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INTRODl!CTION. 

The analytical approach to foreign exchange control 

can take one of two consistent forms. The techn.ique can be 

explored in relation to the absolute criterion of international 

specialization or, it can be examined in relation to the ~e­

latlve criterion of national expediency. However. it is im­

possible to deal with the subject oonsistently if we accept 

the relative premise and apply the absolute criterion to it.(l) 

When the authoritanian powers chose full employment as their 

goal instead of international prioe and exchange equilibrium, 

it is fruitless to prove that they failed in something which 

was not their goal. Their aim may have been incompatible 

with global peace and prosperity but that is irrelevant to 

the proposition. 

This works purports to examine (1) whether exchange 

control is a technique in a secular trend or, merely an 

emergency measure; (2) are its cha.ra.cteristics universal or 

- - - - - - - - ~ ~ - ~ - ~ ~ - - ~ ~ - - - ~ - ~ - - - - - ~ 

1. (a) Lea~e of Nations, IIReport on Exchange Control:' (Geneva 
1938). This report falls into a labyrinth of errors on 
account of this fallacy; pp. 34 et seq. Once exehange 
control is accepted to be·an outgrowth of inherent pol­
itical and economic maladjustments it is difficult to 
see how we can speak of its removal while these malad­
Justments still~ exist. 

(b)Heuser, Heinrich, Control of Inte~national TradeL (London 
1939). Although thrs Is a much more scientific work, the 
author also seems guilty of this misdemeanour; pp. 174. 

(c) Howard S. Ellis, Exchan~e Control. in Central Europet­
(N.Y. 1941). This work 18 least guilty of all on th1S 
point. Nevertheless the distinotion between the two 
criteria is not made and their relation remains ambiguous; 
pp. 309 et seq. 
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specific to the economy in which it exists; (3) has it 

performed its functions(2~ adequately in recent applications, 

(193l-1940); (4) what are its potentialities as an institu­

tion in future world economy; and (5) what impaot will it have 

upon Canadian eoonomy. 

The student in residence who atte~ts to do any in­

tensive research on European economy is necessarily hampered 

by his inability to use all the primary sources. In additioh 

to this, the scope of this study has been, tor the time b~lhg. 

voluntarily restricted in the interests of space and time. No 

attempt is made to explore the political tenets of National 

Socialism or the ethical problems involved in the existence of 

a dictatorial regime. The aim of this thesis has been to ap­

proach the study of economic conditions in contemporary Ge~~any 

and the Continent from an impartial and objective standpoint. 

The conclusions reached in the first four chapte~s 

must be qualified by the use of seoondary sources and the con­

glomeration of other factors(3) which belie the suocess or 

failure of the technique itself. 

In the Canadian-American situation the authorities do 

not find it advisable to offer all the pertinent information. 

We have therefore been obliged to use less authoritative in­

dices and refrain from making any vUlnerable long-term general-

izations. 

~ - - - - - - - - - ~ - ~ - - - - ~ ~ - - - - - ~ ~ - ~ ~ - -
2. The functions of exchange control will be enumerated in 

cha.pter 2. 

3. Quotas, tariffs, price controls, etc. 
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Neo-Mercantilism: "The End of Laissez-Fairen1 

John Maynard Keynes 

1 John Maynard Keynes, "The End of Laissez-Faire,D London, 1921. 
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ClIA.Pr'ER I 

Prior to the Neo-mercantilist Kondratieff of (1897- )2 

there was a p·lurali ty of interdependent sovereign states t on the 

whole, complementary to one another. Each state had its own 

monetary system ana its own monetary authorities who decide~ 

what polioies to adopt and how they would be carrieQ out. The 

Choice of policies was a funotion of the cho1~e of aims and 

the choice of means. Monetary policy was, of course, an in­

strument of economic policy in general, and dependea upon the 

principles of the State and its anticipations as regards peace 

or war. This "bourgeois" Kondratieff of 1843-1897 was a re­

latively quiescent one. Different national monetary policies 

were direoted towards the creation of conditions under which 

a lasting equilibrium in balances of international payments 

was maintained. The stable exohange rates were pre-requisite for 

smooth foreign trade and long term capital investment, since they 

were a symbOl of those deeper factors which create stability of 

international eoonomia relations. 

The transactions3 which give rise to payments from 

country toaountry helong to one of three main groups: (l)trada 

in oommodities and services; (2L--long term capital movements 

(including the debt service and dividend payments); (3) move­

ments of short tann funds. As Angell has said, the balance 

- - - - - - ~ - ~ - - ~ ~ ~ - - ~ - - - - -
2 Schumpeter, llBusiness Cyoles," 1939, p.397,ete. 

3 The less important items, such as ~igrants' remittances, 
are n.ot important for the present analysis. 
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of 1nt.ernational payments of a country is in equilibrium if 

nthe net balance of the aggregated commodity service, interest 

and diTidend, and long term capital operations, so far as these 

t1 t t t t · n' opera ons en ail ac ual interna ional paymen 8 ••• 18 zero. 

The oonditions required fo·r such a long-run equilibrium are: 

(1) Relatively great freedom of trade, or at least great 

stability in tariff structures and absence of quanti-

tative restrictio~s; 

(2) Flexibility of national price and income structures; 

(3) Stability in the international flow of capital; 

(4) Absence of large ana sudden displaoements of short 

term funQs. This item inoludes interbank oredit, trans­

fers of dep:osits, purchase of foreign b:ills of exchange; 

purchase of foreign-treasury bills, commercial credits, 

purohase of securities in a foreign market with the ex­

pectation of their early re-sale abroad, etc. 

The long term capltal movements 9 unless they are 

oancelled out by capital movem~nts in the opposite direction, 

give rise either to an increase in trade, or to deposits of 

short term funds of the sort mentioned above. The latter are 

also used in the end for the purchase of commodities and ser­

vioes unless they constitute a reserve for meeting future pay­

ment arising out of the debt-service. 

Whenever a disruption of equilibrium occurs, it can 

only be re-establiahed by changes in the capital and current 

account, and the gold standard at that time provided an excellent 

4; James W.Angell: nEquilibrium in International Payments, in 
Exploration in Economics." Notes and Essays contributed in 
honour of F.W.Taussig, N.Y., 1937, p.l·7. 



mechanism for making the neoessary ad3ustments. This was pos­

sible beoauae the oond1t~ons enumerated prevailed. It is im­

portant to note that the long run definition does not oontain 

any refereno e to short term movements of funda. The proper 

funotion of these movements 1s to make other adjustmen'a easier 

and smoother, as a long run phenomenon they should oanoel out. 

It 1s only when they are very great and spontaneous that they 

beoome an unbalancinB faotor. 

When a oountry is faoed w1"th a passi va bal>.:4lloe 011 the 

current acoount, whioh is not compensated by lOllg-term oep1tal 

lending, the monetary stock of that country should diminish and 

that of her trading partners should lnoreaae. 5 The deflat1onar.y 
1897 norm, 

trend in the oountry of excess imports was, prior to our~ aooom-

panied by a rise in the money mar~~e"t rate of interest \,Llioh 

per6bla ted throUGh the open and oentral markets. 6 Short term 

funds floued in and rendered. the final adjustment slower and 

smoother. The extent of thi so"u.sh1on1ng effeot, hoV'rever. still 

awaits its historian. Nevertheless, Dr.V1ner 1s undoubtedly 

correot when he states that"the role of short-term capital move­

ment as an equilibrating faotor 1s limited •• by the Lmperfeot 

international mobility of suoh funds. n7 These transfarsof funds 

tal~e plaoe for one of two rea.sons: ei thar to obtain a highor rate 

of interest than their owners can get at home; or to guaral:toe them 

against any depreoiation that mir)lt ta~;.e plaoe beoause of monetary 

5· of. Von Hayek: rtMonetary Nationalism aud International Stability", 
London, 1937. 

6 Schumpeter. 0E.cit •• p.612. (B.Y.1937) t 

7, Jaoob Viner, "Studies in the Theory of International Trade.'" 
p. 406. l1i ",ft o, 
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regulations anticipated at home. or for fear of inflation. etc. That is. 

international movements of short term funds take place: mainly in 

search either for greater ret'llrnsor for greater security. The 

former type of movement has an equilibrating effect upon the ba-

lance of payments. The latter, whioh will be a1soussed later 

and is of utmost importance in the history of exchange control, 

has an essentially unsettling effect. 

vVhen laissez-fairs reigned supreme, the volume of 

short term funds was largely directed by consideration of larger 

return and not of comparative safety. The reason for the exist­

enoe of large short term funds is to be found in the fact that 

lack of confidence dnninishes willingness to invest abroad or 

even at home on long term. Thus a great fund may be accumulated, 

which, pending the revival of confidence - when it will be put into 

investment - remains on current accounts in financial institutions 

and gets transferred from country to country according to the ap­

preciation of their comparative political and economic security. 

As we shall see, during the present Kondratieff this factor has 

played an important part in the Qisintegration of international 

monetary relations,while in the "good old days" it was not a 

factor at all. 

London was the centre of a great free trade area. 

Commingled with the fact that she was the banker of the world, 

international, eoonomio, financial, and monetary collaboration 

was organized around her. The pre-war gold standard flourished, 

al though to some extent it was a managed ourrency. "The 1nt·er­

national gold standard supplies the world with a mechanism for 

maintaining fixity of exohange and for keeping in organic touch 
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with one another the price and inaome structures of the various 

oountries. But the degree to Which the second of these functions 

is in fact adequately performed depends, not on the mere existence 

of a common currency basis, but on the manner in which the detail­

ed administration of the gold standard in each and all of the 

countries adhering to it is carried out. uS The important thing 

before the war was that the Qifferent gold standard countries 

carried out a policy which aimed at the maintenance of that sys­

tem; national policies were co-ordinated through that common 

objective and through the general acceptance of the same funda­

mental principles of monetary policy. Thus the gold standard 

working in a world of political stability where trade was re­

latively free and aapital movements relatively stable was a 

successful achievement of monetary internationalism. 

The soc1a1 atmosphere began to change in the late nine­

ties and Schumpeter proclaims 1897 the symbolic year of a changing 

t t t d et le 9 . at 1ude owar capl. a l.sm. Electricity was the predominant in-

vention of the third Kondratieff. It revolutionized the relative 

economic position of nations. and altered the trend of foreign 

trade. The conditions necessary for monetary internationalism 

began to wane. Protection increased:° expenditures on armaments 

loomed and the ominous rumblings of war cast a black shadow on the 

structure of financial relations. "However much the war - and the 

8 S T.E.~rego~:nThe Gold tandard anQ Its Future." London,1932,p.21. 
Also Leo "Pasvolsky, ",The Necessity for a Stable International 
Monetary Standard", International Ohamber of Commerce, Paris, 
pp.17-18. Our italics. 

~ Schumpeter, op.oit., pp.39S-399. 

10 In England this was a mere lobbying in that direotion. while 
the Dingley tariff of 1897 in the U.S. meant a Victory of a tendency 
that was long prevalent. 
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circumstances of the 'Have-not nations' - may have had to do 
-

with concrete forms ••• and surface events, that departure from 

the road that leads from capitalism to orthodox socialism is not 

uduew to it, and the general drift •• might have been the same had 

it never occurrea.wll. The World War I merely removed the lid. of 

the f.·ermenting trend. 

What See:retary lviorgenthau called the n streamlined gold 

standaxdlf of the post-war era wa~ a great edifice built on quia:k:-
I 

sands. Economic Nationalism became more pronounced; confidence 
._, 

was never recovered; international conferences followed one an-

other at an iricreasing rate, but t,he spirit of cooperation, the 

willingness to saorifice ~ediate advantage to a more distant 

common good were absent in all aoncerned.l2 No artifice of mone­

tary teohnique can r'eplace confidence that is missing. Before 

constructing technically perfected monetary systems, it is neces­

sary to create conditions in which those systems can live and 

prosper. Those conditions were never restored. Monetary inter-
13 

nationalism became a camouflaged, decentralized financial system. 

Barriers to trade went on growing throughout the post-war period 

in spite of resolutions adopted to the contrary by various con­

ferences. The industrialization of agricultural countries and 

the re-agrarianisation of industrial countries progressed consider­

ably. Both were due, to' some extent at least, to the incomplement-

-~-- .... -- ... 
11 Schumpeter, op.cit., p.697. 

12 James, F. Cyril, nEeonomies of Money! Oredi t and Banking. If 
N.Y.1490, Ohapter 3(. 

13 The most recent and comprehensiTe book on this subjeot is by 
A.Brcown, Jr., "The International Gold Standard Re'interpreted," 
1914-1934,(N.Y.) 1941. cf.Book III, part III. 
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arity of microbe political states, to the feeling of political 

uncertainty and to the anticipation of a possible new war. Here 

we faced the unsolved problem of political myths versus economic 

realities. The World Economic Conference voiced muoh alarm on 

aocount of these tendencies but the resolutions adopted remained 

a dead letter. If international trade expanded, nevertheless, 

this was mainly due to a great international oredit expansion 

practised particularly by the United states. While the effeots 

of growing economic nationalism were thus, for a time, covered 

with a thick veil, maladjustments were inoreasing underneath. 

Credit expansion not only allowed the United States to main­

tain an excess of exports over imports, (while accumulating a 

great capital investment abroa~; it also gave Germany the means 

to meet reparations payments and have a surplus left over. This 
-

made it possible for Germany to have a"de faoto creditor position, n 

while accumulating a large debt. Similarly, the exporting agri­

oultural debtor oountries borrowed heavily from abroad. Payments 

for industrial purohases were commensurate with their staple ex­

ports and no surplus was accumulated. ·This meant that they were 

able to nbalance" their international acoounts by going deeper 

into Qabt. l £ Germany was thus able to avoid making the impossible 

adjustments in costs and in the struoture of produotion that would 

allow her to obtain the export surplus whioh she would. have needed 

in the absence of American loans. And the other debtor countries 

were inaurring liabilities out of all proportion to their ability 

- - - -- - ... - - - - -- - ~ - -. -- - - - ~ - - - ~ ~ ~ - - ... - -
l' V.Ttmoshenko: "World Agrioulture and the Depression." 

1928: Canada, Argentina, and Australia had an active trade balanoe 
of ~124,OOO,OOO. 

1929: nat debit ~484,OOO,OOO. As no more loans were forthcoming, 
they were compelled to curtail imports and force exports if 
international payments were to be made. 
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to pay. Sooner or later these maladjustments had to oome to the 

fore. The malQistribution of gold was much disoussed, but this 

was an effect more than a cause of trade d1s1ocation. The soarc-

ity delirium of the ye110w metal introduoed the gold-exchange 

standard: the antimony of an international monetary "systemft 

parallel with economic nationalism. The rationalization of 

industry was aocompanied ~y oartels and monopolies on one side 

and the growth of trade unions on the other. Both had the effect 

of producing rigidities in the price and income structure. Capital-

ism became more and more 1Ttrustifiea.". Neither is it very profit-

abe, nor instructive to blame politics on all our institutional 

ills, (although there can be no doubt that it played a very im­

portant role in post-war events~. "Taking the social system of 

capitalism as a whole, it is meaningless to say that it - or any 

element of it, e.g. the gold standard - is checkmated by "politics." 

What ought, to be said - on this level of analysis - is that it 

cheokmates 1tself.nl<5 

Protectionism; unwillingness to lose gold; unequal de­

preciation of currencies; instability in long term c~pital move­

ment; large and erratia invasions of short term funds looking for 

safety; these were the main charaoteristics which contributed to 

the oollapse of monet.ary -internationalism. The United States' 

nrefusal to accept her oreditor position" has been the scapegoat 

for most laissez-faire il16. 16 

15 SChumpeter, op.oit., p.698. 

16 J. p.Day t "An Introducti on to World Economio Historyl1. lTThe 
Hawl,ey .... Smoot tariff was the prime cause of the loss of the Geneva 
battle for freer trade. It p. 69. (London, 1939). 
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Although her inexperience as a creditor nation undoubtedly 

led to a myopia of foreign lending,{i) it must not be for­

gotten that the United states became greatlyindustria.ltzed 

during and after the war. She competed in the East and 

even in Europe with Great Britain, France and Germany. There 

was therefore a likelihood that the cost structure precluded 

the influx of many industrialized goods. Ha.d a reduotion 

of import duties been passed instead of the Hawley-Smoot Act, 

it is difficult to see how this could have improved short-

run conditions in Europe without aggravating them in America.(l~: 
England's unfortunate experience over the stabili­

sation of the pound in 1925 contributed very largely to an 

urgent controversy; namely the relative importance for the 

economy of a country of internal equilibrium as compared with 

external equilibrium. The former meant stability of internal 

prices, the latter, stability of foreign exchanges. With a 

view to restoring London's financial supremacy(17), England 

- - ..... - - ;;. - - ... - ... .. - - - - .. - ~ - - - - .. - ... - -
i. Total short term loans to Germany in 1927 were equal to 

2,264 million RM. In 1930 these loans dwindled to 167 
million RM. The United states was the predominant cred­

ito r • Le agu e of N at ion s , .. Ba1 anc e of P ayme n t s 1937 u , 
(Geneva 1938); pp. 108. 

16~ Paul Einzig, The Exchange .and Clearing System, (London 
1935). Einzig, as usual, exaggerates this trend since 
marginal trade could even take place in many of these 
goods, and' if not, there was no reason for the tariff 
at allan such commodities. 

17. Paul Einzig, The Struggle for Financia~ Supremacy. \LDnJo~ 

}q ~ I) 
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returned to the gold standard at a 10 per cent pre-war 

overvalued £ rate. This imposed the necessity of deflation 

so as to reduce gold priees to a level on which British ex­

port industries would become again competitive on the world 

market. The deflation proved, however, extremely difficult 

to carry through on account of rigidities in the priee strue­

ture and particularly in the level of wages. What is even 

more important, the niches of vested interests, including 

both capital and labor, sabotaged capitalism. Without a co­

herent plan for the rationalization and scrapping of obsolete 

industry, England's exporttrade bec~e decrepid. The fact 

that too high a parity imposed a deflationary stra.in upon the 

country and, as the deflation did not succeed, resulted in a 
Tbis 

loss of export trade./has contributed very widely to spread-

ing the idea that all maladjustments between domestic and 

foreign prices can be secured by a process of devaluation. It 

did so even more when the devalu~tion of the pound in 1931 

and the formation of a "sterling area" resulted in a great 

improvement of England's economic conditions. 

The dilemma "deflation versus devaluation" probably 

finds ita roots in the British experience of 1925-1932; its 

success is due to the development of monatary nationalism and 

neo-mercantilism. The essential difference between nationalism 

and internationalism lies in the conception of the relative 

importance of a country as compared with the world at large. 
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Internationalism situates a country within the framework 

of a oollectivity of interdependent though politically 

sovereign states; it looks for the solution of an individ­

ual country's problems within the network of international 

rela.tions. Such is not the case in nationalism for whioh 

a country stands supreme and foreign relations are usually 

impediments. Def'lation, devaluation when oonsidered as two 

horns of a dilemma are policies determined by purely, although 

perhaps necessary, national motives. From an international 

point of view one may find that neither of them is a solution -

particularly when the problem to be solved is found essentially 

in the disorganization and incompatibility of internationa.l re­

lations. Prior to the crisis, all the prerequisites of mone­

tary internationalism were lacking and the development of neb­

mercantilism was a consequence of abandoning the idea of re­

building international economic and political relations on a 

stable foundation. This, in turn, was the result of the de­

cline of liberal capitalism and the general development of 

nationalism in the world. 

To tell us that "under more normal conditions •••• it 

will probably be found that the dilemma between the aims of ex-

terna1 and monetary stabil! ty is more apparent' than real, and 

that it arises very largely out of a too literal acceptance of 

the abstractions of gold standard theory", may be perfectly 

true but not very pertinent to an abnormal orisis.(18) 
- - ~ - - - - - ~ - - - - . . ~ - - - - - - - - ~ ~ ~ - ~ ~ -
18. Prof. John H. Williams: quoted from tiThe World's Moneta.ry 

Dilemma", Proceedings of the Academy of Political Science, 
April 1934, pp. 65. 



15 

The Crisis and Foreign Exchange Control: 

"A manifestation of underlying maladjustments" 
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CHAPTER II 

The decade prior to the summer and autumn of 1931 

witnessed three major economic changes which called fo~th a 
I .. ~ 

mew technique in the general sweep of etatisation. The a2ms 

of external monetary stab.ility became more onerous upon the 

debtor economies. 1) The astonishing achievements of science 

in the domain of agriculture, coupled with the general trend 

to·wards autarchy, resulted in a greater fall in the prices of 

"simpler foodstuffs" relative to the general decline of values 

dur.ing the depression which had begun at the end of the year 

1929. The result of this fact upon agricultural exporting 

countries whose industrial imports were to be paid out of 

already depleted devisen reserves is self-evident. 2) The 

decrease of oapi tal move~ents to Central and Eastern Europe 

and the sudden w.ithdrawal of foreign credits, combined with an 

expatriation of national funds, from the same group of countries 

aggravated the secular price trend in the poorer countries and 

began to play havoc with the exchanges. 3) The depreciation 

of sterling made exports to that country more difficult and 

further deflationary trends were forced upon these countries 

who could least bear it. The panicky flight of frozen and dom­

estic capital after the Credit Anstalt affair threatened to 

exhaust the gold and devisen reserves of the European and South 

American debtor countries, and therefore to endanger seriously 

the maintenance of currency stability. Had there been a greater 

scrutiny over the American monetary machine between 1925-29 
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these sudden short-term withdrawals may have been precluded. 

Heuser claims that "it was this major change, before and 

during the depression, which ca.used the· introduction of 

exchange control, in a desperate effort to stem the tide of 

the demand for foreign means of payment." ( 19) The im:R.or_t.f!.nt 

thins to the investigator is that these ,~lJ}!D.ediate .factors 

were the consummation of the underlyins maladjustment of the 

post-war decade. The technique of foreign exchange control 

was merely another weapon of neo-mercantilismw~iiiYthe natio-

na1 state extends its influence from the internal to the inter-

national sphere. Given the strife for autarchy, the political 

and even economic impossibility of making the necessary ad-

Justments to the great and sudden changes that were taking 

place in the structure of international payments and the under-

lying modern monetary nationalism,)i t would have been indeed 

little short of the ridiculous to trust to the remedial forces 

of laissez-faire. Prices and/or exchanges had to be controlled. 

With several qua1ifi.cations ,Mr. Keynes states the 

choice between stable internal prices and stable exchange 

rates fairly. "Since ••••• the rate of exchange of a country's 

currency with the currency of the world (assuming for the sake 

of simplicity that there is only one external currency) depends 

on the relation between the internal price level and the ex­

ternal price level, it foliows that the exchange cannot be 

- - ~ ~ ~ - - ~ - - - ~ - - - - - ~ ~ ~ - - ~ - - - ~ - ~ ~ ~ 

19. Heuser, op.cit., pp. 4. 
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stable unless both internal and external price levels re­

main stable. If, therefore, the external prioe level lies 

outside our control, we must submit either to our own p~ice 

level or to our exchange being pulled about by external in­

fluences. If the external price level is unstable we oannot 

keep both our own price level'and our exchanges stable. And -
we are compelled to choose.u(20) Before discussing the evo-

lut.ion of this thesis in rela.tion to foreign excha.nge control, 

several inexactitudes must be noted. 1) The assimilation of 

all foreign countries to one single currency is a, misleading 

simplification. 2} There are no price leve~,s in the real 

world but, only price structures and while international com­

parisons between changes in national price structures are 

more difficult than comparisons between price levels they are 

much more instructive and provide a safer basis for policy. 

Lastly, the notion of external inf1uenoe upon a national eoo­

nomic situation is often used in defiance of the fact that a 

national economy is linked by more than one tie with other 

national economies. The transition from the notion of "ex-

ternal influences" to that of an tlindependent national econ-

omy" is one of degree only. 

Governments, in the past, generally chose to stabil-

ize either the price level or the rates of foreign exchange. 

