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NINTH ANNUAL REPORT
TO THE ANNUAL GENERAL MEETING OF THE

BANK FOR INTERNATIONAL SETTLEMENTS

Basle, 8th May 1939.

Gentlemen,.

I have the honour to submit to you the Annual Report of the Bank for
International Settlements for the ninth financial year, beginning 1st April 1938
and ending 31st March 1939. The results of the year's business operations are
set out in detail in chapter VII. 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.

It is not difficult to indicate the reasons why business last year passed
through periods of great anxiety. In the opening months of 1938 repercussions
of the abrupt decline in American industrial activity that had begun in the previous
autumn were felt all over the world, particularly in the export trade. This
decline proved the more depressing as it came at a time when there were high
hopes of more sustained prosperity in the United States. The general weakness in
prices of primary products, a consequence of reduced American demand, and the
downward tendency of many other prices called for reductions in costs and other
adjustments, which generally met with resistance from interested parties. In coun-
tries of the sterling area, which had experienced almost uninterrupted expansion
since the autumn of 1932, conditions were ripe for a slackening of internal activity.

To this situation were added exceptional events of a political character,
which dealt rude shocks to business and left in their wake a level of arma-
ments and military preparation never before witnessed in times of peace.
Among the most striking signs of the political uncertainty was the pressure
on sterling caused by mass movements of funds which, with other factors, added
$1,500 million to the American gold stocks in the five months from August
to December 1938. More harmful effects were found in the restraints suffered
by ordinary business, as initiative was cramped and the will to make new
investment weakened. Filling the gap by government orders for armaments and
other purposes for the time being helped to sustain employment but necessarily
diverted productive power from the pursuit of normal trade and especially
tended to impair the export capacity of the countries most deeply involved.

Under the strain of almost uninterrupted political tension, bringing with
it general uncertainty as to the business outlook, continuous capital flight
from Europe and growing armament expenditure in all countries, the economic
development of the world does not, however, show the picture of colourless
gloom that one would expect. It lacks, of course, stability and nowhere inspires
confidence in the strength of the more favourable tendencies that are at
work. The state of the world is feverish rather than healthy; and whatever
recovery may be seen is anything but steadfast, since it is dependent on the
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use of stimulants on
the one hand and in-
terrupted by grave dis-
turbances on the other.

In the face of grim
reality in Europe there
is decidedly less belief
in experimentation with
new methods of eco-
nomic policy. Too many
measures that in former
years were discussed
as the outcome of eco-
nomic wisdom were in
fact forced on govern-
ments by dire necessity.
When a violent storm
blows up the first task
is to avert disaster and
to steer as well as pos-
sible in face of contrary
winds and currents. But
on the whole the wea-
ther in the past year,
although stormy, was
not altogether unkind
and not all the winds
were unfavourable.

First there was the
recovery in the United
States.which was shown
in June 1938 by a sharp
rise of security prices
and a swift improve-
ment in the volume of
production. The abrupt
fall in American indus-
trial activity from the
autumn of 1937 through
the early part of 1938
was suddenly reversed
into a rapid rise. From
the lowest point the gain
amounted to 35 per cent,
by December 1938; the
volume of production
was then, however, still
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10 per cent, below the high point in the spring of 1937, when for a short time
the level of 1929 had been attained. The recovery in the United States was
followed by Canada and Belgium in the course of the summer of 1938. In
the last-mentioned country the decline in industrial activity from the autumn
of 1937 to the middle of 1938 was particularly sharp, Belgium being very
sensitive to changes in the trend of world trade. In Great Britain industrial
activity fell by about 7% per cent, during 1938, but a comparison of quarterly
indices shows a revival of activity in the last three months of the year beyond
the usual seasonal rise. The Italian volume of production was as high in
1938 as in 1937. In the northern countries — Denmark, Norway, Sweden and
Finland — rates of profit were reduced in many lines of business, but
the level of industrial production in 1938 was only slightly below that of the
previous year. In France, developments from the7 summer of 1936 influenced
the whole country's monetary, economic and social structure — but recently
a stage of new equilibrium seems to have been reached. Since the franc
was devalued to about Fr. fcs 179 to the pound in the spring and the Reynaud
recovery plan put into effect in the autumn, the conviction grew that no further
devaluation of the franc need be feared and returning confidence revealed
itself most significantly in a steady reflux of capital. In the winter of 1938-39
industrial production began to show distinct signs of revival, thè average working
week, exceeding forty hours early in 1939.

