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SEVENTH ANNUAL REPORT

TO THE ANNUAL GENERAL MEETING OF THE
BANK FOR INTERNATIONAL SETTLEMENTS

Basle, 31 May 1937.

Gentlemen:

"1 have the honour to submit to you the Annual Report of. the ‘Bank for

International Settfements for the seventh financial year, beginning ' 1st April
1936 and ending 31st March 1937. The results of the year’s business ‘operations

— approximately the same as those of the preceding year — are set out
in detail in" chapter VIl. After careful provision for contingencies, the Board

recommends to this General Meeting an annual dividend of 6§ per cent. and
the statutory allocation to reserves.

- In the year which has passed since the last General Meetlng great

monetary changes have occurred. In France, a new economic and financial
policy was adopted in the spring of 1936, and in the early autumn a_decision
was taken to readjust the value of the French currency. On 25th September 1936

‘simultaneous declarations were issued by the French, British and United States

Governments in which the three governments declared their intention to continue
to ‘use appropriate available resources so as to avoid as far as possible any

disturbance of the basis of international exchange resulting from the proposed:

readjustment. During the same week-end a decision was taken in Berne to
change the value of the Swiss franc and at The Hague an embargo was

' placed on the export of -gold; shortly afterwards the ltalian authorities read-
justed the lira to a new gold basis, while the Czechoslovaklan crown was-
- further devalued in re!ation to gold and the Latvian currency was devalued

and attached to sterling.

The technica! measures taken in the various countries and the arrangements
agreed upon by the different monetary authorities will be referred to later in this
report. Here it may be noted that the changes in the values of the currencies
concerned were carried out with a minimum of disturbance to the foreign
commodity and capital markets and that no setback was caused to the upward
frend of world affairs. :

Economic recovery has continued at an accelerated pace in the past year;
for the first time since the beginning of the depression practically every important
sphere -of business has been brought into the upward movement. The basis

 of this racovery has been -the restoration of equilibrium between costs and

prices, making "business again remunerative and thus enabling it to assert sts

~own natural tendency towards expansion. _
' The recovery in industrial activity which is a distinct sign of the turn in -

the business cycle is without doubt due in part to the readjustments made

in the course of the depression through liquidations, capital reconstraction,
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and an adaptation of costs in different lines of business. Normally, however,
‘the process of readjustment would have been completed in two or three years
and the prolongation of the depression beyond that period must be attributed
to additional adverse elements which, originating in the past, complicated the
process - of recovery. It is against the background of the economic and
financial developments in the post-war decade that, apart from political com-

. plications, the correction which has since been achieved and the leeway
which still semains to be made up can most clearly be seen.

First, a world-wide agricultural depression coincided with the
industrial decline and the importance of this juxtaposition may be judged
from the fact that more than sixty per cent. of the world's population is still .
engaged in agriculture. The simultaneous occurrence of an agricuitural and. an
Industrial depression is contrary to the experience of many earlier business cycles.
For instance, there was no decline in the prices of agricultural products in the

- depressions which started in 1900 -and 1907 respectively. In the post-war period
prices of agricultural products kept abreast of Industrial raw material prices
up to 1928; from that year, however, a decline, especially In the prices of
cereals, began to make itself felt. For a time prices were .'z.ust.*z:imad'byr
government intervention; large purchases (especially of wheat) were made and
the supplies so acquired kept in stock. When commitments became too
heavy and purchases were discontinued, the existence of the accumulated
stocks weighed heavily on the markets and the price of wheat fell, in terms
of gold, to the lowest figure recorded for four centuries.

