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T E N 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, 27th May 1940.

Gentlemen,

I have the honour to submit to you the Annual Report of the Bank for
International Settlements for the tenth financial year, beginning 1st April 1939
and ending 31st March 1940. The results of the year's business operations
are set out in detail in chapter VII. Notwithstanding the repercussions on the
Bank's activity of the outbreak of hostilities, the net earnings, after provision
for contingencies, have been sufficient for the Board to recommend to this
General Meeting an annual dividend of 6 per cent, without drawing on the
Special Reserve Fund.

The balance-sheet total has declined from 606.5 million Swiss gold francs
on 31st March 1939 to 469.9 million Swiss gold francs on 31st March 1940.
In a large measure this reduction in the balance-sheet may be explained by
a tendency among the various central banks, in present disturbed conditions,
to maintain their foreign reserves either in gold or as direct deposits with
banks in the markets where payments have to be made. It is satisfactory
that the Bank for International Settlements has been able to meet all its
obligations without difficulty and still to maintain a high degree of liquidity.
Having assumed my position as President of the Bank on 1st January 1940,
I may be permitted to say that the ease with which the Bank for International
Settlements has passed through a difficult period reflects great credit on the
skill and foresight of my predecessor, Dr. J. W. Beyen, and his collaborators
in the Management of the Bank. . _

The war of 1914-18 interrupted a long upward movement in world pro-
duction and trade that had gathered momentum from the middle of the nine-
teenth century when, in addition to technical improvements in production,
transport on a large scale over land and by sea was made possible by rapidly
expanding railway facilities and steamship services. The value and volume of
international trade increased about five times between 1850 and 1914. The average
annual increase of about 3 per cent, in the world output of goods and ser-
vices is borne out by more careful investigations of statistical material of the
period up to 1914, including recent estimates of the long-term trend in national
income. As during the same time world .population increased at the rate of
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World Trade and Basic Production
from 1850.
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0.8 to 1 per cent, per
annum, there was over
the period a margin for
a steady improvement
in the standard of liv-
ing. In some countries
real wages were trebled
between 1850 and 1914.
This improvement was
built on the basis of the
international gold stand-
ard, the relative freedom
of trade and the inten-
sification of international
lending both at short
and at long term.

Despite all efforts to
maintain output during
1914-18, world produc-
tion declined markedly
in those years, as may
be seen from the graph.
The greater scarcity of
goods produced together
with the large require-
ments for the pursuit of
the war caused a sub-

stantial reduction in the standard of living of the average citizen, obscured
to some extent by higher income in terms of money. When the war was
over the natural tendency was to revert as far as possible to pre-war
conditions and reconstruction became the goal of economic and monetary
policy. In a fair measure this objective was realised: budgets were balanced;
the international gold standard was restored; foreign trade was largely freed
from prohibitions and quantitative restrictions; and international lending soon
attained a considerable volume (although under different forms and in new
directions). To all outward appearance the basis was created for a further advance
in prosperity. Indeed, the national income of the world — even after making allow-
ance for an increase in commodity prices — soon surpassed the 1913 figures and
the volume of world trade in 1929 was about 30 per cent, above the pre-war level.

1850 1860 1870 1890 1900 1910 1920 1930 19W
Sources : Trade -*Prof. E. Wagemann

Production - Carl Snyder
Population - B. I. S. estimates

World Income and Trade

World income 0)

Value of world exports and imports

Vplume of world exports and imports

In 1,000 millions
of current dollars (*)
in 1,000 millions
of current dollars (2)
index numbers:

1913 =100

1913

100-110

40.6

100

1929

205-215

68.3

130

1937

200-210

53.8

126

0) Estimate made at the B. I. S.
O In 1913 and 1929 one ounce fine gold equivalent to % 20.67 and in 1937 to $ 35.00.
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The progress-whieh-had-thus_beerLaçJTleyedjwas^
to last. The decline in the autumn of 1929 was probably
of an ordinary downward turn in the business cycle,

