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E I G H T H A N N U A L R E P O R T

TO THE ANNUAL GENERAL MEETING OF THE

BANK FOR INTERNATIONAL SETTLEMENTS

Basle, 9th May 1938.

Gentlemen :

I have the honour to submit to you the Annual Report of the Bank for
International Settlements for the eighth financial year, beginning 1st April 1937
and ending 31st March 1938. The results of the year's business operations
- differing but little from those of the preceding year - are set out in detail
in chapter VII. After careful provision for contingencies, the Board recom-
mends to this General Meeting an annual dividend of 6 per cent, and the
statutory allocation to reserves.

The recovery in the wor ld ' s economy, of which the first signs
were seen in the summer of 1932, continued through the years up to 1936, with
only minor setbacks and hesitations in some countries, with a definite lag in
others. It was not before the second half of 1936 that the progress, which
had shown such marked differences both in rhythm and in pace, became
almost general, creating at last the feeling that the great depression was
over. The advance in prices and production, commerce and consumption
reached its highest point in the first half of 1937. Its impetus in the last
phase was very marked; many of the characteristics usually associated with
boom conditions were present. The period of more intense activity especially
in the United States was, however, of comparatively short duration, and it is,
therefore, not surprising that public opinion was unprepared for the abrupt
reversal that was to come. If there were misgivings, they had their origin
rather in the prospects of a further uncontrolled development of the boom.
There was some apprehension that the extraordinary growth of gold pro-
duction might produce an exaggerated monetary expansion all over the world.
The continuance of government expenditure on armaments and public works,
when business no longer needed its stimulating effect, seemed liable to lead
to overdevelopment of certain aspects of economic activity. In the United
States, government measures intended to stimulate business activity were dis-
continued in the expectation that business would develop of its own impetus.
Monetary policy aimed rather at putting a brake on the upward movement,
and President Roosevelt's declaration that certain prices were too high was
also meant to put a stop to speculative increases of prices.
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Steel production of the world.
Monthly figures in million tons.
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The sudden break
in the United States
in the second half of
1937 took the world by
surprise. Indications
of business activity
ceased their upward
trend, declines in some
cases being veryslight,
in others so marked
that a parallel can be
found only in the most
acute depressions ever
known. The conse-
quent disruption of a
more or less uniform
pattern into a con-
geries of conflicting
tendencies introduced

particular affected thegreat uncertainty into the business outlook and
investment of new capital.

World indust r ia l product ion achieved a high record in the spring of
1937, reaching a peak about 20 per cent, above that of the previous boom
year 1929. The retrogression in the latter part of the year was, however,
very marked, particularly as the United States showed an almost vertical drop;
the Federal Reserve index of industrial production (base 1923-25) fell from
117 in August to 84 in December. This decline was greater than in the autumn
of 1929, when the index fell from 121 in September to 103 in December, and,
if not quite so great, it was more rapid than in the post-war collapse when
in fourteen months the index fell from its peak of 95 in January 1920 to
its nadir of 64 in March 1921.

No other country experienced anything like this setback. In Canada, the
neighbouring country, industrial production was well maintained up to
November 1937, and in those European countries where economic life was not
dominated by special conditions (as in France and Germany) the recession
was more in the nature of a somewhat intensified seasonal decline. As,
however, the United States alone accounts for nearly 40 per cent, of the
world's consumption of primary goods, a steep decline in business in the
United States has a very pronounced effect on the raw material markets and
thereby on the economic development of the rest of the world.

The varying tendencies during the year are clearly reflected in the move-
ment of the pr ices of pr imary p roduc t s , there being four distinct phases
during the year, each covering about three months.

(i) Continuing the upward swing of 1936, there was in the first quarter
a steep rise, due to exaggerated expectations of the increased demand which
would result from the larger purchasing power in the hands of consumers
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and from government orders for armament purposes. Industrial companies,
anxious to cover themselves against the advances in the prices of their raw
materials, bought more — in many cases much more — than their normal
needs would justify. There was thus a general accumulation of inventories and
a depletion of visible stocks, accompanied not unnaturally by purely speculative
buying.

(ii) This movement was followed by an equally sharp fall in the second
quarter, reflecting a general change of outlook and a liquidation of speculative
transactions. The rapidity with which prices of some commodities had risen
far beyond the actual cost of production at a time of great opportunity for
extended output was, in itself, sufficient to create hesitation as to the future.