As cereal production - hecame more unremunerative farmers in many
countries began to shift towards greater production of live stock and live-stock
products, and from 1931 onwards the prices. of these latter products also fell
rapidly. The following curve. shows the prices quoted for wheat on the
!Winnip_eg market from 1926 to 1937.  The lowest polnt was reached at the
: beginning of 1933 and

_ . Wheat Prices . the first upward turn
Northern Manitoba 11, 60 Ibs, in cents ' .
o o A s was - connected with
' ' 3 the depreciation of the
ST 1® | Canadian and United
150 [P /p‘w" [ States dollars. There
oF Y -_ \ N \ 3, | foliowed government
LY l)r 1 .| action in the United
= . : e b States to limit the
sk \ ' A /\-MJ 1» | output of agricultural
F \N'\\ -/\"', - E . products and thus to
E _ 1V 1" | it prices,; but a more
BE 38 powerfulinfluence was
°%%”§’5ﬁ“”ﬂé‘z§” spgalipuplguiulugiltol ol sy - exerted in the years
sun o : : 1935 and 1936 by bad
weather conditions re-

sulting in deficient crops. In the latter year there was drought in the United
States and toe much. rain in Europe, and owing to the resulting .crop failure
the. price of wheat in Winnipeg was brought up to -about $1.25 in the be-
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ginning of 1937. The recovery was thus largely aCcidentaI;-eveh 'sg_it-must not '

be- overlocked -that there are also a number of permanent factors which are
likely to have a sustaining influence on the prices of agrlcultural products.
The large stocks of wheat which previously had-a depressing effect upon
the markets have now been practically disposed of. Moreover, the volume of
future agricuBural production seems to have been somewhat impaired, .not
‘only as a result of the dust-storms which will affect large areas in North

America for_years to .come, but also by other factors. During the depression - '

~ farmers in the large producing countries were unable to manure their -land,
renew their equipment and generally to maintain their production at the same
level of efficiency as in the past. The following. table shows that the total
.. output of agricultural products . has remained almost stationary since 1929,

although in the same period there has been -an increase of about ten per
cent. in world population. For the sake of comparison an index of .the pro-
duction of raw materials of non-agncultural origin has been included in the
table. :

Indexes 1925-29 = 100* | 1929 1932 1933 1934 | 1935

World production - - : _ : : : o S
of agricultural products 103 103 - | 104 102 102,

of raw materials of _ .
non-agricultural origin 114 N 84 95 S 104

* Source: League of Nations’ “World Economic Survey 1935736, pp. 59-60.

Trade all over the world consists to a large extent of an e.xchange of g'docl's _

between industrial and agricultural communities. .‘When, in the depression, the
-production of agricultural products was more or less maintained but industrial
production became restricted, the uneven development was necessarily in-
jurious to the terms of trade at which agricultural products could be marketed.
It can be seen from the figures in the above table that from 1934 onwards a better
balance has -been attained once more between the volume of ‘agricultural and

industrial production. Considering that In most agricultural pursuits remuner-
ation is still at a relatively low rate, it seems unlikely that in the woild as a

whole any increase in agricultural production may be expected comparable to
the increase in industrial production. While the aggregate output of agri-
culture will continue to increase, agriculture will ‘presumably form a g:ieclin-
‘ing proportion of the economic activity of the world; but such a development
is fully consistent with, and indeed a necessary condition for, a return to
agricultural prosperity.

Secondly, the gold market in the post-war decade was Iargely
characterijsed by a tension connected with the large movements of funds
from one market to another and the support of a price level which was fully
forty per cent. higher than in 1913 — and this at a time when the world's
annual gold production remained at a somewhat lower- figure than in the
years immediately before the war. From 1924 to 1928 gold was produced
in -the world at an annual rate of 12 million - ounces which, at the price
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- of 84s.11%d. per ounce, gave a value of just over £80 million. Of. this
amount some .£30 million were used for non-monetary purposes, including
the demand from India, China and some other oriental countries, leaving
about £50 million a year as:the supply available to meet monetary requirements,
' When in the_ course - of the depression commodity prices and costs
began to- fall the world's gold production gradually increased, This increase
became accentuated after 1931 when in terms of depreciated national currencies
the price of gold rose suddenly by 40 per cent.-or more. From 1929 to 1936 gold
production rose from under 20 million ounces to over 35 million ounces, or
by nearly 80 per cent.; and at the London gold price of about 140s, per ounce
the output of gold attained an aggregate value of £245 million in 1936. In recent
years the industrial demand for gold has been met. largely by the recovery of
gold from the public. Furthermore, not only did the hoarding of gold in Europe
for 'private ‘account, which had assumed large proportions during the depression,
come.to an-end in 1936 but some dehoarding set in; and shipments of gold
were still received from India, China and other eastern countries. i
On -balance the whole new production of -gold in 1936 was available for