The improvement found in various national economies in the latter half
of 1938 is also reflected in the sphere of international trade. While the fall in

• the volume of trade
during the first quarter
of 1938 was definitely
sharper than the usual
winter décline and the
reduced basis reach-
ed in the spring con-
tinued all through the
summer, the upturn
in the late autumn
was impressive. In the
last quarter:, of the
year the volume öf
international trade was
barely 6 per cent, be-
low that of the cor-

responding period in 1937, when — it should be noted — for a single quarter
the 1929 level, after an interval of eight years, had again been attained. To
realise the significance of this recovery it must be remembered that ;in 1929
international trade in volume was higher, than ever before in the history of
the world, reaching a magnitude of. 30. per cent, above 1913. Despite the
setback on balance in 1938, the volume of the current: exchange of goods
between different countries still stands, if not quite at a record level, at 15
per cent, higher than the maximum reached in any year before 1914.
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Actual Working Hours per Week.
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The economic development of central Europe continued to show a
character of its own under the growing influence of Germany, where the
whole of economic life came more and more under the centralised guidance
of the government. German industrial production rose by 8 per cent, from
1937 to 1938, thereby setting up a new record of industrial output for the
country, about 30 per cent, above 1929. In Germany, the economy of its greater
territory being moulded to a centrally planned scheme, the stage of full em-
ployment has been passed and whilst many countries are still faced with the
problem of unemployment the policy of huge and increasing investment makes
Greater Germany the one country in the world with an actual shortage of all
the factors of production. In these circumstances average hours worked in
industry have continued to increase. Indeed, everywhere business activity,
employment and average working hours tend to rise and fall together. In this
connection the accompanying graph, showing actual hours worked in France,

Germany and the
United States for
the period 1932-39,
is particularly in-
teresting. Caution
is, of course, ne-
cessary in making
international com-
parisons of this
sort; the German
figures, for ex-
ample, rather un-
derstate hours ac-
tually worked, but
the general im-
pression of the
trends given bythe
graph is correct.

Productivity or efficiency per worker has increased considerably in the past
fifty years (largely owing to new inventions and the greater use of machinery)
and this increment of production has'allowed a rising standard of living, both
by increasing the quantity and quality of goods and services available and by
permitting more leisure to the worker. During the past fifty years the average
length of the full-time week of factory employees in the United States declined
by 30 per cent., from 60 to about 42 hours. Similar but less marked declines
occurred in other countries, recently, however, interrupted by the exigencies of
increased armaments production. At present the full-time week in Japan is close
to 60 hours; in the United Kingdom, Germany and many other countries the
48-hour week is the most common ; the average full-time week is estimated for
the United States at 42 hours and in France the previous limit of 40 hours has,
under recently issued decrees, been superseded by the normal week of 45 hours.

Although increased efficiency has enabled industry to stand a secular
decline of working hours accompanied by rising wages, yet experience has

1931 1933 193* 1935 1936 1937 1938 1939

35

30
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demonstrated that abruptly forced decreases of hours ,or increases of wages
may, by their dislocating effects on the cost structure, be extremely unfavour-
able to a continued upswing of the business cycle. Reductions of hours of
work made in some countries to "spread employment" have notably failed
to achieve their object. At most it has been possible to stem the tide,
as is often the case with measures of government interference. Exchange
restrictions, import duties and export premiums may prevent conditions from
getting worse in the country where they are employed, but they rarely help
to make them better. And it is doubtful how far their influence even on
the internal economy of a country is really as effective as it appears, though
account must be taken of a particular combination of circumstances in some
countries, which explains their special policy. As to the fostering of employment,
it may be said, on the basis of the experience of recent years, that all
experiments have failed except those that lead to increased production either
by direct government management of the whole economic system or by creating
the one condition necessary for increased investment by private enterprise, i. e.
a just equilibrium between cost and prices.