Indexes of Industrial Production
on base 1929 = 100.
(Logarithmic scale)
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impressive, but it was not
at first merèly~arrexample
but it released depress-

ing forces which soon
became overwhelming
and brought upon the
world a financial crisis
and a series of mone-
tary convulsions such
as had never before
been known in times
of peace. Regarded
historically the con-
sequent setback in ma-
terial progress was
of crucial importance,
and it is to be hoped
that further attempts
will be made to an-
alyse the causes of
the great depression of
1930-33. In some re-
spects this depression
led to even greater
disturbance in inter-
national financial re-
lations than the war
of 1914-18 had done.
The losses sustained
by bankers and in-
vestors on their for-
eign holdings were
greater after 1930 than
after 1918. As a result
the international credit
system was largely
put out of action —
there has been an
almost complete ces-
sation of long-term
foreign investment and
a gradual liquidation
of a great mass of
short-term credits
often at considerable
loss. Foreign trade
has been hampered by
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a formidable network of restrictions — partly commercial, partly of a monetary
character — and the economic and financial policies pursued by the various
governments have conformed less and less to a coherent international pattern.
The result has been a diversity of the economic development in different
countries, which stands in sharp contrast to the more uniform tendencies in
the 'twenties, although the world was then recovering from the effects of
a great war.

The United States, with about 40 per cent, of the world's industrial
production, 40 per cent, of the consumption of industrial raw materials and
40 per cent, of the world's national income, was harder hit by the 1930-33
depression than almost any other country and also experienced the greatest
difficulties in restoring the balance necessary for a new advance in prosperity.
On the other hand, there were countries which within a few years managed
to increase their industrial production well above the previous record of 1929
through having attained at an early date an equilibrium in their domestic cost
and price structure and in their relation to other countries. In the United
Kingdom the combined effect of the depreciation of sterling (whatever its
consequences may have been in other ways), of the balanced budget and
of the decrease in interest rates through the great conversion of War Loan
in 1932 provided a firm basis for recovery; and the stability of exchange rates
within the sterling area greatly assisted the recovery of foreign trade of the
countries concerned. State intervention not only designed to stimulate business
activity but planned to be the dominant factor in an increase of national pro-
duction and the absorption of unemployment was the characteristic policy of
several governments, particularly in Germany and Italy. By the end of 1936,
after the devaluation of the gold bloc (France, Holland, Italy and Switzerland)
and the simultaneous conclusion of the Tripartite Agreement, a new equilibrium
in the world's monetary conditions seemed within reach and a rapid improve-
ment in trade set in over a wide area, only to be interrupted by the abrupt
setback emanating from the United States in the autumn of 1937. Notwith-
standing these and other vicissitudes which affected economic life, the volume
of world production had made great progress from 1933, as may be seen from
the graph of basic production on page 6 and that of industrial production
on page 7.

The increase in output was, however, only partly available for an improve-
ment in the standard of living: a rapid rise in the outlay for armaments
absorbed particularly from 1936 onwards an ever-increasing share of the
national income; but precisely because of the greater volume of production
the mounting requirements could generally be met without an actual reduction
in the goods and services available for ordinary consumption.

Total world expenditure on armaments is estimated to have been at the
annual rate of some $20,000 million in the first half of 1939. To this must
be added the unknown amounts expended by the various governments on
stocks of essential commodities. It is in many respects surprising that so
much public spending, when current gold production was at a record level
and interest rates lower than at any time since the 'nineties of the last cen-
tury, did not bring about any appreciable rise in commodity prices.
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World Stocks of Primary Commodities
and U.S. Commodity Prices.

Indexes on base 1928 = 100.
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In the Un i ted
Sta tes wholesale
prices of commodi-
ties, after advancing
in 1936-37, declined
in August 1939 to
the average of 1934.
The supply of goods
was evidently suf-
ficient to meet all
demands without
strain on the mar-
kets. As far as raw
materials were con-
cerned the capacity
of the producing
areas was not fully
utilised, as is evi-
denced, inter alia,
by the restriction

schemes in force and by the rapid advance in output whenever the production
or export quotas were increased in response to growing demand as, e. g.,
in the winter of 1936-37. Semi-manufactures and finished goods could also
be supplied in greater quantities as a result of technical progress and the
unused industrial capacity still found in many countries. The weakening of
commodity prices in the United States during the first eight months of 1939
naturally produced a strain on European countries in which business was
on the up grade, and where domestic causes were therefore against a
price fall.