Then, after (Mi) a period of relative stability of prices in the third quarter,
(iv) a sharp decline set in in the last three months of the year when the
arrival on the market of more abundant supplies coincided — as is often the
case when business reaches a turning-point — with a contraction of demand
following the change in economic outlook.

In response to the rise in prices at the end of 1936 and the beginning
of 1937 and under the influence of favourable weather conditions, world pro-
duction of primary commodities expanded considerably and reached record di-
mensions. Producers of internationally-controlled commodities, such as rubber
and tin, decided upon a further increase of output and export quotas. These
increased supplies became available on the markets mostly in the latter half
of the year. When, however, prices turned and visible stocks began to ac-
cumulate, producers became apprehensive and production and export quotas
were again reduced. There was, thus, a complete reversal, within the space
of twelve months, of the previous line of production policy.

The following graph shows for thè whole period from 1929 to 1937 the
changes that have occurred in the p roduc t ion of the most important primary
commodities, in visible stocks and in prices.
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Supply and Prices on the
International Raw-Material Markets (1929= 100).
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currencies.

T h a t t h e p r o d u c -

t i o n index in t h e y e a r

1932 s h o w s so re la t iv -

e ly s l i g h t a d e c l i n e is

d u e t o t h e i n c l u s i o n

of a g r i c u l t u r a l p r o -

d u c t i o n , w h i c h n e v e r

v a r i e d very m u c h . In

1937 p r o d u c t i o n w a s

h i g h e r a n d s t o c k s

l o w e r t h a n in 1929. A s

a r e s u l t of t h e r ise

in t h e f i r s t q u a r t e r of

1937, p r i c e s c a m e t o

a p e a k a b o u t 20 per

c e n t , b e l o w 1929, bu t

t h e s u b s e q u e n t d e -

c l i n e s b r o u g h t t h e m

a t t h e e n d of 1937

t o a b o u t t h e s a m e p o -

s i t ion a s in t h e ear ly

a u t u m n of 1936, i. e .

a b o u t h a l f w a y b e t w e e n

1929 a n d t h e l o w e s t

p o i n t r e a c h e d a t t h e

d e p t h of t h e d e p r e s -

s i o n in 1932.

T h e d i f f e r e n t p h a s e s of t h e y e a r a r e a l s o r e f l e c t e d in t h e m o v e m e n t s

of s t o c k e x c h a n g e q u o t a t i o n s , w h i c h in m o s t c e n t r e s r o s e in t h e f i rs t

q u a r t e r of 1937, d e c l i n e d in t h e s e c o n d , r e c o v e r e d in t h e t h i r d a n d s l u m p e d

in t h e f o u r t h .

T h e s e m o v e m e n t s , g iv ing an i n d i c a t i o n of t h e o u t l o o k of i n v e s t o r s a n d

s p e c u l a t o r s , u n d o u b t e d l y h a v e a g r e a t i n f l u e n c e o n t h e v o l u m e of b u s i n e s s

in g e n e r a l , b o t h p s y c h o l o g i c a l l y a n d t h r o u g h t h e e f fec t w h i c h w i n d f a l l p ro f i t s

a n d l o s s e s h a v e o n t h e s p e n d i n g h a b i t s of t h e p u b l i c . T h i s i n f l u e n c e h a s

c e r t a i n l y no t d e c r e a s e d in r e c e n t t i m e s . In m a n y c o u n t r i e s it p r o b a b l y o u t -

w e i g h s t h e i n f l u e n c e of g o v e r n m e n t i n v e s t m e n t o r d e r s ; t h i s is al l t h e m o r e

r e m a r k a b l e if it be c o n s i d e r e d h o w m u c h m o r e i m p o r t a n t a p a r t i n v e s t m e n t

by o f f ic ia l a n d s e m i - o f f i c i a l b o d i e s n o w p lays in t h e w h o l e o f e c o n o m i c l i fe .

T h e p u b l i c is ra ther m o r e t h a n l e s s " s t o c k e x c h a n g e m i n d e d " in t h e g r e a t e r

p a r t o f t h e w o r l d , a n d t h e N e w Y o r k S t o c k E x c h a n g e sti l l h a s a l e a d i n g i n -

fluence o n t h e a t t i t u d e of s e v e r a l i m p o r t a n t b o u r s e s o u t s i d e t h e U n i t e d S t a t e s .

