential

Dear Mr. Horinouchi,

I mentioned to you last night that I propose to issue a brief
statement on my mission before I leave Shanghai. The statement
will relate mainly to purely financial and economic matters but
it will be impossible to avoid some reference to the situation in
North China. I mentioned to you the general lines of this
reference but in order to make sure that the text does not give

rise to misunderstanding, I enclose herewith the draft and I

FoR
June 12th, 1936.
Dear Sir Frederick,

I have received your letter of to-day, requesting me to
confirm our conversation concerning the question of
rearmament of the preventive forces.

An agreement was reached in October, 1935, between
Colonel Takeshita, Chief of the Military Mission at
Shanhaikwan, and Mr. Morgan, Chief of the Chinwangtao
Maritime Customs Office, to the effect that, in view of the
circumstances which had hitherto existed, the preventive vessel
“Linyu” should go out of the Mm”.:;fhﬁ%h zone, that if any of
the preventive vessels should intend to enter the said zone, it
would be permitted to carry on board a few pistols only, that the
time of entry and the number of pistols to be carried on board
should be notified to the Chief of the Japanese Military Mission
through the Chief of the Maritime Customs Office and that the

aforesaid permission for carrying pistols and that for entry

should be obtained beforehand.

should be grateful if you would let me know that it is all right.
I propose also to work into the statement a suggestion that
the tariff should be readjusted.
Yours sincerely,
Signed: F. W. Leith Ross

( Horinouchi » )

Mr. K. Hirinouchi.

At the present time the principal danger to the currency,
and to the whole financial position, arises from the political
difficulties in North China, and in particular from the situation
in the demilitarized area of East Hopei. The extensive smuggling
which is taking place in this area threatens to undermine the
Customs revenues and has caused widespread injury to
legitimate trade. The difficulties cannot be removed without a
better political understanding between China and Japan. During
my last visit to Tokyo, I was assured that the Japanese
Government desires such an understanding: that it favours the
maintenance of the Chinese Customs administration and will

give no support to the creation of a special tariff by any local
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authority in China: and that it has no wish to interfere with the
internal administration of China. It is greatly to be hoped that an
arrangement can be negotiated between the two Governments
which will secure their full cooperation in dealing with the
present difficulties, and restore general confidence and security

for trade and investment.

RS

The prospects of the currency and of the whole financial
situation of China for the future will depend, first, on the
maintenance of peace in the interior of China and secondly on a
settlement of the special situation in North China. In particular,
the Customs revenues are a vital factor in Chinese finance and
every effort should be made to put an end to the difficulties in
the way of their collection in East Hopei. The difficulties cannot
be removed without a better political understanding between
China and Japan. During my last visit to Tokyo, I was assured
that the Japanese Government desires such an understanding:

that it favours the maintenance of the Chinese Customs
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administration and will give no support to the creation of a
special tariff by any local authority in China: and that it has no
wish to interfere with the internal administration of China. It is
greatly to be hoped that an arrangement can be negotiated
between the two Governments which will secure their full
cooperation in dealing with the present difficulties, and restore

general confidence and security for trade and investment.
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Confidential.
Japanese Policy in China.

In view of the Japanese claim to be the “stabilising factor”
in the Far East, I had hoped that they would be ready to co-
operate in constructive proposals for the improvement of the
financial and economic situation in China. Any such
improvement would certainly inure to the benefit of Japanese
trade, which can reasonably expect the major share of any
expansion in the Chinese market. Unfortunately, up to the
present, the political tension between China and Japan has
overshadowed economic considerations and has prevented the
friendly co-operation which I had hoped for. Indeed, the efforts

which China has been making to improve her financial and
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economic situation have unfortunately met with undisguised
opposition from many Japanese quarters. For example, the
monetary reform of last November, which was the natural and
almost inevitable solution of the monetary crisis created by the
American silver buying programme, was openly assailed by
criticisms, some of which were justified but many of which were
sheer appeals to ignorance and prejudice, and every effort was
made to undermine confidence in the scheme. Its success was
thereby endangered and the beneficial effects that were to be
anticipated from it were largely nullified. Had the Japanese
Government felt able to give the scheme their support, and
thereby contributed to inspire international confidence, the
whole economic situation in China would rapidly have improved
with immense advantage to Japanese trade. If they had made
such support dependent on the fulfilment of reasonable
conditions, designed to assure sound management of the
currency, we would have gladly co-operated as our only desire
is to assure the adoption and execution of sound and effective