Including the United States world industrial production in the first
half of 1939 had barely recovered to the 1929 level; excluding the United States
it was about 12 per cent, higher. In the United States the business curve
receded slightly up to the summer of 1939, but from then on an unmistakable
increase in activity was noticeable. American imports of raw materials, although
somewhat higher than in 1938, remained in the first half of 1939 well below
the level of the 1936-37 boom, and this failure to stage a real recovery had its
repercussions on the fortunes of primary producers, who were gradually
forced to intensify the curtailment of their own purchases from industrial
countries. In this and other ways the recession on the world markets reacted
on the economies of individual countries in Europe, an interesting example
being that of Sweden because of the marked difference in the rate of
domestic and export activities in 1938.

The combination of expanding domestic industries and contracting export
activity had the effect one would expect, an increase in the import surplus,
as shown by the second table on the following page.
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Sweden. Indexes of indust r ia l product ion.*

Indexes on base
1935 = 100

1933
1935
1936
1937
1938

Domestic industries

Con-
sumption
industries

84
100
106
115
119

Capital
goods

industries

64 "
100
110
125
1.31

Export
industries

76
100
111
128
113

Other
(unclassified)
industries

78
100
107
123
125

All
industries

74
100
109
122
123

Million Kr.

1936
1937
1938

Exports

1,514
2,000
1,843

Imports

1,633
2,123
2,082

Balance

- 119
— 123
— 239

* The annual figures of the Swedish Board of Trade, which are more comprehensive than the monthly index
of the Federation of Swedish Industries used for the graph on page 7.

The Swedish development was notable in that the upward trend of
the country's economy had gone on almost uninterruptedly since 1933, i. e.

for five years, when in 1938 the
Sweden . Fo re ign t rade . recession came on the world

markets. It was feared in Sweden
that the time would be ripe for
a setback of domestic activity
according to the ordinary be-
haviour of the business cycle.
But even the adverse effects
from abroad did not retard

progress — and in this connection it should be remembered that the increase
in Swedish armament expenditure was at a lower rate than in most other
countries. It would seem as if Sweden had been able to maintain a proper
balance in its cost and price structure, including the cost of wages and of
capital, with thè result that investment in housing and other capital assets
remained at a high level.

Elsewhere in Europe, with few exceptions, armament expenditure increased
at a progressive rate. It is vain to speculate on the question whether this
increase in public spending did more to stimulate or to distort the general
growth in industrial activity which became noticeable in the early part of 1939.
It is remarkable to note the extent to which an intensification of armament
production in many countries proved compatible with higher private invest-
ments, for instance in housing.

The outbreak of war came at a time when business in most countries
was on the upturn with a rise in consumption, production and investment;
and business sentiment — apart from the fear of war — was certainly tending
towards a more hopeful mood. Psychologically the fear of war had exerted
a depressing influence not so much on industry and trade as on the stock
exchanges, where quotations in many countries tended to fall until August 1939.

At the beginning of the war the attitude of investors suddenly changed;
there was, particularly in New York, an upward movement in share quotations
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Stock Exchange Quotations.
(Indexes of American Economic News Service, 1927 = 100)
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during the first half of September, to be followed by a weakening as
hopes of a war boom in the United States based on large foreign orders
gave way to a more cautious outlook.

The t rans i t ion f rom a peace to a war economy, which in 1914-15
had been gradual, characterised by the catch-word "business as usual", was
speeded up in the autumn of 1939 through the immediate introduction
of far-reaching measures mostly prepared in advance. This preparedness
together with the high state of liquidity on the money markets made It, on
the one hand, unnecessary to issue emergency decrees instituting general
debt moratoria as had been the case on the outbreak of war in 1914. But
it meant, on the other hand, that in many countries exchange restrictions, as
well as export and import prohibitions covering a wide range of commodities,
were at once put into force with important effects not only on foreign trade
but also on the various domestic economies.