monetary purposes; Instead of the £50 million per annum available ten years
ago, fuily £245 million of newly-mined gold was available in 1936 at the price
ruling on the Llondon market. The whole situation has radically changed
in comparison with the post-war decade: there :s now an ahundant -~ gven
a too abundant — supply of gold..

- Thirdly, certain of the malin currencnes were stabilised in the
. years 1924-1930 at rates w_hlch_wer.e 10 or 15 per cent. out of keeping
. with -their inherent values as measured by relative cost and price
" levels. The task of necessary adjustment might not in itself have been too
difficult had it not been for the decline in world prices which, at first gradual,
became more accentuated after the turn of affairs in 1929. One result of the cur-
rency depreciations which began in 1931 and the subsequent movements of costs
and prices -has ‘been, ‘'on the whole, to bring the various currencies subject
to these changes into a better relative position to one another. Moreover,
the "upward movement of prices should make it easier for the various cur-
rencies -to adapt themselves to the requirements of an international standatd
and should eliminate the dlsturbances which arlse from an over or under—
valuation of currencies, : :

--Fourthly, interest rates, especially on long-term obllgations,
remained high. after the war, but.a reduction was bound to come when
. the capital equipment of the wor!ld had been restored. This adjustment was even’
more imperative after the depression had begun, as a downward movement of
interest rates is one of the classical means of promoting recovery. In view of
the large government dehts which had been incurred during and after the war,
it was. impossible, however, to ‘bring down interest rates before these debts
had been converted to lower levels.. The great conversion of British war loan
in the second half of 1932 was, therefore, of outstanding importance riot only
for Great Britain herself but-also as a lead for other countries. -

~ During. . the .last five years great progress has bheen made in a large
number of countries in bringing about a reduction .ot domestic interest rates.
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A fair number of foreign loans have also been converted, but here the diffi-

culties - have been greater and ‘an important uncompleted task is the application

. of. lower .interest rates to foreign obligations.

Flfthly, the heavy burden of .debts both domesttc and foreign

was. also in_other ways an obstacle to_economic recovery, especially

as the debt structure inherited from the war was augmented by extensive inter-
national borrowing in the 'twenties both on long and short-term account. In some
countries the main difflculties were caused by an excessive volume of private
indebtedness, e. g. mortgage debts of farming communities, in other countries
by .internal government. indebtedness weighing heavily on the budgets,. and

again in others mam[y by foreign liabilities which were a charge on balances.-

of payments and on monetary reserves.

Some progress has been- made during the depression in scalmg down
the debt structure. In addition to the effects of currency depreciations, the
burden of domestic debis has been alleviated by conversions, and foreign
indebtedness by repayments, repatriations and arrangements of different kinds.
The volume of international short-termm indebtedness has thus been brought

down by about one-third in terms of stetling (a currency in itself depreciated by
almost 40 per cent.) and by still more in terms of gold. Long-term indebtedness

has not been reduced to the same extent, but there has been a very important

movement In the repatriation and redemption of foreign securities, espemally.

from the United States and Great Britain,
Sixthly, increased tariff levels represented a great hindrance to

the attainment of equilibrium and the difficulties increased when, with the advance
of the depression, the volume of international lending was suddenly reduced .