measures, in the general interest. I still hope that, on further

Council, endowed with certain special but ill-defined powers.
How the actual membership of the Council was settled, I have
not been able to discover: but it appears clear that the
membership is not such as to command much respect, either
from the Chinese people or from foreign Powers. Judged even
by the relatively low standards prevalent in China, their
administration despite the assistance of Japanese advisers is far
less efficient than that of the Provinces governed by Nanking.
One of the first steps taken by the Council was to displace the
head of the Consolidated Tax administration, an official to
whose capacity, the British firms in Hopei have paid warm
tributes, by an ex-soldier who could neither read nor write. Nor
do the officials selected appear to compare favourably with
those of Nanking in integrity: the General Manager of the
Peking-Mukden Railway, appointed by reason of his pro-
Japanese leanings, has the distinction of establishing a record in
the matter of “squeeze” by issuing a circular to railway suppliers
stating openly the percentage on all orders which has to be paid

to him. The appointment of the new Council was heralded by an

consideration, the Japanese Government may feel able to
recognise the utility of the steps taken by the Nanking
Government and that they will co-operate with us in helping its
complete execution. 0

Meanwhile, however, the policy pursued by the Japanese
military authorities in North China arouses much apprehension.
The desire of Japan to ensure the establishment of peaceful and
friendly economic relations with North China is fully
appreciated and no one would raise a voice against this
objective. But I doubt whether it will be achieved by the actual
policy pursued. This policy appears to be based on the
assumption that the friendly relations desired cannot be obtained
by any settlement with the Chinese Government at Nanking. In
place of attempting to negotiate a general settlement, therefore,
the Japanese authorities in North China appear to aim at
destroying the authority of the Nanking Government and
substituting therefor a local administration with which they can
make local settlements. For this purpose, they pressed for, and

have succeeded in obtaining, the creation of the Hopei-Chahar

organised propaganda suggesting that the people of Hopei had
been paying enormous annual revenues to Nanking. For this
statement there was no foundation, as the revenues collected and
expenditure incurred in Hopei (after allowing for foreign loans)
approximately balanced. The Council however expected to be
able to put its hands on a substantial net revenue and it still
seeks to realise this objective. Thus the Council, so far from
assisting to improve the situation of the people of that province,
bids fair to resume the worst practices of Chinese local
officialdom.

Meanwhile, the Council has no claim whatsoever to,
represent local opinion. Indeed they represent nothing but
themselves and their main, and often their only qualifications,
seem to be personal ambition and a readiness to subordinate all
other considerations to its pursuit. Yet the Japanese military
authorities treat them as the representatives of local ‘autonomy’
and undertake to defend them against Nanking. Thus, the
process of seepage, or, as a Japanese described it, the “silkworm

tactics” pursued have left Japan with the responsibility of
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maintaining a corrupt and inefficient régime, against the wishes
of the overwhelming majority of the local population, as well as
of the foreign interests established in North China.

In the Chi-Tung (East Hopei) area, the process has gone
further. Under the provisions of the Tangku Truce, the Chinese
Government are precluded from maintaining any military forces
in the demilitarized zone. Taking advantage of this No-Man’s
Land, Mr. Yin Ju-keng, a minor official, with a Japanese wife
and a record of dishonesty, established himself as a self-
appointed Dictator, levying toll on the railways and on foreign
business firms in his area after the model of a Chinese War
Lord, but with the assistance of Japanese advisers and the
support of Japanese troops. His experiments in the collection of
internal taxation have not proved very successful as his brother-
in-law, who was appointed head of the consolidated tax bureau,

is said to have absconded as soon as he had collected $150,000.

But Mr. Yin Ju-keng had meanwhile devised a more lucrative

means for enriching himself. The Customs officials in the

demilitarized zone have for some years had difficulty in

latest indications suggest that any impediment placed in its way
will be applied only against goods of non-Japanese origin.
General Tada, indeed, is reported to have declared that there was
no smuggling in East Hopei as the goods imported paid the
duties charged by the local authorities — a statement which is
difficult to reconcile with the assurances given to us by the
Japanese Government.