The essent ia l features of war economy so closely studied during
and after the last war and now again brought to the fore are simple enough.
The fundamental problem arises from the fact that the needs of the state
increase twofold or more at a time when the real output of goods and services
is reduced by the withdrawal of men through mobilisation and by the ob-
stacles placed in the way of foreign trade. Some compensation can no doubt
be achieved through more intensive work by those behind the front, taking
up unemployed factors, enlisting more women in occupations outside the
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home, further utilisation of available men and machines, and through a post-
ponement of the maintenance and replacement of assets not directly needed
for war purposes. Moreover, foreign assets — whether gold, foreign exchange
or investments — may be drawn upon to offset a decline in exports and
other deficiencies arising in the balance of payments. As, however, no country
wants to eat into its accumulated capital more than is indispensable, great
efforts are made to maintain exports at the highest possible level. Pro-
duction for export purposes presupposes, however, in most cases permission
to obtain the necessary allocation of workers and raw materials and thus
becomes an element in the general war organisation, subject to the discre-
tionary decisions of the authorities. In terms of real economy the problem
consists in the most useful disposal of limited resources for one major goal,
the attainment of which necessarily involves a reduction in the standard of
living. From a financial point of view different methods are available to the
government for obtaining command of the necessary resources — higher taxation,
borrowing of genuine savings, mobilisation of foreign resources, other forms
of requisitioning and finally inflation. Anxiety to avoid inflation is, of course,
universal. The following extract from the Annual Report of the Bank of
Canada is typical of the consideration which in this connection is uppermost
in people's minds: "Recollecting the effect of developments of an inflationary
character during and after the war of 1914-18, various countries have expressed
the intention of doing everything possible to avoid a repetition of inflation
during the present struggle. The success of such an effort in any country
where it is made will, no doubt, largely depend upon the degree of public under-
standing and acceptance of the fact that the direct form of sacrifice is more
equitable, and in the long run less costly, than any other method of dealing
with the financial problems of a war."

In individual countries — and not among the belligerents only but also
among the neutrals in Europe — the volume of government expen-
di ture rose rapidly from the autumn of 1939, creating pressing problems
of financing the resulting deficits by new taxation and by borrowing. In
Switzerland, for example, the 1938 budget closed at an expenditure level of
Sw. fcs 518 million, the 1939 budget at Sw. fcs 633 million, while it is expected
that the mobilisation and national defence expenditure from September 1939
to the end of June 1940 will amount to Sw. fcs 2,500 million, or about the
same sum as the total mobilisation expenditure of the four years 1914-18.
Present engines of war are much more costly than those in use in 1914-18;
and, even if the industrial output behind the front has increased by perhaps
25 to 50 per cent, through an advance in technical efficiency and a greater
degree of industrialisation, the effort demanded to finance war and mobilisation
is on a formidable scale. In the various countries very much the same problems
are being discussed: how is it possible to restrain private consumption in
order to set resources free for the immense needs of the government?

The present war started before the debts incurred in 1914-18 had been
repaid, with the result that certain countries entered the war with a heavy
public indebtedness amounting in some cases to a year's national income
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or even more. Rates of taxation have been raised to heights never known
before, but few countries in Europe were, even so, able to cover by taxation
more than one-half of their total expenditure in the first half-year of war.
The need for borrowing is great; and capital which formerly went into
private investments is now required by the governments. This is of greatest
importance for the building industry, which in recent years has provided
one of the main outlets for current savings, being in many countries re-
sponsible for as much as one-half of the annual increment in the formation
of capital assets. In 1914-18 the activity of the building industry was
reduced in Great Britain by about 40 per cent, and it is expected that
the reduction will be at least as large in the present emergency. The stoppage
of so much building naturally exerts a depressing influence on the national
economy, counterbalancing up to a point the expansionist influence of the
government's deficit spending, most noticeable in its effect on the armament
industries. Financially, the diversion to the Treasuries of resources pre-
viously available for building presents few problems, but, economically, the
transfer of workers from the building trades, which usually allow relatively
high rates of remuneration, to other trades with generally lower rates of pay
is no easy matter (quite apart from the difficulties involved, especially for
skilled workers, in a change of trade and removal from one locality to another).
The case of the building trade is a good example of the interplay between
financial and economic adjustments; it also illustrates the d i f ference between
the war economies in Europe and the peace economy of the United
States, as there can be little doubt that the Amer ican business trend
will depend in a large measure upon the behaviour of the building industry.