and as a consequence the balances of payments-and monetary reserves . of
the debtor countries became. exposed to a most severe strain. In this field
the depression brought not only no relief but a change for the worse. Human
ingenuity has excelled itself in the invention of obstacles in the path of the
international exchange of goods and services. When a development of foreign
trade seemed. hopeless, a great many countries concentrated on production
for their home markets: to provide increased employment, and this is one
of the reasons for the strengthening of autarchic tendencies in recent years.
The remedies thus adopted were however pregnant with new difficulties,

the growing artificiality of the various national expansions hlndering a general

world improvement. -

-Periods of falling prtces have usually been ‘periods of rising tariffs and
it is therefore not surprising that the precipitous price fall after 1929 led to
an increase in economic nationalism. But will the reverse now be true? Will
the rise in prices which has set in produce a .return movement towards freer
trade? There are already some signs which, though still faint, indicate a certain

- change In the attitude both of the public and of those in power. The bilateral

commercial treaties negotiated by the United States Government provide for
mutual reductions in tariff rates and in some countries quotas and similar
restrictions begin to be loosened by unilateral action taken,” as a rule, to
prevent a sharp rise in prices on the home market. Moreover, specific. duties
if maintained unaltered represent a lower percentage of the value of the goods
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to. the extent that prices have risen. The improvement so far- achievéd .is,
however, slight and the worid Is still far from. enjoymg that freedom of trade’
“which obtained in 1929. _ :

It is. now possible to sum up the changes that have occurred
with regard. to the various adverse elements responsible for the
depression. In most cases there has been a distinct change for the better:
the cyclical movement of industrial activity has turned and is now moving in an
upward direction; the supply of gold has risen to the point of abundance; the
currencies which have been subject to depreciation have been brought into_better -
relation to ong another; ang interest rates on domestic borrowing have been
reduced though there stili exists a substantial ‘volume of unadjusted foreign
indebtedness. As regards agriculture, the position is relieved for the moment
by increased prices, but this relief is to some extent, though not wholly, the
accidental ‘result of unfavourable weather conditions. Some important progress
has been made in the adjustment of debts by means of conversions and other
operations but the burden of indebtedness is still heavy in many countries and
many foreign debt problems have stilt to be tackled. As regards tariffs and
other trade restrictions, the situation is very. much worse than before the
depression and this setback is at the core of some of the most -difficult

problems with which the world has.to grapple at present.

' The better equilibrium beiween costs and prlces which -Is at the basis
of the present recovery has been achieved in a number of different ways. It
has been aftained partly by adaptation of costs, partly also by monetary changes,
including the currency depreciations which have reversed the trend of price
movements. In some countries intense activity in the building trade due
primarily to private initiative has been the mainspring of recovery; . in others,
government ouflay has:heen the most important factor. There has been much
controversy as to the part that public spending of borrowed funds can play
in overcoming a depression:’ In fact, the budgets of most countries have
shown large deficits and the policy of defraying expenditure from proceeds of
locans -has thus been almost universal. In some countries where this otcurred
recovery set In early, while in others it was delayed. The conclusion would
seem to be that only if general conditions making for .an equilibrium between
costs and prices are in process of being established wiil government spending
" assist recovery; if these conditions are lacking the result of such spending
may on balance be directly injurious, for continuous borrowing to meet excess
expenditure may undermine conf‘dence and retard the natural fall of interest
rates,

Whatever- may be said for a policy of publ:c works in times of depression,
there can be no guestion about the undeswability of increased government
outlay once the expansion of business is in full swing, for then there is the
danger  that the ~extra stimulus may produce an unhealthy boom. From this
point of view the present rise in armaments expenditure is to be deplored. Let it
be said in passing that in the Anglo-Saxon countries as well as in most of
the smaller countries' of Europe,- expenditure on armaments began to rise
: _si.ubstantially only in the course of 1936 and that up to then this expenditure
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had . relatively little to do with the increase in production in those countries.
Now, however, their expenditure for armaments has been increased to a higher
ievel than ever before in peace-time. .Considering the phase that has been
reached in the business cycle, this increase comes at the wrong time; and it

tends_ to_stimulate the wrong trades, I. e. those that are already benefiting

most from the general recovery in business. It has been calculated that for
the world as a whole the level of armaments expenditure in 1936 was, on a
gold basis, three times as high as in 1913 and more than twice as high as in
the years 1924/30. Moreover, the amount of money involved in. the orders
placed for armaments in 1936 was in many countries in excess of the current
armaments expenditure in that year, and it is the placing of orders which
primarily affects business arrangements,