The régime adopted in East Hopei presents no doubt some
advantages to Japanese trade. But it adversely affects the
legitimate Japanese traders, even in Hopei, and Hopei is not a
rich province and an abnormal expansion of Japanese trade in
that KN@EMM may be dearly bought at the expense of Japanese
trade with the rest of China. That the smuggling which is now
taking place through East Hopei must adversely affect the trade
of all countries with the rest of China scarcely needs
demonstration. The credit of China, both external and internal,
depends on the maintenance of the revenues from the Maritime
Customs and any action which undermines those revenues

threatens to undermine the stability of China. If the local

preventing smuggling by Koreans, who had on several occasions
obtained the support of the local Japanese military against the
Customs. Last September, these authorities notified the Customs
that the operation of armed cruisers and armed Customs guards
in the demilitarized zone was a contravention of the Tangku
Truce, and the Customs were forced to disarm or withdraw their
preventive forces. The smuggling fraternity took advantage of
this freedom from surveillance by the Customs to expand their
operations. The trade became so active that Mr. Yin Ju-keng
discovered a gold mine in it. Proclaiming his freedom from the
Chinese Customs tariff, he offered licence and protection to
smugglers on payment to him of much reduced dues which, of
course, he retains. The Japanese Government, who by the terms
of their Treaty with China, had undertaken to observe the
Chinese Customs tariff, have assured H. M. Government that
they could give no support to the establishment of special
Customs tariffs by any local authority in China: but the local
Japanese military authorities have taken no action to assist the

Chinese Customs in stopping smuggling in East Hopei, and the

authorities in the various maritime provinces are to be
encouraged to intercept the Customs revenues (whether
collected at the full rates or at special rates fixed by
themselves), the MHMM Government will be deprived of the
principal resource which they have to offer as security for their
borrowings and a financial debacle will follow which may well
end in disorganising the whole system of Government in China.
I cannot say whether from the political standpoint Japan would
derive profit from the disruption of China, and the destruction of
organised Government in that vast country, but I should imagine
that the immediate effect would be an enormous extension of
Communism, and I should not have thought that this was in the
interests of Japan. What I do know is that from the economic
standpoint, such a policy can only bring disaster to all trade
activities in China. If Japan is willing for political reasons to
sacrifice her trade in this way, foreign Powers, which also have
important commercial and financial interests at stake, cannot be

expected to regard the prospects of such a situation with

indifference.
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Is it not possible even now to modify or to clarify the
direction of Japanese policy? When I was in Tokyo last
September, I was assured that Japan was ready to offer
compensations, both political and financial, in return for a
friendly settlement with China. Is it not possible for the Japanese
Government to give some indication of these possibilities to the
Chinese Government as a step towards such a settlement? I am
convinced that the Nanking Government, realising the need for
peace and reorganisation in their country, would go far to
consider any reasonable proposals for an honourable settlement
of outstanding difficulties provided they did not involve
Em.mn%amam of Chinese sovereignty within the Wall or a
violation of their commercial Treaty obligations. But up to the
present they have been met with constantly increasing demands
and constantly diminishing consideration, without any assurance
of any final settlement, and their policy of conciliation is
becoming more and more the target for their political opponents.
Surely it would be a wise and statesmanlike policy for Japan to

make a gesture and help the Nanking Government to promote

not welcome the assistance of the United Kingdom which has
capital available for investment provided the security offered is
adequate?

(3) If the Japanese Government desire to eradicate
Communism in China, why do they not support, instead of
opposing, the Nanking Government, which has shown itself the
main bulwark against the Communists in China?

(4) Is it still the Japanese policy to promote “the
unification of China, the preservation of her territorial integrity
and the restoration of order”? If vmou why do the Japanese military
authorities work for the virtual separation of Hopei and Chahar
from the Nanking Government? Why, above all, do they support
Mr. Yin Ju-keng’s régime in East Hopei?