T h i s f u r t h e r i n c r e a s e s t h e i n f l u e n c e w h i c h t h e r h y t h m of e c o n o m i c l i fe in

t h a t c o u n t r y e x e r c i s e s o n d e v e l o p m e n t s in t h e res t of t h e w o r l d , p a r t i c u l a r l y

a s m o v e m e n t s of s t o c k e x c h a n g e q u o t a t i o n s a r e l iab le t o a f f e c t t h e v o l u m e

of n e w i s s u e s o n t h e d i f f e r e n t m a r k e t s .
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In the latter half of 1937 apprehensions regarding future developments
began to weigh heavily on the minds of business men and security holders:
fears of serious' political disturbances, fears of renewed monetary troubles
and fears of another depression. And it was perhaps natural, though un-
fortunate, that the dreaded depression should be thought of in terms of the
sinister experiences of 1929-32.

Both the depression of 1929-32 and the subsequent recovery bear the
marks of the exceptional circumstances in which they developed. These cir-
cumstances obscure the normal characteristics of the so-called trade cycle.
There is even a tendency — psychologically understandable owing to a natural
disinclination to accept the inevitability of upswings and downswings in the
world's material welfare —. to ascribe the whole of prosperity to wisdom of
policy and the whole of a setback to abnormal non-economic factors. Never
have there been such far-reaching attempts to influence economic development
by governmental action; never before have hopes been so great that an
active economic policy could influence, if not master, the cyclical movements
of the world's economic activity — at least within the national limits. The curse
of unemployment, with its economic, social and political consequences, has never
lain so heavily on the minds of statesmen, making an active economic and
monetary policy almost a political necessity. But the impediments in the way
of a normal development of business have never been so numerous. Govern-
ment action, though creating work on the one hand, has on the other hand
created, in many cases, an atmosphere of uncertainty hampering to private
enterprise. Economic nationalism, though fostering certain branches of internal
activity in all countries and the whole of economic life in the countries with
a controlled economic system, has often unintentionally stood in the way of
the development of foreign trade. This has led to a shrinkage of what is called
the world market for many important products and thereby increased the
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sensitiveness of their so-called world prices. The desire for independence from
fixed exchange parities, often considered a necessary instrument in an
active economic policy, though not on the surface leading to great exchange
fluctuations has prevented the return of a really well-established monetary stabil-
ity and thereby left a feeling of uncertainty that incidentally plays an impor-
tant part in the "hot money" problem. Last but not least, political disturbances,
with the actual outbreak of hostilities in some parts of the world and the
fear of more disastrous possibilities, have prevented the development of
much new enterprise, checked the natural optimism inherent in times of ex-
pansion and led to flight of capital and liquidation of investment.

It is generally admitted that the tendencies of the trade cycle are re-
inforced by the cumulative effect of price movements; and the enormous influ-
ence of psychological factors in stimulating this cumulative process cannot be
denied. Even to those who do not believe in the possibility of completely ironing
out or even of mastering the trade cycle the necessity of mitigating these
cumulative effects is apparent. The events of the past years, by increasing
the elements of uncertainty, have, however, increased the state of indecision
in the business world, and this, in turn, may frustrate the beneficial action of
government policy, even in those cases where action of this nature does not
in itself increase the feeling of uncertainty. Little result can be expected from
a policy that seeks to diminish the cumulative effects of the trend of business
if it is of a nature to increase sensitiveness to those factors that inevitably
remain. This simple truth puts certain limits to the possibilities of following a
purely national economic policy on the one hand, without accepting the
ultimate consequence of economic isolation on the other.

Summing up the whole picture of the recovery from the severe depression
of 1929-32, it may be said that the world economy fought its way back to
recovery in abnormally adverse circumstances, and that the natural forces of
recovery were partly strengthened, partly hampered, by the action of govern-
ments. In Europe, where the adverse elements were strongest, recovery was
showing signs of stability by 1936, though, of course, many abnormal factors
were still at work. The setback experienced in the world in the following year
originated in the United States, and in this respect the developments in that
country are of particular importance. In no country, except those in which the
government practically controls the whole of economic life, has administrative
action been so strong and widely spread. No country is so naturally indepen-
dent of other countries and so well protected against international political
troubles. Nowhere, however, has the reaction been so violent. It has proved
to be infinitely more difficult to direct the trend of economic life by govern-
ment action, even in a country with a very large home market and an
organised banking system, than the weight of well-studied experience and
the attentive survey of economic developments encouraged many to believe.