It was a feature of the boom in the United States during the winter of
1936-37 that costs of production rose at an unusually rapid rate. Prices of

primary products in-
Wage Rates and Prices of Finished Products
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creased by fully 30
per cent, from the
autumn of 1936 to
March 1937; the dan-
gerous effects of
so sudden a rise
were fully recognised
by the authorities ;
in February 1937
President Roosevelt
uttered a Warning
"that prices were too
high". But there does
not appear to have
been, at the time, the
same realisation of the
danger involved in the
sudden rise in wage
costs, although the
advance in hourly
wage rates of the
leading industries in
the United States
was unusually rapid,
amounting to no less
than 15 per cent,
within a period of
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seven months and exceeding the simultaneous rise in the prices of finished
articles. ^

There can be no doubt that the rise in costs of production was one of
the main causes of the precipitous decline in industrial activity of the United
States during the second half of 1937. With a more gradual advance in wage
rates the chances were that a greater number of unemployed would have been
absorbed by industry, increasing the purchasing power in the hands of the
public without the same risk of an early setback. Not even the most extensive
distribution of purchasing power by the government nor the persistent pursuit
of a cheap-money policy succeeded in bringing about a lasting recovery when
costs rose so much as to be out of line with current prices of finished articles.

in France before the devaluation in 1936 commodity prices had fallen
more than wages, though in each of the years 1930-36 "purchasing power"
was distributed from budgets balanced only by means of large public borrow-
ing. French industrial activity continued to decline. Under the régime of
far-reaching price control established in Germany, industrial and commercial
businesses were allowed an appropriate margin of profit to enable them to
carry out their economic tasks; to prevent a general rise in prices the principle
was adopted that wage rates should be maintained unchanged but at such a
level that an adequate minimum income would be secured for the workers.

For a policy of public works to be helpful as a stimulus to trade, it
must be framed not as a substitute for but as part of a general endeavour
to bring about a return to equilibrium in the economic system; the individual
methods of application should be governed by this overriding consideration.
Care must be taken particularly lest the carrying-out of an extensive policy
of public works intensifies a disequilibrium already existing. The inauguration
of such a policy usually involves starting publicly-financed construction on a
large scale; and the consequent demand for labour may easily lead to a
rise in wages. As a natural recovery in the building trade has proved to be
a most reliable — not to say indispensable — element in a general revival
of business, an increase in building costs may be very detrimental in that it
may more than offset the beneficial effects of the immediate extra employment
in the trade.

Much attention has been devoted to the Swedish public-works
policy in the years 1932-35 when, in order to stimulate business and
give some temporary work to the unemployed, fairly substantial provisions
were made in the budget for increased spending of public money, the
charges being met by a temporary increase in the national debt. It is
of some interest to note that, notwithstanding the inauguration of this
policy (and the depreciation of the Swedish crown in 1931), the wages of
Swedish workers, including those in the building trade, were reduced by
4 to 10 per cent, in the period 1931-34. A Swedish Royal Commission re-
porting in 1938 on conditions in the building industry ascribed the intense
development of building in Stockholm during the years 1934-37 largely to the
reduction in building costs and to the low interest rates at which money
had been readily available for house financing. With the improvement in



Swedish business from 1934 to 1937, not only was the cut in wages which
had been conceded during the depression fully restored but additional in-
creases were obtained in most branches of industry. The policy thus pursued,
which has led to a remarkable reduction in the number of unemployed, has
been as much in the interests of labour as of the employers.

Equilibrium in the Swedish cost and price structure was thus re-established,
on the one hand, by a reduction of costs (decrease in wage rates, etc.) and,
on the other, by a series of expansionist measures including the inauguration
of a public-works policy and the gradual application of cheaper money rates,
which in a measure also served to reduce the cost of production. If Swedish
experience be compared with that of other countries, it may be concluded
that one-sided reliance on expansionist measures is a dangerous line of policy;
neither cheap money nor the spreading of purchasing power through the
budget or by increases of wages has anywhere brought about a sustained
revival of business so long as the re-establishment of a real equilibrium
within the cost and price structure has been impeded by internal or external
causes.