(5) The Japanese Government have assured us that they
“could give no support to a separate Customs tariff being created
by any local authority in China”. If so, why do the Japanese
military authorities in North China countenance the imposition
of a special tariff by the East Hopei régime and prohibit the

operation of armed Customs cruisers in that area?

the stability and financial progress of the country rather than to
allow the present embittered relations to develop further. We
should welcome an opportunity to collaborate with Japan on
constructive lines. But if the present policy is to be pursued, it
will, I fear, be difficult to prevent the disintegration of China,
which will create new and difficult problems, both for us and for
Japan.

When I return to London, my Government will ask me
many questions in regard to Japanese policy in China. For
example.

(1) Do the Japanese Government agree that the
stabilisation of the Chinese currency is desirable in the interests
of trade with China? If they agree, why do they not co-operate
with us in ensuring the success of the currency reform? If they
do not agree, what advantage do they see in a breakdown of the
currency?

(2) As Japan has recognised, China needs capital for the
purpose of developing railway communications and improving

the position of her agricultural population. Why then does Japan

As a well-wisher of Japan who sincerely desires to promote
friendly co-operation in China between the United Kingdom and
Japan, I should like to know what answers can be given to such

questions.

(5=8ENJIp)
Confidential.

Due to the peculiar complexities of the political situation in
China, economic and financial questions are so intimately and
inseparably interwoven with political questions to an extent that
is quite beyond the imagination of those who are accustomed to
the political situations prevailing in Europe or America.
Consequently, the Japanese attitude toward the question of
extending economic and financial assistance to China must be
determined according to the general trend of politics in China as
well as the policy of the Chinese Government vis-a-vis this
country; and it cannot be explained by discussing merely the
economic aspects. If I may speak frankly, I believe the greater

parts of your questions will easily be answered once you
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appreciate this fundamental fact, and grasp fully the realities of
the Sino-Japanese relationship. However, I venture to state my
views in reply to your questions:

(1) T goes without saying that the Japanese Government
recognizes the desirability of the stabilization of the Chinese
currency in the interests of trade with China. However, in
bringing about this stabilization China should not rely idly on
the external assistance or foreign capital but should first make a
firm resolve to accomplish the task by dint of her own efforts —
at the least, to realize the balance of annual income and
expenditure. If China is allowed to do nothing but rely upon
foreign mwmwmgsoo, it is very evident from the past experiences
that the Chinese Government will tend increasingly to depend
on external aid which will only weaken its efforts for the reform.
In that case, even though a temporary success may be won, such
reform is bound to collapse soon and the foreign capital
advanced to China will remain as so much more debt, thus
adding to her financial burdens. Moreover, the method of

stabilization or reform of Chinese currency must be suitable to

above mentioned.

(3) Setting aside the argument as to whether or not the
Nanking Government is actually a principal bulwark against
Communism, my understanding is that the Japanese
Government entertains no antagonism toward the Nanking
Government per se. OE%‘ in view of certain leading members of
the W:oB&WMEm and the relationship between that party and the
Government within the existing political structure of China, we,
who know well the history of the WzoB:MMEm policy of
embracing Communism, are nmgw:u‘ skeptical of the real
attitude of the W:oB:MMEm and the Nanking Government
toward the Communist Party. Furthermore, looking at the
influential and active elements within the Nanking Government,
we feel there is Something which does not permit of ignoring as
more rumours the recent reports of a secret treaty between the
Soviet Union and China. It is my belief that Mr. Chiang Kai-
shek himself must be not a little embarrassed at heart by such
rumours. Speaking in other words, while I am not opposed to

Mr. Chiang Kai-shek himself or the Nanking Government per

the realities of the situation in China besides being technically
sound. Viewed from this point, we could not but come to the
conclusion that the currency reform recently undertaken by the
Chinese Government left much to be desired in many aspects.
That is precisely the reason why Japan hesitates in rendering a
positive cooperation for the scheme.