One of the results of the armaments expenditure'is that the attention of .

producers is concentrated on the home markets and they therefore become
less interested in export business. For the countries which are arming this
certainly constitutes a grave disadvantage, but such is the irony of circum-
stances that this situation, although it is a consequence of armaments,
may ease the tension of international compeiition; when manufacturers are

fully occupied they are less concerned about the shifting of trade to other .

countries and are more willing to share contracts in- foreign markets with
producers who would normally be their strongest compestitors,
The stimulus thus added by heavy government expenditure has been

- superimposed on a recovery which in a number of countries has already been

in progress for a considerable period. Even taking.the world as a whole a

turning-point in the depression came in 1932, though at first the improvement,

was slight and subject to setbacks. The following graph shows the changes

Movement of World Production, Stocks and Tfade {1929 = 100}
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that ‘have .occurred during the past eight years in the physical volume of
production and of international trade and also in the stocks of raw materials.
In the autumn of 1932 industrial production began to increase and stocks of
commodities to decline. The improvement in production continued up to the
summer. of 1933, but then for nearly two years there came a distinct slackening
in the upward movement until, in the summer of 1935 the recovery became
more definite.

Since the turning-point in 1932 five years have now passed and in the
history of business.cycles the duration of an upward trend for a period longer
than five years has been a very rare occurrence. The records of Great Britain
furnish’ no examples of a past improvement in business continuing uninterrup-
tedly for more than five years, and in other countries only a few isolated
instances may be found. In view of this experience in the past, is it to be .
expected that the present recovery will soon come to an end? It is, of course,
impossible to give any definite answer to this question, but it. can be pointed
out that in some fundamental respects the present recovery possesses

- cerfain very distinctive characteristics which may make it possible to
take ‘a.somewhat hopeful view of the position as it now presents itself.

First of all, the change for the better began in the various countries at
quite different dates. Only as regards the sterling area is it possible to speak
of an improvement lasting over five. years. In the United States the recovery,
apart from a spurt after the depreciation of the dollar in 1933, began in the
course of 1934 and the German recovery, conditional upon large government
expenditure, dates roughly from the same year. In the countries belonging to

- the former gold bloc little sustained improvement was seen before the autumn
of 1936. There is a possibility that the development in those areas which were
late in joining the ‘upward movement may In a certain measure give support.
to the general trend of affairs and postpone any setback in world business.

Further, it is to be observed that the recovery which began in 1932 has
been very gradual, extending over several years before the level of production of
the previous period of prosperity was reached. The deeper the fall, the
longer the period of improvement; but recovery is not the same thing as
prosperity and the long time taken to regain lost ground does not in itself
limit the possible duration of prosperity. The graph reproduced above shows
that for the world as a whole the volume of production at the beginning of
1936 had just reached the 1929 level. For years there was very little extension
of industrial plant and equipment apart from the industries which have been
developed under protection, and their expansion was often held back by the
decline in the purchasing power of the public. in general such recovery as
there has been In recent years has consisted in the better employment of
existing capacity, This is particularly true of the countries producing raw
materials, which have only gradually been able to make normal  use of their
existing means of production.  Indeed, it would seem as if the shadow of
depression remained in the minds of producers so long as exlstlng plant was
only partially employed, g