These two lines of policy were compatible with one another 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - - - -
20. J.M. Keynes, A Tract. pn Monetar~ Reform, (London 1923), 

pp. 154. (Reprinted in "Essays l.n Persuasion" London 1931, 
pp. 195) 
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only 1f foreign oountries also follow a policy of stabil-
(20a) 

ising the price level - that is to say, only by ~nte~ 

national co-operation. '°:But if in foreign countries the 

price level is rising or falling, a liberal economy in quest­

ion is faced with the dilemma of either stabilising the ex­

change rate and letting the domestic price level move in 

sympathy with the foreign price level, or stabilising dom­

estic prioes anQ allowing the exchange rate to move in in­

verse ratio to the movement of the foreign price level. By 

and large, stabilisation of the exchange rate is the line of 

least resistance, unless price levels abroad are moving in 

the inverse direction. Fluotuations in the exohange rate 

leap to the eye whereas small changes in the price lev~l are 

less clear-cut and attraot lass attention. In financially 

weak countries,partloularly where the memory of inflation is 

still fresh - every deviation of the exchange from gold parity 

or even any 1ikelihood of such deviation must lead to a crisis 

of confidenQe and to withdrawals of credit. 

For smaller countries in whose ec~nomic system 

foreign trade plays a large part, stabilisation of the exchange 

was the only possible policy. Partioularly if they were depend­

ent on foreign capital, they were forced to saorifice stability 
, 

20a R = Pa 
Pb K. 

K, therefore, must remain oonstant. for if K changes, the 
exchange and the priee-level can both remain constant (lnly if 
the price level abroaQ happens to have shifted exactly parallel 
with K. 
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of prices to stability of the exchange, at any rate so lOng 

as there remained important countries abroad with a fai~ly 

stable monetary system to which they could attach themsel~es. 

For strong countries there was another way out. As we ha~e 

seen, Mr. Keynes advocated for England a policy of stabilising 

the price level with the aim of smoothing out cyclical fluc­

tuations, even at the cost of an unstable exchange rate with 

the gold- standard countries. 

Since September 1931 Britain has largely followed 

this policy of price stabilisation. This enabled the Scandi-

navian countries and the Dominions to reap the advantages of 

stable exchange rates with England and with other members of 

the sterling group, and to maintain stability of prices with 

one another. 

The instability of the exchange rate between the gold 

and the sterling currencies led to serious disadvantages. 

Haberler is undoubtedly correct when he concludes that "an 

international standard of one form or other, is indispensable 

in the long run for an extensive exchange of goods and credit 
( iJ. 

for an individualistic b~sis." Once that basis has collapsed 

a rigid control of the capital market becomes inevitable. Ex­

change control promised both a oamouflaged stability in ex­

change rates and the insulation of national economies from 

external depression tendencies. 

~) JI~ her J e r / 
Sect I 0 I? 0 n 
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Germany witnessed a pronounced boom in 1928-29. 

This empaneion was largely financed by imports of foreign 

capital, of which more than half(21) were short-te~m cre­

dits. The latter were not subject to the profit tax and 

the stringent money market kept the average rate of interest 

on bank loans at the onerous level of 10.2 per cent.(22) 

It is therefore not very surprising that the average Ameri­

can speculator poured his funds into German industrial re­

construction. Resources of the short-term capital market 

were also strained by public housing expenditures, while the 

supply of foreign credits had been curtailed by the counter 

attractions of the New York stock EXchange.(23) The Dawes 

annui ties had reached their maximum of 2,500 mi-l1ion RY. 

This too had a dampening effect upon the economy. In Nov­

ember 1929, the inflated seourities on the New York market 

(whose prices had no relationship to yield) fizzled. This 

hurricane that blew from New York in the autumn of 1929 

swept over Germany with deadly force and it was apparent to 

everyone that the stage was set for an economic depression. 

The collapse of the Austrian Credit Ansta1t in May, 

1931 sent a wave of panic over the financial world. Germany 

was already in a state of ra.pid-~ -'economic contra.ction and 

political disintegration. The volume of production had shrunk 

~ - - - - - - - - ~ - ~ - - - - - - ~ - - ~ - - - - - - - - -
21. 

22. 
23. 

c.w. Gui11ebaud, The Economic Recovery of Germany 
1933-38. (1940); pp. 8. },,,//Ibfl. 

Ibid, pp. 8. 
Private investments in new fixed capital from 1924 to 
1929 : 10.4 milliard EM. Investments of public bodies 
amounted to 24.2 milliard RM. (the bulk of the latter 
took place in 1927 to 1929); ibid, pp. 14. 
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from 100.2 (1928 • 100) in Septembe~, 1929 to 82.5 in De· 

cember, 1930;(24) unemployment had risen from 1.324,000 to 

a peak in FebruarYt 1931, of 5,000.000. Bills discounted. 

sight deposits of the Reichsbank and money order transfers 

shrank on\the average 25.4 per cent. Monopoly prices. both 

in the field of commodities and 1abort greatly intensified 

the depression. 

Wage rates,(index of wages determined by colleotive 

bargaining)stood at 105.5 (1928 = 100) in 1929 actually rose 

in 1930 to 107.3 and declined only slightly to 102.1 in 1931.(25) 

These wage rates of collective contractSt as usua.1. were:·ve~y 

illusory, because of sporadic employment, lay-offs, and nume-

rous evasions. But in view of the great increa.se in unemploy­

ment, the decline in a:ggregate labor income seems very small.: 

1928 - 42,621,000 RM 
1929 - 43,045,000 RM 
1930 - 39,600,000 RM 

Industry demanded a drop in wage rates to reduce 

costs and prices, while labor argued that price reductions 

should precede wage reductions in order to preserve effective 
. {26} 

purChaslng power. When the struggle between labor and 

capital faces the division of a shrinking national dividend 

the rigidities in our system· become even greater entrenched. 

- - - ~ - - - - - - - - - - - - - - - - - - ~ - - - - - - - -
24. V.z.K., Vol. 7, Part A, No. I, pp. 264 - quoted by 

Ellis, o~.·cit., pp. 159. 
25. Ibid, pp. 30. 
26. Jahrbuch 1930, (Eerlin 1931) pp. 9. As we shall see, it 

seems that Mr. Keynes' thesis was vindicated by fact. 
Following the Br4ning deflationary decrees of December 8th, 
1931, reductions in money wages did not result in reductions 
in real wages, or in lower wage costs relative to the value 
of output. Cf. J.M. Keynes, G.T. of Emp. I. & M.Chapt. 19. 
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Nearly all parties agreed that a balanced budget was de­

sirable. Labor insisted that it be achieved by increased 

taxation upon the propertied classes and even to cover the 

additional load of unemployment benefits and public wo~ks; 

capital clamored for lower wages. 

In the Spring of 1930 the Mfiller government was 

overthrown. All the public work policies were dejected 

and a balanced budget wa.s the platform of the new C:hancellor. 

The Heinrich Braning government held a precarious position 

as a minority party relying upon the votes·of the Social 

Democrats. In July the Socialists voted against the govern-

ment's reconstruction program, whereupon the Reiche·tag was 

dissolved and the program came into force by the Emergency 

Decree of July 26th, 1930. A general malaise spread.over 

the German Nation and the deflationary spiral s~t in. 

The election of September 1930 revealed the devast­

ating effects of depression upon the German internal politics. 
~. -

National Socialists and Communists showed large gains in the 

Reichstag, the former from 12 to 107 seats.(27) Br~ning re­

mained in office virtually eliminating the Reichstag. The 

Social Democrats were caught between the upper and nether 

millstones of National Socialism and Communism. They too 

passively tolerated the government. The tense situation shook 

internal confidence and led to flight of German capital abroad. 

- - - - - - ~ - - ~ ~ - - - - - - - ~ - - ... - - - - - - - - -
27. Ellis, op.cit., pp. 162. 
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It was only due to a rise in the Reichsbank discount 

rate from 4 to 5 per cent(75) and the Lee Higginson loan 

of $ 125,000,000 from America that the outflow was checked. 

But in the meanwhile the Reichsbank had lost 800.000,000 

EM in gold and foreign exchange holdings(?6) within a single 

month and by December 11th, something over double this sum. 

A new budget deficit accumulated shortly a.fter the election 

and it was only by virtue of 400,000,060 RM issue of Treasury 

Bills that the difficulty could be tided over. 

The next few months saw creditors alert and uneasy. 

On March 19th, 1931, came the very ill-timed proposa.l for 
-- . 

a customs union of Germany and Austria.(7?) This move was 

bitterly opposed by the French who withdrew considerable 

funds from Germany as a means of applying politioal pressure. 

The Credit Anstalt affair, two months later. was the knockout 

blow to the already shaken belief in the stability of the ~ost-

war economic tlreconstruction" of Europe. From the end C)f May 

to the middle of July 1931, the Reichsbank lost approximately 

two billion RM in gold and foreign eXChange.(78) This was 

not only due to the powerful disturbance to credit conditions 

throughout the world, but also to the rise in money cirCUlation 

75. 
76. 
77. 

78. 

- - ~ - - - ~ - - - - - - - - ~ - - - - ~ ~ - - - - - ~ ~ ~ 

Economist, London. 
Statistisches Jahrbuch. 
W.C. Langsam, Documents and Readin s in the Histor of 
!urope s·ince 1918 tI , N.Y. 1939 • .. . 
Cf. chart No.1; a.1so Kenyon W. Poole, ~~rma.n Fl.nan_c~al 
Policies 1932-39, (Cambridge, Mass.); pp. 22. 
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originating out of increasing lack of confidence at home. 

Money in circulation rose (trom the lowest point sinoe 

early 1928) from 5,856 million Marks in MaYf 1931_ to a 

high of 6,638 million Marks in December, 1931, thereafter 

declining strongly throughout 1932.(79) President Hoover's 

proposal on June 21st for a year's moratorium on Germany's 

political debt could only be accepted after the delay by 

the French government. The entire world focussed its atten­

tion on the alarming condition of Germany. The withdrawa.1s 

continued and the Reichsbank saw its reserves dwindle to 

depletion. The total credits mopped up abroad amounted to 

630 million RM.(80) Most of these funds, (420 million RM) 

came from the Central Banks of England, France, the United 

States and the Bank for International Settlements to tide 

over the date-line for payments due on June 30th. The flight 

could not be stayed away by such marshmellow measures. The 

Reich found itself forced to withdra.w its support of the 

very important DarmstAdter and Danat Bank, which was compelled 

to close its doors on July 12th, 1931. This was the last 

straw. There was a general run on all the commercial and 

savings banks which led to the decision of the government to 

close all banks and other credit institutions on July 14th, 

1931. On July 15th, 1931, all foreign exchange dealings were 

~ - - ~ - - - - ~ - - - ~ ~ ~ - - - - - - - - - -- - - .. - .... 
79. Statistiscnes Jahrbuch. 
80. Guillebaud, The Economic Reserves of German from 1933 

to 1938, (London 1939 ; pp. 21. 
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centralized with the Reichsbank.(8l) 

The year 1930 marked a thorough-going change in the 

prospect of Germany's balance of payments. The continuous 

inflow of capital since 1924 exceeded by 2t to 3 times the 

10,300,000,000 RM paid by Germany for reparations. (82J The 

item of 879,000,000 RM under "unclassified" ca.pital imports 

indicated that "outside the (formally organized) credit organ-

izations of Germany, the influx of short-term loans continued 

almost unabated ll ;(83) the total capital inflOW was halved for 

the year. The total figures given fail to show the extent of 

the disaster in 1930. In that year, the 1,800,000fOOO RM 

Young loan was floated and although two-thirds of the pro­

oeeds went to reparations, the remaining one-third used to 

finance German railways, afforded considerable relief to the 

balance of payments. Nevertheless, the net inflow of oapita1 

dwindled to half a billion Marks, or one-eighth its magnitude 

two yeats earlier. This figure does not reveal furthermore 

that during the second half of the year short-term capital im­

ports practioal1y vanished nor that capital withdrawals in the 

- ~ - ~ - - - - - ~ - ~ -- - - - ~ - - ~ - - - - - - - - - ~ -
81. C.R.S. Harris, Germany's Foreign Indebtedness, (London 

1935); pp. 10. 
82. League of Nations, Balance of Payments, (Geneva 1938); 

pp. 108. 

83. 

Capital InfloW into Germany. 
(in million RM) 

Year Long Term Short Term Unclassified 

1927 + 1,778 + 2,264 + 310 
1928 + 1,778 + 1,270 + 1,000 
1929 + 1,160 + 484 + 879 
1930 + 1,119 1:- 169 - 746 

League of Nations, ibid. , pp. 108. 

Total 

+ 4,352 
+ 4,058 
+ 2,023 
+ 542. 
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aggregate amounted to over a billion and a half Marks. 

Under these circumstances the balance of trade took 

a spectacular turn from passive to act ive. (84) This change 

was greatly intensified by the alteration of the terms of 

trade in Germany's favour following the collapse of markets 

for inelastic raw material imports relative to her industrial 

exports. This could not turn the tide. 

The loss of gold and devisen from Reichsbank reserves 

continued and only in February 1931 did the drain show signs 

of temporary retarding.(85) On Maroh 30th, 1931, a more oner­

ous deflationary "saving budget" came into force by emergency 

decree, but despite a contemplated saving of 1,550,000,000 RM 

under the 1932 budget a new deficit had accumulated by ltay. 

The news of this debacle impinging upon the panic situation 

created by the Credit Ansta1t resulted in a veritable impasse. 

June, 1931, witnessed a war of nerves. Both the left and 

right predicted t~e collapse of "decadent capitalism" in Ger­

many and the breakdown of the Versail.1.es system. Schacht, who 

was at this time in retirement from the Reichsbank proclaimed 

that Germany's ability to pay had come to an end and that 

dictatorship was inevitable. The failure of the Austrian 

Credit Anstalt enabled the French to intervene and wreck the 

Anschluss. still, Paris refused to help the German-stricken 

economy. New York had not recovered from the stock exchange 

- - - - - - - - - - - - - - - - ~ - - - - - ...... - - - - - -
84. See graph II. (1928 minus 1,229.4; 1929 plus 35.9; ~930 

plus 1,642.3) 
85. Of. cha.rt. /-
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crisis. The commercial Bank in order to replenish their 

deplete reserves sapped away by the capital flight, turned 

heavily to the Reichsbank. Traditional bank rate technique 

(rise from 5 to 7 per cent) failed to stem the tide 1 By 

the time of the Hoover Moratorium (June 16th) the Reiehs-

bank had lost a billion Reichsmark in reserves and was approa-

ching the limit of the 40 J!er cent against its .notes. The 

man in the street watched the approach to this sacred line 

with superstitious misgivings expecting collapse as soon as 

the limit was exceeded. The legal suspension of reparatien 

payments for the period July 1931 to July 1932, and even to 

make onlynominal tender wi thout actual payment of the "un­

conditional U annuity of 600,000,000 RM(86) had a psyohological 

explosive effect instead of an encouraging one. 

The loans from abroad were rapidly dissipated by the. 

capital flight. "Nor was the situation materially helped by 

a joint guarantee to the Golddiskontbank of 500,000.000 RM 

by a thousand of the largest firms. II (8?) In July the Darm­

stMter- und NatiGna1-Bank failed. The "orthodox" technique 

of converting cred~t into cash was inapplicable to a crisis 

in which withdrawals resulted only in equivalent sapping away 

of devisen to foreign countries. The banks were closed. The 

- ~ - - - - - - ~ - ~ - - - - ~ - - - - ~ - - - ~ ~ - - ~ 

86. Economist,UReparations and wa:r Debts Suppelment", 
January.23rd, 1932; pp. 7. . 

87. Ellis, Exchange Control in Central Europe, (Cambr1dge 1940); 
pp. 166. 
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Reich undertook to guarantee depositors t claims. The 

Stock Exchange was shut and July 15th witnessed the intro-

duction of exchange control in Germany. 

The fate of Austria was of course closer linked to 

the Credit Anstalt debacle. The Treaty of Versailles trans-

formed Vienna from a commercial centre into an exchange with-

out speculators. Tardy relief from abroad failed to check 

the ever growing queues. The Bagehot principle for meeting 

runs was applied and the central bank increased its private 

discounts from 69,500,000 to 451,300,000 schillings during 

May 7th to May 31st, tlalmost exactly paralleling the Credit 

Anstalt withdrawalsfl~88) Although the note circulation in­

creased from 905,400,000 to 1,400,600,000 schillings, this 
" was not inflationary since it merely supplanted deposits. Gold 

and devisen dropped from 855,500,000 to 732,200,000 schillings 

during May alone. (89) The discounts rate was raised from 5 

to 10 per cent during the June-July impasee.(90) still the 

Bank of England and Bank for International Settlements refused 

to help unless the Austrian government would underwrite the 

obligations of the threatened bank. In compliance with this 

demand, the underwriting law was enacted three days later, 

88. 

89. 
90. 

- - - - - - - - - - - - - - - - - - - - - - - - - - - - -
Ellis, op.cit., pp. 27 cf. Also "First Quarterly Report 
on the Financial Posi tion of Austria", (Geneva) t Appendix 
XII, pp. 25; "Second Q,uarterly Report tI, (Geneva), Appen-
dix VII, pp. 25. 
Statistisches Jahrbuch. 
Economist, London. 
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and the Austrian government guaranteed National Bank. re­

discounts of 120,000,000 schillings to the Credit Anatalt 

and Austrian Savings Bank advances of 50.000.000 S9hillings. 

France refused to co-operate unless the Ansohluss with Qer-

many was renounced and the reorganized bank supervised by 

the ~uai d'Orsay. Withdrawals from Vienna continued. On 

June 16th, the French conditions for a possible loan took 

the form of an ultimatum which caused the collapse of the 

Ender cabinet in Austria. At midnight came the announcements 

of a 150,000,000 schillings credit from the Bank of Eng1and.(91) 

The Bank for International Settlements followed with another 

90,000,000 schillings. June 23rd, 1931, witnessed the Hoover 

Moratorium. Optimism followed. But this breathing spell was 

short-lived for on July 13th, the failure of the DarmstAdter­

und National-Bank led to the German bank holidays. A secondary 

crisis set in. 

Devisen reserves in the National Bank shrunk from 

855,000,000 to 566,000,000 schillings between the May crisis 

and the beginning of August despite the 240,000,000 schillings 

credits from the Bank of England and the Bank for Internatio-

naT Settlements. The Bruins Standstill Agreement upon the 

remaining 240,000,000 schillings of Austrian short-term debts 

- - - - ~ ~ - - - - ~ - - - - - - - - - - - - - - - - - - ~ -
91. There was no collaboration between England and France 

at this time. In truth, their policies were largely 
antagonistic to one another. 



31 

was signed at Bas1e in August 19th, 1931. During AugUst a 

further 5,000,000 schillings was withdrawn from Vienna Eanks. 

Mr. Rost van Tonningen, the League Representati~e in 

Austria, writes: tiThe number of receiverships has· increased 

considerably during the last few months and reached in No~­

ember 1931 the average weekly figure of 89.8 against 59.~ 

in November 1930. Bankruptoies attained their maximum for 

the year at 19.3 in November, a figure higher than in any 

month of 1930.(92) It is therefore not ,surprising that the 

Stock Exchange was closed on September 21st, to sta.y the pro .. 

cess of liquidation and capital flight through the purchase 

of foreign securities.(93) Confidence in the currency wabed.(~4) 
And premia for gold currencies on all important transactions 

became a commonplace. Although the Bank found it more seemly 

to sell only at the National Bank official rate, the informal, 

but legal, coffee-house dealings involved pre:mia of 10 to 15 

per cent. Neither is this surprising. "In Austriat there was 

a difference between gold and schilling prices in Dece~be~ 

(1931) of 25.9 per oent.(95) The Bank was therefore foroed to 

officially limit its sales of devisen to "legitimate" import 

demands; but even so the depleted supply proved highly inad­

equate. More draconian measures were inevitable and on October 

7th the Minister of Finance suspended remittances abroad by 

- -
92. 

93. 
94. 

95. 

- - - - - - - - ~ ~ - - - - - .. - - - - - - .. - - - -
"First Q,uarterly Report on the Financial P osi ti on of 
Austria", (Geneva); pp. 12. 
The Exchange was re-opened in November, 1933. 

"Second Q,uarterly Report on the Financial Pos-i tion of 
Austria" , (Geneva); pp. 14. 
Ibid., pp. 15. 

- -
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money order.(96) Two days later witnessed "the introduction 

of foreign exchange regulations by decrees of October 9th. 

1931, supplemented by decrees of October 16th, November 18th 

and a decree of December 23rd, 1931, which was appro~ed by 

Parliament on January 9th, 1932. u( 97} 

Hungary's struggle with agricultural depression and 

international indebtedness is typical of the Danubian. Balkan 

and South American difficulties. They, too, indulged in ex­

cessive capital imports between 1924-30.(98) Her banking 

system was inept and lacked the technique for successful con­

trol. The general trend of Neo-Mercantilism hampered her 

agricu1tura1 exports and the adverse turn in her terms of 

trade slowly but surely pressed her into the mire of depres­

sion. Over 500,000,000 pengo were short-term obligations 

invested in federal, communal and agricultural projects with­

out much reference to immediate yield.(99) The results were 

within the bounds of prophecy. Hungary had become oriented 

to a continuous capital influx; the prosperity fever was con­

tagious and both the American lender and the European borrower 

sacrificed prudence for exorbitant imaginary profits. In 

1929 capital import sufficed only for the debt service, 

- -
96. 

97. 

98. 
99. 

- - - - - - ~ - .. - - - - ~ - - - - - - .. - - .... - .. - -
Between 1924-1930 Hungary borrowed 2,026,000,000 pengo, 
one-fourth o·f which was on short-term. Ellis, op. ci t., 
pp. 72. 
"First Q,uarterly Report on the Financial Posi tion of 
Austrian, (Geneva); pp. 10. 
Cf. footnote 96. 
Cf. First, Second & Third Q,uarterly Report on Hungary 
Section H - State Budget. 
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a.nd during 1930 capital was wi thdrawn from Hungary 011 

balance, reducing the reserves of the National Bank by 

one-third. Total indebtedness in 1931 amounted to 

4,310,000,000 pengo, with not more than 2,470,000,000 

pengo at long term.(lOO) The per capita foreign and dom­

estic indebtedness of 613 pengo in 1931 was the largest in 

Europe, half again as large as Germany 1 s or Austria's. The 

foreign and domestic withdrawals left the Hungarian banks 

by June 1931, highly illiQuid.(101) The banking practices 

of Hungary as well as Germany were not in the least con­

servative. There was an intimate assooiation of banks with 

industry in Hungary, and the merging of all types of banking 

business in the same institution. including commeroial and 

mortgage operations, rendered the whole credit structure 

particularly vulnerable. 

"The consequence of European agricultural autarchy, 

conjoined with competition of American grains produced under 

revolutionary cost reductions was a catastrophic reversal 
( 102) for Hungary." Franoe and Germany raised their wheat 

yield per hectare from 13.9 to 17.1 quintals and from 16.6 

to 24.2 quintals respectively.(103) German wheat imports 

in the same period declined from 14,448,000 to a mere 3,000 

quintals over the nine years 1924-l~33.(104) 
- - -
100. 
101. 

102. 

103. 

104. 

- - ~ ~ - ~ - ~ - ~ - - - ~ - - ~ - - - - - - - ~ - ~ -
Quarterly Report, Section III, Appendices. 
af. League of Nat ions, "Commercia.l Banks It! (Gene"V'a 1934); 
pp. 133 et seq. 
Ellis, op.cit., pp. 75. AlB? Second Quarterly Report. 
pp .11 and 12. .. 1 ... 1 : t · 
P.N. Panai t~sco, LeI? contingen~ements dans. as re. c~ .~ons 
commercia1es avec 1es pays a.gr1coles, (Parls 1935), pp. 9. 