(2) Although the difficulties confronting China are many
and complex, it seems to me that the economic development of
the nation is of great importance, there being an urgent need at
present of the development of transportation system such as
railways and the improvement of agriculture and mining
industry. However, the prerequisite for such development is the
stabilization of her internal and external political conditions.
Moreover, on the part of Japan, it is necessary to take into
consideration the attitude of the Chinese Government toward
Japan. If everything is satisfactory in these respects, Japan will
be quite willing to extend technical and financial assistance to
China. But as far as I am concerned, I regret that I can not say

that the present condition of China fulfills our requirements

se, I have a different opinion of my own in regard to the
structure of the Nanking Government and its component
elements such as of today, in which no absolute trust can be
placed regarding the suppression of Communism.

(4) 1t is our basic policy to share with China and other
countries of East Asia the great responsibilities for the
maintenance of peace of East Asia; and in the earnest desire for
the unification of China, and the preservation of her territorial

integrity, the maintenance of peace and order in China, Japan is

‘not at all behind any other Power. As regards the circumstances

surrounding the emergence of the North China regime and the
attitude of the Japanese Government, there seems to be some
misunderstanding in your views.

As you know very well, the autonomous movement of
North China, observed in the light of the past history of China,
grows out of the natural force of circumstances. The North and
the South differ from each other in language and tradition, there
having frequently been attempts in the past on the part of North
China to free itself from the yoke imposed by the South and
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become independent. None can gainsay that it was the new
monetary policy of the Nanking Government aiming at the
transfer of silver to the South, which gave an impetus to the
autonomous movement in the North. In truth, the establishment
of the Hopei-Chahar Political Council and of the East Hopei
regime is primarily a matter of internal politics of China over
which Japan has no control. Our military authorities, too, have
no intention of causing the Hopei-Chahar Political Council or
Mr. Yin Ju-keng’s regime to become independent of the
Nanking Government. However, we believe it to be a matter of
course that, as Japanese, we can not be indifferent to these local
administrations in North China which have in fact not only taken
such measures as meet our desires but are inclined to cooperate
actively with Japan, while the attitude of the Nanking
Government with regard to the special relations between North
China and Japan and Manchoukuo, the control of anti-Japanese
activities, and the suppression of Communism remains as
unsatisfactory as before.

(5) I understand that the Japanese Government does not

the final solution of the question.

It is needless to say that the Japanese Military authorities
have never encouraged or countenanced the levying of special
import duties by the East Hopei regime.

Finally the question of the customs cruisers along the coast
of the demilitarized zone is in no way connected with the
institution by East Hopei of the special import tariff. This
question is, I believe, a matter that should be settled in the light
of the Tanku Truce and of the understandings since arrived at
between the Japanese military authorities and the Chinese

Maritime Customs.

&R 1)

BEAE =— X« o X ] EREInE 17 K7 <)
[=—x -« nx] CREKEESHES Mon s B
3 m N EOHEHEIELX | R R N3 o R REGD
F{OMRm= =] NMIEX (DR Km<m =] mid
R ERK & | HIR Y =X EDME ~ K58 S =Kk s
WIS N xS = {04mR Y < TuT N~ | DS

give support to separate customs tariff being created by
whatever local administration.

However, in view of the fact that when a local regime
undertakes to establish a separate customs tariff, there appears to
exist always very complex and delicate connections between the
regime and the Central Government concerning the customs
revenue, any attempt on the part of the Powers to abolish the
separate customs tariff without taking into consideration the
circumstances of internal politics, would serve no useful end.
Some sort of understanding between the Central Government
and the local regime is necessary first of all in order to solve the
question. In fact, negotiations are said to be in progress between
the Nanking Government and the North China regime regarding
the question of customs revenue. On the outcome of these
negotiations will largely depend, it is expected, the solution of
the question of the East Hopei import tariff. Consequently, your
protest to Japan regarding the customs question of East Hopei is
misdirected. It will only serve to invite the Nanking Government

to rely upon foreign Powers, relaxing its own efforts and delay
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June 16th, 1936.
Dear General Isogai,

I have, as I promised, carefully studied the Memorandum
which you were good enough to send me before I left Tokyo,
but I must say that, while appreciating the care with which you
set out your views, I am disappointed at their tenor.

You say that in regard to stabilisation “China should not
rely idly on the external assistance or foreign capital but should
first make a firm resolve to accomplish the task by dint of her
own efforts”. It seems to me that this is exactly what China has
been doing. What surprises me is that you do not recognise how
very much in the interests of Japan it is that the currency reform
should be successful. A depreciation of the .yuan would
immediately affect Japan’s trade and ultimately affect the
Japanese standard of living. If therefore any doubt is felt as to
the ability of the Chinese Government to maintain the yuan, I
should have thought that it would be wise for Japan to join us in
helping them.