It cannot be overemphasised that the establishment of those conditions
which make for a more lasting recovery of industry is indispensable for a
general improvement in the standard of living. All available evidence shows
that in times of rising output labour receives proportionately as large an
increment as capital and absolutely a bigger gain, since labour's share
of the national income is by far the larger. The. attainment of equilibrium in
the cost and price structure should not be regarded only as a question be-
tween labour and capital; it directly affects the general question of increasing
the volume of employment. For after all the absorption of the unemployed
must depend upon the attraction of labour to expanding activities, producing
goods and rendering services for which the demand is growing, from other
activities (and among them in many countries agriculture) in which there is
relative overproduction. A sharp rise in wage costs in the go-ahead indus-
tries must increase the cost of the finished products and thus limit sales;
it will also stimulate the use of more labour-saving machinery and in that '
way further reduce the demand for labour. Less labour will thus be employable
in these industries, which usually are those already paying the highest
wage rates, and conditions in other occupations will be pro tanto adversely
affected.

Th.ere is no doubt that the problem of transfer of labour from one occupa-
tion to another has become more difficult to solve in recent years and
especially in comparison with conditions ruling before the world war when
the leading industrial countries in Europe and America, thanks to a great
natural increase in population and great freedom of migration, were expanding
more rapidly than at present. If, for example, in the first decade of the
present century the number of workers in a given industry became exces-
sive, it sufficed, as a rule, to abstain for a few years from engaging new
workers in that industry, leaving the young people entering the labour
market to seek their first employment in other industries. The natural ex-



— 12 . -T-

pansion of demand from a growing population could be relied upon to bring
about equilibrium almost by itself. Only by way of exception was the progress
of rationalisation so rapid as to upset the functioning of this mechanism.
At present conditions are in many respects different. As far as the increase
in demand is concerned, it will not be brought about in the same degree as
previously by an increase in population but will rather be the result of a rise
in the standard of living. One important effect of this change is that a gradual
increase in the demand for more or less the same kind of goods can no
longer be expected but there will be considerable shifts in the direction
of the demand. Furthermore, account must be taken of changes in technique
affecting the number of workers required in different industries. As a con-
sequence, the leading industrial countries are increasingly faced with the most
difficult problems of transferring workers who have already become qualified
in some particular industry to other occupations. Coal-mining is a case in
point. From 1901 to 1911 the number of coal miners in Great Britain increased
by 36 per cent, from 752,000 to 1,021,000; from 1924 to 1938, on the other
hand, the number fell by the same proportion from 1,214,000 to 777,000, while
output declined by 15 per cent. only. The demand for coal, it is true, has
been affected not only by the more stationary character of the population but
also by competition from oil and electricity ; but for that very reason it illus-
trates well the difficulties which have arisen.

The expansion in the boom years 1927-29 was most marked in a number
of relatively new industries — artificial silk, automobiles — while many older
industries in the United States as in the United Kingdom and Germany hardly
took part at all in the expansion ; the 1927-29 boom was, in other words,
much less "all-round" than the upward swings in earlier times. Thus the
various countries are confronted by a series of problems which did not arise
in the same intensity before the world war. Conscious efforts are the more
needed to overcome the many causes of friction which a more complicated
organisation of society necessarily involves and to facilitate the entrance of
workers into other trades than those in which they have been originally
employed. The importance of finding a solution to these problems extends
far beyond the particular sphere of the labour market; for upon mobility of
labour and a fair distribution of costs between different occupations depend
the attainment of a healthy development of industry and a more even dis-
persion of income between different employments. No monetary policy can
by itself mend the mistakes which arise from an unbalanced direction and
remuneration of a country's productive forces.

Be it said at once, however, that it is not intended to minimise the part
played by cheap money in overcoming the depression of 1930-33. In the active
post-war decade the capital loss suffered during the war was quickly repaired
in many countries and important additions were made to capital equipment all
over the world. As a result it became an indispensable condition for the main-
tenance of economic and financial equilibrium that interest should be brought
down from the relatively high post-war level to rates more in conformity with
those ruling before the world war. In fact, it was necessary, at least in
some countries, to reduce rates below the pre-war level in view of the more
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stationary character of the post-war population in the western world and the
downward tendency of commodity prices from 1924 onwards (as compared
with the rise of about 30 per cent, in the price level from 1900 to 1914).
In the United Kingdom the conversion of the huge block of War Loan from
5 to 3% per cent. in.1932 paved the way for a general reduction in long-term
rates. In the United States, a debtor country before the war with interest
rates well above the standard in the richer European countries, the trans-
formation to a creditor as well endowed with capital equipment as any other
country necessitated a downward adjustment in the interest structure the
more difficult to achieve as there was no precedent for really low rates,
or, rather, none outside the short-term market in New York; and, moreover,
the important field of mortgage financing suffered from a serious lack of
organisation, impeding the necessary adjustment.