Ibid., pp. 25. 
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Th.is Neo-Mercantilist drive, commingled with the 

precipitous fall in agricultural pr.ices, depressed Hungary's 

exports. Agricultural exports, taken at their actual values 

declined to less than half in two years. The "agrioultural 

price shears" reduced the ratio of agricultural prices to 

non-agricultural wholesale prices from 103.7 per cent in 

December 1929 to 82 per cent in December 1930 and 65.4 per 

cent in December 1931.(105) This simply meant that the means 

of payment for industrial imports were on a steady decline. 

When the balance sheet of the Credit Anstalt appeared 

on May 8th, 1931, there was a general run on the Hungarian 

General Credit Bank. Withdrawals amounted to 45 per cent of 

the bank's liabilities. Rediscount rate was raised from 5,75 

to 7.04 per cent. {106} F h d t . ree exe ange an ~aymen s were ma~n-

tained despite a shrinkage of gold and devisen reserves from 

47.9 to 39.4 per cent over the two months May and June. 

On ~uly 13th, the Danat Bank failed and Germany de-

e1ared her tlBank Holiday". Hungary followed sui t. The banks 

were closed till the 17th of July 1931 and the stock Exchange 

till September 1932. July 17th witnessed the first decree 

monopolizing the foreign exchange market a.nd forbidding out­

ward payment without p~rmiBsion of the National Bank.{107) 

105. 

106. 

107. 

- - -
World agricultural production on a 1925-29 base stood 
at 104 in 1929, 103 in 1930 and 1931, and 102 in 1932; 
indices of industrial production stood at 114 in 1929, 
101 in 1930, 86 in 1931 and 73 in 1932. World Economic 

Surveys • b· F · Th· d League of Nations (1) Austria - Pu 110 1nanoes. ~r 
Report April-August 1937, pp. 24. . . 
First Quarterly Report, section 5, Monetary and F~nanc1a1, 
also Second Quarterly Report, pp. 11. 



Fever heat panic followed. Note circulation increa.sed 

from 159,000,000 pengo in July to 504,000,000 in August~ 

1931. A Central Bank support to institutions Buffering 

withdrawals necessitated an expansion of its bill port­

folio from 244,000,000 pengo on May 7th to 608,00.0,000 

pengo on August 7th. Exchange control was supplemented 

by a Moratorium on foreign debt. 
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With the depreciation of sterling and the increased 

eXRorts(108) following upon the withdrawal of credits and 

the flight of capital from the debtor countries, foreign 

exchange control was forced upon still more countries, for 

still more reasons. The relatively greater decline of agri­

cultural prices menaced the domestic agricultural production 

of the countries importing the "simpler foodstuffs", and 

tended to endanger the stability of the currencies of these 

countries whose chief export articles were agricultural pro­

duce. In the case of producers and importers of agricultural 

products, a fall in agricultural prices neoessitated increa­

sed protection if the existing incomes and activity of the 

agricultural section of the community were to be maintained. 

In the case of producers and exporters of such commodities 

either limitation of imports or af all out-payments had to be 

introduced if the menace to the currency was to be obviated. 

Exchange control was the technique applied to meet both these 

ends. 

- - - - - - .. .. .. .. .. ~ - - ~ - - - - - - - - - - - - - - - -
108. 

......... 

See Chart German Balance of Payments. No)!: 
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In some cases its application was found desirable. 

In Finland, for example, many people had to meet debts in 

sterling. They rushed to pay these off in the anticlpation 

of a Bubsequent appreciation of the pound. Exchange control 

cushioned this capital efflux.(109) Denmark initially util­

ized controls to direct imports and exports in the direction 

of Great Britain. The aim of this policy was to maintain a 

comparatively secure market. 

On the other hand, increased protection against 

cheapened industrial products of Great Britain appea~ed 

necessary in those cases where it was desired to maintain 

the existing nature and extent of industrial produotion. 

Germany's sudden active balance of trade. emanating from 

capital flight(llO) accentuated this tendency. France, 

Belgium, Holland and Switzerland suffered severely.(lll) 

They introduced quota restrictions which later blended in 

well with a system of war controls. 

Latvia limited her agricultural imports by quotas 

in order to protect domes~ic produQtion. The offioial reason 

given for the introduction of import restrictions was con­

nected with exchange control. It was declared that "since 

export industries can no longer compete abroad, the internal 

- .. - - -- - - - .. - -- - - - - - - .. - - -
109. 

110. 
111. 

Heuser, Heinrich; Control of International Trade; 
(London 1939); pp. 7. 
See chart. . 
France, Switzerland and Holland, the three important 
creditor countries of western Europe, experienced in­
creasingly passive trade balanc~s between 1929 and 1931. 
League of Nations "World Econonuc Survey 1931-32". 
(Geneva ); pp. 78. 
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market must be reserved for them ll .(112) Originally.: it was 

at'pure" quota introduced on the 15th of October. 1931; soon 

licenses and tariffs were added to it. The combined system 

was gradually transformed into one of exchange control rather 

than quantitative regulation of foreign trade. Devisen con­

trols, introduced "to maintain domestic activity", largely 

grew out of conflicting interests prompted by opportunism 

and self-aggrandizement. 

Each country was interested in its own immediate 

stability. Each control was pertinent to a specific circum­

stance. The Greek balance of trade was active throughout 

1931. still the Chamber of Commerce proclaimed that exchange 

restrictions "constituent dans les circonstances presentes 

la sauve garde la plus sure de la drachma, et peut-etra la 

seule maniere posi tive pour regler la si tuation 1/ (113) 

Estonia too regulated imports through exchange con­

trol. In November, 1931, the Minister of Finance announced 

the necessity of keeping the value of the Estonian ~rown 

stable. Import restriction through exchange control, he 

stated, was one of the means to achieve this end.(ll4} With 

the exception of isolated cases, all these restrictions were 

introduced for currency reasons rather than the protection 

- - - -- - - - - - - - - - ~ - - - - - - ~ - - - - - ~ - ~ - -
112. 

113. 

114. 

Industrie und Handel, November 6th, 1931; quoted by 
Heuser, OPe cit., pp. 20. --'-
Le Messager d(Athenes No. 3026. February 27th, 1932; 
quoted by Heuser, op.cit., pp. 34. 
Industrie und Handel, November 14th, 1931; quoted by 
Heuser, op.cit., pp. 38. 
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of domestic economic activity. Nevertheless, the autho­

rities in Estonia foresaw that an~ kind of import restric­

tion, regardless of its motives, must have incidental pro­

tectionary effects and took exceptional care that i~ternal 

industry might not expand too much beyond the shelter of 

import limitations.(115) 

The case with Rumania is not novel. Prices of ex-

ports were falling relatively faster than those .of her im­

port products, and a speedy adju~tment of the balance of 

trade to the changed conditions of international demand was 
< 

thus made more difficult. Moreover, on account of exchange 

control in other countries, anticipated foreign exchange r~­

ceipts did not materialize. The initial reason for restric-

tions on current and capital account, therefore, lay in the 
(116 ) tendency of the balance of trade to become less active. 

In May, 1934, Italy believed herself forced to intro­

duce exchange control as a result of capital efflux and an 

adverse tendency of the balance of trade. 

Poland adopted quotas in 1933 because they were in 

fashion. By 1934 and 1935 the fashion became a style and the 

disastrous deflationary policy followed in those two years 

ushered in a full fledged system of exohange contrOl.(117) 

Greece, Estonia and Rumania limited their imports in 

1931 to improve their balance of payments. Such quantitative 

- - .- .. - .... .. ... - - - ~ - ~ - - - ~ ~ - - ~ ~ - ~ - ~ - - ~ -
115. This is a very important example for Canada. 
116. Bulgaria suffered from the same difficulty. 
117. March 1936. 
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restrictions in conjunction with currency measures were 

employed originally to maintain the currency at par. 

Austria, Czechos16vaki-a, Hungary, Bulgaria, Latvia, LithU­

ania(118) and pOlanhl~%~ght the same objective through 

currency measures. Denmark and Finland were the first 

countries to introduce exchange control simultaneously with 

devaluation. Greece maintained a combined quota and ex-

change control system after allowing her currency to de­

preciate by about 50 per cent in 1932. Austria adopted the 

same policy a year later and Czechoslovakia and Estonia 

followed. In all these countries the original qualitative 

restrictions ultimately gave way to complete or nearly com-

plete systems of exchange control. The reason for this 

probably lay in the existence of other restrictions intro­

duced to prevent capital flight and the expatriation of 

f d 
(120) 

national un s. 

R . (121) d t h h uss~a, Iran an Por ugal ad exc ange control 

systems even prior to the crisis of 1931.(122) Germanyad-

opted it in that year. Shortly afterwards, Angola, Argentina, 

Austria, Bolivia, Brazil, Bulgaria, Chile, Czechoslovakia, 

Denmark, Estonia, Finland, Greece, Hungary, Iceland. Italy, 

- - ~ - - - - - - - ~ - - ~ ~ - - - - ~ - ~ - - - ~ - ~ - ~ ~ 

118. 
119. 
120. 
121. 

122. 

Lithuania introduced exchange control in October 1935. 
Poland adopted controls as late as April 1936. 
This was particularly true in the case of Austria. 
Of. Arno.ld, Banks, Credi t and Money i1h Soviet, Russia,. 
(N.Y.); pp. 313. . _ _ 
The mention of exohange control can be found as far baok 
as Mun t s "England t S Treasure by Foreign Trade n~ The tech­
nique was also practised durin~ the World '!lar. b:r most_ ._ 
belligerent countries and reta~n_ed. as a. reha.b~ll~ory meaau--= 
ure thereafter. Germany, for example, l~berated he~ ex-
changes only as late as 1927. '([ LOrtc:Jo n., [~o I J' 
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Jugoslavia, Latvia, Lithuania, Nicaragua, Poland, Turkey 

and Uruguay followed. Japan emulated the example which 

Europe had set, and in July 1932 carried devisen controls 

into Asia.(123) 

Wherever applied, exchange control was a miscellany 

of very different official measures, exhibiting wide varia. ... 

tions in form, purpose and causation. from place to place, 

and from time to time. 

- - - - - ~ - - - - - - - - - - - ~ - ~ - - - ~ ~ - - ~ . - -
123. See F'roni)tece. 
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Theoreti~al Aspeot 

of Foreign ExChange Control 
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CHA.Pr'ER III 

Exchange control is an integral part of the eoono~ 

to which it belongs. Different problems require different 

solutions and the technique established will De dependent 

upon the aims in view and the means in hand. 

The creditor countries depressed the foreign exchange 

value of their currencies below purchasing power parity in 

the hope of obtaining a differential advantage in foreign 

trade and/or ra.ising the domestic level of commodity prices. 

England was primarily interested in securing the diffe~ential 

advantage. She established the Exchange Equalization Account 

not merely to minimdze the day-to-day fluctuations in the 

foreign excha.nge valueo! the currency(l) but also to pre­

clude it from rising relative to the American dollar. Hall 

is of the opinion that "since April 1933 the whole policy of 

the Exchange Aecount seems to have been changed. The pound 

becomes a satellite of the dollar as a result of the deliberate 

choice of the Exchange Account, and the gold currencies are 

allowed to appreciate in terms of sterling to the -level neces­

sary -- to equate the dollar a.nd the pound. U ( 2) 

America's balance of trade position was probably the 

strongest in the world. True, after the president's "Bank 

Holiday" of March 6th to 9th, 1933, the Federal Reserve Board 

- - - - ~ - - - ~ ~ - - - - - - - - - - - - - - - ~ - - - ~ -
1. Cf. F. Cyril James, "Canadian Chartered Accountant", April 

and May 1940. Dr. James does not mention_this point. 
2. N.F. Hall, Exchange Equalization Account. (London) 
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suffered a considerable drain on its reserves; the ra.tio 

of reserves to deposits fell from 65.6 per cent in February 

to 45.1 per cent in.Yarch.(3) There waSt however. no serious 

danger as far as external pressure was concerned : the pt-e­

sident probably had plans for internal recovery which would 

be facilitated by departure from gold. In June, the United 

states went off the "streamlined" gold standard. The crisis 

was 1a.rgely a Keynesian one, and the president wished to 

outwit the "profound and conniving policies which must lie 

in the minds of the British." 

There were many countries caught in the crisis of 

1931 that were compelled to accept more draconian measures. 

They could not risk exchange depreciation and were not able 

to appropriate billions of dollars for the purpose of creating 

stabilizing funds. For these a more effectiye and cheaper 

method of exchange control seemed essential. 

In one form or another, state intervention for the 

purpose of influencing the exchange rate has been practised 

since inter-regionai and international trade began. Currency 

and discount policy, the management of the gold standard, 

open market operations, exchange equalizing funds and depre­

ciation are all factors which .influence the exchanges. The 

Economies of New Mercantilism -- import quotas and levies, 

export subsidi.es a.nd bounties - mayor may not be guided by 

- ~ - - - - ~ - - - ~ - ~ ~ - - - - - - - ~ ~ - ~ ~ - - - - -
; 

3. Federal Reserve Bulletins. 



44 

a desire to influence the exchanges but their impact upon 

them is incontrovertible. All foreign trade policies Oah 

be similarly included, since they affect the supply of and 

the demand for particular currencies. In other words. a 

comprehensive conoept of exchange control consists of any 

measures or policies taken by a central bank, governmen~ or 

other -'institution to influence the rates of exchange, re­

gardless of the motives and causes pursued. This definition 

is too broad to allow for adequate distinction between the 

various teChniques involved which differ from each other as 

greatly as the difference between control and no control. 

One factor, nevertheless, is common to them. All the 

exchange manipulations mentioned depended upon the free and 

normal operations of the foreign exchange market. The autho­

rities permitted the freedom of action but inte:rvened to 

offset "undesirable" tendencies. Exchange control proper. 

2D the othe~~and, precludes the freedom of action and pro­

hibits directly any practices which the authorities deem contra 

public interest,. The state adopts active measures to equil­

ibrate the demand for and the supply of devisen at the official 

exchange rate. In this sense, control is a recent innovation , 

in World Finance, born in the days of the Russian Revolution, 

practi~ed during the World War, continued as a rehabilitory 
al)d 

measuretwinning pre-eminence following the 1931 crisis. 
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This thesis is primarily interested in the direct govern­

ment application of exchange control and not in the diverse 

indirect techniques which influence the foreign value of the 

exchanges. 

This category can also be subdivided relative to 

~he severity of measures applied. Beginning with the opera­

tions of the Russian Central Bank in 1922 and Germanyts umoral 

suasion If in 1924 to use devisen held abr-oad, (3A) we come to 

the lax system launched in England at the outbreak of host-

iIi ties where pre-war obligations in gold and devisen were 

to be permitted. Gradually all outward capital remittances 

are forbidden and the eomplementary measures necessary to en­

force such legislation are inaugurated. The next step usual­

ly is official foreign exchange quotations with no other 

quotations permissible. If the demand for and supply of 

devisen cannot be equilibrated at the official rate on account 

of capital flight or government interest and amortization pay­

ments exceeding the country's exports in terms of imports "the 

mechanically appropriate action would be a stoppage of the 

excessive capital movement. u (4) This we ca.n label tpaper 

differentials'. On the other hand if the demand for foreign 

- - -- - - - - - - - ~ ~ - - - - - - - - - - - . ~ . - ~ - - -
3A. Dr. Moritz J. Bonn, in discussion, claimed that this 

policy was stringent enough to be placed on the border 
of this category. 

4. Ellis, op.cit., pp. 5. 
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exchange exceeds the supply at the official rate on account 

of discrepancies in real values (such as a relative inflation 

or changes in real costs and/or demand, producing adverse 

barter terms of trade) restriction of credit, reduction of 

costs, or a.n increase in production is necessary.(5) Theoret­

ically speaking, Ellis is probably correct in arguing that 

authoritarian rationing of devisen only becomes necessary 

during the last stage when relative price-differentials exist. 

Here the demand for devisen is bound to exceed the supply at 

official exchange rates since imports carry profitable wind­

falls and exports are penalized. For practical purposes (as 

far as allocation of devisen is concerned) it is very doubt­

ful whether this last classification is very instructive. 

Primarily, Cassel's "inexorable" laws never were a mere funct-

ion of price indices. The majority of transactions are not 

hedged. Importers must therefore discount the future trend 

of the currency in question. During a crisis these "Other 

factors" which influence the exchange value of the currency, 

primarily political uneasiness manifesting itself in capital 

flight, play a more predominant part in the determination of 

exchange rates an~ become the potent reason for devisen ratio­

ning. The great proportion of wealth which is liquid today 

exaggerates this tendency. What we can say is that once cap­

ital movements have been harnassed, a downward adjustment of 

the exchange rate (with qualifications) becomes a function of 

the export-import price indices (or a more reliable) index of 

equilibrium. It must also be noted 

- - ~ - ~ - ~ - ~ - - - - - - - - - - - ~ - ~ - - - - - - ~ -
5. Ellis, op.cit., pp. 5. 
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that capital flight may very well take the form of foreign 

deposits through eeports at fictitiouiy low rates, deposit­

ing the difference between the low rate and the real rate 

abroad. Once an offioial exchange rate is established. 

rationing of devisen becomes indispensable. Lastly, viewed 

from the angle of liberal international trade, exchange eon­

trol reaches its nadir in being perverted to a weapon of 

commercial autarchic policy.(6) 

The functions of foreign exchange control oan be 

closely collated wi th the relative stringency of the -above 

mentioned measures.(7) Primarily, it can be used to pre­

vent the unregulated export of capital and encourage its im­

port.(8) The conservation of gold supply and providing de­

visen for foreign debt service falls into this category. An 

extensive amount of foreign and/or domestic capital flight. 

leads to currency deprec.iation. The prevention of the latter 

may be conjoined with the prevention of the former. Secondly 

the control of exchanges may be necessary to inSUlate an 

eoonomy moving from one neighbourhood of equilibrium to an-­

other.(9) Although Prof. Ellis mentions an increase in gain 

from international trade and securing cheap foreign exchange 

( 10) for government purposes as functions of exchange control 

these can hardly be called intended purposes. It seems more 

accurate to call them by-products which in certain cases be-

~ - - ~ ~ - - - - - - .. - .. -
... .. ~ .- - - - - - - - .. ~ - .... -
6. 
7. 
8. 
9. 

10. 

Paul Einzig, Bloodless Invasion, (London 1938). 
Cf Ellis, op.cit., pp. 290 et seq. . .. This has always been the priniarY-lpurpose for ]. ts .appl~cat].on. 
Prof. Haberler justifies exchange control, under .. pert1nent 
circumstances, on this ground. Ellis, op.cit., pp. 293. 
This was actually the case with poland. 
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come more -important than the product itse~f. Retaliations 

against foreign controls (quotas, tariffs and the like) 

have been another usage of exchange control. Continuing 

in accordance with severity, exchange control has been em­

ployed, deliberately or not, to protect domestic pro4uetion. 

Last of all, exchange control performs an important funotion 

as a sinew of war, or as in pre-bellum a technique of econ­

omic and political autarchy. The assurance of essential 

imports, the preclusion of devisen expenditures on luxuries 

and tr'avel, the safegua.rding of accumulated savings in the 

form of foreign securities and the general regulatory instru­

ment of planned economy all fall into this category of ex­

change control. 

In its most common form, exohange control includes 

four predominant elements: (1) the prohibition of capital ex­

port unless under supervision; (2) the maintenance of more 

or less artificial high rates of exchange; (3) the rationing 

of devisen, and (4) the balanoing of trade between specific 

countries. These charaoteristics have taken a great diversity 

of forms, and the actual combinations of these forms are legion. 

Some countries retain a unique overvalued rate; others adhere 

to overvalued rates, or even resort to d.iscriminat1ng multiple 

rates. Bilateralism which already embraces part of the world, 

has greatly increased during the present war. Neither are the 

methods used in applying these teohniques ubiquitous; bilate­

ralism is sometimes seoured directly through barter~ll) clearings{12 
- - - - - - - - - ~ ~ ~ - ~ - - -- -

11. Germany with Russia. 
12. Germany with the Balkans and the Danubian states, etc. 

,< (,~.. , 
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and/or payment agreements.(13) Indirectly, exchange control 

often consumates into a trade policy striving for' a balance 
d I F 1 t .. 

between imports and exports. ( 14) 

The endless r~ifications of exchange control. in­

cluding libraries of legal provisions which are indispensable 

to the success of these measures, cannot be examined in this 

thesis. The success(15) or failure(.16) af application. never­

theless, spells control or ruin.(l7) Although foreign ex­

change control was not based on any theoretical ~redile~tions, 

it is important to examine whether fundamental principles of 

international trade have been undermined by its application. 

The technique warrants certain theoretical considerations 

which will be corrobo~atedt or not, by the history of the move-

mente "For it is by no means the case that under exchange 

~ontrol the market mechanism ceases to function altogether 

or that the laws governing it oan be ignored. u (18) 

The intricacies of foreign exchange control begin. and 

do not terminate, once a rate of exchange has been chosen. In 

the case of"free tf currencies, the exchange rate is largely 

determined by the relative production and money indices of 

different countries. Do these same f~ctors operate when ex-

- - - - - - - - ~ ~ ~ ~ - ~ - - - - - - - - - - - ~ ~ ~ - - -
13. 

14. 
15. 
16. 
17. 

18. 

The agreements between Germany and Britain are one of the 
numerous examples. 
The Canadian-American, case is an example of this tendency·. 
Germany. 
Austria.. 
The· hardships which evasion wrought on the agricultut-al 
population of Austria while industry pocketed lucrative 
windfalls is a glaring example of ineffective exchange 
control." ! I 
Gottfried Haberler, Theory 0t. Int~ational Trade, ~ L bnCi () I{ } 

/13L) ,,13.d ~ 



50 

change controls exist? This is one of the questions which 

the experiences of Hungary, Austria and Germany will answer. 

Under thet~ure'gold standard, movements of the 

yellow metal and hence proportional changes in the volume 

of money(19) responded to changes in the balance of payments. 

ExChange fluctuations were therefore restrioted to the gold 

export and import points. This implied an adjustment of the 

internal economy through income and price changes to changes 

in the balance of pa.yments. On the other hand, under a Itpure tl 

paper standard, variations in exchange ra.tes would "adjust" 

the va.rious national economies to one another. N'e·ither of 

t'bese two extremes are today applica.ble. While frequent :mo~e· 

mente of exchange rates are desired by none, the absence of 

internal monetary control would be rejected by all. The·prob­

lem, in truth, is to reconcile so far as possible autonomy of 

domestic credit policy with reasonable stability or the ex­

changes. Exchange control, it was believed, could -guarantee 

both stable exchange rates and insulate an economy from ex­

ternal factors. That is, interna~ional ~rice and !xchange 

equilibrium we!:! ruled out to !tar,t w.i th) since adjustment was 

precluded by the fixed official exchange rate and the control 

price structure on the other. As long as the country re­

tained trading relations ~ith the rest of the world, however, 

changes in the items on the current and capital account brought 

- - -
19. 