As regards railways, I note that you agree that there is an

in a very short time. The reply which you give on this point,
while stating that the Japanese Military Authorities have never
encouraged or countenanced the levy of special import duties by
the East Hopei régime, gives little hope that they will allow the
Customs to function effectively, and I feel therefore that your
assurances are difficult to reconcile with the actual policy which
is being pursued. Anyone who prevents the fire brigade from
extinguishing a fire is as responsible as if he set the house alight.

Whatever arrangements can be made for the local
administration of Hopei-Chahar, smuggling will continue until
the Customs are able to resume operations, and it would greatly
help to improve feeling in my country if the Japanese Military
Authorities could see their way to agree to this at once.

I write this not with a view to embarking on a controversy
but in order to tell you frankly the impression conveyed upon
me by your paper. I thank you again for sending it to me, as well
as for the good talks we had at Tokyo. I only wish that my
arguments could have been more successful.

With best regards,

urgent need for their development, but on this, as on other
points, you subordinate economic to political requirements
which, if pursued in the present manner, appear likely to damage
seriously the economic interests not only of China but of Great
Britain and also of Japan.

I note that you say that Japan “earnestly desires the
unification of China and the preservation of her territorial

integrity”. But why then is Mr. Yin Jukeng allowed the
grity y g

protection of the Japanese Army? I have found no evidence that

his régime was in any way due to the new monetary policy of
the Nanking Government. There were, of course, objections to
the transfer of silver from Tientsin but these were met by the
creation of a local Reserve Board.

Finally, as regards the creation of a separate Customs tariff,
I am advised that if the Japanese Military Authorities were
willing to allow the Customs vessels to operate with their usual
armaments off the coast of East Hopei and would give them
their support against Japanese and Korean smugglers, the

Customs could put an end to the smuggling through East Hopei

Yours sincerely,
( Signed # )

Signe: F. W. Leith Ross.

Major-General R. Isogai.
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PRESS STATEMENT

His Majesty’s Government in the United Kingdom sent me
out to examine the financial and economic difficulties of China
and the possibilities of our assisting her, in conjunction with the
other Powers interested, to overcome these difficulties. I have
spent nearly nine months here and have done my best to
investigate conditions as I found them, without prejudice or
preconceptions. A large part of my time has necessarily been

spent in Shanghai, but I have visited Nanking, Tientsin, Peking,
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Hankow, Chungking, Amoy, and Canton, and have met
representatives of the Government authorities and local banking
and trading communities in all these centres. It had been the
hope of my Government that the U.S.A., Japan and France
would appoint experts to collaborate with me, but this did not
prove possible. However, an important Economic Mission from
the United States recently visited China and I have found their
Report of great interest. I have maintained contact with Japanese
Government representatives and bankers here and have paid two
visits to Tokyo so as to obtain first hand information of the
views of the Japanese Government.

The considered report on my mission will have to be
presented in due course to my Government, but it may be useful,
before I leave China, to give some outline of my impressions.

The first question to which my attention was directed was
naturally the position of the currency. Silver has for many
centuries been the currency of China, and the sudden and sharp
rise in the value of silver during 1934 caused a similar rise in the

exchange value of Chinese currency. Chinese produce became

Government. I was examining the situation with a view to the
preparation of a detailed programme with adequate safeguards
and if possible with international support. But before any such
scheme could be devised, the exchange market became
dangerously weak and the Chinese Government decided to adopt
an inconvertible managed currency on the basis of their own
resources.