If governments are to succeed in influencing the trade cycle they must
not only counteract the periodic downward swing, but also be prepared to
check an excessive upward tendency. When activity begins to slacken,
a stimulus may be given until private business recovers its own impetus, but
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Building Activity in the United States (in $ millions).
Monthly value of contracts awarded for public and private
construction in 37 States (data of F. W. Dodge Corporation).
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official influence must
be exerted in the
opposite direction as
soon as signs appear
of a too rapid rise
in the rate of invest-
ment. One of thé
most remarkable fea-
tures of the recent
phase was that when
business activity was
high and government
action slackened there
appeared to be in-
sufficient impetus in
ordinary private acti-
vity to carry on the
forward movement;
business receded im-

mediately the stimulating effect of government action slowed down. In the
United States, for example, the government is now confronted with the problem
of counteracting a decline in business activity before conditions had been
such that it had entirely reversed its previous policy of expansionist measures.

The recovery in the past few years in the United States was not in fact
marked by a large development of new investment in capital equipment.
There was a better use of productive capacity already existing but no
widespread increase of capacity. This seems to prove the correctness of the
assumption that only a rise in the rate of new investment can provide a more
durable basis for an upswing in business activity. The mere stimulation of
consumption by government expenditure or — as in France — by suddenly
improving labour conditions does not provide business activity with this basis.
It may stimulate when it is introduced, but it does not awaken the more
normal and permanent motive forces, and if it puts too heavy a burden upon
production the ultimate effect may even be the reverse of that intended.

The events of 1929 taught us that the absence of any rise in prices did
not prove that no crisis was pending. 1937 has taught us that an abundant
supply of gold and a cheap money policy do not prevent prices from falling — at
least, temporarily and sharply. The past years have taught us too that, owing
to differences of monetary policy and of economic structure, one country may
show an entirely different rhythm in the cyclical movement of its economy from
that seen in other countries. But the hope cherished in certain circles that a
country could liberate itself from the influence of developments in other coun-
tries by following a national economic policy has proved to be vain. On the
contrary it may be that one of the consequences of the fact that cyclical move-
ments in different countries no longer coincide is that the turn of the cycle in
one country may arrest the upward trend in others long before it comes to its
normal maximum. Except in cases of complete isolation — which few believe
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to be the idea! — the interdependence of modern countries is so great that,
though economic nationalism and freedom to change monetary parities may
allow them to walk out of step (and this is claimed to be one of the main
advantages of breaking with an automatic international monetary standard), it
does not make them free to move independently of each other. At a certain
distance the movements of the more important countries must be followed.
It might have been hoped that the difference in the rhythm and the pace of
economic development in the world would have a stabilising effect on the
trade cycle for the world as a whole, the prosperity in one country offsetting
and checking the decline in another. But at the moment experience rather
proves that the chief effect of this walking out of step is a greater disorder
in the general economic development of the world and a psychosis in which
the feeling of living in a depression never leaves the world because it is always
justified in one country or another.

There are now so many disturbing factors at work both in the political
and economic fields that one is apt to forget that there are undoubtedly
certain happier elements in the situation and that in certain important respects
the actual position compares not unfavourably with that of 1929.

1937 was a year of comparative exchange stability, only the French franc
being subject to any important downward movement. The fluctuations between
the pound and the dollar were kept within limits narrower by a third than
those of the previous year. International trade continued to expand, the
physical volume of goods exchanged being brought back practically to the
1929 figures. This recovery helped many debtor countries to make larger
provisions for foreign debt service and established a basis propitious to the
conclusion of debt arrangements. In two respects the situation in 1929 was
exceptionally dangerous. There was the coincidence of an agricultural depression
with an industrial setback coming after some years of rapid expansion, and
the crisis was followed and prolonged by a general financial debacle, pro-
foundly affecting the world's whole monetary system.

Experience proves
that there is no ne-
cessary connection be-
tween even a severe
industrial decline and
an agricultural depres-
sion. There was no
fall in the prices of
agricultural products
in the depressions
which started in 1900
and 1907. And at pre-
sent the agricultural
outlook appears at
least in some respects
brighter than it was
in the 'twenties.