- - - ~ ~ - - - - - - - - - - - - - - - ~ - - - - - - -
That which is customarily accepted in the discharge of 
debts and purchases in a political and geographic society. 



abo~t by prioe and income fluctuations or by more evanes­

cent tendencies, were bound to manifest themselves in chan­

ges in the real va.lue_ of the exchange rate. If the rate 

chosen by the authorities is in harmony with the "equilib­

rium" rate, no difficulty is encountered as long as no fun­

damental ohanges occur in the price and income structures 

of the respective countries. But the mere retention of con­

trols usually signifies that underlying maladJustments al­

ready exist. The currency in the vast majority of circum­

stances is overvalued. Exports are therefore penalized and 

imports artificially stimulated. Reserv-es dwindle. If the 

supply of and the demand for devisen at the official rate 

are to be equilibrated, direct manipulation of the items on 

the balance of payments becomes essential. Under controlled 

exohanges the official rate myst e,l ther become an active 

determinate {as well ~s bei~g.a determi~Rt)J and alter e~~ 

port--import relations between trading partners or the nom­

inal rate must be circumvented ,through various depreciation 

techniques. That is, the real rate of exchange is either re­

duced or a new neighbourhood of equilibrium is established 

through current and capital account manipulations. If camou­

flaged devaluations do not set in and alterations in the 

balance of trade are impossible, the commodity balance will 

even turn more adverse and the further shrinkage of reserves 

and devisen will ensue. This was exactly what foreign ex­

change control was to prevent. Even if a lower rate is 
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accepted, exchange control per se leads to the insulatioh 

of many commodities from international market~ raises 

factor costs and leads to higher export prices. For a 

number of reasons this tendency is liable to continue 

through the period of exchange control. 1) ~he mere·psy­

chological fact that the authorities refuse to permit ex­

port of capital provides an impetus in that direction. 2) 

Behind the shelter of exchange control the government ma.y 

carry through an expansionist policy with the result of an 

unfavourable development in the balance of trade. 3) In-

creased prices of restricted products may raise internal 

costs either directly or through an increase in substitu­

tion costs. Foreign exchange control therefore eats into 

itself and forces recurrent legal or camouflaged devalua-

tions. This phenomenon resembles Mr. Keynes! proposal for· 

a lowering of the rate of interest to solve the problem of 
'.' 

lIinVoluntaryemployment u .(20) Once more it seems quite 

clear that the myths of monetary and autarchic miracles are 

built on quicksands. Nevertheless it is fallacious to imply 

that the official rate of exchange lacks significance. In 

truth, its preservation represents one of the primary aims 

of exchange control and necessitates the whole apparatus of 

bilateralism. When dealing wi th the term "overvaluation" and 

its effects up.on trade, we shall refer to imports and ex­

ports actua.lly made at the real rates (i.e. payments made 

- - - ~ - ~ - - - - - - - ~ ~ - - - - - - - - - ~ - - - ~ - -
20. Viner, Q,uarterly Journal. }{oi/Q3' 
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with flAski" Marks, blocked a.ccounts and other export stim­

uli) and not the mere nominal rate. By the "equilibriuin ft 

rate in "free" countries Pigou understands that ra.te for 

whi ch "a. uni t in the country of export shall buy a cla.ittl 

in the country of import to a unit minus the cost ••• in­

volved in sending it there. H(2l) Or more simply. elimin­

ating discriminating monopoly, that rate of exchange whioh 

does not permdt import or export windfalls in commodities. 

The "fictitious" equilibrium(22) under exchange control on 

the other hand, is that rate which endeavours to equilibrate 

exports and imports or forces(23) them to stand in some other 

fixed relation predetermined by authority. 

Apologists for exchange control seem rather incon­

sistent in proclaiming that the institution is a. system of 

"modern money" which ttcorresponds completely to the main 

features of the so-called 'free' international pa.yments", 

and in the same breath proclaim that "the freedom to purchase 

on the cheapest market ••• has been changed to a compulsion 

to purchase on certain markets. II (24) That the system of ex-

- - ~ - - - - - - - - - - - ~ - ~ - - - - ~ ~ ~ ~ - - ~ - - -
21. 

22. 

23. 
24. 

A.C. Pigou, Essays in Applied Economics, (London 1923); 
pp. 157. 
Even if capital flight is checked the exchange c~tro11ed 
rate is "ficti tioua" for, in a practical sense, ·'equi­
librium l'ratetsin the all-inclusive Keynesian terminology. 
This follows since history which has not happened cannot 
be interpreted and it' is impossible to ascertain what the 
"free" rate would have been, had controls not existed. 
Paul Einzfg, The Bloodless Invasion, (London 1939); 
Dr. Carl Hermann M~ller, Outline of Exchange Control, 
(Berlin 1939); pp. 335; quoted by Ellis, Exchange Control 
in Central Europe, (Cambridge 1941); pp. 344. 
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change control is "capable of combining political direotion 

of econo~ with easier technical management u(25) ma.y be' 

very true in the light or darkness of totalitarian economY. 

but it has nothing in common with liberal internationa.l trade. 

The 1a.tter is precisely built upon the relative freedom of -
choice and competition between entrepreneurs for domestic as 

well as international commodities. One thing is oertain: 

exchange control permits the discrimination in price between 

internat and external markets. The subsidies necessary for 

these "additional" exports are either levied on importers 

or on the community at large.(26) 

The German representative to Geneva said more than 

he" knew in' stating that lithe 'only' difference really is 

that in Germany discrimination is offici·a.l and in other count-
• 

ries it is private. u (27) This removes the pfth and sUbstance 

of the free marginal utilization of international resources. 

We cannall agree with the German apologist that "it is im­

possible to make any sort of international cost calculation 

if the prices are established by the exchange control offices 

of the two or more states. In these prices fixed by ·these 

offices it is impossible to separate the two essential elements 

of this calculation: 1) the pric~, and 2) the rate of eXChange.'28) 

But does not this signify the very obverse of flfree n inter­

national payments? If we accept the principles of comparative 

~ - - - - - - - ~ - - ~ ~ - - - - ~ ~ - - - - - .. - - - .. - -
25. 

26. 

27. 

28. 

Dr. C.H. MHller, op.cit., pp. 13; quoted by Ellis, op.cit., 
pp. 344. t 
Germany applied both techniques. Sales taxes on oonsumers 
goods to stimulate exports ~ere levied in 1935: 
Geneva Research Centre, Prov~Bional Record of t~e Confe: 
renee on Exchange Control, May 12-13, 1939; Ell1S, Op.C1t., 

pp. 345. 
Ibid., pp. 4. 



cost as the oriterion of "economic" trade movements, we 

have theoretical reason .to believe that in the long run 

aggregate international trade must Buffer on aoc~unt ot. 

~change control. There is no a prior~ grpund,. howeve~, 

fQr the belief that trade should decrease for a speoific 
(29) 

country. That is, intra-bloc trade may increase to a 

greater extent than the loss in inter-bloc trade. One 
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man's meat may be another man's poison. Nevertheless, we 

would expect exchange control, (being an impediment to 

free capital and commodity movements) to reduce the maximum 

possible utilization of international resources. 

Between different states the upward or downward 

trend of trade under bilateral agreements can go no higher 

than the exports of the "active" ba.la.nce country and no 

lower than the exports of the "passive tt 'balance country. 

There is therefore the theoretical possibility of trade in-

creasing under bilateralism. Between the upper and lower 

limits, trade still responds to a profit and lOBS calculus. 

Eut the very existence of bilateralism relegates to discard 

the previously existing system of comparative costs (estab­

lished by more or less free competition) and substitutes a 

regime of costs which have resulted from the arbitrary 

actions of authority. still, the relative gain or loss from 

bilateralism can only be examined pragmatically. 

- -
29. 

- - - - - - - ~ - - - -.- - - ~ - - - ~ - ~ - - - .. - - -
The principle of comparative cost looks askance at 
discriminating monopoly, but this is the chief economic 
phenomenon which admits the theoretical possibility of 
greater total gain with exchange control than without it. 
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The theoretical possibilities of foreign exchange 

control must be considered relative to a planned economy 

on the one hand, and one in which private enterprise is the 

predominating form of economic activity on the other. The 

technique may enable governments not only to control the 

economdc activity of those under their immediate jurisdict­

ion, but may also give them the power to make their policies 

more effective by exerting a profound influence on the act­

ivities of other states. For example, if a government has 

the power to exclude a foreign product from the domestic 

market and effectively controls internal production, the in­

fluence of foreign commercial policy of one state on the eco­

nomic life of another is much greater t"han under conditions 

where the most that may happen is the raising or lowering of 

the tariff. The success of "planned" international trade de­

pends on the extent to which a country is in a relatively 

monopolistic or monopsonistic Position.t ' And the success of 

such discrimination requires the most competent teohnical and 

administrative experience. (Its inauguration inevitably leads 

to greater government control). 

Given the possibilities of controlling foreign trade 

according to some preconceived plan, we shall examine 1) the 

probable effects upon the mass of consumers; and 2) the suit­

ability of exc~ange control as an instrument of trade .control 

under a predominantly' "liberal It system of economic organization. 

~) Tills 15 JoI7 Lmforl dnt .fAcio,.. ..,hL' cit C~I1J Ja ,lr1ust 
conStJer be{o~e efutldrdtLn'J tk-e /}m-e1'tr d lf-

C ..I I/.d.1t a n c/ 0 1/ cI l' J.I) J, r 
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Heuser states "the final result is generally a rise in the 

cost of living without a corre,ponding increase in the wage 

level. n (30) "These results". he continues, "(on the whole 

reached empirically) are, of course the natural consequence 

of the extreme reduction in international specialization 

which trade regulation has brought about."(3IJ As we shall 

see in the chapter on "German Foreign Exchange Control fI, th:is 

conclusion is unwarranted for the economy as a whole. 

Heuser seems to mimify the fact that exchange control 

was forced upon most countries and was never the result of 

volition. In most cases it meant limited trade under ex-

change control or no trade at all. It is therefore hardly 

instructive to compare trade under exchange control and what 

"would have been" under international specialization. Further 

international trade statisti-cs may not be pertinent' a.t a.ll if 

we can show that exchange control was more a weapon of inter­

nal than external econo~ 

We have seen that the foreign value of a currency 

may be overvalued for two general reasons, 1) The crisis 

may be due simply to the flight of domestic and for~ign cap­

ita1.(32) 2) The weakness of the exchange may be due to the 

much more serious fact that the balance of payments on in­

come account is chronically passive at the given exchange 

- - - - - ~ - - - - ~ - - - - - - - - - - - - - - ~ ~ - - - -
30. Heuser, op.cit., pp. 251. 
31. Ibid., pp. 251. 
32. Einzig has said that exchange control which prevents such 

hazards "assist in the working of normal tendencies in­
stead of obstructing them." Einzig, Exchange Control, 
(London 1935);pp. 108. 
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That is, prices and income are above the equilibrium point 

relatively to other countries, (either because of inflation 

or because of the refusal to keep step with falling prioes 

abroad) • 

These two cases seldom occur separately and each 

has a tendency to produce the other. Flight of oapital can 

easily lead to credit inflation(33) and a long oontinued 

outflow of gold, resulting from the refusal or impossibility 

to adjust prices downward, ends by increasing bakrupto.ies, (34) 

destroying confidence and producing a flight of oapital. 

But nevertheless the cases must be kept separate for purposes 

of analysi s • 

In the former case there is a flight of capital but 

the balance of payments on the income account remains in 

equilibrium. Prices are not therefore above the long-run 

equilibrium position, but they are too high, having regard 

to the temporary flight of capital. To effect the transfer 

either there must be a drastic contraction of the circulating 

media or, if the capital flight is replaced by credits granted 

by the central bank, the exchange must fall. Both these alter­

natives may be politically impossible and economically un-

warranted. The chief object of exchange control is to avoid 

the dilemma by preventing capital flight. Whether it succeeded 

- ~ - ~ - ~ - ~ - - - - ~ - - - - - - - ~ - - ~ - - ~ - - - -
33. 

34. 

M. Rost van Tonningen,League of Nations, "First Quarterly 
Report on the Financial Position of Austria: Jan. 12th, 
1932, pp. 10, Section 5._ 
League of Nations, "First Q,uarterly Report on the Financial 
Position of Hunga.ry", Jan. 12th, 1932, pp. 11. 
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or not is one of the questions which this thesis purports 

to answer. 

The League writes: uIn a.ll oases, the origin of -
the control was a deterioration of the balance of pa.yments." (35) 

Further, "Countries which resorted to this measure had in 

!!1 cases suffered a deterioration in their balance of t~ade 

and controlled exchange with the deliberate intention of 
r • 

~hecking imPort~ and thus, they hoped, of protecting their 

foreign exchange reserves by reducing payments abroad on 

account of imports while allowing commodity exports to con­

tinue as freely as before.,,(36) Our analysis does not oon­

form to this categorical generalization. The trend is correct. 

but there are exceptions even more important than the urule u • 

Capital formation in "orthodox" theory, is largely 

a function of a high rate of interest resulting in increased 

savings and therefore increased investment. Savinge, gOld and 

devisen reserves in most countries under exchange control had 

reached a low ebb by 193i~7)Moreovet", the rates of-interest 

thereafter were gradually lowered.(38) Exchange control also 

prevented a large capital influx since investors were not 

willing to lend money to defaulted countries. On the grounds 

of "orthodox" theory therefore exchange control should have 

had a deleterious effect upon capital formation and national 

- - - - - - - - - - - - - - - - ~ - ~ - ~ - - - - - - - - - . 
35. 

36. 
37. 
38. 

League of- Nations, "Report on Exchange Control," (1938); 
pp. 22. 
Ibid., pp. 26. 
See chart. 
Economist, London. It is interesting to note that 
foreign exchange control interferes with the tendency 
of the marginal yield of capital to approximate uni-
formity. 
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income. If this has not been the case, we must aocept the 

Keynesian line of causation. A low rate of interest re-

lative to the margina.l productivity of capital) coupled with 

government expenditures increases investment. An increase 

in investment results in higher incomes. Higher incomes 

produce greater savings. Greater savings result in greater 

investment. In a highly industrialized countrYt capital 

formation may under certain circumstances, very well be a 

function of a low instead of a high rate of interest. 

Exchange control"renders export goods dear for two 

reasons: first, because prices in terms of domestic currency 

are relatively high and, secondly, because the domestic 

currency is overvalued. U(39) We would therefore expect ex­

ports between clearing countries to bring higher gross prices 

and imports to entail higher costs than in the case of trade 

between ufree" and exchange controlled currencies. 

When the exports of a country imposing control are 

mainly ~ricultural produce, we would expect the agrarian 

population to fall into desperate straits. This follows since 

the tendency of exchange control is to reduce exports and 

twist the price structure in a manner unfavourable to the ex­

porter. Industry, on the other hand, would gain 1) from the 

cheapness of domestic raw materials, 2) from the protection 

of the overvalued currency and 3) from the windfall accre­

tions obtained trhough IInecessary" imports at low official 

- -
39. 

- - - - ~ ~ - - - - - - .. - - - - .. - - -- - - - -
League of Nations, "Report on Exchange Control", 
(Geneva 1938); pp. 22. 

.. - .. -
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rates on devisen. 

In a country exporting industrial p~oducts we wOUld 

expect a penalty on wages and profits. The incidence of 

the "tax tl on exports will largely be a function of the re-

lative monopoly position of the producer on the one hand 

and the degree of collective bargaining on the other. The 

large economic uni ts are bound to fare better than the 

smaller ones. Imperfect competition will take full advan­

tage of its position and the greater the divergence between 

officia.l and "real II rates of exchange, the more potent be­

come the 

1) increased monopoly profits acoruing to 
importers; 

2) the windfalls gained through agricultural 
import s; 

3) the loss to exporters; 

4) the general protection to industry. 

Almost as a corollary from these propositions it seems to 

follow that in most eases "Jim, the consumer, pays.(40) 

The following chapters will corroborate, qualify or 

refute the theoretical premises made in this chapter in the 

light of empirical fact. 

- - - - - - - - - - - - ~ - - - - ~ . - - - - - - - - - - - -
40. The writer feels that-Prof. Leacock's quotation may not 

be out of place: 

"Each time that Industry needed a spurt, 
They tore off a section of Jimmy's shirt. 
Come, come away; it's too sad to stay, 
But we must do something for Jimmy some day. 
But what can we do ? Every Government plan 
Finds Jimmy a quite superfluous man. 1I 

Stephen Leacock, Hellements of Hickonomics, (N.Y. 1936); 
pp. 30 & 31. Dodd, Mead & Co. 
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THE E,Ht]'ECT OF EXCHA.NGE CONTROL ON n~ORT RESTRICTIONS. 
QJ 

Prices and production in exchange control areas are 

effected by the totality of restrictions on foreign exchange 

transactions and not only by those which control immediately the 

trade in commodities. We therefore have to use the available data 

with considerable caution. At the same time, credit expansions 

have been carried through in some of the countries under exchange 

control, the effects of which have increased the tendencj:"es brought 
prokl e I'(.~ 

about by import restrictions. The ~~o predominant effects of import 

control through exchange restrictions are: 

A 

,,' 

1. How import restrictions through exchange 
control wi-II tend to bring about the 
rise in the price of the commodity con­
cerned. 

2. How it will tend to increase the profits 
of the importers. 

" P'" 

"- "- "-
Co • ......... -- RK -----

S 

0 H X 

Quantities of imported products are measured along the X-axis, unit 
prices along the Y-axis. Curve D/D is the importers' demand curve. 
(It is derived ffom the demand curve of the consumers which lies 
above that of the importers). 

UJ C{-Ilet.{ser fro l-bL -26 go 
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sis represents the supply of B product in country A alone. The 
curve is positively inclined indicating that country A is important ehough 
to influence country B's supply price in country A. (This is*JfRg~eat" 
assumption). Before restriction through exchange control A imported OM, 
price exhibitea at P~and00MPA is the rectangle which represents the amount 
of foreign exchange purchased on the free market. 

Authorities reduce foreign exchange outlay by 50%, that is, 
to an amount represented by the rectangle OMCB; therefore exports cannot 
be larger than OMCB. The demand of importers therefore must move along a 
curve which passes through point C and for which XY is constant, that is 
the rectangular hyperbola RH. The new price which importers will have to 
pay will establssh itself at pl, that is tre point where the new (artificial) 
demand curve meets the original supply curve. Quantity ON will now be im­
ported, and since the area of rectangle D'P'NO is equal to that of rectangle 
BeMO, the amount of foreign exchange which has to be paid for the new quan­
tity imported is equal to 50% of the value of the former quantity OM. But 
the fact that a restriction has been imposed on a co~odity does not mean 
that the demand for it has d"tJclined. If the demand has~~~dered stable, 
consumers as a whole will be willing to pay for P" for the reduced quan­
tity OK. A special profit equal to the area D'P'P"E will, therefore, 
accrue to importers as a group. This extra profit cannot be competed 
away, for the extra profit is not due to the issue of licenses but to the 
difference between the internal price - risen because of the reduction in 
supply - and the external price - fallen because of the reduction in demand. 

It is important to note the assuraptions upon which Heuser's 

analysis is based. His demand and supply curves are given. NOW, if the 

demand curve is relatively elastic, prices and profits would not tend to 

rise so highly. But if the demand is inelastic, the rising profits may 

be even greater than Heuser points out. There are, nevertheless, certain 

compensating factors which would in all probability offset this tendency 

of profits to rise too readily. 

Heuser himself points out that "the curve is positively in-

clined, indicating that "An country is important enough to influence "B" 

countryts supply price in country "A". This assumption in all probability 

will be relative to the marginal 1 substitution costs of different connnodities 

in the import country. The greater the substitution of the import re­

stricted, the more difficult it will be to r~p a windfall profit. 

The profit margin will also be relative to the marginal 

producing cost of the commodity itself in the two countries. The smaller 
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the deferential, the less the profit windfall. 

The relative constant, increasing, or decreasing cost con-

ditions in the two countries will also resolve upon the resultant. If 

the importing country is producing under decreasing cost conditions, the 

profit windfall will thereby be limited. 

Again, the difficulty with HeusEr's fixed demand and supply 

curves,is that during crises, exchange controls increase the costs of 

shipping, insurance, etc. The importer may therefore be compelled to 

pay higher prices and find it difficult to shift the incidence upon the 

consumer. 

Although the rate of profit peD unit may increase, the 

aggregate profit of the importer may very well decrease due to the cur-

tailment of supply. 

A restriction of imports may lead to higher quotations by 

the exporter, since a smaller quantity is being purchased. 

We are led to the conclusion that on theoretical grounds, 

Heuser's categorical statement, "A special profit equal to the area 

D'P'P"E will therefore accrue to importers as a group" is unwarranted. 

It seems prObable that in certain cases a windfall would set in, but there 

have been many cases in Canada where the importers lost, and lost heavily 

due to import restrictions through exchange control. Those who gained, 

were manufacturers who could produce substitute products. 

Summarily if the curtailment in foreign exchange allocation 

results in a reduction in the imported quantity of the commodity:-

A. The consumer price will probably rise,and the extent of that 

rise will depend upon·: 
1. 
2. 

elastic or inelastic demand conditions. 
increasing, decreasing, or constant supply costs. 
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3. the comparitive marginal differen~ial in 
production. 

4. the extent of imperfect competition in that 
industry. 

5. suBstitution possibilities. 

B. Importers will derive a special profit per unit if the legal 

reduction in the outlay necessitates a reduction in the imported quantity 

although the aggregate profit may be lower than· it was before. 

c. The larger the relative importance of the restricting country 

in the market of the commodity concerned, the greater will be the special 

profit, if no other outlets exist. 

D. The increased unit profit on the restricted import products 

will remain as long as the difference between the domestic and the ex-

ternal price is maintained. In this case, as in all the previous ones, 

these results can only be ascertained by empirical investigations. 
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Exohange Control in 

Austria 



CHAPTER V 68 

Austria 

Ootober 9, 1931 witnessed the first devisen law tn 

Austria. The inevitable result of an inareased velooity and 

quantity of money was the pronounced upward sweep in the Austri­

an sensitive-price index. It is important to notice that price 

equilibrium with gold countries, such as Amerioa, persisted from 

JUne to September, 1931, but that thereafter theoffioial parity 

quotations on the schilling were maintained. in the teeth of a 

deoidedly adverse turn in purohasing power parity. 

We can hardly question that a government must be ready 

to support the banking system when finanoial demoralization is 

1wminent. Austria faoed that situation in 1931. Devaluation 

was politioally impossible. Out of the 850,OOO,OOOIDhi111ngs 

in National Bank Loans nearly 700,000,OOOoohilllngs represented 

frozen Credit Anstalt assets, leaving only 150,000,000 sohillings 
1 

which OQuld be affeoteQ by the redisoount rate. 

After the oo11apse of the Credit Anstalt the Buresoh 

oabinet was foroed to ooordinate its policy with that of the 

Sooialists. The latter refused to aooept deflation or devalua­

-t1on as remedial measures. Exohange control was the only alter­

native, and the Constitutional Aot of Ootober 8, 1931, oreated the 

legal basis for subsequent exohange control by oabinet decree. 

By this t~e Germany,2 Hungar.y,3 Czechoslovakia,4 and 

- - - - ~ - - - - - - - - - ~ - - - - - ~ - ~ - ~ - ~ - - - - - -
1 Ellis, op.cit., pp.34 and 35. 

2 July 13th. 
3 . 

July 17th. 

4 Ootober 2nd. 
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YugOSlaVia5 , accounting together for 42% of Austria's exports 

and 52% of her imports, had adopted exohange control measures. 

These oountries which absorbed. half her exports and could no 

longer pay in devlsen. were precisely the ones from which Austria 

had to derive her raw materials. Clearings commingled with de­

visen controls became indispensable. The League Report states 

that nit is only after oareful consideration that the Austrian 

Government introducea these regulations; but no other course 

was possible. as practically all the neighbouring states were 

t.ak1ng similar measures ••• No other step could be taken if the 

foreign exchange necessary for satisfying the urgent nesas of 

the country for raw materials and foodstuffs and for meeting 

the foreign liabilities of Austria was to be secured. 116 The 

initial clearing arrangements were with Hungary, Switzerland, 

Ita1yand Jugoslavia. 7 

The first devisen aot in many respects resembled 

that of other countries. The National Bank was empowered to 

monopolize devisen dealings, set the offioial rate of exohange, 

prohibit the publication of other rates and ration out devisen 

arbitrarily. Legislation was passed to curtail profit windfalls 

and oommodity arbitrage. The stringent penalties for evasion 

were in no way commensurate with its possibilities. Defects in 

the s¥stem soon became apparent. Only three days after the in­

auguration of exohange control, exporters and transit firms were 

pennitted to retain devisen necessary for purohasing raw materials 

- - .... - .. -- - - - _ ... ---.-. ... - -- - ... - -- -- - .. .. .... ... ... .... -
5 Ootober 7th. 