I had no responsibility for this bold step but I have of
course closely followed the situation and I have no hesitation in
saying that the action taken has been fully justified by the
success which it has achieved. It was accepted throughout China
without any serious difficulty. The notes of the Government
Banks have been steadily replacing the “silver dollars in
circulation. Their exchange value has been firmly maintained
and the resources at the disposal of the Government Banks for
this purpose have substantially increased. The rate of exchange
fixed has tended to encourage exports and the resulting increase
of agricultural prices should, in due course, lead to an

improvement in the purchasing power of the agricultural

too dear in relation to world prices, exports fell off and silver
had to be exported to meet the adverse balance of trade. This, in
turn, caused a contraction of credit and an acute deflationary
crisis: prices began to fall, debts could not be met and the banks
became more and more “frozen,” particularly in Shanghai where
the collapse of the real estate boom created a special problem.
By October, 1934, the situation had become so serious that the
Chinese Government imposed a variable export tax on the
export of silver, thereby divorcing the Shanghai dollar from the
free silver standard. But this measure, while it mitigated the
extreme effects of the rise in silver, did nothing to remedy the
difficulties which that rise had already caused: and when I
reached Shanghai last September it was evident that further
positive measures had to be evolved. China rmm abandoned
silver, without adopting any alternative currency basis. I did not
bring any cut and dried scheme out with me to “put over” the
Chinese Government. There were several possible alternatives,
and the decision between them, depending as it did largely on
Chinese psychology, could only be taken by the Chinese

producers. The adverse balance of trade has been greatly
reduced, and it seems probable, so far as can be judged from the
statistics available, that international receipts and expenditures
of China on income account are now evenly balanced. Thus the
fundamental economic conditions for a stable currency are
fulfilled.

I think the Chinese Government are to be congratulated on
the progress which their policy has achieved. Already much has
been done to re-establish sound financial and economic
conditions. Confidence in the currency is growing. But much
has still to be done before it can be solidly assured as a basis for
long-term trading and investment plans. The currency reform
had to be put into force at short notice, and the various measures
necessary to make it water-tight have had to be drafted
piecemeal and fitted together gradually. The unification of the
note issue and the reorganisation of the Central Bank as an
independent Reserve Bank has not yet been catried through
effectively. There have been unfortunate speculative movements

of a non-commercial character which have disturbed sentiment.
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There is a large Budget deficit entailing constant recourse to
Government borrowing. The domestic bond market is depressed
and Government credit low. Though the money market is now
comparatively easy, many of the commercial banks are far from
liquid. Meanwhile, both in the Southern Provinces and in the
North, there have been political difficulties in carrying through
the currency reform, as it should be done, on a national basis.
Lastly, the sharp fall in the price of silver, following the
suspension by the U.S. Treasury of silver purchases on the world
market, aroused misgiving. But all things considered there
would appear to be every reason, so far as economic factors are
concerned, for confidence in the present currency scheme,
provided that the Chinese Government complete and carry
through efficiently the programme of internal reforms including
especially the reorganisation of the Central Bank and the reform
of the Budget.

The prospects of the currency and indeed of the whole
financial situation of China for the future will depend first on the

maintenance of peace and order in the interior of China, and

local taxes, interport duties and export duties could be reduced
and if the standards of production, manufacture and handling
could be improved. It rests with the Chinese themselves to
promote exports by such means. But I would sound a note of
caution in regard to the tendency to create control by monopoly
— or anything resembling a monopoly — of the natural exports
of China. As regards imports, the immediate prospects may not
seem encouraging. But it is no use importing goods that cannot
be paid for, and the export trade of China must improve before
progress in imports can be looked for. If however present
tendencies are maintained, there is every reason to expect a
gradual and steady improvement in the import trade. I hope that
British exporters will take advantage of the turn in the tide when
it comes. They must expect to face keen competition; enterprise
and expert salesmanship will be required, as well as readiness to
take some risks. Needless to say, they must make a careful study
of market requirements and establish the closest possible contact
with their Chinese customers. Indeed, in every field of business,

co-operation with Chinese interests should be aimed at. The

secondly on a settlement of the special situation in North China.
In particular, the Customs revenues are a vital factor in Chinese
finance and every effort should be made to put an end to the
difficulties in the way of their collection in East Hopei. These
difficulties cannot be removed without a better political
understanding between China and Japan. During my last visit to
Tokyo, I was assured that the Japanese Government desires such
an understanding: that it favours the maintenance of the Chinese
Customs administration and will give no support to the creation
of a special tariff by any local authority in China: and that it has
no wish to interfere with the internal administration of China. It
is greatly to be hoped that a solution of the present difficulties
will be reached which will restore general confidence and
security for trade and investment.