It seems, however, as if in wide circles the conclusion had somewhat
hastily been drawn that the cheap-money policy, having proved beneficial as
a means of overcoming the 1930-33 depression, should be maintained un-
changed in future to serve as a basis for business prosperity and, as a
consequence, that no increase should be made in the official discount rate
of the central bank. As strict adherence to a cheap-money policy would
deprive the central banks concerned of one of the most important means
at their disposal to influence credit conditions in the country, it may be well
to consider the main stages of evolution through which the principles
governing the credit policy of central banks have passed.

(i) Under the régime of the pre-war gold standard any relatively
important flow of gold to or from a market had its effect on bank rate.
Before the war movements of short-term funds, such as are now called
"flight of money", were exceedingly rare, and movements of gold were
therefore more often than now the reflex of some change in the current
account of the balance of payments and also, as a rule, in the rhythm
of business activity in the various countries. The result was that a rise
in the official discount rate would normally be applied to check an undue
expansion of business activity; in that way the pre-war "automatic" gold
standard worked perhaps more intelligently than some now believe.

(ii) After the war gold movements unconnected with changes in the
current account of the balances of payments became frequent and were
a source of embarrassment to monetary authorities. It was soon obvious
that these gold movements could not be allowed to influence credit con-
ditions in the markets without harmful effects on ordinary commercial trans-
actions ; the English Macmillan Committee, in its Report in 1931, dealt with
these problems and made certain recommendations, which more in theory
than in substance differed from what had been customary before the war.
The Committee pointed out (on page 152 of its Report) that "the exchanges
may prove adverse to us either on account of a trade or investment ex-
pansion at home of an inflationary character or on account of the move-
ment of capital items resulting from the performance of our function as
a centre of international finance", and it continued :
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"We recommend an increase in the Bank's resources and a free use of
these increased resources in appropriate circumstances, because our business
of international banking on a great scale may prove incompatible with the reason-
able stability of domestic business and enterprise if we cannot afford to allow
a movement of even ten per cent, in our liquid international liabilities without
taking steps most upsetting and sometimes highly injurious to our domestic trade.
But it must not be inferred from this that we are in favour of any hesitation
in the use of bank rate and credit contraction when the immediate problem of
management is to check boom conditions or rising prices at home and is not
primarily concerned with movements of foreign capital."

(iii) There has now« developed a body of opinion which does not
admit the need of raising the official, discount rate simply because there
is a deficit in the current account of the balance of payments but recom-
mends that an increase in the discount rate should be limited to those
cases where business activity is expanding unduly, it being emphasised
that a deficit may occur in the balance of payments even when the
domestic economy is on the whole in a depressed condition. It is argued
that a country which is no longer on the gold standard may remedy a
disequilibrium in the current account of the balance of payments by altering
the rates of exchange instead of enforcing a restrictive credit policy.

The example is often given of conditions in Great Britain after 1925, it
being argued that the difficulties through which the British economy then
passed were the result of an overvaluation of sterling. Here, it is thought,
was a case in which a relatively high bank rate had to be maintained as the
exchange was out of touch with the "purchasing power parity"; and thus
British economy had to suffer. Reviewed in conjunction with later develop-
ments, the effects of a return to the gold standard and of the somewhat
restrictive credit policy of the following years appear less formidable than
they were often said to be. It must not be forgotten that in the years 1925-30
unemployment was on an average well below 1% million and that the current
account of the balance of payments was on the whole in equilibrium; that
the volume of world trade reached a figure some 30 per cent, above the
pre-war level, which would have been unlikely without stable exchanges ;
finally, that the depression which began in 1929 became most acute in the
United States, notwithstanding the fact that the dollar was certainly not over-
valued, considering the great export surplus and lending capacity of the United
States in the post-war decade. This may all be past history, but such views
still play a rôle since the intensity of the depression in 1930-33 is often thought
to have been due to the re-establishment of the gold standard in the post-war
decade and the maintenance of stable rates of exchange. If on the contrary
the experience of the years 1925-30 can rather be quoted in favour of stable
exchange rates, the ground will be cleared for a more rational consideration
of the whole problem of exchange relationship and credit policy.