In soc far as prOSpenty means. development beyond levels prevnously
attained, the raw material producing countries really only began to emerge
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from the depression in the course of 1936. Also in the ind_ustrialis_éd countries
in western Europe and in the United States there seems so far to have been

less - extension of industrial plant and equipment than was the rule in. previous
periods of business expansion. industrial concerns have in a large measure
been able to finance whatever extensions were undertaken from funds which
they had previously accumulated. Corporate issues of shares and bonds for
the purpose of obtaining additional capital have been relatively limited. In the
‘United States such issues amounted to $ 1,200 million in 1936 compared with
an average of $ 5,000 million for the years 1925/29. Only in two directions has
there been any notable increase in industrial investments: additional capita! has
gone into gold mining and, as a result of government expenditure, also into
armaméent industries. It is to be expected that the recent reduction of unsold
stocks and the rising prices of industrial raw materials will lead to an increase
“in plant and equipment over a wider field, but this is a development which in
most countries is still in its initial stages.

It is a peculiarity of the present. upward trend. of business that it Iacks-

some of the typical characteristics of past perlods of expansion. There
remains, for instance, a degree of unemployment -higher than has been
known in_such periods in the past. Up to a point the difference may be purely
statistical in that more complete information is obtainable now that organised
assistance is- given to the unemployed; but even so the present figures of
unemployment must be regarded as unusually high, it being calculated that
at the end of 1936 the number of unemployed in Europe and North America
still exceeded 12 million. One of the reasons for this large figure of unemploy-
mént is the com'par'atively low rate of extension of plant and equipment
mentioned above. It is only in the past year that outside a few countries
in the sterling area and Germany there has been any marked improvement
in the industries producing machinery and material required for construction.
In many different branches of industry there is a strong demand for skilled
-workers which cannot be fully satisfied, the shortage being due in part to the
relatively small number of apprentices. in_' training during the depression.
Unfortunately, . the lack of skilled workers does ‘not always lead to ‘their re-
placement by other workers but rather acts as an impediment to productlon
and may thus reduce the total volume of employment.

The return to full employment is further impeded by the dlffculty of
transferring workers from one trade to another and from one district to another.

It is as a rule easier to enlist into the ranks of industry new recruits from the

agricultural population (the sons of small farmers and agricultural labourers)
“than to draw unemployed from 'depres'sed' areas. From 1933 to 1936 the number
of agricultural labourers in the United. ngdom “dropped from 716,000 ‘to
640,000 or by 76,000, and in the same years about 50,000 immigrants came
to the United Kingdom from the lrish Free State, these newcomers f‘ndlng work
at a time when the figuré of unemployment in many - mdustrlal occupatlons
remained exceptionally high.

it. should further be noted that in a number of countries the highest
percentage of unemployment is .found in the export trades. .When the income
of the workers belonging to these trades is reduced, they are able to buy less



— 14 — .

in the shops and spend less on services, and in that way the effects of their
unemployment are spread to -other occupations. In two countries in which
unemployment has been reduced to more -or less normal levels, Finland and
Sweden, the export trade has not only reached but surpassed the peak
attained In- 1920 — these two countries having been  fortunate in finding a
very strong demand for the products- which they sell, viz: pulp, paper, timber
and, in the case of Sweden, also iron ore. B

At present no greater impetus could be given to employment than a
recovery in international trade. It can be seen from the graph reproduced
above that the physical volume of international trade is still ten per cent. below
the 1929 level, In previous periods of ‘expansion improvement in -international
trade often led the .way, while it is now lagging behind. The present trend
of business may be characterised as a series of national'expansions which
have not yet become’ generalised into a common world expansuon

~_In these circumstances there has been very little scope for new
'foreign investment. The difficulties which debtor nations have experienced
in meeting their obligations have acted as a deterrent to new lending, and there
was little or no inducement to undertake new industrial investment so long as
existing plant in raw material producing countries was not being used to
capacity. . With the exception of the increase in gold mining,. the possibilities of
profitable investment in new enterprises in overseas countries have, as a rule,
been lacking. Large amounts have béen invested, however, on foreign markets
in shares of already existing concerns, the recovéi'y in stock exchange quot-:
ations after the depression making such investments attractive. In- the two
years 1935 and 1936 foreign investors put more than $900 million on balance into.
Arerican securities and in addition - bought from the United States securities,
other than American, to an amount of over $300 miltion. These transactions
have involved a transfer of ownersh:p of capital but no absorption of savings
In new production and no such expansion of international trade as would. be
produced by a- resumptlon of foreign lending for new enterprise.