World Production and Stocks of Foodstuffs.*)
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The above graph sets out the movements of wor ld product ion and
stocks of impor tant foods tu f f s , including wheat, sugar, meat, milk,
coffee and tea etc., in recent years, in so far as statistics are available.
Production rose very steeply in the years 1925—28, with the result that a
disequilibrium between production and consumption caused.a great increase
in stocks and a sharp fall in prices. In 1936 there was again an increase in
production, but the level then attained was only slightly above that of 1928—29,
while world population has been rising by perhaps one per cent, per annum.
Special importance attaches to the wheat situation ; the following table gives
the development of the wheat acreage since 1910-14.

W o r l d Wheat A c r e a g e .

In million acres
(yearly averages)

United States of America . .
Argentina
Canada
Australia ; . . . . .

Four chief exporters

European importing countries.
European exporting countries.
Other countries*

World total*

Total production* (in million tons)

1910-14

54.1
16.2
10.5
8.2

89.0

35.4
24.3
53.6

202.3

80.7

1918-19

72.4
17.2
18.3
7.2

115.1

29.1
18.4
55.4

218.0

77.1,

1926-27

63.2
20.0
22.7
12.0

117.8

32.5
25.0
59.1

234.4

94.2

1931-32

66.0
18.5
26.7
15.3

126.5

33.7
27.7
63.8

251.7

100.3

1936

73.6
17.5
25.3
12.3

128.7

34.6
29.3
65.7

258.3

89.7

* without Russia.

During the world war wheat acreage was reduced in European importing
and exporting countries but greatly increased in the four chief exporting
countries; the world supply of wheat was thus fairly well sustained in spite
of the virtual disappearance of Russian exports. When, however, after the
war, European production was restored, largely with the aid of protection,
and overseas production continued undiminished, a few large harvests
in succession were sufficient to bring the wheat market into disequili-
brium; and after some years of artificial intervention, the price of wheat
fell to such a low point that hSwas profitably used in the United States as
cattle feed. In spite of low prices, the area under wheat was actually in-
creased, farmers having no alternative way of using their productive power.
The improvement in the wheat position that set in from 1934 onwards was
due neither to a reduction in acreage nor to an increased demand from the
importing countries, but to a succession of very poor crops in Canada and
the United States. The danger now is that, given the present acreage, the
appearance of a few large or even normal crops may endanger the stability
of the market; certain factors, however, tend to make this danger less for-
midable than it would appear to be at first sight.
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Most important are the developments in the United States and Canada,
the two largest wheat-producing countries. Since 1929 the area sown in
the United States has increased considerably, but not so the area harvested.

A rea under Wheat in U. S. A.

For
harvest

in

1925
1929
1932
1933
1934
1935
1936
1937

Sown

Winter Spring Total

Harvested

Winter Spring Total

Difference
between

area harvested
and area

sown
in million acres

40.9
43.9
42.3
42.7
41.9
44.5
49.8
57.6

20.8
22 9
22.6
24.3
18.5
22.3
23.9
21.1

61.7
66.8
64.9
67.0
60.4
66.8
73.7
78.7

32.0
41.2
35.2
28.5
33.0
31.0
37.7
46.9

20.5
22.1
21.9
19.4
9.3

18.8
11.2
17.5

52.5
63.3
57.1
47.9
42.3
49.8
48.9
64.4

- 9.2
- 3.5
- 7.8
- 19.1
- 18.1
- 17.0
- 24.8
- 14.3

According to the U. S. Department of Agriculture, the acreage of the princi-
pal crops planted and subsequently abandoned in 1937 appears to have
been about 24% million, including about 14 million sown with wheat. Three-
quarters of the lost acreage was in the States west of the Mississippi and
largely in the "dust bowl" area of western Oklahoma, northern Texas and
north-eastern New Mexico. The year 1937 is the fifth successive year of heavy
drought losses and much of the drought area is still unfavourably dry. The
question arises whether these misfortunes are simply to be regarded as tem-
porary occurrences of dry seasons or whether more permanent factors are
operative.