The reliance upon alterations in the rates of exchange in relation to
other currencies has its obvious limits. The depreciation which would be
required may upset commercial relationships, or involve a break with an exchange
stability of proved value as a means of promoting trade and general confidence
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(as e.g. within the sterling area). If, in a situation where an alteration of the
rates of exchange seems undesirable, a country finds that its costs and prices
are unduly high (whether or not this leads to a disequilibrium in the balance
of payments) and no general measures of credit restriction are allowed, the
result may be that the economy of that country remains in an unadjusted position ;
and this is certainly one of the most effective means of perpetuating a high
degree of unemployment.

Looking back on developments in recent years, there can be little doubt
that if in the late autumn of 1936 a "warning had been given by an increase
in bank rate business people would have become more hesitant and as a
result avoided the unduly large purchases of stocks, the raising of prices
and the substantial increases in wages. By this hesitation a more balanced
position would have been maintained and a great decline in industry and
employment would have been avoided.

There are thus some obvious dangers involved in a poljcy of abstaining
from increasing bank rate as a means of preventing the emergence of dis-
equilibrium in the cost and price structure, especially when there is often
little reason to expect that such a rise will lead to any serious restriction
in the use of credit. The purely mechanical effect of a rise in bank rate
is generally of less importance than the psychological effect, i. e. the warning
signal given by the monetary authority. An increase of one per cent, in
bank rate does not as a rule materially increase costs for the users of
credit and certainly not much for the holders of commodity stocks. The
psychological effect, on the other hand, can be very great and in many
instances sufficient to check a tendency to undue expansion. One danger
is indeed that the warning may be too much heeded. It seems as if
the general public and the political and business worlds had become so
used to cheap money and so persuaded as to its beneficial effects that an
increase in bank rate (intended simply as an admonition to caution) might
be taken as a sign of grave times to come. That being the case, the idea
has to be stressed that the use of the bank rate can only partially, if at all,
be replaced by other means of action. Other kinds of warning can easily
cause a "scare" with highly undesirable and unforeseeable effects; and the
imposition of official and unofficial embargos seems to suffer from the dis-
advantage that a reversal of policy when conditions have changed may be difficult
to ensure, while a reduction in bank rate may be made at the earliest appro-
priate moment. It is possible that only after changes in bank rate have been
made will the business public and others emancipate themselves from the
tendency to overrate cheap short-term money and appreciate the true signi-
ficance of the changes. The Macmillan Committee (page 132) urged that
central banks should not be afraid of small and frequent changes in bank
rate. "Such small and frequent changes", continues the Report, "would also
have the advantage of accustoming the public not to attach undue importance
to every necessary adjustment."

In 1938 only one European country — Belgium — had recourse to an
increase of bank rate when confronted with a violent outflow of funds.
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Generally, however, short-term rates remain very low or are still declining.
In London the rate of discount on Treasury bills was hardly affected by the
efflux of funds. Long-term rates have, however, been rising in London for
the past four years. The increase in the second half of 1938 is to be associated
with the capital outflow but the first sharp rise came in the spring of 1937
at the time when the armaments programme and the consequent heavy borrow-
ing were announced. It may be recalled that in the period from 1900 to 1914,
under the influence of increasing armaments expenditure and rising gold
production, long-term interest rates rose on the London market from approxim-
ately 2x/2 to 3% per cent. The amounts spent for armaments are now
incomparably greater both absolutely and relatively than they were before 1914.

In the ten years from
1903 to 1913 arma-

Trend of National
Defence Expenditures

of the World.