It is true, of course, that increased orders from Europe will affect the
armament and some other industries in the United States, such as the manu-
facturers of tools and machinery, and that a variety of goods will be exported
to a great number of countries, among which those of Latin America may
assume special importance. These additions to the United States export trade
may be by no means negligible; to the extent to which payments will be made
by the utilisation of balances obtained from gold or by other means involving a
net increase in the active purchasing power on the American market, the impetus
to recovery produced by the export trade is likely to be somewhat enhanced.
But, even so, the economy of the United States with a national income of
over $70,000 million can hardly be dominated by the magnitude of the rise
in exports, total exports amounting to around $2,000 million in the six months
to February 1940 as compared with $1,500 million in the corresponding six
months of 1938-39. That the peak of the first upswing after the outbreak of
war was reached as early as December 1939 would seem to indicate that the
influence of war orders is limited and that the American economy is still
essentially a peace economy.

The outlay for national defence by the United States Government itself
increased from $1,140 million in 1938-39 to an estimated amount of $1,359 mil-
lion in 1939-40 and $1,539 million was originally proposed in the budget for
1940-41 to which supplementary credits of more than $1,000 million have been
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U.S. Treasury Net Cash Expenditures.
Three months' moving average, in millions of dollars.
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added — all these in-
creases affecting very
much the same in-
dustries as those sti-
mulated by European
orders and thus liable
to intensify a specific
lack of balance in the
American economy.
As a reduction in the
current relief expen-
diture in the United
States budget for
1940-41 was planned,
the net amount of de-
ficit spending should
defence expenditure,

the depre-

200

U.S. National Income and Gross Investments
in thousand millions of dollars. (Logarithmic scale.)
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not be higher on balance by the full increase in
Experience has proved however that monetary measures such as
ciation of the dollar, cheap money and deficit spending have not been sufficient
by themselves to achieve or even to support effectively a sustained recovery.
Such measures can be of lasting effect only in so far as they (among other
factors of an economic character) influence the continuing flow of private funds
into durable producers' goods and into housing.

The capital form-
ation as shown in
the graph represents
value figures and it
may be asked to what
extent an adjustment
should be made for
price changes in com-
paring, for instance,
the trend in 1939 with
that of the years 1926
to 1929. American
wholesale prices in
1939 were about 20 per
cent, less than in 1929
but wage rates were
10 to 20 per cent,
higher; and such in-
dexes as exist of
costs of construction
seem to indicate a
level as high in 1939
as in the year 1929
notwithstanding the

Total Gross Investments

200

100

1919 1921 1923 1925 1927 1929 1931 1933 1935 1937 1939
B.RI.*5S.

Qross investments represent Federal Reserve estimates of expenditure
on durable goods, except for consumers' equipment.
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shrinkage in the volume of investments. The reduction in new capital form-
ation from the 'twenties to the 'thirties has been attributed in much recent
discussion to greater maturity of the American economy and the argument runs
that, with the growing measure in which natural resources have been exploited
(disappearance of the "frontier") and with a reduced rate of increase in population
through the virtual stoppage of immigration, a less rapid expansion of capital
assets by private initiative is only to be expected. The total of existing structures,
buildings and machinery more nearly meets requirements than formerly, it is said,
and the pressure to expansion is, therefore, less. Another view of the situation
is obtained, however, if comparison be made with some of the "older" countries
of Europe where the "frontier" vanished long ago. In the United Kingdom, Sweden
and Switzerland — as referred to above — one-half of the gross capital formation
consists of housing while such investments in the United States amount
to barely one-quarter of the corresponding total even at the low rate of total
American investments in recent years. When current savings are used
less for developing the railroad, power and automobile industries or for con-
structing a network of motor roads, they may, as in many European coun-
tries, be more largely used to provide improved dwellings. Great attention
is being given in the United States to the possibilities of increased building
activity, notably in the field of moderately-priced houses for which costs
of production and terms of financing are, of course, of particular import-
ance. In general the upswing in the autumn of 1939 was characterised by
little increase in wage costs, in that respect contrasting sharply with the
tendencies during the short-lived boom of 1936-37.

The Latin American countries and primary producers in other parts of
the world — which with the United States comprise about 50 per cent, of
the world's productive capacity — are relatively slightly affected by the
dislocation of the war, being able to obtain generally higher prices for
their export products. The monetary reserves of these countries were
strengthened in the winter of 1939-40 and market quotations of their foreign
obligations improved. In so far as it will be possible during the war to refer
to a world market or a gold level of commodity prices, the reference must be
to conditions prevailing outside the more or less distorted markets in Europe.
Even if the world — so closely interconnected through modern means of
communication — cannot be rigidly divided into two distinct halves, the dif-
ference will be considerable between relatively free economies overseas and
the conditions in those countries (mostly in Europe) which for emergency
purposes tend towards an increased control of production, of domestic and
foreign trade and of commodity prices.