6 League of Nations, M.~OBt van ~onni7lge~t "First Quarterly Re­
port on the Financial Pos1tion of Austr1a, (Gene~a, Jan.~2,1932)t 
P 10 Henoeforth only the number of the report w1l1 be g1ven. 

• • See index. 
7 Ibid., p.ll. 
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and goods for re-export. Suoh transaotions were to be exam­

ined by the National Bank. Like in Canada, insuranc·e and 

inoome remittanoes were permit.ted; unlike Canada, bankrupt­

oies rockEtted. Evasion flourished and beoame the earmark of 

the entire system. On January 12, 1932, Tonningen writes 

that wan undoubtedly large contraband traffio in foreign 

ourrenoies makes the for-ming of an exaot appreoiation of the 

effeot of the ourrency regulations an extremely diffioult 
e 

matter." Most of the tTinward" oontraband consisted in the 

buying of foreign seourities at low rates abroad and selling 

them at high prioes at home - Exports against schilling aOco'Wlts 

continued. 

Gradually the regulati~ns beoame more stringent. The 

Fourth, and final, Devisen Act of January 4, 1932, explioitly 

limited exports against, foreigners' schilling deposits to ac­

oounts which originat'ed prior to Ootober 9 or were especially 

d.esignated as "free" by the National Bank. The bare legal 

framework of exchange control was now complemented by intri­

cate administrative measures. It was soon discovered that the 

lax allpcation of devisen did not leave enough foreign exohange 

for the importation of essential foodstuffs and raw materials. 

By January 9, 1932, 1700 firms were in the possession of import 

licences. 

The entire exchange control system in Austria endeQ 

in a fiasco becau·s8 of widespread legal and illegal evasion. 

a"First Quarterly Report," (Geneva) 
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"Black Bourse~ operations flourisheQ in Vienna cafes. A 
~.;,.; --

lively traffic in domestic currency sprang up in the border 

towns until t4e' National Bank withdrew the issue of 1000 

Schilling notes whioh had facilitated smuggling. Foreign 

sellers billed their Austrian buyers for spuriously large 

amounts and these invoices were subsequently utilized as an 

excessive claim for devisen al~ocation. A favourite device 

was to be billed for an import f.o.b. the foreign city of 

origin, whereas actually the ~porter had only to pay f.o.b. 

Austrian border. Another ruse was to induce foreign firms 

to send to Vienna their printed blanks for billing oustomers, 

or even to found:in a foreign city a holding company to origin­

ate billing for goods whioh had never been imported. Firms 

within Austria enjoying the privilege of retaining export 

proceeds, used receipted import-duty bills in conjunction with 

these spurious billings to secure devisen which could then be 

applied to capital flight. Prior to the Fourth Devi'sen Aot of 

January 4, 1932, when exports against payments in blocked schil­

lings were commonly thought to be legalized, exporters drew 

upon foreign purohasers for payment in blockeQ schillings, 

secretly arranging for payment in devisen, which thus esaapea 

control. 

The "export against schillingW argument was hot~y 

mooted in the press. Representatives of the National Bank 

maintained that this practice removed the control of imports 
r-

from their hands and permitted a speoulative market on blocked 

schillings abroa<l. This market was s.aid to be narrow and. sub-
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ject to disastrous price declines from small decreases in 
I,..-

demand. 9 There is no question that the extent to which 

sohillings were accepted for requisite exports. the inflow 

of free devisen to the Bank was out Off. IO The officials 

also argued that when oontrol beoame imminent. many Austrians 

had transferred their bank accounts to foreigners in order to 

be able to send rnnds out of the country later. To permit 
,. 

their utilization now for exports would complete the intended 

capital flight by means of real goods. If exchange control was 

to be enforced. exports against schillings had to be disallowed. 

Nevertheless, lfthe total reduction (of foreigners' schilling 

deposits from November 30th, 1931, till August 31st, 1932), is 

64.4 million schillings, notwithstanding the fact that new 

deposits of schillings were continuously being made during the 

period under review. nIl These huge withdrawals explain the ad­

verse balanoe on capital account. 

Only oredit institutions were prohibited from trans­

ferring foreigners' accounts to residents without the permission 

of the National Bank. The Devisen Act of January 4, 19~2, extend­

ed this ruling to all parties and thereby curtailed the lucrative 

-business which many a lawyer drove with impunity by transferring 

accounts to thirQ parties • 

.. - .......... -
9 
"Fourth Quarterly Report" (Geneva) , p.lO. 

laThe National Bank allowed the utilization of these free schil­
ling balances of foreigners under three conditions: 

(1) 12 per oent of the invoice price had to be paiQ in devisen. 
(2) The invoice price had to be a "fair" or market value of 

the goods in question. 
(3) "Exports can only be made to the ?ountry of domicile of 

the person. in whose name the sch1llings to be utilized 
have been deposited." Fourth Quarterly Report, p.32. 

11"Fourth Quarterly Report n ( Geneva), p.lO. 
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Another channel of legal evasion was the purchase 

abroad and selling in Austria of internationally traded secur­

ities. The seller of a foreign security abroad was legally 

permitted to receive payment in blocked schillings which he 

could utilize in the purchase of Austrian seourities, real 

estate, and even imports. As long as these blocked schillings 

were actually utilized by foreigners, the value of the currency 

was not actively depressed, aside from cases where payment would 

have been made in free devisen. When these proceeds remained, 

however, in blocked aocounts, their growing magnitude dr~ve down 

quotations on the schilling. By the end of October, 1931, the 

Vienna quotations on Austrian League of Nations bonds stood 20% 

above foreign quotations. 12 

The Fourth Devisen Act prohibited the aceeptance of 

foreign securi ties in payment for exports. As a mode of capi t,al 

flight. nevertheless, the practice oontinued till the ebbing days 

of exchange control. Only on April 5,1933, did the Finance Mi­

nistry prohibit dealings in favourite Swiss railway bonds. Enact­

ments to prohibit purohases of foreign securities, or to end such 

practioe by oompulsory sale to the government was a logical com­

plement to the oompulsEi·ry sale of devisen. The failure of the 

Austrian authorities to embrace the entire gamut of international 

credit instruments resulted in a direct ohannel of capital flight. 
1_' . 

The Second Quarterly Report13 makes considerable mention 

of the indebtedness which had accummulated on account of Austrian 

- - - - ~ ~ - - - - ~ - - - ... - - ~ - - - - - ~ - ~ - ~ - ~ ~ 

12 League of Nations Reports on Austria, Statistical Tables. 

13 nSecond Quarter1y Repor1:' (Geneva), p.ll. 
From Oct.1931 till April 1932, 200,000,000 schillings of ~ports, 
or nearly half the aggregate of imports over exports were bought 
on credit. 
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purchases on oredit C.WareDkredite) since the introduction of 

exohange controls. These payments would ultimately have to be 

made, while the devisen receipts were steadily dwindling. The 

net result of the late14 introduction of exchange control, the 
. 15 lax afuninistration, and the power of exporting interests' was 

its almost complete failure to secure the devisen yielded by 

16 
exports. For the first month in operation only one-fi~th 

of the exports yielded devisen. 17 

R ti . ". TT a on1ng of exohange beoame more str1ngent. "The 

National Bank has reduoed the allooation and requisition of 

foreign exohange to ~porters and from exporters. R18 In the 

three months October 10 to December 31, 1931, devisen allocat­

ed was 176.9 million sohillings; the quarter beginning in July 

and ending in September 1932 witnessed the disbursement of only 

49 million sohillings. There was therefore a drop of 72.25% in 

the devisen allooated. Similarly, there was a reduotion of 
19 

69.5% in the devisen received. 

~ ~ - ~ - - - - - - ~ ~ - - ~ 

14 On May the 8th, when the Credit Anstalt failed; on July 13th, 
when Germany established controls; or at least on September 21st, 
when England devalued, was the time to adopt devisen controls in­
.stead of waiting ti110otober 9,1931. 

15"Fourth Quarterly Report~(Geneva), p.19. 
"Austria is especially interested in widening the market for 
manufactured goods, which, in 1931, aocounted for over 80.% of 
her export." It was these industrial exporting interests who 
suffered most on account of the overva'lued ourrency and alamored 
for' the abrogation of the oontrols. 

16"Third Quarterly Report,n{Geneva). p.lO 
I1The foreign exchange beoame inoreasingly inadequate to satisfy 
the requirements of the Lmport trade and of the foreign debt ser-
vice. 1f 

1'1 ibid., p.9. 

18"Fourth Quarterly Report, n(Geneva), Nov.30,1932, p.S. 

19 Ibid., Appendix 4, drawn up by M.Maurioe Frere • 
• 
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The short interval (Ootober 1931-February 1932) 

whioh witness~d the existence of exohange control in Austria 

was one of international malaise. It is, therefore, impossible 

to measure the influenoe which the teohnique itself had upon 

internal economy. In general, agriculture suffered less at the 

expense of industrial exports. The teohnioal ineffioienoy of 

the system was largely the cause of its breakdown. and the 

overvalued sohilling aggravated the export position of industry, 

clogging the barrier strioken market even still more. 

How Austria Esoaped from Exohange Control. 

M. Rost van Tonningen points out in the Third20 and 

Fourth2l Quarterly Reports that Austrian policy from the start 

aimed at liberating itself fr0m exchange oontrol and inter-state 

clearing agreements. As "Austria must be considered entirely 

d'ependent upon exports for the prosperity of its forests,,,22 it 

18 not Burp,rising that the first subtle approach toward liberat­

ing payments oame from that direction. The National Bank came 

to the resoue of the industry (80% of the sawmills were dormant), 

~by permitting Austrian ex~porters of all wood products to sell their 

-_ .... --_ .... - .. - ~ ~ -- - - - -- -- - ~ - -- -- - .... ... - - ..... .. 

2011Third Quarterly Report,"(Geneva), p.14. 

21"Fourth Quarterly Report ,-n (Geneva), Nov. 30, 1932 t p.ll. 

22'~ifth Quarterly Report,"p.12. 
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devisen at rates priyately agreed upon to importers of mineral 

oils. Such o€lupling of specifio exports and. imports oame by 

degrees and was gradually extended. The important thing is 

that the exohange rates in these oases were not determined by 

the National Bank but solely by pairs of contracting parties. 

It is not to be assumed, however, that the disruptive forces 

of laissez-faire oompetition were permitted to play havoo with 

the eoonomy. "The National Bank retained the right of general 

supervision and approval. The management of the Kassenverein •• 

also e·ndeavoured. to render the system more flexible [and itJ 

is thus gradually approaching the border line of a ~ree exohange 

market, though still supervised and regulated by the rules laid 

down by the rnanagement~23 The varying peroentages of devisen 

whioh were to be handed over to the Bank plus the isolated pair­

ing of imports and exports resulted in an agios of quotations, for 

one and the same foreign currency • ,Private clearings increased 

in the last quarter of 193224 and by the end of that year, "allo­

oations of foreign neans of payment by the National Bank to tra­

ders had entirely oeased. Finally, on April 6, 1933, the National 

Bank freed all personsn25 from the obligation of delivering devisen 

to the Bank. From that date onwards the only significant rate of 

exchange in Austria was that fixeQ by the Clearing House on the 

basis of free transaotions. This became possible because: (1) the -
olearing agreements oontraoted up to the spring of 1932 were ter.m-

- - - - - ~ - - ~ - - ~ - - ~ - - ~ -.. .. - - - - -. -- -- - - .. - ~ 

23"Fourth Quarterly Report,up.ll. Our italics. 

24"Fifth Quarterly Report,"p.S. 

25 nS1xth Quarterly Report, up. 9. 
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inated; (2) the allocation of devisen by the Bank and remittanoes 

to. it by exporters was gradually abrogated.; (3) the frozen accounts 

or "Sperrkont1" were liquidated and. became applicable for a variety 

of domestio u~es; (4) budgetary equilibrium was established; (5) 

the agreement with the foreign creditors of the Creditanstalt was 

ratified and (6) Austria's foreign indebtedness was reduced by the 

American Qevaluation and the League of Nations conversions into 

lower rates of interest. 26 The freedom of movement in the inter-

national sphere was thereby Widened. "Signal proof of the inherent 

strength of the Schilling was afforded by the impr~nt in the 

exchanges which followed this aecision, rates moving upwards by 

about 3 per oent. n27 It is interesting to note that the devalua­

tion of the schilling was in operation "de facto'! long before "de 
initially, 

jure". This waSAdue to the bloc~ed foreign debts and the psycho-

log1ca1 fear of panic inflation. In December, 1931, the price of 

gold reached a peak of 142% of par. Like in Canada, during the 

first year of control, this excessive depreciation was largely 

due to the pressure of. capital flight oarrying foreign exchange 

values beyond purchasing power parity. In the long run, however, 

the foreign value of the schilling was a function of the relative 

movements of production and money. The price of gold in Vienna 

by July 1933 was 128% of'par. 28 Produotion on the other hand 

26 "Second, Third, Fourth. Fifth and Sixth Quarterly Repori8 on 
Austria's Finanoial Position.l1 Section IV. Central Bank Position. 

27 "Sixth Quarterly Report,ll p.9. 
28 

Source:El11s, op.cit., 
p.360. Statistical 
Tables. 
Also p.64. 

Gold Prices 

sept. 
Ootober 
November 
Deoember 

in Per 
1931 

100 
122 
130 
140 

Cent of 
1932 
120 
120 
120 
120 

Parit 
193 

128 
128 
128 
128 
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dropped from 79 in April 1931, (just prior to the Creditanstalt 

catastrophe), to 64 29 in July, 1933. As the total amount of money 
.-

d t 30 remaina a approximately the same level during the two periods, 

the price of gold is almost the exact reciprocal of the index of 

production. The differential 1s only 3 per cent and this clearly 

shows that the value of the sohilling lived up to the expectations 

of our theoretical premises: rulers are not masters over the ex-

changes. 

Once the devaluation was legally recognized, however, 

the expected ~ise in the internal price level did not occur. 51 

Austria's economic position strengthened continuously from 

Maroh,1933, until her incorporation into Germany on May 12, 

1938. 32 Professor Ellis, therefore, concludes that "Austria 

was able. by virtue of the abandonment of the official Schilling 

par1tl and the rationing of devisen, to escape with a penalty 

upon its foreign trade slightly less than that ~posed by more 

autantdc countri6s. n33 Although one disagrees with an au~hor­

lty like Pro£essor Ellis with diffidence, it seems that in one 

case he doesn't lfprove" enough and in the other he llproves tf too 

much. Just because foreign exchange control was abrogated in 

1933 and Austria "was unique in being able to secure short-term 

-- - .... --- - ....... -
29nQuarterly Reports. n 

30 Central Bank sight l1ab11itiesand notes remained around 
100,000,000 pangoa. 

3lnSeventh Quarterly-Report,"p.9. The devaluation occurred on 
March 23rd and April 26th, 1933. 

32 See chart. tYG3 

33 Ellis, op.cit., p.62. 
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commercial credits on the London market,,34 in 1936 hardly 

proves that the latter was the result of the former. This 

is a "post hoc ergo propter hoc" argument. True, Dr.Ellis 

produces more information than we have cited to show that 

Austria's position was sound. For example, the gold and 
- ~ 

'19 

devisen reserves of the -Bank doubled between Deoember, 1932, 
35 

and March, 1937. Furthermore, nan internal loan (180 mil-

lions nominal) oarrying a considerably lower rate of interest36 

than previous loans, and expressed in rrschillings" without any 

gold •• clause was entirely absorhed •• by the market tT37 in Feb­

ruary, 1937. Although the League of Nations' Reports point 

this .out, they also show muoh more and it is unfortunate that 

Pro·fessor Ellis omits the years 1933-36 from his analysis. 

That Austria's economic position was strengthened would have 

been corroborated by even more evidence. But the reasons for 

Austria's upswing were not merely those mentioned; in truth, 

others, on the whole, seem even more important. 

The Austrian Government executed a programme of public 

works finanoed from the do~e.stio Lottery Loan as early as 1933. 38 

----------- ~ ~ - - - ~ - - - ~ - ~ - ~ - - - - ~ - -
34 Ellis, op.cit., p.55. 

35 League of Nations,nSecond Report"(Geneva,1937J, Appendix IV, 
p.32. 

36 Ibid •• p.4. 4i% as compared with 7i in 1931. 

37 League of Nations:nFinanoial Cor:unittee, Report to the 
Council on the work of the 64th Sess~on of the Committee,nMay 
11, 1937. 

38 l.bid. "~eport to the Council on the work of the 54th Session 
of the Committee." May 14, 1934. p.2. 
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Suoh measures, commingled with the re-organization of the bank­

ing system39 and the reduction in the rate of interest. stimul­

ated the internal market. More important, the revival in the 

export industrtes,40 accelerated by good crops4l and "sounder" 

oommercial as well as political relations with Italy, Hungary 
42 

and Yugoslavia, played the decisive role. The German, New Deal 

sta;ted many a machine rolling in Austria. 43 "Exports of paper 

pulp rose from 77,143 tons to 87,043 tons, and of iron ore from 

10 tons to 33,554 tons, almost entirely to Germany and Czecho-
~ 

slovakla.,,44 On August lOt 1934, a olearing agreement with 

Germany entered into force to increase trade between the two 

countries. The League Report in December, 1934, states "that 

this increased activity mainly relates to foreign markets, as 

effective domestio purchasing power has not yet noticeably in­

creased~45 This channelizing of trade into clearing oountries 

and what Einzig has later oalled the German "Bloodless Invasionn46 

- -
39"Eleventh Quarterly Report,l1p.S . 

. ~. 

40 Ibid., p.13, also later Reports. Section on Foreign Trade • 

. 41uEleventh Quarterly Report, np.12. 

42 Ibid., p.14. 

43uTwelfth Quarterly Report,"p.12. 

44 Ibid.,p.S. 

46nThlrteenth Quarterly Report," p.17. 

46 Einzig, The Bloodless Invasion, (London) 1939. 
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began long before the inauguration of exchange oontrol. GermanY 

has been Austria's ohief customer since 1927. By 1938 Italy 

challenged that position and Hungary came next in 1ine.47 The 

non-clearing countries,48 on the other hand, declined in import­

ance as buyers of Austrian goods. Their stock of imports from 

Austria fell by volume from 36.4% to 18.6~, and by value from 

46.1~ to 45.7%. This has been a seoular trend since the World 
And 

War. Aa1though there were rivalries between the clearing count-
49 ries themselves, economiaally, the "camps" were being lined 

~p long before 1939. M.Pflugl,the Austrian representative to 

the League of nations on sanctions,proclaimed that "the ties 

which unite the Austrian people to the people of Italy are strong, 

ana Aus~tria will not be disloyal to a friendship destined to last 

far into the future."50 There was, of course, no question of 

sentiment involved but sheer political and commeroial nprudence.n51 

Austria's strengthened position was, therefore, more 

the result of secular external economics commingled with internal 

47 of.Composition of German foreign trade/'Statistisches Jahrbuch." 

48 Chiefly U.S.A., Netherlands, France and United Kingdom. 

49 Of.Austria and Germany; Italy and Germany prior to the 
Abyssinian War, eta. 

50 of.n League of Na tiona, Offioial Journal,tl Special Supplement 
No.13S, Oot.9, 1935, p.lOl. 

51 Ibid., Special Supplement No.145. p.74. It may be recalled. 
that in 1934 Italy mobilized and armed the Brenner Fasa, warning 
Germany to keep hands off Austria. Hungary, Austria and Albania 
were the only three countries which refused to apply sanotions. 
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New Deal revival,52 than the liberation of the exohanges. The­

latter may have aided the general reoovery but it oertainly 

cannot be called the oausal factor. Neither can we undermine 

the absolute rise in Austrian foreign trade relative to her 

S 11 t ~ 1 ~ 53 ma na10na 1noome. 

It is very important to notice that although the 

League of Natlons'representative, the Austrian Institute for 

Trade Cycle Researoh and the Chamber of Commeroe unanimously 

deprecated the "cumbersome nuisance ff of exchange oontrol, it 

was never wholly removed. And we must sympathize with the 

cautious oourse taken by the National Bank. 

The incorporation of Austria into the German exchange 

control system proceeded very tentatively. On December 12, 1936, 

nine months after the political change, a general recodification 

of ~evisen laws absorbed the Austrian modicum of control into the 

German hierarohy. Gradually, but with ruthless' efficiency, evasion 

52 -Chart No.DLshows the development of the State's total debt 
whioh was closely connected with public expenditures. This graph 
reveals that the total debt rose oontinuously and reached its 
maximum for the period at the heginning of 1936. The drop in 
the oourse of that year was due to the foreign devaluations. 
Since then, the index has risen steadily. 

In the course of thirteen years (1925-193S) the internal 
debt increased from 396 to 2,208 million sohil~1ngs. The total 
foreign debt deoreased from 1,971.3 to 1,7l5.~illion shillings. 
League of Natiol;ls:1TAustria, Public Finanaes. H Second Report, Nov. 
1936-Mar.1937 , p.14. "In considering the debt ~ituation, ~t shou~d 
be borne in mind that the Aus,trian government ~s engaged Ln ¥Ubl10 
works suoh as the modernization of motor roads and the elec rifi­
catio~ of the railways the oompletion of which would seem to re­
quire further oredit operations. n Ibid., p.14. 

53 See chart. L 
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was min~izedt prices anQ production were geared into line, 
54 

tariff barriers were removed, oraditors appeased and autar-

ohio control wae established. The evolution of this "airtight" 

system of exohange oontrol in Germany will be examined in 

Ohapter VII. 

">. 

.. .. .-. - - -- - - .... _ .... -------
54 It is interesting to note that English oreditors fared best 

with full servicing of the loans 1933-63 and 1934-59. 
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Hungarl 

Hungar,y is a countxy whose prosperity is dependent 
1 upon the export surplus of her agrioultural staples. Like 

other heavily indebted European states in 19~1,2 she found 

exchange control to be a necessity in ooping with capital 

flight. A concourse of oircumstanoes made the international 

eoonomic crisis weigh partioularly heavy upon her depressed 

trade. "A oountry whioh had borrowed freely from abroad for 

years, found itself out off fr(ilm foreign oredi t at a time when 

its exports were experienoing greater and greater diffioulties 

in finding a market and when the prioes of these exports were 

sinking to an extent that was far from being compensated by 

deoreases in the price of the main Hungarian imports. Moreover, 

the 1931 harvest was a poor one - worse in Hungary than in neigh­

bouring oountries.,,3 Professor Fellner estimates the national 
at 

inoome per capita for that year360 pengo, as against an average 

of 514 pengo for the four years 1926-1929. 4 In spite of these 

difficulties, the League representative olaims that Hungary had 

greateconom1c reserves and her policy of industrial protection 
, 

followed sinoe the war "might with advantage be reconsidered, 

- ~ ~ ~ - ~ - - - - - - ~ - ~ - -
1 "First Quarterly Repo;rt on the Financial Position of 

Hungary", Jan.12, 1932, p.lO. 

- - -

2 nTh~ total annual aharge in respect of Hungary's foreign 
debts, short and long term, has been estimated at approximately 
300 million pengo." Ibia. 

3 Ibid., page 10. 

4 Ibid., page 10. 
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especially in oonnection with plans for restoring to Hungarian 

agriculture its traditional markets. n6 The histo~ity of the 

Hungarian crisis may have many similarities with the Canadian 

post war situation. 

Frolm July 17th, 1931~ to Deoember 1st, 1932 7 a fairly 

liberal application of the official pengo rate was maintained. 