The extension of wheat production which took place during and after the
war was mainly the result of virgin land being brought under the plough, a
development similar to the great pre-war cultivation of new tracts of land. It
would seem, however, that not only has this process reached its limit, no more
really suitable land being available, but also the margin of cultivation in the
United States and to some extent in Canada has been pushed too far, land
being worked that could only by way of exception be expected to yield a
normal return to the producer. The U. S. Government has begun buying back
land in an effort to save the "dust bowl" from becoming a desert. More
than 5 million acres have already been purchased and an expanded pro-
gramme under the Bankhead-Jones Farmer Tenant Act calls for the buying
of another 5 million acres during the next two years. Such land as is with-
drawn from wheat production will be used for forests, recreation areas,
wild-life refuges and controlled ranges and other purposes for which it is
best suited.

It is too early to make any definite pronouncement on the wheat situation
in the light of these developments, especially as even a temporary reappear-
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ance of favourable weather conditions in the United States and Canada may
lead to the accumulation of large exportable surpluses. In a world of still
growing population, the possible decline in wheat acreage should, however,
tend to give a greater steadiness to the wheat markets. An improvement in the
standard of living might mean a certain shifting of consumption from bread
to a more varied diet, but such an improvement would, without a doubt, also
increase the aggregate demand for all foodstuffs. In any case, the accumulated
stocks of agricultural products are now smaller than when the depression
began in 1929.

As to the other aggravating element in the world depression-the widespread
international liquidity crisis - the situation may be said to be fraught with less
danger. Great was the havoc wrought in 1931 by bank failures, depreciating cur-
rencies, moratoria and exchange restrictions, and the disequilibria produced by
the monetary and other changes have had lasting effects on the whole subse-
quent developments. Still, in the last few years great adjustments and consolidations
have been carried out and the situation now obtaining is in practically every
material respect less vulnerable. In commercia l banking the disappearance
of the weakest banks, the consolidation of others, the more general observ-
ance of stricter liquidity principles and other measures of adjustment have
strengthened the banking position all over the world. The large holdings of
government securities by commercial banks might constitute a source of danger
if there should be a marked decline in the market value of these securities;
but, on the other hand, the reserves of the banks have, as a rule, been
increased by allocation of profits and recovery of amounts previously written
off, and their liquid resources are relatively higher.

Furthermore, the in ternat ional debt posit ion has been greatly alle-
viated. Long-term foreign debts have been reduced by redemptions and re-
patriations or the service lightened by conversions. In other cases temporary
arrangements have been made to cover the transitional period until a perma-
nent scheme can be agreed upon between debtor and creditor. Old short-
term foreign debts have also been greatly reduced. In some cases arrangements
for gradual repayments over a protracted period have been agreed upon; and,
wherever the withdrawal of the remaining nominally short-term liabilities might
constitute a danger for the position, they are kept under control by various
restrictions, which of course are undesirable in themselves but at least afford
protection against any breakdown as a result of a massive outward movement.

The position of those creditor markets in which large short-term funds
are held by owners domiciled abroad has also been greatly strengthened. The
accumulation of substantial gold reserves provides, as far as can be seen,
a backing sufficient to meet possible contingencies; and the methods
employed to prevent movements of short-term balances from exerting an
undesirable effect on the internal credit position have been improved at least
in some markets.