One problem which necessarily arises in this connection is the extent
to which the ordinary system of prov id ing an inducement to
act iv i ty by a r ise in pr ices and wages can be replaced by
a more direct organ isat ion of p roduc t ion . In 1914-18 the fa-
miliar price mechanism was allowed to work, with its incentive to economic
exertion and its restrictive effects on consumption — but the result was
inflation. In practice some compromise will very likely have to be found
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between reliance on direct control and provision of stimulus by higher
remuneration, but the compromise need not be the same in different countries.
As far as imported goods are concerned the "economic price" will as a rule
have to be paid, although in several instances governments grant subsidies
(with or without rationing) to reduce prices of imported commodities, to the
immediate advantage of the consumers.

The system of direct control has also been applied on the money and
cap i ta l markets . The war of 1914-18 came after a long period of growing
demand for capital and rising interest rates — and during the war rates
continued to rise. The present war has come after years of cheap money
and, so far at least, cheap money has generally been maintained despite the
war. The reservation of current savings for the needs of the government is largely
effected by direct restriction of lending for other purposes instead of by higher
rates and, at the same time, the rationing of commodities, which involves
reduced opportunities for spending, probably helps to further the flow of
private savings to the public coffers. At the end of April 1940 only four
countries had increased their official discount rates above the level of the
summer of 1939 — Sweden by y2 per cent., the Netherlands and Norway by
1 per cent, and Denmark by 2 per cent. In these four countries, as in most
others, the note circulation had risen as a result of the demand for cash
on the part of the public, to be held in readiness for emergency. A more
real demand for credit facilities — apart from the pressing needs of the
government — has also made itself felt in connection with increased cash
payments for imported commodities, the holding of reserve stocks and the
financing of an extension of plant and equipment, especially in war industries.

Foreign trade is being more and more paid for on a cash basis.
The cash principle of the United States "cash and carry" legislation corres-
ponds in fact to a general tendency intensified by the widespread introduction
of clearings and, of course, by the general state of uncertainty. Gold as the
accepted medium for settling international balances has naturally acquired
increased importance, and this development in the methods of effecting inter-
national payments is to some extent reflected in the activity of the Bank for
International Settlements. Normal credit relations naturally persist between
countries" politically connected as, for instance, colonies and mother countries,
as well as between foreign subsidiaries and the parent firms at home. Mention
should also be made of the credits granted on the basis of special arrange-
ments as, e. g., by the Export-Import Bank of the United States, which is
able to lend on extended terms funds obtained from public sources. On a
smaller scale the Bank for International Settlements has continued to arrange
for certain self-liquidating credits of a commercial character, through the
intermediary of Central Banks, and is, in this connection, glad to reproduce
the following statement from the Annual Report of the Swiss National Bank:
"Thanks to the co-operation of banks of issue with the Bank for International
Settlements, the Swiss National Bank has been able to obtain from that
institution advances in foreign currencies which it has transferred to exporters
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against provision of suitable cover. Since in each case the amount of the
loan expressed in foreign currencies was immediately converted by the exporter
into Swiss francs at the rate of the day, and since, for the repayment of
the Swiss National Bank, he made use of the foreign currency received in
settlement of his invoice, exchange risks were avoided."

The outbreak of hostilities has brought to an end business between
countries at war with each other. Trading with the Enemy Acts and the
various other measures for waging economic warfare as announced by the
belligerent nations have curtailed or stopped business in many other direc-
tions. The policy of the Bank for International Settlements has been and
is to confine its activities strictly to transactions whereby no question can
possibly arise of conferring economic or financial advantages on any belligerent
nation. A letter setting out the principles which the Bank felt itself under
obligation to observe was directed to all clients in December and has received
general approval as giving expression to a policy of scrupulous neutrality.
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II. EXCHANGE RATES, FOREIGN TRADE AND PRICE MOVEMENTS.