The sporadic deviations assumed the aspect o£ authorized ex-
. 

oeptions or illegal evasions. In general, the initial regula-

tions were in no way strikingly novel. Imports as well as ex­

ports came into the penni t orbit. The '''Gold-Pengo LawnS em­

braced all former debts (including bank dep.osits), obligations 

to the state and future contraots. This obligation to pay in 

gold pengo had for the moment a beneficent effect. Rumours 

in September, 1932, that the National Bank would publish a 
9 

gold-paper ratio produced a run into the banks. Sensitive, 

wholesale and retail prices rose from the second quarter in 

1931 till the end of that year. This tendenoy in the faoe of 

sharply declining prices abroad reflects a rapid depreciation 

of the real currency value. In the same period the sterling­

bloo devalued and the relative deflationary tendenoies in 

Czechoslovakia, Switzerland and Germany left the pengo "high 

and drylt. The overvalued pengo reduced exports, which fell 

- - -- ... - ----~- ... - - - - .... - - - - - - ~ ~ ~ - - - - -
6 "First Quarterly Report on the Financial Position of Hungary", 

page 10. 

G Ibid. page 9.{Full foreign exchange oontrol on August 8,19~1. 
I ") "Fourth Quarterly Report, p.13 • 

7 "Seventh Quarterly Report ,n p.ll. 

8"Flrat Quarterly Report," page 8. 

9 Ibid., page 22. 
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on a ourtailed and sagging market. IO 

TT In the case of for-eign trade, inland prioes are 8,0 

high "that Hungarian wheat cannot at present be sold at Antwerp 

or Rotterdam without oonsiderable loss, if the prioe obtained 

1s converted into pengo at the official rate. The problem of 

meeting this loss is an embarrassing one, and increases the 

inducement to dispose of an ever-graa"ter part of Hungaryfs 

agricultural exports by complicated arrangements which have 

the apparent advantage of not interfering with the artificial 

~rice which it is desired to ensure to the grower, and the 

real drawback of bringing no Edeldevisen to the Nat.ional Bank".ll 

Devisen reserves became more anQ more deplete. This 

resulted in a limited allocation of foreign exohange for import 

purposes and afforded protect10n to certain industries from fo­

reign competition. Cartelized indust~y boomed at the expense of 

the consumer. "The Hungarian Fiscal System was built up on taxes 

affeotlng"oonsumption and that oonsumption has fallen o£f, a 

dangerous condition of prolonged budgetary disequilibrium being 

the result. A diapariti such as exists in Hungary between the 

prices actually obtained by the producer for most agricultural 

produce and industrial prices, mostlyoartel-controlled (Agrar­

shere), must detract heavily from the purchasing and taxpaying 

power of the agricultural population. u12 It is, therefore, not 

surprising that the Hungarian excess of exports fell from 88,300,000 

pengo 1n 1930 to 31;000,000 pengo in 1931.
13 

Onoe more we note the 

- - - - - - - ~ ~ - - - - ~ ... - - .. ... - .. - -- -- - .. - - ............. 

10 The price of Hungarian wheat fell 14%. in this interval, on 
Hamburg and Liverpool markets. 

11 League of Nations: "Seventh Quarterly Report on Hungar.yw,p.14. 

12 Ibid., p.14. 
13 League of Nations, "Quarterly Reports, "Section II. Trade. 

Chart No. 
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futility· of a deflationary policy under ciroumstances of 

th o t lliT h 14 ~s sor. ne ave sean that Hungary's annual debt ap-

proximated 300,000,000 pengo; it is ludiorous to imagine that 

an export surplus amounting to 10 per oent of this amount 

oould be increased tenfold through monetary polioies. Mora­

~oria to prevent foreign oapital flight and exchange oontrols 

to prevent national capital flight were therefore essential. 

Slowly but surely the "agrioultu.ral price shears" 

reduced the agrarian classes to desperate straits. The dis-

crepancy between free and bound. prices beoame more pronounc­

ed. 15 

A a.cheme was started. on December I, 1932, for help­

ing exporters to overcome the differential between internal 

and external prices. nUnder this soheme, the exporters of 

certain articles receive a variable premium in addition to 

the pengo parity equivalent of foreign exohange which they 

surrender to the National Bank, and this foreign axahange, 

with oertain deduotions for the National Bank, is al10ttea 

to importers of raw materials at a rate involving a suroharge 
16 over and above the parity of exchange." December,1933, wit-

nessed a widespread reoognition of these non-par rates in the 

form of an eno~ously oomplex array of differential premia and 

- - ~ ~ ~ - ~ - - - - - - - -
14 League of Nations, "First Quarterly Report on Hungary", p.9. 

15 Free price index (1927 equals 100~ shows a a,ec~ine ~o 63.2! 
i.e. almost as low as agricultural px~oes. The st~cky lndustr~al 
price index or those determineQ by cartels had risen to 105. 
"Fourth Quarterly Report", p.15. 

16 "Seventh Quarterly Report", p.ll., our italics. 
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1'1 
surcharges. The system of running acoounts, which was also 

introduced in Canada. obviated the necessity of a strict ba­

lancing of eaoh separate transaotion. The latter,more meticu­

lous soheme, like in our own country, was attempted and found 

impracticable. Imports from Germany paid an 18~ suroharge for 

raw materials, 22% for half-finished goods and 25% for finished 

goods. Imports from other clearing countries bore about the same 

rates, with the exception of Austria, for which the old gold par­

ity was maintained. The entire multiple rate scheme was based 

on the theory that in Hungary's partioular Situation, price dis-
~. 

crimination would yield a larger return than uniformity. The 

rates of premium were oalculated separately on each description 

of goods, and varied considerably from one case to another. 

During this period, agrarian prices were depressed and still 

sinking. Many olasses of goods could still be exported profit­

ably, without a premium; others required a small impetus; while 

still others neoessitated a relatively high premi~. "In the 

oircumstances, it was held that any flat rate of premium, in 

order to suffice all round. would have to be much higher on the 

bulk of exports than that actually needed on many descriptions 

of goods, thus exposing the internal purchasing power of the cur-
18 

rency to an unnecessary strain. tt Hungary also desired to apply 

higher premia to exports for which freely available currencies 

- - - .. - ... - - - ...... - - ~ - - - - - - ~ - - - --. ... ---- .. 
17 The average premia and. surcharges for the months 

Feb.to Sept.1933 were 1~.4 to 16.9~. 
Jan.1934 averages stood at 17.9 and 22.9~, 
.J an. 1936 " "" 23 • 2 and 2, 7 • o'fo. 

During the course of 1935 the premia and the suroh~rges de?lined 
to bring them to the S.arne level at 25%, when the dlfferentlal 
system was terminated. 

18 "Seventeenth Quarterly Report", p.10. 
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could be obtained. As might very well be expecteQ, inQustrial 

oartels fared better than unorganized, smaller, oompetitive in­

dustries in securing certificates for the retention of devisen 

and in obtaining allocations for raw material imports. To off­

set these buttressing force~ on monopoly price, on Deoember 1, 

1932, manufacturers and importers were required '~to give an 

undertaking in writing that (they would not) increase their 

pr1ces. n19 

Professor Ellis states that "in a period of generally 

falling prices, such a measure would, of course, be purely nuga­

tory.n20 This hardly seems to be true. The important factor at 

this time was the scaroity in devisen. This led, in many cases, 

to the purchase of foreign exohange at higher rates on the open 

market and, therefore, to higher prices. The new arrangement 

was to enoourage, as far as possible, the reduction of industrial 

prices in Hungary, which were higher than they were before the 

war.21 It must also be remembered that the pengo was still over­

valued"""a.nd exchange control operated in conjunction with import 

guotas, tariffs, export monopolies and credit controls to lower 

industrial costs, raise internal agricultural prices and still 

maintain an export surplus through differential rates. The en­

tire economy was, therefore, directed (and to a large extent in-

8ulated) from external faotors. Oonditions of this sort pe~it 

price disorepancies even though world prices are on the decline. 

- - - - - - - - - ... - - - ~ - - - - -
19 "Fifth Quarterly Report", p.10. 

20 Ellis, op.eit., p.99. 

21 "Fifth Quarterly Report", p.10. 

----,..~ - - - .... - -
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Once exohanges are controlled, devisen receipts soon have to 

be allocated. Proauotion, therefore, beoomes selective. And 

the planning of proQuotion necessitates price controls. It is 

apparent that control of the exchanges gradually led to the 

control of the entire economy. 

Little by little, oonditions in Hungary ohanged, 

making reoonsideration of the premium system advisable.
22 

As 

we have seen, the fact of overwhelming importance during the 

whole period of depression was the opening of the "agricultural 

prioe shears. u On the one hand priaes, partioularly bound prices, 

were kept artificially high through tariffs, quotas and exohange 

control, on the other hand, the balance of trade was baing fur­

ther throttled by the overvalued pengo. In the fourth quarter of 
23 

1935, the external exchange value of the pengo steadied. The 
24 

agricultural "price shears" began to close and the National Bank 

was able to provide an inoreasing scale for importers' exchange 

requirements. The inducements to maintain a variable system dis­

appeared, while drawbacks in the shape of uncertainty, complica­

tion and inter_ference with the established course of trade and 

b
. 25 

production beoame increasingly 0 Vl.Ous. The management Of the 

Natlonal Bank, after oonsulting the relative departments, deoided 

to go over to a flat rate system, both as to goods and as to 

countries. These rates varied, however, as between countries 

- - - - - - ~ - - - - - - - ~ - - - - - - - ~ - ~ - - - ~ ~ ~ 

22 nSeventeenth Quarterly Report", p.1O. 

23 Ibid. , p.1O. 

24 Ibid., p.lO. 

25 Ibid., p.ll. 
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with Which HUngary had clearing agreements and those with whioh 

she had none. 26 The reduction and simplifioations whioh follow-

ed consummated in the complete recasting of the standstill and 

the gradual removal of the moratoria in 1937. 27 The last phase 

of foreign exchange control extending from mid-1937 until the 

outbreak of war involves a somewhat milder form of exchange 

control with fairly effective transfer of the debt service in 

free exchange. 

Professor Ellis states that "the isolation of exchange 

control as peouliar1y responsible for the throttling of industrial 

proiuotion in the first half of 1931 has some justification, in­

asmuoh as the upturn in the second half of the year was acoom­

panied ••• by increasing departures from the official pengo prices. Q28 

This is hardly a scientifio conolusion. The possibility is that 

exohange oontrol did hamper certain selective inQns~es but it is 

very diffioult to imagine that conditions would have improved had 

controls not existed. In truth, the writer would conjecture that 

the opposite is true. Furthermore, it is very diffioult to find 

this "upturn." Mr.Tyler writes, in the first quarter of 1933, 

that "the indices and returns illustrative of internal business 

-trends do not indicate any improvement.; here and there perhaps 

there is a slowing-down of the rate of deterloration. 29 Further­

more, the revival began in the consumers' goods industries and 
30 

the prooess afterwards spread to producers' goods. It seems 

- - ~ - - - - - - - - - -- - - ...... - - .. - - -
26n Seventeenth Quarterly Report·, p.10. :nBefore the unification 

of Premia the variable rates applied in the case of olearing count­
ries ave~ied about 23% and, in the case of non-clearing countries, 
about 3S1&. 

27 "Twenty-third Quarterly Report", seotion 5, pages 12-16, also 
"Twenty-Fourth Quarterly Report," pages 8-10. 

28 Ellis, op.oit., page 96. 
29 "Sixth Quarterly Report, If p.2. . . 
30 The trade treaty signed with Austria and Czechoslovak1a was no 

doubt a beneficient fact."Seventeenth Quarterly Report,llp.ll. 
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logical to assume that the revival was primarily a function of 

internal resuscitation commingled with commercial policy and bet­

ter conditions in Hungary1s trading partners. 

That the premiums also stimulated business with non­

clearing countries can hardly be questioned. But the long run 

effects whioh these bounties produced probably outweighed their 

temporar.y stimulus. 

1. Once in ex1stenc~ bounties established margins of cultivation 

and production which are dependent upon these premiums. Hungary 

found that the removal of these bounties becomes impossible. 

2. Faotoxs of produotion which are absorbed into the subsidiz.ed 

export industries raised the cost of other export commodities. 

(This argument must be qualified when unused f~ctors exist.) 

3. The price of what Harrod calls (0)31 goods, or those which 

do not enter international trade also rise. The foreign value 

of the currency is, therefore, maintained at a level higher than 

can be justified on the basis of comparative costs of production. 

One thing is certain: if deflation could not ameliorate 

Hungary's position, an expansionary monetary policy could do no 

better. A sma11 agricultural country, Qependent upon staple ex­

ports sold on world market& cannot solve her difficulties through 

monetar,y tricks. Credit expansion, in Keynesian analysis, would 

not absorb new factors of production but would only result in 

higher money costs and depress the foreign value of the currency. 

Canada's economy, in this respeot, resembles that of Hungary It 

- - - - - - - ~ ~ - ~ ~ ~ - ~ - ~ -
31 R F H d Inter~tl.·onal Economics, London, 1933, p.llO. . •• arro,' l..-;.a. . 
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is important to note that monetary policy, be it highly orthodox 

or revolutionary, cannot be generalized and must always be ana­

lyzed in conjunction with the relative economy. The simplified 

premium and suroharge scheme which followed involved five main 

categories: 32 

Category Premia for 
Export 

(1) Clearing Countries except Austria... 3~ 
r. 

(2) Foreign Exchange Countries....... • 50% 

(3) "Devisen-compensation" as applied. to 
Germany. • • • • • • • • • • • • • • • 18,& 

(4) Austria............................. 10% 

(5) Compensation Countries •••••••••••••• ad hoc 

Surcha~es 
for Import 

41~ 

53% 

ad hoc 

It is self-explanatory that the premia for ~xports to 

"free" countries should be high~r than those issued for exports 

to c1earing oountries. The differentials, hy and large, varied 

relative to price discrepancies on the one hand and the possi­

bil~ty of spatial and geographic monopoly on the other. "Despite 

undoubtea benefits to the volume of foreign trade attending the 

rate simplification of early 1936, Hungary ~ade slight progress 

during the year on other methods of simplifying or reducing ex­

change control, largely because of uncertainties preceding the 

gold-bloc devaluations. n33 Again~·the writer is weary of the 

olose connection between the relative liberation of the exchanges 

and the ~proved conditions in foreign trade. The tendency can 

only be analysed fairly in conjunction with all the other intern-

.. - - - - - ~ - - - ~ - - ~ - ~ - - ~ - - - ~ - ------- .... 

32nSeventeenth Quarterly Report,n pp.l and 10. The table used 
1s that giv-en by Prof.Ellis, op.cit· t p.86. 

33 Ellis, op.oit., p.88., our italics. 
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al as well as external factors. True, several indices in the 

last quarter of 1935 pointed to increased eoonomio activity.34 

The quantum of exports, nevertheless, was slightly smaller 

than in 1934. Hungary~s exports to Germany and Italy began 

to mount. This had nothing to do with the freedom or control 

of exohanges. Germanyfs New Deal had begun; Italyfs venture 
-

to Abyssinia was afoot. lVfr.Velics, Hungary's representative 

to the Committee on Sanctions, refused to ourtail exports to 

that country and shipments rocketted. He claimed that "the 

exclusion of Italy from Hungaryfs restricted and limited trade 
~. 

outlets would completely upset our economic and finan~ial equi-

librium. 1T3S The turnover, in values, of Hungary's foreign trade 

in the January-March 4uarter 1936, was 12% higher than that of 

the previous year. 36 It is important to note that "the increase 

is mostly in transactions giving rise to no available exehange."37 

On Maroh 24, 1936, three protocols, additional to the Rome agree­

ments of 1934, were signed by the Prime Ministers of Italy, Hun­

gar.y and Austria. 38 The contracting parties undertook: 1.Rin all 

spheres to harmonise their aotion with whatever developments the 

European situation may produce, ••• to create a permanent organism 

of reciprocal consultation to this end; 2.to engage in no im­

portant politioal negotiations referring to the Danubian question 

- - - - ... ... --- - - - ~ - - - - - - - - - - - - - - ~ - - ... - ~ 

34 "Seventeenth Quarterly Heport", page 11. 

35 "League of Nations, Official Journal," Special Supplements 
N 0.138, p.102. 

36 "Eighteenth Quarterly Report," p.2. 

37 Ibid., p.2. 

38 "Tenth Quarterly Report", p.1S. "Eleventh Quarterly Report" ,p.14. 
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without previous oonsultation among themselves.,,39 It is no 

accident that these three countries belonged to the "revisionist 

bloc" in Europe. The political re-alignment is glaring and fits 

into our seoular scheme. Mr.Royall Tyler concedes that the mea­

sures unifying exchange premia and suroharges ·made for some im­

provement in the Bank's foreign exohange position~O But this im­

provement must largely be attributed to the secular and political 

factors tied up with world agricultural reoovery.4l The League 

Representative writes as follows: "The 1936 harvest has resulted 

in an appreoiable increase in exports ••• A large part of Hungary's 

exports has, moreover, to be marketed in countries whose currency 

is of limited availab~lity.n42 

The gold-bloc devaluations in late September,1936, ne­

cessitated an alteration in the rates of premia and surcharges. 

Since prices in the "gold-bloc countries" were relatively low, 

the "de facto" devaluation of the pengo was now negligible. Al­

though Professor E11is argues that the comparative cost indices 
43 

warranted a greater "devaluation" on behalf of Hungary, still. 

"the export surplus for tha first nine months of 1936 Cw~sJ much 

the largest recorded for any oorresponding period for many years 

~past. n 44 The direction of this t.rade is noteworthy:45 

- - .. - -. - - - .. 
39 "Eighteenth Quarterly Report", p.17. 

40 "Nineteenth Quarterly Report", p.9. 

-------- ... .., ... - -

41 "Twentieth Quarterly Report, p.g. "Tw?nty-Seoond ~uarterly 
Report-, p.2. Advance seems to have been ~n consumers goods. 

42 "~enty-Jirst Quarterly Report," p.3. 

43 Ibid., p.8S. 

44 "Twenty-Fourth 

46 Ibid., p.ll. 

Quarterly Report," p.11.The interval from early 
1936 to mid-1937 also wi tnessed the insti tu­
tion of devisen payments with France, Belgium, 
and Swi tzerlana. 
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x) 
Hungary's Imports Hun~aEl's ExEorts 

~ 

av.19!5-1930 lst.8 mos.1937 av.1925-1930 lst.8 mos.193'1 

Austria 16.7% 18.09% 32.9% 17.22% 

Italy 4.6~ 6.81% 6.4% 14.437b 

Germany 18.6'$ 26.261' 11.7% 23.45% 
., 

In the first quarter of 1939 Germany took 95~ of Hungarian 

meat export, 88% of the hogs and 75~ of the grain. 

These figures once more bear the conclusion that Hungary 

was gradually falling into the "axis" camp. The drop in exports to 

Austria is due to a conglomeration of reasons, but the fact that 

Austria feared Germany's expansion and, therefore, leaned over to 

France and the other nfree" countries may explain the tendency in 

part. 

The recession which set in at the close o-f 1937 marks the 

last phase of Hungarian exchange control. Wheat prices in world 

markets sagged and Hungarian industrial production fell off 15~ 

from 1937 to 1938. The Austrian Anschluss and the Czechoslovakian 

crisis introduced the "War of nerves." Flight of capital into real 

values, and, whenever possible abroad, wrought havoc with the eco­

nomy. The National Bank statute was revised on June 23, 1938. The 

"New DealR expenditures mountea. As early as April, 1937, the state 

planned investment programmes. "The Finance Minister, in present­

ing his budget, made it clear that social considerations had led 

the Government to include in these programmes public works such as 
~ 

roaa-bul1ding and water-course regulation, which are of general 

utility but are primarily intended to relieve agrarian unemploy­

ment. n46 Hungar,r's Five Year Plan allocateQ 1,000,000,000 pengo 

- - - - - .. -. - - .. - - - - - - - - - - - -
46 "Twenty-Seoond Quarterly Report", p.12. 
x) "Twenty-fourth Quarterly Report", p.ll. 

~ - - - - - - - - - ~ -
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for,~state expenditures. Of this amount 600,000,000 pengo had 

been set aside for rearmament and 400,000,000 pengo for public 

works. By the late spring of 1939 half of this sum had already 

been spent. 47 That the value of the foreign currency chiefly 

depends upon relative production anQ "money on the wingff in­

dioes was clearly evident by Zurich pengo quotations. These 

quotations fell during 1938 and the early months of 1939 from 

SQ% to 30%.48 On January 15, 1939, the depreoiation of the 

pengo was reoognized "de juxeR in a formal revaluation of Na-
~-

tional Bank gold and devisen reserves by 50%, oorresponding to 

premia paid on free devisen. The recession was short-lived and 

industrial pro~uction rebounded from 116.2 in the seoond quarter 
49 

of 1937 to 147.0 in the first quarter of 1939 Germany's war 

economy largely ruled the destiny of Central Europe. 

The perioa under study was oharacterized by two pre­

dominant factors: the seoular development toward autarchy and the 

trend of world agricultural depression and revival.
50 

Hungary's 

economy was a sine function of these pulls. To deal effectively 

with capital flight, foreign indebtedness and the crisis of 

"sLmpler foodstuffsW in 1931, the control of the exchanges was 

an indispensable technique. It was a necessary spoke in the 

~ ~ - - - - ~ - - - - - - - ~ - - - ~ 

47 Royal Institute of International Affairs, South-Eastern 
Europe: A Political and Economic Survey. London, 1939, p.lla. 

48"Quarterly Reports," Statistical Tables. 

49 S· 1 -l t' I -r;. b J -e s See ehart Ito. ~ Iii, J Ld'S led 

50 Hungarian industrial activity fell less than that of most 
countries and recovered more; Hungary's foreign trade declined 
more than that of most countries and recovered less. 
a) League of Nations, World Eoonomic Survey, 1936-1937 (Geneva, 

1937) p.76. ) b) Ibid., World Economic Survey, 1937-1938 (Geneva, 1938 , p.120. 
cf.also"Quarter1y Reports." 



entire Neo-Meroantilist development. And its inauguration in 

1931 merely intensified a pre-existing trend. The influence 

whioh exchange control had separately is incommensurable ana 

must be analysed in conjunction with all the other disturbing 

factors in Hungary's economy. Capital flight was harnessed. 
-

But international specialization was reduoed. In truth, it 

.99 

was adopted precisely for the purpose of insulating the economy 

from external as well as internal disturbing influenoes. Its 

aim, therefore, was the "seleotion" of trade and not internation-

a1 speoialization. 

The premia and surcharges introduced. in 1933 and sim­

plified in 1936 proved that even dictators are not mastemover 

the exchanges. In the long run, as we shall presently see, the 

value of the pengo responded to underlying money and produotion 

variables at home and abroad. The gap between the nominal and 

real foreign value of the pengo was the result of unavoidable 

economic foroes which had to be reduced if the artifioial sti-

mulus to imports and the penalty upon exports was to be removed. 

Still, Professor Ellis· oonolusion that Jfinformed observers seem ••• 

to ascribe the improvements in both volume and favorable balance 

of Hungarian trad.e in 1933 and 1936 to the changes in exchange 
51 control" is unwarranted. The other things not being equal 

were by far the more ~portant faotors. 

It is difficult to agree with Professor Ellis that 

Hungar.y's external difficulties were no less real for Austria, 

where e~change control was slowly reduced to a control over 

.. -- - -. .. - - - - -- - ... - -- - - ~ - - - ~ ~ - - ~ - ~ -
51 Ellis, op.cit., p.118. 



aapital repayments and to clearing with exchange control 

aountriea. n52 There hardly seems ground for comparison. 
-

100 

Hungary was a small agricultural country, dependent upon her 

export surplus. The clogged international market forced her 

to acoept the philosophy of etatisme or stifle. Austria, on 

the other hand, remained a bulwark against German expansion. 

This may partially explain why Hungary received no foreign 

loans while Austria did. Neither could Hungary conclude 

standstills "with the British and American short-term credit­

ors. n53 Austria, furthermore, was a relatively industrial 

country. The divergent policies in the two countries can pro­

bably be traced to the relative strength of these competing 

groups. In the case of Hungary, the lucrative windfalls went 

to industry. The higher camouflaged money prices paid to agri­

aulture at the expense of the quiescent consumer precluded a 

coherent and articulate attack on exchange control. Industry 

held a favored position under the shelter afforded by the limit­

ed devisen allocation for imports. The controls in Austria, on 

the other hand, hit the industrial expor~er most. It is, there­

fore, not very diffioult to understand why the Chamber of Com­

merce even recommended deflation to restore the parity of the 

- - - - - - - - - - - - ~ ~ - ~ ~ ~ - - - - - ~ - - - - ~ -
52 Ellis, op.cit., p.149. 