The difference in the financial position as compared with the situation
of 1929-31 may prove to be of importance as regards the length of time
which the world will take to recover from the present economic setback. It is,
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of course, a truism that the downward movement of the cycle must natu-
rally find its turning-point. But nothing so greatly retards the moment when
economic activity starts to increase again as a disorderly financial situation.
Formerly it was thought that in a crisis one of the gravest dangers was the
financing of new investment in fixed capital by banking credits, because of the
inevitability of bankruptcies and forced liquidation of industrial enterprises which
had to repay their banking credits. In the financially stronger countries,
therefore, after the lessons of the crisis of 1921, enterprises avoided this
method of financing their new investments and banks also pursued a more
prudent course. The practice of issuing shares well in advance of outlay
came into favour and it was one of the features of the 1929 crisis that'
relatively few industrial enterprises broke down. Concurrently, industrial enter-
prises were building up large reserves out of profits, in order to be able
to finance extension without having recourse either to the banks or to the
public. The application of this method appears to have been one of the main
fillips to the stock-exchange boom of the year 1929, because it led the public
to base their valuation of equities on what was called "intrinsic value" instead
of on expected returns, the theory being that returns only represented a part
of what was actually earned. Intrinsic value, however, is too vague a notion
to set a limit to exaggerated hopes. Bank credit to finance new investment
then slipped in by the back door, that is, by financing the holding of shares
by the public. In two respects this proved to be more harmful than direct
bank credits. First, there is always a limit to financing by bank credit, since
a moment comes when apprehensions begin to be felt by the banks, whilst
the expectations of a speculating public (much more than those of the
professional speculators who incur so much censure) are, during a boom,
practically without limits, especially if they have lost their connection with ex-
pected returns. Secondly, though it is true that bankruptcies and forced
liquidations have an aggravating effect on a crisis, they tend to bring it to
an end, whereas the liquidation of private debtors may take an interminable
time, because there is always hope that some day they may be able to pay.
The effect is to prolong the crisis; for, when business begins to improve,
purchasing power is withheld because old debts have to be repaid and this
forced saving prevents recuperating business from having the normal cumul-
ative effect on purchases by consumers. This tendency is reinforced when
instalment selling is widespread and debts under this heading have to be
gradually repaid. The crisis of 1929 was already burdened by the bias towards
slow liquidation inherent in the particular financial structure of the stronger
countries. This tendency was multiplied by the special features of the inter-
national financial crisis of 1931. The rapid liquidation of international indebted-
ness being impossible because of the extension of the disaster that would
have followed, it became habitual to freeze existing positions by general laws
or agreements. This, combined with a general feeling that weak debtors must
be protected, prevented any quick clearing away of the bad debts. The body was
to be cured, not by surgical operation but by the gradual improvement of
its state of health under financial shelter. It is impossible to say whether
any other solution would have been materially or politically possible. To some
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extent the system was as necessary for helping creditors as for protecting
debtors. But old debts contracted for the purchase of assets that have lost
their value can be repaid out of new profits only after a complete turn of the
trade cycle: the existence of these debts, however, tends to hinder the trade
cycle from taking its natural turn. There is thus no doubt that a financial crisis
of the scope of that of 1929- 31 is a tremendous obstacle in the way of
recovery.

The present situation, from a financial point of view, though not entirely
satisfactory, does not appear to contain those deterrents to recovery that
were characteristic of the crisis of 1929-31, or, at any rate, not to anything
like the same extent. It is to be hoped, therefore, that this time a quicker
and more general recovery will be made. Two factors, it is clear, play a
large part in the present world situation: the organisation of production by
means of so-called restriction schemes on the one hand, and government
action on the other.

Though no-one can overlook the fact that the working of restriction
schemes is anything but simple, and that even in their most concentrated form
they are not yet able to follow, much less lead, the market as efficiently as
might be wished, they no doubt prevent production from continuing to outstrip
requirements as it is apt to do when no organisation of producers exists, but,
of course, they contain no element of stimulation.

As to government action, it is to be hoped that the fact will not be
overlooked that the main incentive to recovery over wide areas of the world
is still the expectation of a sufficient margin of profit during a sufficiently
long period. Investment in new capital is not only the more durable basis
of an economic activity that makes the factors of production, including labour,
employable at a satisfactory level - a basis which, as experience has proved,
can be neither replaced nor built up by simply stimulating consumption -
it is also the only way of improving the general welfare of the world. The
immediate necessity of fighting unemployment may induce governments to
ignore the fact that, though it may be better to extend employment, even
without increasing the production of wealth, rather than doom a major part
of the population to the curse of idleness, the ultimate aim must be to employ
the factors of production for the improvement of the economic situation of
the world at large. In this respect the slogan of national monetary indepen-
dence, by which is meant freedom to alter exchange parities, may prove danger-
ous. The freedom it seems to give is often fallacious. It cannot break the
inevitable interdependence of modern countries. And the instability it creates
may frustrate the effects of the best-planned government action by preventing
available capital from looking for investment in new productive enterprise.
It is human to look backwards at past disasters in the hope of avoiding them
in future. But it might prove as dangerous to be led by fear of a deflation
that may not come as it has been dangerous, in some cases, to be led by
fear of an inflation that was not imminent. And, if the fear of deflation be
identified with a fear for international monetary stability, this may so hinder
economic recovery as to force deflation ,on a world gorged with gold. If history
repeats itself, it never repeats itself in happenings identical with those we