1. EXCHANGE RATES.

In the foreign exchange markets as in other fields the increasing inter-
national tension and finally the outbreak of hostilities in September divide the
year 1939 into two distinct periods. The first seven and a half months were
characterised by a remarkable stability of exchange rates; at no time since
1931 have the principal currencies of the world and the other currencies
attached to them shown less fluctuation. The few exceptions — as in China
and Peru — did not affect the general rule which was observed despite vast
movements of funds due in particular, to the repatriation of capital to France
and the continued transfer of liquid resources to the United States. In those
countries not then subject to exchange control a high degree of international liqui-
dity in the face of adverse circumstances was ensured by the intervention
of central banks and exchange funds. But in August the strain became too
great and in the course of a few days the whole aspect of the exchange
markets was reversed. The support was withdrawn from sterling and the rate
depreciated by 14 per cent, against the dollar, followed by a number of the
associated currencies. Exchange control was introduced in September 1939
both in the United Kingdom and in France; and in the following months
other currencies which had previously been freely traded adopted similar
measures. By the end of March 1940 only four of the world's principal exchanges
were free from official regulations — the dollar, belga, florin and Swiss franc.

The stability of s te r l i ng , maintained from near the beginning of 1939
to the last week in August, was directly due to intervention by the Exchange
Equalisation Account: for the first time since 1931 the pound was rigidly
held — until the morning of 25th August the dollar rate was maintained at
$4.68%-%. But the pound was not free from pressure, being, in fact, exposed
to the drain from an adverse balance of payments (burdened by additional
imports for armaments), continued depression in the raw-material-producing
areas of the sterling group, the movement of central bank reserves from
London, repatriation of capital to France and the transfer of refugee funds to
New York. One of the objectives in pegging the pound was to eliminate the
encouragement to outside speculation given by a gradually depreciating currency.
The authorities were aided in their policy by the ban on foreign security
issues re-introduced in December 1938 and by measures taken in January 1939
placing unofficial restrictions on speculation in gold and foreign exchange,
particularly in the sphere of forward transactions. Further, the international
assets of the Exchange Equalisation Account were replenished by a transfer
of £350 million gold (at the current price) from the Bank of England.

Thus armed, the Account met demands for foreign currencies in the
spot market and was reported to have operated in the forward market for
dollars in order to maintain the discount on forward sterling as near as
possible to the difference in short-term interest rates in London and New



— 19 —

York. In the spring the liquidation of maturing forward gold contracts,
which under the unofficial restrictions could not be renewed, helped to
support the pound to the extent to which gold positions were not replaced
by positions in other currencies or new gold contracts in Amsterdam.
In addition, the flow of short-term funds turned against the dollar at
the end of June and for the first few days of July, when the U. S.
Senate temporarily refused to extend the duration of the American
Stabilization Fund. Over the period as a whole, however, the pressure
against sterling was persistent. The return flow of capital from the
London market to France, which began in November 1938 and continued, after
a slight interruption at the outbreak of war, until the end of the year, was
accentuated during periods of political crisis, and the same applied to the
flight of refugee funds to New York. As the political tension increased after
the middle of August, the demand for foreign exchange made upon Exchange
Account increased to amounts estimated at over £10 million a day. On
24th August bank rate was raised from 2 to 4 per cent, and the next day
the Exchange Equalisation Account withdrew from the market and allowed
sterling to find its own level. From $4.68 the dollar rate moved in one day
to $4.40 and reached $4.27 by the end of the month. An official ban on
foreign security dealings was put into effect on 26th August. Following
England's declaration of war on Sunday, 3rd September, foreign exchange
control was established on Monday, under the provisions of the Defence
(Finance) Regulations.

The foreign exchange control limited dealings to authorised banks and
bankers, set out the conditions under which foreign exchange could be pur-
chased, specified conditions for trading in gold and authorised the Bank of
England to establish official rates for foreign currencies. Against the dollar
the Bank originally fixed a buying rate of $4.06 and a selling rate of $4.02;
in the middle of September the buying rate was changed to $4.04, and early
in January 1940 the buying rate Was increased to $4.03% and the selling rate
lowered to $4.02%. On the free markets in other countries rates for sterling
were, however, quoted on the basis of the daily supply and demand. The

s u p p l y in these
markets was derived
from two sources:
(i) balances in the
United Kingdom,
which non-resident
holders were per-
mitted to transfer
freely to residents
or other non-re-
sidents ; practically
the whole of such
balances dated from
before the war ;
(ii) balances arising

Sterling-dollar rate in London and New York.
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