I have dealt at length with the currency position because
financial security is the basis of trade. Erratic exchanges and
contraction of credit strangle enterprise. The currency reform
has laid the foundation for an increase of trade activities. But the

export trade could be still further stimulated if the burden of

establishment of the Sino-British Trade Councils in Shanghai
and Hankow will, I hope, help in this direction.

Imports, of course, are largely affected by the tariff, and I
hope that the Chinese Government will consider whether the
present tariff cannot be revised in a downward direction so far
as this is possible without reducing revenue. During recent years
a number of the tariff rates have been pushed up to a point at
which they produce no revenue and merely prohibit legitimate
trade. These rates require to be reconsidered in the light of the
present exchange position. Industrial interests will no doubt
press strongly for the maintenance of the highest possible
protective tariff, but the advantages they obtain will be at the
expense of the agricultural population. It is the duty of the
Government to strike a fair balance between the interests of
industry and of agriculture, but I believe that in China the
restoration of rural economy should have first consideration. In
my opinion, therefore, a downward revision of the present tariff
would be advantageous to China both in its financial and in its

economic effects. The Maritime Customs is the basis of Chinese
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Government credit and it is in the first interests of China both to
maintain that service in all its traditional efficiency and to adjust
the tariff so as to secure the maximum revenue.

The development of China will require the importation of
much capital goods and this is probably the most promising field
for British exports. Such exports would be greatly facilitated by
a flow of credit to China, where capital is scarce and the yield
under proper management should be fully remunerative. In the
past the United Kingdom has done much to develop the Railway
system of China, but unfortunately many of the loan obligations
thus incurred have not been fully met. These defaults have
seriously prejudiced the credit of China, and her efforts to secure
have been

finance for new development

purposes
correspondingly hampered. The National Government appear
genuinely anxious to settle outstanding obligations, within the
limits of their financial possibilities, and also to remedy the
serious defects in the administration and management of the
Railways, with a view to enabling them to meet their charges. It

must be borne in mind that defaults are, in the main, a heritage

reestablished by abrogating any measures that have the effect of
discriminating against foreign capital, and, as regards real estate,
by securing that the legal rights of mortgages are fully protected.
Foreign capital cannot be expected to assist China unless it is
assured of fair treatment.

I fully agree with the observation of the American
Economic Mission, viz: “A vast change is coming over China:
a modernisation that as compared with ten or even five year ago,
marks many centuries.” I believe that this change will make
China not a less but a more fruitful field for British enterprise —
commercial, industrial and financial. Our principal interest here
is to promote the peace, the prosperity and the trade of China,
and in working for this, it seems to me that we are working in
the interests of all countries trading with China. The
reconstruction of China is a vast task which will take years to
accomplish and there is room for all to assist her in this task.
The present Chinese Government has, despite conditions of
peculiar difficulty, made remarkable progress in the restoration

of law and order, the resettlement of the devastated regions and

of years of civil strife and social disorganisation. If a reasonable
settlement could be reached in regard to these old debts, the way
would be open for financing extensions to the present railway
system and opening vast stretches of country to foreign trade.
No other form of enterprise could be more beneficial voﬁw to
China and to the United Kingdom, and every effort should be
made to overcome the difficulties.

Apart from railway financing, which calls for long-term
credit, the possibilities of arranging middle-term credits deserves
exploration. Such credits would be of particular value for
financing public utility schemes. I have been impressed by the
energy and capacity with which the municipal authorities are
developing local projects of this character and I think the British
manufactures and exporters should consult the Banks operating
in China, as well as the Government Departments concerned,
with a view to obtaining finance for soundly planned projects.

There are also many opening for the investment of private
capital in properties or undertakings in China: but if investors

are to be attracted to such ventures, confidence must be

the development of communications. Their recent currency
reform was, in my opinion, planned on sound lines and it is in
the interests of everyone that it should succeed.

In conclusion, I should like to express on behalf of my
colleagues and myself to the Chinese Government and their
officials and to the Chinese and foreign bankers and traders
whom we have met our warm thanks for the assistance and

hospitality extended to us whereever we went.
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