53 "Tenth Quarterly Report on the Financial Position of Austria,ft 
p.2. .Although Hungary also suspendea payments, the "standstill~ 
agreement "between American and British cre~itorB and Hun~arian 
debtors was (only) renewed after long negot1atlons, for S1X months 
beginning on August the 1st, 1932." nFifth Quarterly Report on 
Hungary," p.S. 
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schilling. Even had the authorities wished to retain exchange 

control in Austria, the technique would have crumbled under the 

powerful pressure of evasion. 

If the Austrian exchange control system was rampant 

with evasion, the Hungarian administration was just a little 

better. The latter was subjeot to legal and illegal circumvention. 

Smugg1ing by various techniQalities, juggling of bloc pengo ac­

counts to apply the funds to prohibited uses, false bills of 

lading, manipulation of invoice prices and outright security 

contraband were commonplace. Evasion through illusory bills 

of lading was ubiquitous and particularly inter~fered with bi­

lateral clearings. A decline in the actual pengo rate, instead 

of stimulating exports and improving Hungary's balance of trade, 

increased the motive for ~porters and exporters to overvalue 

and undervalue invoice prices, respectively. The result was a 

monotonic depletion in Hungary's devisen reserves. Hungarian 

exchange control was peculiarly subject to evasion through the 

repatriation of Bonds and securities. The authorities prohibited 

but did not succeed in suppressing the private acquisition of 

domestic and international securities from foreign holders. This 

technique, as we shall see, was diametrically opposed to Germanyrs 

system where repatriation was managed by the Golddiskontbank and 

the windfalls utilized as export subsidies. The first enactment 

in Hungar.y to min~1ze these luorative profits was passed in Octo­

ber, 1932. Prior to this date business flourished upon the enor­

mous differentials between domestic and foreign quotations. Secur-

ity prices in Hungary were often from 66% to 75% higher than they 

ware on the continent. 54 Funds for these purchases were obtained 
-. .. - .. - ... - ... --- ~ -- .. - - .. --------

54Kemeny,"oesterreichischer Volkswi~t,n Dec.24,1932. 
Ellis, op.oit., p.145. 
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abroad by illegal evasions, e.g. smuggling of currenoies, leav­

ing the proceeds of exports on deposit abroad, ~oncealing owner­

ship of foreign balances, juggling parent and subsidiary aocounts 

and d~osit1ng tourist expenditures in Austria abroad. 

Hungarian corporations bought up their own securities 

at bargain rates, despite high prices for "bootlegged" foreign 

ourrencies and exorbitant payments for the professional services 

of smugglers. On several ocoasions payment was made in newly 

issued bonds, but frequently the corporation simply pocketeQ 

the proceeds as profits. Loans from the commercial banks cover­

ed the shrinkage of capitalization and thereby violated the pith 

and substance of their own exchange control regulations. 

The original Moratorium deoree of DEcember 22, 1931, 

required that matured obligations and coupons should be paid 

into the Foreign Creditors' Fund~5 An administrative rule also 

provided that out-payments should be made into free pengo ao­

oounts only when the bonds belonged to Hungarian nationals. 

Abuse of this ruling by the purchase of bonds belonging to 

foreigners led to a deoree on October 31,1932, that when appli­

cation was made for redemption into free pengo accounts, the 

bonds should be deposited for a week to permit the National Bank 

to establish its ownership. The enforcement of this ruling was 

ineffective. On February 4, 1935, substantially the same ordi­

nance was repeated, this time-complemented with the requirement 

of central bank permission for eaoh security transaotion with 

- -- ~ - ... ~ - ..... - - -- --- -----

55 UFirst Quarterly Report", Appendix 4, p.23. 
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foreigners.
56 

This measure was to a large extent effective, 

and finally, on Januaxy 22, 1936, the importation of Hungarian 

bonds was aategorically prohibited; the proceeds of coupons 

could be paid to free pengo aecounts only if the bonds were 

deposited with the National Bank. 57' Two years later repatria­

tions virtually ceased. 58 A sporadic recurrence of the practice 

attended the debt settlement of 1937, and the development of an 

inlanQ demand for Switzerland foreign bonds. These evasions 
59 were quickly suppressed. 

The illegal repatriations exercised a strong downward 

pressure on the foreign value of the pengo, even a "die-hard" 

,doctrinaire of laissez-faire could take no satisfaction from 

this breakdown of exchange control. The position of the fo­

reign creditor was exploited by the Moratorium, not to public, 

but to private advantage; anQ the adverse turn in Hungarian 

terms of trade entailed the very costs which exchange control 

was deSigned to avoid. This, cQ;ntinuance of large illegal re­

patriations through four years of exchange control bespeaks a 

lack of administrative effectiveness and a sinister yielding to 

particular vested interests. 

The evasion in the form of repatriation was und.oubtedly 

facilitated by the existence of a free market for gold in Buda­

peat. Although the export of precious metals came under the 

- - - ......... -- ... - .. ------- -~ ... -------
56 "Eighth Quarterly Report," p.12. 

5'1 'Ibid. t p.12. 

68 "Twenty- first Quart erly Heport," p.9. 

59 ~enty-thirQ Quarterly Report," p.12. 

- ... ... - - - - - - -
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embargo of exchange control, arbitraging operations, known at 

times to have involved thousands of bonds at a single deal. 

were made easy through this method. The impression seems to 

be that the gold. market was tolerated as a_Sort of safety 

valve60 for liquidity preferenoes and demanas for a stable 

asset. To this we can add the profitable business of repatria-

tion. 61 
It is interesting to note that the Hungarian commentators 

charact eriz ed the Bud.ape at gold market as 'f art ifio ial". "narrow". 

"speoula tiva" , nnot significant for exports". and, in short, an 

altogether fallible index of the foreign value of the ourrency. 

This is a striking example of the Canadian position today. We 

must note. nevertheless, that several indices told about the 

same story. Until the devaluation of the American doll~r, 

"black bourse" quotations indioated approximately the same 
62 amount of pengo depreoiation as did the price of gold. The 

seourity market is said to have followed gold prices rather 

c1osely.63 The prices of pengo notes in Zurich varied inversely 

- - - - - - - - - - - - - - - - -
60 Tyler, "Quarterly Reports." 

61 Mr.H.S.Bruce the Adviser of the National Hank, was also of 
this opinion. cf.nFirst, Second, Third and Fourth Quarter~y 
Reports. 1T 

62 Black bourse quotati9nB for dollars: 
Date Pengo per $1.00 Premia on $1 

on "Black Bourse" 
Dec.3l,1931 8.3-8.5 
Jan. 12 ,1932 7.7 
Mar. 30 ,1932 8.1 
Apr~30,1932 7.8 
July 16,1932 7.7 
Aug.27 ,1932 7.3 

4'1 
40 
42 
40 
39 
28 

Gold on the 
gold market 

70 
47 
37 
37 
37 
26 

63 1'yler. "Quarterly Reports. It 
See ahart, or Statistical Tables, "Quarterly Reports." 
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to the Budapest gold price with aonsiderable regularity, and 

the prioe of nStandstill Pengo" took a course similar to that 

of pengo notes, although at a lower absolute level. Also, the 

agios of quotations on free exchange countries announced at the 

close of 1935 (as a part qf the rate unification scheme) coincided 

with current quotations of gold. Shortly afterwards, the gold 

market was suppresseQ.64 though the virtual devaluation would 

have rendereQ its persistence innoouous. The Austrian experience 

with an overvalued pengo clearly proves that the real foreign 

value of a eurrency cannot· be ruled by camouflaged official 

rates. Underlying factors of relative produotion and m.onel 

indioas, manifesting themselves in purohasing power parity, 

are still, in the Ions run, the masters of the exchanges. 

Our assumption, also, that exohange control would 

raise costs and prices is corroborated by the Hungarian exper­

ience. Exports brought higher gol~ prices and imports entaileQ 

higher oosts. 55 In the case of two or more exchange oontrol 

countries it is ~possible to ascertain orlla prior~grounds 

how the terms of trade will shift. The volume of trade must 

also be impirically determined. Although clearings often level 

downwards, Hungary's experience with Italy and Germany does not 

conform to this premise. Should the ohoice lie between clearings 

and free exchange, there oan be no question of the latterls super-

- - - - ~ - ~ - ~ ~ - ~ - - -- - - ... - - -- - ----.---~ - - -
64 .March 25. n Quarterly .H.eports·. u· 

65 League of Nations Report on Exchange Control. Statistical 
Tabl-es. 
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iority. Cl~aring entails the absorption of factors into re­

latively unproductive uses, the establishment of mushroom 

industries, the curtailment of choice, the accumulation of 

uncleared balances anQ the procreation of bureaucratic con­

trol. Applied to international trade, exohange controls, in 

conjunction with other import-export barriers, reduoeCl both 

the volume and terms of Hungarian trade. 66 However, when the 

issue beoomes trade under olearings or no trade at all, choioe 

disappears, and what is ",ne man's poison may beaome another 

man's meat. Hungary, for example, was enabled to liquidate 

her foreign debts oheaply and at the same time sustain exports 

and employment. 67 ~he decline in mQney wages, nevertheless, 

between 1929 and 1935 is appalling. The hourly average wage 

for faotory work in 1929 was 6.4 oents; by 1935 this rate had 

dropped to 4.9 cents, a decline of 23 percent. The latter re­

duction was unparalleled by 18 oountries which reported to the 

League of Nations. 68 The cost of living during this period 
\ 

only fell by 20 peroent. Real wages for labour therefore de­

clined. Instead of sec'uring s~me:thing of a compensation for 

extensive unemployment by a gain in real wages (Sohumpeter's 

--------- .. --- ... -- --- ... - ....... 

66 cf.Statistical Tables. cf.Chart No.~ 
Report", Section II, Trade. 

also lTQuarterly 

67 See Chart No. VI Also League of Nations, "Austria IS 

Public Finanoes.1H1Seoond Report. H 

68 League o:f Nations, "World Eoonomio survef' 1934-35", 
(Geneva, 1935), pp.136-l37; ibid., 1936-1937 Geneva,1937) , 
p.112. 
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"no nnal" t .l-. f d .) 69 . expec aul.on or epressl.on, Hungarl.an labour had to 

acoept a reduction in real wages. The trend of "sticky" versus 

"free prices indicates where part of the responsibility for 

this phenomenon lies. But we cannot ascribe to foreign exchange 

control the entire blame for this development, since the evolu­

tion of imperfect cQ'mpeti tion had its roots in deeper soil than 

exohange oontrol. It was not until 1938 and 1939, that real 

wages began to rise. 

At the outset, Ioreign exohange control introduced a 

psychology of seourity against international disturbances and 

political unrest. It soon became apparent that dictatorial plan­

ned economy grows stronger the more it increases the dangers 

against which it pretends to protect the businessman. Control 

of devisen stealthily wound into a pernicious and sinister weapon 

of internal policy_ Secrecy and arbitrary allocation ofdevlsen 

fit in well with authoritarian decisions. The devaluation in 

1939 could do no good: Hungary's economy had already been caught 

in the Qurrent of Ge~an expansion. 2he ~ark beoame the dictator 

of the pengo and the German system of fore1gn exchange control 

swallowed the Hungarian regulations like a seal swal-lows a minnow. 

- - ~ - - ~ - - - ~ - - - - - - - ~ ~ ~ - - ~ - - ~ - ~ - - - - ~ ~ 

69 
Schumpeter,"Bus1ness Cycles,n (Cambridge, 1939). 
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GERMAN FOREIGN EXCHANGE CONTROL. 

(1931-1940) 

German philosophy in the nineteenth century is 

dominated by the ideal of the spirit;(l) German history 
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in the twentieth century is dominated by the omnipotence 

of the state. Nationa.l Socialism is the consummation or 
both these movements. Fascism hurried along with a minimum 

of intellectual freight having a Termite State before its 

eyes.(2) "Tout pour Ie peuple" a ~t~ remplac~ par "Tout 

pour 1a puissance de ltEtat allemand. ft (3) Politioal and 

economic ideologies are closely intertwined. And we must 

cease in our 8upercilious aloDfness to ignore the fact that 

the ideas which shaped the world between 1931-1940 were de­

cidedly anti-capitalistic and opposed to nine-tenths of 

traditional economic thinking.(4) 

In the cour.se of fifteen years three ca.tastrophes 

befell Germany. The first, the military catastrophe in 

1918 which culminated in the Treaty of Versailles, made 

- - ~ - - - - - - - . - - - - - - ~ ~ - . ~ - - ~ - - - -
1. cf. Hegel, Fichte, Shelling, Schleiermacher and Neitehe 

are only a few of the exponents of German idealism. 
2. Wilhelm Hapke, tfFascist Economics",' Economica, N.S. Vol. 

2, 193'5, pp. 85. 
3. Piatier, Le control des D~vi~es dans 1 t economie du IIIe 

Reich, (paris,· 1937) pp. 144. 
4. Is early as 1883 the economist ~leinwachter approved 

cartels as the "pioneer foundat~onof a state controlled 
economy." stolper, German Eoono!y, 1870-1940, (N.Y. 1940); 
pp. 84. Prof. Lombart in his pamphlet "H4ndler und HeIden" 
e hasised 'the contrast between Angl?-saxon and German ec~ 
n~iC thought. Even in the Ger~an Ilb~ral era (~870790) 
the profit motive (which is bas1c to I1be~al cap1tal1sm) 
was neither regarded as honorable nor des1rable by the 
ruling classes. Ibid. pp. 84. 



possible the establishment of the Rep~blic.(5) ]'rom the 

second, the utter collapse of the currency in 1923,(6) 

the young Republic se,emingly recoverer1 miracul-ous1y, but 

in reality the social and 'P31itical repercussions of the 

inflation, lay at the roots of further difficulties.(7) 
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The third and final catastrophe, the orisis' of the early 

30's, resulted in the downfall of the Republic and the intro­

duction of wha.t Mtlller calls today "modern moneyu.(8) For 

the moment we can forget the fancy name. 

Exchange control, as a Bystem.(9) came to bloom (or 

wither) in the financial chaos of 1931 and it can never be 

divorced from the impress of its geneeils.. German apologists 

may argue that the system is a "tour de force" of their 

planned econo~ but it 1s important to note that the National 

Sooialists 1nhereted it from the Social Democrat supported 

Ooalition governments after nearly two years of elaboration. 

5. Shotwell, What Germany For6ot~ N.Y. 1940. The author points 
out th~t Germany's post-wariffioulties are not so much 
the result of the Peace Treaty itself but the repercussions 
of the eXigencies of war finance practised prior to the 
debacle. "Nazi Germanism red upon the discontent which was 
concentrated upon the Treaty of Versailles, but its origins 
lay in the wartime mobilization of Germany's strength for 
war purposes in 1917." pp. 38. 

6. It is interesting to note that Hitler's first "Putsch" took 
place in that year. American immigration laws are to say 
the least c11.ronological1y related to the ooming of Fascism 
to Italy. . 

7. Theodore Abel, ~y Hitl~r Came Into powefA (N.Y. 1938). The 
majority of oases studied mentioned the lnflation as an- 1m­
ortant fa.otor in enabling Hitler to come to power. 

garl Hermann M~11er, Grundriss der Devisenbew1rtschaftung, 
8. 2nded. Berlin (193S) pp. 33, quoted by Ellis. op.cit. 

" 

PG~r·m1a5n8Y·did not abrogate her exchange controls after the 
9. Q th 1 ss in the nature 

World War until 1927. 1'hey were, ne~e{spe~seed ~ith as soon 
of a reconstruction technique to be 
as possible. 
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From the middle of July 1931 till November of that 

year exchange control was an indispensable t,echnique to oheck 

the flight of capital. Six decreas on July 15, 16, a.nd 18 

put control into operation before the First Devisen Law of 

August 1st, 1931, was passed. AS'Piatier points out, t'En 
I I 

France, la loi est une d~cision ex~cutoire, en Allemagne, 

au contraire, la loi ne d~cide rien; elle ouvre une possibi-
I I 

l1t~. Le pouvoir de d~cision apportien en fait aux diverses 

ordonnances d' application et aux d&cisions administratives. u( 10) 

These in! tial decree-e ( 11) gave the Reichsbank a monopoly in 

foreign exchange, prohibited all but the official exchange 

rates, and abolished forward transactions in devisen. Owners 

of foreign claims and means of payment in foreign currencies 

exceeding 20,000 RM were required to sell them to the central 

bank. The purchase of devisen with German Securities was not 

forbidden. It also remained permissible to excha.nge devisen 

against devisen. Although the export of Marks through the 

mails was prohibited by the postal authorities, this was only 

by implication that the decrees had a general embargo upon 

the exportation of German money. Residents of Germany who 

held an equity in excess of 50 per cent of the entire equities 

in a foreign enterprise consisting of not more than five owners 

were obliged to declB~e this fact to the control authorities. 

- - - - - - - .. - - - - - - - - - - - ~ - - - - .. ~ - - - -
10. Piatier, op.cit., pp. 48, 49. 
11. 1931:1 Reiehsgesetzblatt, pp. 365, 366-308, 369, 3?3-3?6, 

quoted by Ellis, op.cit., pp. 166. 
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These were the initial measures adopted to check the flight 
from taxation and simple capital efflux. 

Evasions followed. "ChaEiue jour une situation plus 
I e serieuse applait de nouvelles mesures, chaque disposition, 

chaque texte suscitait de nouvelles fraudes; dhaque fraude 
entrainait i son tour de nouveaux textes.,,(12) The German 
authorities were taught at an early date that exchange con­
trol must be thoroughgoing or not at all. 

On August 1st, before the first steps were taken to 
open the German banks, the first and relatively stringent 
Devisen Law came into force by proClamation.(13) The reg­
ulations embraced the control of both oapital and current 
account. Foreign exchange control on the one hand, was to 
stabilize the exchanges; on the other, equilibrate the bal­
ance of 'payments. The task was not easy. Although control 
of the exchanges is a technique in a secular trend whereby 
the state extends its power from the internal to the inter­
national sphere, the enactment itself sprang from a deep crisis 
in confidence. The year was one of political unrest. Germany 
had been demoralized by the devastating experiences of war, 
revolution, post-war inflation and the Versailles system of 
reparations. But the crisis itself could not have assumed so 
devastating a character, had it not been for the precarious ,. 
situation of German foreign indebtedness and the cap1tai efflux 

which it permitted. 

- - - - - - - - - - - - - - - - - - - - - - - - - - ~ - - ~ - -
12. Piatier, op.cit.,PP. 31. 13. 1931:1 Reichsgesetzblatt, pp. 421-425. Ellis pp. 167. 



!Year 

1924 
25 
26 
27 
28 
29 

Capital Movements into Germany.{14} 
In million RM. 

1924 - 1929 
Long Short Unclas- Balance on 
Term Term sified Current a/c. 
1,000 1,500 400 2,900 
1,110 300 1,700 3,100 
1,400 100 900 600 
1,700 1,800 400 3,900 
1,700 1,400 1,200 4,300 

600 1,100 1,000 2,700 

112' 

Total 9,100 6,200 2,900 18,200 

It is not easy to account for the large inflow of 
.~--,: . 

short-term capital beginning in 1927. A'p~rt is probably 

ascribable to the increase of German imports by four million 

Marks between 1926 and 1927. But by far the more important 

factor was the myopia of American lenders who, to secure the 

relatively exorbitant interest rates were willing to bear 

or were ignorant of, the possible consequences which the Ger .... 

man practice of investing short-term funds in fixed capital 

equipment might produce. Further, although from a long point 

of view capital movement is the -cause, and the position of the 

trade balance the effect,(15}during this short interval, there 

is perhaps a modicum of truth in the argument that since the 

United States refused to receive goods as interest and amort-

isation payments, she had no choice but to invest the 

- - - - - - - - - - - - - - ~ - - - - - - - - - - - - - ~ ~ ~ 

14. 
15. 

Economist "London. Reparations and War Debts Supplement. 
B. Ohlin.' Interregional and International Trade, 
(Cambridge 1933); pp. 445. cf. Viner, Studies -in Inter­
national Trade, (N.Y 1937); pp. 310, 311. 
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money ~broad.(16) 
, --

Total German foreign debts in ~id-1930 amounted to 

26,890,000,000 RM; this was d~vided_into. 10,800,900,000 RM 
.' 

on ;to~g-term and 16,000, 000, 000 RM on short..;.term. (.17) 

Capital Wi thdrawals and G,api tal flight in 1930-31 absorbed 

three billion 11M •. only 100,000,000 going from long-term. 

!he short-term debt was therefore 13,100,000,0,00 RM. Accept­

ances represented cinly 23 per cent of this debt and even 

these were invested in such a way as to render the supposed 

self-liquidating character of these credits illusory. German 

8¥ort-term borrowings were de facto "frozen" long before the 

-inauguration of exchange control and the actual legislation;., 

mere+y placed a rubber stamp on an established fact. 

It may be imagined that exchange cqntrol was readily 

accepted by the German authorities. Nothing is farther from 

the truth. The entire idea was looked upon askance by man~. 

The cumbersome system of permits, diffieulties arising from polit~ 

leal abuse, a black bourse, or even the collapse of the currency 

~ - - - ~ ~ - - - - - - - - - - - - - - - - - - - - - - ~ - ~ ~ 

16. Ohlin, op.cit. "Behind this view lurks the quasi-merchant~ 
ilist idea that if a co'untry has a deficit in the balance of 
trade, and at the same time borrows abroad, the deficit 
is~due to other circumstances than the borrowings and that 
the latter-are necessary- in order to equal the balance of 
payments." pp. 45: Germany's reparat~on problem, a~th<;ugh 
in no way offsettl.ng the truth of thl.s argument, dl.d l.ntro­
duee "other circumstances" which, laoking statistical evid­
ence seemed to ne-cessi tate . capital imports if the balance 
of p~ymeIitswere to be"continued and iridustry rationalized. 
"From 1927 .to 1929 (first quarter) Germany's balance of 
trade was unfavourable ,largely because of indireet effects 
of loans trom the United States." KenyonE. Poole, German 
Financial Polie-ies 1932-39. (Cambridge 1940) pp. 23. Again 
we note the 1imited~ truth of the proposed argument. _ 

17. League of Natio-n~, Balance of Payment 1937 (Geneva 1938)pp.109 
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were attributed to its possible existence.(18) L. Albert 

Hahn, a popular economist in Germany advised the Reiche­

bank to raise the rediscount rate 30 per cent instead.(19) 

Neither was his advice overlooked. On August 1st" 1931. 

the bank rate was raised to 15 per cent; on the 12th it 

was lowered to 10 per cent and the 8 per cent rate estab-
- (20) lished on September 2nd, remained until December 1931. 

After the British devaluation Germany could not 

compete on foreign markets. In truth, the gold indices 

of her wholesale prices lagged behind the tall in other 

countries since 1929; in 1931, they lost all contact with 

the world price system.(2l) The Br~ning government still 

clung to the policy of deflation. Trade unions bitterly 

opposed the regime from one side, and enterprise from the 

other. Both labor and industry suffered from, the dampening 

effect of a stringent money market. By the Emergency Decree 

of December 8th, 1931,(22) Dr. Br~ning set the deflationary 

spiral rolling to an even lower ebb. The cuts in wages and 

prices were the acts of officialdom and took no account of 

the struoture of production or elastioities of demand of 

different industries. As the following table shows, money 

wages dropped but real wages did not sinoe prices fell to a 

- - - - .. .. - .- - - - - - - - - - - - - . - - - - - - - - - -
" 

18. Ellis, op.cit. pp. 172. 
19. ~Ibi-<t.~~ PP'.·) 172'. ~L-
20. London Economist. 
21. Statistisehes Jahrbuch. 
22. Kenyon W. poole, op.cit., pp.22. 



greater extent. 