1858 1883 1908 1913 1928 1932 1933 193* 1935 193b )hl la3ö

The graph is based on estimates of world armaments expenditures in dollars
(of the value ruling in each year to which the estimates refer). Despite the
difficulties of obtaining reliable figures for armaments and of choosing suit-
able rates of conversion, it is believed that the graph shows fairly well the
trend in terms of dollars. The proportion in relation to the growth of national
income from 1913 to 1939 is indicated in the text.

ments expenditure of
all countries about
doubled, while in the
ten-year period from
1928 to 1938 the in-
crease was not less
than sixfold, as shown
in the accompanying
graph.

If this expenditure
is compared with the
national income the
following proportions
are obtained: in 1913
the total army and

navy votes in the United Kingdom amounted to about £77 million, say,
3% per cent, of the national income; in 1939-40 the amounts to be devoted
to armaments are budgeted at £630 million, representing about 14 per cent, of
the national income or fully four times as much as the pre-war percentage.
Similar proportions are found in some other countries as well and give an
indication of the exceptional magnitude of current armaments expenditure.
Moreover, the permanent burden threatens to be higher, for one aspect of
present armaments is the rising amount required for maintenance and
replacement, modern material — aeroplanes, guns, ships — being very expen-
sive while, in addition, the running costs are high and much of the material
soon becomes obsolete.

It is, of course, inevitable that an outlay on such a scale must exert
a strain on finance and productive effort, impairing the possibilities of social
improvement and even directly reducing the standard of living. From a financial
point of view the immediate problem of the Ministries of Finance is to provide
the necessary cash, whether through taxes or loans, in such a way as neither
to endanger the purchasing power of the national currency at home nor to upset
the balance of payments in relation to countries abroad. The safest policy
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is doubtless to cover as much as possible of the expenditure from taxation,
but on such a scale the hundred-per-cent. application of this policy is hardly
possible, meeting as it does with obvious psychological resistance and being in
some ways technically harmful to the development of maximum production. The
aggregate of budget deficits in the world today covered by borrowing exceeds
$1,000 million per month.

To limit the burden of armament financing the governments will naturally
be anxious to borrow on the cheapest terms. That does not mean, however,
that the Ministries of Finance need be opposed to an increase in bank rate
when required by market conditions. An advance in short-term rates may be
only partially reflected on the long-term markets and not cause an addition to
the burden on the budget such as might at first be expected. But no budgetary
consideration can equal in importance the predominant interest of maintaining
equilibrium in the cost and price structure so as to prevent a setback in
trade and industry. The somewhat higher cost of the floating debt is trivial'
compared with the cost to society as a whole (and therefore also to the
government finances) of a serious setback in business of the kind which
occurred in the recent recession when industrial production in the United States
fell by one-third from September 1937 to May 1938. The adoption of a flexible
policy would, of course, in no way interfere with the working of the modern
technique of preventing international movements of funds from exerting an
undue influence on credit conditions in the markets affected.

One of the anomalies of the present situation is that the abundant gold
production has been absorbed in relatively few centres, the consequences being
that in these centres a very high degree of liquidity is found, based on the
large gold reserves of the central banks and high cash reserves in the hands
of the commercial banks. In so far as previous experiences may serve as a
guide, it may be recalled that the first result of the new gold obtained from
the Transvaal in the 'nineties of the last century was to create a large measure
of liquidity and very low interest rates on the short and long-term markets. As,
however, under the influence of the large gold production, commodity prices
began to rise — with a lag of perhaps five to ten years -r manufacturers and
merchants needed more working capital to finance the holding of stocks ; at the
same time profit rates began to rise, stimulating the investment of long-term
capital; and soon interest rates stiffened. If, with the abundant gold production
of to-day, a definite rise in commodity prices takes place, interest rates should
again begin to move upwards. An artificial insistence on cheap money would
then most certainly have a disturbing effect on the credit system, with untoward
repercussions on economic life generally.

In the international field normal credit relations for commercial purposes
are maintained between those countries which have free and relatively stable
currencies, and the exchange of goods between these countries still represents
two-thirds of world trade. In relation to countries with exchange restrictions
the normal international credit mechanism can function only in a limited measure,
though efforts are being made through the granting of special export credits
and the purchase by central banks of export bills to provide as much as possible