A similar development has also occurred internatly in some coun’trles as,
for instance, on the British market where private concerns have been turned
into companies with limited liability and shares issued for public subscnption
The amount paid for the shares is received by those who sell the businesses:
and they in their turn will have to invest the money.. The capltal markets
in the countries where monetary conﬁdence has ‘been restored are charac-
terised by a great mass of funds seeking Investment; there is a substantial
amount of private savings to be invested, an important element.of which is the
large volume of premiums collected by insurance companies, in- a number of
countries exceeding all previous records. On the British, American and some
other ‘markets it is this tremendous “weight of money' that seems to be
the main explanation of the low rates of interest which have persisted in these
years of industrial recovery despite the rise in commodity prices.

In recent months there has been some stiffening of rates, both
for. liquid funds and for long-term borrowing in New-York, and of fong-term
rates in London, but the general tone of these markets is still one of cheap



money and relatively high prices for government securities. While the supply of
savings in a depression . is-considerabie in relation to the possibilities of invest-

‘ment, it is natural that interest rates -should decline to low levels; when,
however, the excess capacity of existing plant is becoming exhausted and

unsold stocks of raw materials are reduced to a minimum, the time comes for
an extension in productive capacity and the demand that then arises for both

long and short-term credit facilities will naturally be one of the main factors

influencing interest rates. Moreover, the price paid for capital tends to have

some relation to the income which can be obtained from Industrial activities..
- Statistics established In Great Britain show to what extent profits. have

been rising In recent years: they amounted in 1932/33, for the companies
from which information was collected, to- 59 per cent. of the paid-up
capital and in 1935/36 to 9.4 per cent., - and since then there has. been a
further rise.

" At present there ‘may be a danger that profts wnll be swollen by
temporary factors, and that this temporary earning power will be capitalised
on a new bhasis at too low a rate of interest. In a period of expansion, the
earning power of industrial companies generally tends to be over-rated. At
the present juncture there are at least two additional factors of which account
must be taken. One is the tremendous. increase in armaments-expenditure,
which presumably cannot become a permanent feature -of world economy;

the other is the general rise in prices, which is not only a feature of the
cyclical L!pturn in husiness_'or a consequence of armaments activity but may’
also reflect a long-term trend connected with the growth of gold production..

A rise in prices so long as it continues is likely to result in -higher profits
both real and nominal Certain cost elements usually lag behind in the upward

‘movement; moreover, business firms often neglect to make due -allowance -

in their calculations for the fact that the cost of replacing materials and
supplies is increasing and that, therefore, a part of the difference hetween
their aggregate buying and selling prices should -not be regarded as profit
but should be set aside in order to- maintain working capital intact,
Present high rates of taxation no doubt have a. moderating effect on the
scale of profits but, when there is an underlying tendency to a rise In prices
and governments are spending: more than their current revenue, high rates
of taxation -are not in themselves an infallible. preventative against the develop-
ment of a pronounced boom. The question naturally arises whether any
change should be made in general credit conditions. Within the banking

system a selection is regularly made of the objects for-which credits are

granted and greater caution than was usual in the past is now generally

exercised in order to prevent lending for speculative purposes; but large liquid

amounts are owned by the public and by private concerns and in so far as
these are concerned selective credit control is of no avail. Steps to reduce
the plethora of liquid funds have been taken in some markets — by the pre-

s_c;iption of higher cash reserves of commercial banks (United States), by the:

operations of. an exchange fund (England) or by other open-market operations

(the issue of Solawechsel in Germany and the sale of government securities - '

by ‘the central bank .in the Argentine).