Year 

1930 
1932 

Wage and Price Changes.(23) 
1928 : 100 

-
Tariff Wage Wbe1esa1e P-rices 

Rates of Finished Ind-
ustria1 Commodities 

107 95 
90 '14 

115 

Rela.tion of 
Wages to / 

Prices 

113 
122 

The drop in wage rates was 15.8 per cent, the drop 

in wholesale prices 22.1 per cent. Every reduction in wages, 

coupled with the increased unemplQyment(24) led to a curtail­

ment in the effective demand. The process was contagious 

and perculated through the entire economy. Mr. Keynes' thesis 

that (apart from possible effects on the rate of interest and 

this qualification seems tenuous(25)) reductions in money 

wages are not likely to result in reductions in'real wages, 

or in lower wage costs relative to the value of output seems 
( 26) 

vindicated by the German experienoe. In his own words, 

"For although a reduction in the existing money-wage would 

lead to a withdrawal of labor, it does not follow that a fall 

in the value of the existing money-wage in terms of wage-goods 

23. Jahrbuch 1933. 
24. Unemployment increased from 3,076,000 in 193~ t~ 5,575,000 

in 1932. National income dropped fr?m 70.2 b1l11on BY ~o 
45.2 billion EW. Industrial productl.on from 87 to 58 m1l1ion 
IDl. Source Jahrbuch. -

25. Prof. Schumpeter is of this opinion. 
26. J.M. Keynes. The General Theor of E 10 ent. Interest 

d M (London 1938 • chapters 15 & 1. C • GUllle aud, 
~:e :E:~~:!:Uc Recoverl of' Germanl 19,33-38, (London 1940 l 

pp. 22 et seq. 
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would do so, if it were due to a rise in the price of the 

latter. "( 27) H f 11 '!r_ enee 0 owe SUe Keynes' famous definition 

which is based on the premise that a lowering of money-.age 

rates, unless proceeded simultaneously and uniformly all 

along the line, wopld chiefly alter the relative rates of 

wages of different labor groups and would not increase the 

aggregate volume of employment. In truth, he believes that 

it is more likely to reduce it. Mr. Keynes therefore sug­

gests that "involuntary" unemployment could only be removed 

if real wages were to be reduced by a rise in the price of 

wage-goods, money wages remaining the same or rising in 

less,; proportion, but not falling. (28) It is important to 

notice that the Junkers, whose influence was in the ascend­

ancy under Hindenburg, demanded low interest rates in !'con­

formity with other deflationary reductions in costs.(29) 

Dr. Jacob Viner adds the weight of his authority to such 

consistency in policy once its applioation is considered 

feasible. Viner and Keynes both agree, however, that real 

wages, under such conditions must be reduced. The former 

does not believe in monetary camouflage; the latter does not 

believe that a reduction in money-wages can deal with "in­

voluntary" unemployment. The objective is the same, the 
- -
27. 
28. 

29. 

- - - - - - at _ ...... __ - - - - -
Keynes, op.cit., pp. 8. 
For a criticism of this view, cf. Jacob Viner, 
"Q,uarterly Journal of Economios tt

, Vol. 51, 1936-37, 
pp. 147-167. . 
Jacob Viner, "Balanced Deflation, Inflat1on, or More . 
Depression", (University of Minnesota, Minneapolis, 1933) 
Section IV. 
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technique to obtain it is different. This seems to be the 

position of two eminent authorities, but Dr. Ellis is hardly 

justified in stating that the "Keynesian position [i is)J that 

an impetus to expanding employment can prooeed only through 

the one channel of lower interestrates."(30) To the know­

ledge of the writer, Mr. -Keynes never said anything of the 

sort. Rejecting "uniformity" in application, the German 

deflation was a vulnerable policy both on theoretical and on 

praoticab1e grounds. 

Devaluation was also impossible. (1) Currency de­

preciation was associated with uncontrolled inflation, be­

eause of post-war experience. (.2) A policy of devalua.tion 
.• 

was politically impossible and would have led to further 

domestic and foreign capital flights. (3) The greater pro­

portion of German debt ran in terms of foreign ourrencies -­

Devaluation would increase the foreign debt. (4) Devaluation 

would 'increase the price in Marks of ra.w materials. (5) Tra.de 

unions insisted upon an index wage system based on stable 

foreign currencies. The advantages of exchange depreciation 

as a method of reducing domestic costs to conform with world 

prices would therefore automatically disappear. It was ex­

actly because prices did not rise relatively to the deprecia­

tion of the currency in England. and that she was the first 

important industrial country to abandon the gold standard 

- - - - - .. - - .. .. - - - - - - - ,.. - .. till _ ---_ ... _- - -
30. ElliS, op.cit •• pp. 176. 
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that enabled her to reap an advantage over her credito~s.(31) 

Deflation and devaluation being ruled out. exchange cont~ol 

was the only immediate alternative, no matter what the ultim­

ate policy of the government might be. Further, Amerioan 

creditors were anxious to see exchange control tightened.(32) 

They feared that devaluation would lead to discriminatory 

treatment of foreign creditors and to exchange dumping, which 

in turn would provoke defense measures making debts uncol­

lectable. From 1932 onward, the German government was com­

pelled to abandon attempts to restore price and exchange 

equilibrium through deflationary measures. The overvalued 

Mark under exchange control b'ecame part of the ,:,;German econ-

omy. 

General business malaise and unemployment were rife.(~~) 

It was chiefly the export trade which continued in some measnre 

to maintain employment. As the following graph shows, begin­

ning in the second quarter of 1929 Germany's commodity ~alanoe 

of trade turned active. We have seen that 1931 witnessed a 

capital efflux of over three billion RY. This was offset by 

an unprecedented active balance or. trade amounting to 

2,827,000,000 RM.(34) It was therefore not a passive balance 

of trade which was the cause of the inauguration of exchange 

- -
31. 

32. 

33. 
34. 

(y 

- - - - - - - - - - - - - - - - - ~ - - - ~ - - - ~ - - -
S.E. Harris, Exchange. Depreciatlon4 (Cambridge 19~~); 
pp. 62. There was, of course, an ;mmediate deterl.oratlon 
in Germany's power of competition 1n world markets. 
"Economist", July 25th, 1931; pp. 160, (also quoted by 
Ellis, op.eit., pp. 172). 
Cf "stat. J. f~d. D.R~ 1933. . 
Ibid, 1933, pp. 184. (Her loans to Russia. help to expla1n 
the favourable balance.) 
~t c~o~tjf p.3J'6 
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o:ontrol. '( 35) In truth, the opinion of the League Report not-

Withstanding, the German system of excha.nge control avoided 

all poss,tbls -connect,ion with oommeroial policy_ Its chief ob­

ject was to prevent tlirregularn oapital exports and not to 1m., 
. .. 

prove the balance of trade.(36) 

Germany's position in one respect resembled that of 
j, 

-Canada ;'; today. Commodity exports largely repaid debts and re-
'4 ~'" 

patriated securities. Devisen did not trickle in. Importers, 

h'oping to get enough foreign exchange, doubled their demands. 

As' usual, more stringent' regulations, to husband the current . 
and accumulated(37)devisen were necessar:y_ Exemptions from 

foreign exchange control were lowered from 3,000 to 1,000 and 

subsequently to 200 RM.(38) On November 2nd, 1931, the pur­

ehaseand sale of foreign securities was made subject to 

special permission of the authorities. This was large'ly' due 
-to 'the lucrative evasions through German bond and security 

repatriations- ttLes premiers textes sont simples et faciles 
"t1 ~u 

! tourner. L'administration finlt par connaitre~assez rapide-
>.{;;:>. . 

ment les moyens de fraude, et au lieu de stappliquer a con-

tinuer une.construction rationelle et coh~rente, elle stef­

foro6;de supprimer les possibilites dl~vasion.tT{39} 
.... -
35~ 
36. 

38. 
39 _ 

- - - - - - - - - - - - - - --- --- - - - - - - - - ... -- . 
League of Nations, ttReport on Exchange Controltt. pp. ttj~ 
Thomas Balogh, "The,National Economy of Germany", vol. 49, 
September 1938, "pp. 480. G.ermany's exports to ,Europe and 
South America fell drastically on account of the deval­
uation. She lost 50 per cent of her export markets in the 
Balkans; England's exports inereased to these countries. 
Standstill' agreements, negotiations at, the Lausanne Con­
ference and the banking reorganization largely consolidated 
her position-
1931: 1 Reichsgesetzblatt, pp- 463, 534; Ellis op.cit., 182. 
Piat1er, op.cit., pp. 113. 
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t - " 1que • 

The perpetuation of exchange control was tlauto:rna­

Blocked accounts and an overvalued Mark inevitably 

result in lower security values abroad. Even in the absence 

of other motives for capital flight, this tendency would p~o­

yoke attempts to send funds abroad and to smuggle securities 

into Germany. The blocking of outward transfer also created 

a tendency of interest rates in Germany to decline.(40) This 

too stimulated the export of capital. Furthermore, exchange 

control curtails foreign investment in the country applying 

it. And finally, because the Mark is i., overvalued , a.rbi trage 

in commodities became possible and the demand for foreign 

devisen exceeded supply at the official rate. A system of 

tationing became inevitable. 

In November 1931 the control authorities allotted to 

accredited importers 75 per oent of the devisen used by each 

firm during the base year, (July 1st, 1930 to June 30th. 1931). 

The quota was reduced to 55 per cent in April and to 50 per 

cent in May, 1932. This quota remained in force for nearly 

.two years. It prevented the appearance of new import firms, 

precluded any shifting of the relative output of firms from 

the ba.se year and afforded the existing importers a sheltered 

position. As Mr. Roger Aubouin points out, "Lorsque les 

autoritis entreprennent de parer par des mesures administra-

- - - - - - - - -- .. .. - - - - - ~ ~ - - - - - - - - - - - - .. 
40. Bank rate was gradually reduced'to 5 per cent by April, 

1932. London "Economist" • 
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, / ./ 

tives II. l'ftpuisement de 1a r~serve de devises et dtor, 

elles commencent toujours par d~larer qutil ne stagit en 
. / 

r~en d'entraver les op~rations commercia.les, ma.is seulement 
A 

d'empecher les sorties 'specu1atives' de capitaux •••• 

'Mais il ne faut pas long temps pour constater que, comme 

par hasard, toutes les demandes de devises ont un but com­

mercia1. H(41) 

From the middle of 1932, the Rel·c.hsbank began to 

grant permission to exporters, (on condition that it be 

proven that the particular export sa.le was tladditionalH(42) 

to purchase bonds at low prices ~broad, resell them in Ger­

many at a profit, a.nd use the windfalls to cover the losses 

of quoting the export good at international oompetitive pri­

ces. El1is(43) is correct in taking issue with Heuserts 

position(44) that the foreign bondholder bore the cost of 

the export subsidies. In truth, there is no casual link 

between the profits obtained and the exports which they per­

mitted, since these windfalls may very well have been an 

ordinary acoretion to the national income. 

In May 1932, BrUning was overthrown and von Papen 

became prime minister. Deflationary and reflationary 

- - - - - - - ~ ~ - ~ - - - - ~ - - - - - - - - - - - ~ ~- - -
41. 

42. 

43. 
44. 

R. Aubouin, "Oli m~ne Ie controle des changes"; Europe 
Nouvelle, 13 f~vrier 1937. 
The word fladditiona1~ can only mean that the export was 
impossible wi thout this concession. The differe~t,ial in 
bond rates varied between 30 and 50 per cent. P1atier, 
op.cit., pp. 137. Some 7,081, OOOt 000 RM • '~n bonds were 
repatriated between Novembe~ 1931 t~ 19~3, lbi~. pp.138. 
(From less taan 2 per cent ln 1932 add1ti~na1 e~orts 
increased to 14 per cent of total exports 1n 1933.). 

I~~!:~t Oir:!\}~r~~ i~~hOd of Combined Debt-Liquidation •••• 
Review of Economic Studies, Vol. 1, pp. 210-217. 
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measures were commingled with one another and the scene 

was sown for a revival. In December the von Schleicher 

government carried the New Deal policies further. Ge~eke 

initiated the Urgency or Sofort Program entailing 500,000.000 

RM. History has shown again and again that revolutions 

usually take place during a revival and not during a de-
. (45) 

preSS1on. Hitler's coming to power is no exception to 

that rUle.(46) The upswing had begun and he greatly in­

creased the drive toward full employment through public 

k d dit . (47) wor s an ere expans10n. 

Cost and price equilibrium were sacrificed for 

"autarchic" poliey. That iS t not an absoluteself-sufti­

ciency unit within the German borders. but the creation of 

a self-sufficient "bloc" domina.ted by the needs and'aims 

of the German economy as conceived by its rUlers.(4~) Such 

national autonomous action could only mean one thing: the 

perpetuation of price and cost disequilibrium with "free'· 

currencies, and the intensification of exchange control. 
A I 

"Enfin Ie centrole des devises se pr~sente comme une des 
\. I I I 

pi6ces essentielles du m~eanisme de ll~conomie dirig~e 
, " 

nationale socialiste. R~g1ant, controlant et 1imitant les 
- -
45. 
46. 
47. 

48. 

- - - - - - - - ~ - - - - ..... -- -~--~ ~ - ... - - - ~ 

The French Revolution of 1848 is a striking example. 
January 30th, 1933. 
Cf. C.W. Guil1ebaud. op.cit., pp. 34-43. 
Cf. Kenyon.W. Poole, op.cit., pp. 66-73. 
A.G. Fisher, "Economic Journal", Vol. 49, March 1938; 
1'p. 177 et seq. 
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j 

les relations du pays avec l'ext~rieur, i1 est l'arme , 
indispensa.ble pour. la natio~ qui, sous Ie motif d t ind~pen ... 

/ \ /' 

dence ~conomique, tend & d~velopper son autarchie. II 
.,. 

permet une mobilisation ~conomique plus parfaite, en adap-
, 

tant exaetment les importations aux besoins en mati~res 
, 

premd~res et en limitant les exportations aux produits 

Burabondants. u(49) The success or ta.ilure of German foreign 

exchange control from 1933 onwards can therefore only be 

analysed relative to the success or failure of her pla.nned 

economy and the part that the control pla.yed in it.(50) The 

technique was more a function of internal planning than that 

of international trade. 

Once a "New Deal Policy" is ina.ugurated, in no way 

commensurate with the expansion of trading oountries, the 

"automaticity" of price a.nd exchange- equilibrium comes into 

desuetude. Hence, the Mark became more and more overvalued 

under the camouflaged offioial rate. This added fire to the 

flames of evasion and necessitated a still more strict con­

trol. The overvaluation also created an inevitable penalty 

upon exports and an encouragement to imports. The balanoe 

of trade inevitably became less active and in 1934 turned 

- - ~ - - - - - - - -
49. 
50. 

piatier, op.oit., pp. 8. 
The system. a.s we shall see, h~d deleterious_conseque~ces 
upon world trade and reduoed, 1n the aggregate, German 
trade, but once we accept the premise that exchang~ cont~ol 
was an essenti~l spoke in German ·'autarchy" the crl. ~erion 
of its sucoess or failure beoomes the suocess or fa11ure 
of the plan as a whole. 



Passive.{51) Th; 1 d t th · .8 e ·0 e J.mposition of clearings. 

either by the control country in self-defense or by the 

creditor partner for the seourity of debt. 
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Given the overvalued Mark and Engla.nd t s competi ti"Ve 

advantage in world markets, Germanyts foreign trade would 

have shrunk to a negligible quantity. had not ooncealed de­

valuations been introduoed and extended. These measures re­

quired tremendous addi tionsto the control a.ppa.ratus. E:x:-

port stimulation wrought an elaborate government cost aoeotihiing 

system. Costs and prices were gradually checked and later 
~', t'· . 

controlled by the state. To become the fulcrum ot the gra4-

ually emerging It akti ve KonjunkturJ)oli t iJt!' f (52) exohange con ... 

trol had piecemeal to be reconstructed. But just as the tUrn 

fram deflation to credit expansion required the nine months 

covered by the Papen and Schleicher governments. so the sub­

jugation of foreign trade to econom.io polioy- could not be 

compassed immediately. Remnants of the liberal system could 

still be discerned, though with increasing difficulty. a.s 

late as the summer of 1934. 

June 9th, 1933, witnessed the creation of a Conversion 

Office which proclaimed a transfer moratorium for long- and 

medium-term debts. The service on these debts was to be paid 

into the Conversion Office, exception being made tor the 

- -
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standstills. Interest and amortization on the Dawes toan 

and interest on the Young Loan were to be transfe~red in 

full. All other coupons and revenues were to be transferred 

to 50 per cent at a rate of interest not to exceed 4 per cehi, 

and for the remaining 50 per cent, interest-bearing scrip 

was to be issued. The Mark payments for amortization were 

to be blocked Marks, applicable to investment in Germany. 

The Reich must eXport. decla.red Hitler to the Reiohs­

tag on March 5th, 1933.(53) Eight months later, dealings in 

scrip and registered Marks were centra.lized in the Goldd.is­

kontbank.(54) The policy of ttZus!tzlichkeit" or supplemen­

tary export became more extensive. Since scrip was bought 

by agent-banks at 50 per cent of its face value and 50 per 

cent of "coupons and revenues" were being transterred to 

foreigners outright, the effective transfer in devisen was 

equal to 75 per cent of the interest. These repurchaa ng 

banks sold scrip to the Golddiskontbank at 52t per cent of 

face value, and the latter put the scrip at the disposal of 

·exporters at 55 per cent. What the exporter could realize 

was therefore computed on the following formula: 

Loss from output X 100 (55) 
Discount on scrip. 

The League points out that up to late 1933, "the initiative 

~ . - - - - - - -
_ _ _ _ _ _ ~ _ _ N _ ~ 

53. 
54. 

55. 

Piatier, op.cit., pp. 99. .. .. _ It 

"The scrip system was introduce~ on July 1st. 1933. 
League of Nations, World Econom1C Survey 1933-1934. 
(Geneva, 1934 )pp. 206. : it .. __ 

J W F Thelwall Department of Overseas Trade, Econo~1c 
c~nditions in G~rmany. (To June 1934)"; No. 582; pp.37. 
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in its application was left to the creditors who had re­

ceived scrip in exchange for part of the interest ser~ice 

due to them. 'If they could make an arrangement by which 

some German exporter was enabled to secure tadditionalt(56) 

exports, the exporter after producing detailed evidence that 

the transaction could not otherwise be carried through. was 

granted permission by the Reiohsbank to use a certain pro­

portion of the foreign exchange received (which otherwise 

he would have had to convert into RM) at par to buy scrip 

at a discount, or German bonds at the depreciated foreign 

price. He then sold the scrip a.t its face value in blocked 

Marks or the bonds to the debtor at a premium over their 

foreign value. The profit made in this way compensated him 

for the price reduction necessary to conclude the transactioQ. 

Strict measures were organised to prevent the system degene­

rating into uncontrolled price-cutting and dumping. and in 

practice, it has been estimated that a margin of about 15 per 

cent of the price was allowed on the a.verage.,,(57) A Decree 

(59/33) by the Ministry of National Economy late in 1933, 

- - - - - - - - ~ - - ~ - - - - - - - - - - - - - - ~ - -
56. An export becomes "additional" if 

(a) the prices abroad for similar goods are lower than 
those in Germany. 

(b) the German exporter cannot be expected to bring 
down his price. He may only make a sma.ll profit 
or even a loss, but the latter must not be so large 
that the price does not cover essential wage and 
material costs. 

(c) the foreigner will only place the order on condition 
that a certain proportion of blocked or register 
Marks are used in payment. Thelwa11 , op.cit •• pp. 36. 

57 League of Nations, World Economic Survey, (1933-1934); 
• (G 1934)- pp 206 Also Heuser, dThe German Method eneva ,. • . 1 t· n -of Combined Debt Liquidation and Export St1mu a 10n , 

Review of Economic Studies, June 1934. 
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transferred the initiative to the Reichsbank. The Ge~ma.n 

exporter from this time onwards was obliged to buy scrip 

from the Go1ddiskontbank at a price fixed from time to time 

by the bank, selling these scrip for blocked Marks to the 

"Konversionskasse".(58) / 
Piatier claims that "Pour 1 t antlee 

/ / \ 
1933, l'excedent· des exportations allemandes stelevait, a 

667 millions de marks et i1 est possible dtestimer que Ie 
/ 

systeme d'utilisation des scrips a paye un quart de cette 

exportation. n (59) 

The increase in supplementary or "Zus8.tzlichkeit" 

exports monotonically inoreased while the total volume of 

exports decreased. 

Additional and Aggregate EXPorts.(60) 

Year Additional Exports Total Exports Proportion 
(l) ( 2) 1 : 2 

1932 100,000,000 RM 5,739,000,000 RM 1.7 
1933 700,000,000 RM 4,871,000,000 RM 14.4 
1934 1,250,000,000 RM 4,167,000,000 RM 30.0 

These "additional" exports coupled with Nietzschean 

pressure politics - "will to export", "export or die" -

failed to stem the adverse trend in the balance of trade.(61) 

The German debt service in free exchange was reduced from 

- -
58. 
59. 
60. 

61. 

- - - ~ - - - . - ~ - - ~ - - - - - - ... - .. - - ~ - ~ - -
League of Nations, op.cit., pp. 206. 
Piatier, op.cit. ;-foll 
Thelwal1, op. oi t., pp. 36. The "addi tiona1" 
1934 are an estimate. ItIt is expected that 
might reach RM 1,250 million." 
Of. graph. V/( 

exports for 
in 1934 they 
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50 per cent to 30 per cent.(62) still. in the summer of 

1934 the ttdevisen deficitil mount-ed to 700,000_000 RM. The 
-

guota syst~m of allocating foreign exchange h~ failed ab­

ysmally. Whereas in February 1934 the allotment was 50 per 

cent of the base year, by May it had fallen to 5 per cent, 

and finally to a day-to-day allotment, based on the Reichs­

bank's intake of foreign exchange. Both the importer and 

the eXporter were at the mercy of German officialdom. The 
bIt.L 

overvalued Mark turned h&r balance of trade from active 

(~667 million RM) in 1933 to passive (- 284" million RM) in 

1934.(63) Germany was in a veritable dilemma: imports in­

creased without a visible wherewithal for payment,(64) while 

the industrial upswing(65) required an increase of imported 

raw materials for its nurture. Furthermore, the entire 

structure of production was being altered. The government 

diverted purchasing power from consumers' goods to producers' 

goods industries. This was done by limiting effective con­

sumption demand and deflecting the e~anding volume of money 

. . t· ' t t (66) 1ncomes 1n 0 lnves men • Above all, a dangerous price 

- - ~ - - - - . - ~ ~ - - - ~ - ~ ~ - - - - - - - - - - - - -
62. 
63. 
64. 

65. 
66. 

December 1933. J-­
Of. cha.rt. tiol[~nq YJL 
German clearing debts in 1934 amounted to 450,000,000 RM, 
L. of N., World Eco. Survey 1934-35 (Geneva 1935); pp. 22. 
Of. chart. v'Jll-
F. Hayek, Prices and productiOnt (London 1936) for theo­
retical aspect of the problem. a) Balogh, "The National 
Economy ~f Germany", Economio Journal, Vol. 48, pp. 461-
498 (b) Guillebaud, op.cit., pp. 283. (0) Poole, op.cit., 
pp.·14l et seq. (d) Fletch~r Pratt,"German Planning for 
Total War", Harper's Mag~zlne, February 194;_ (e) Da~ 
Hitchcock, "The German Flnancial Revolution, Harper s 
Magazine, February 1941. 
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inflation, at least in those segments where it would strike 

the public's attention, was to be avoided. On the home 

front, the attack upon imports of consumers' goods was made 

indirectly through limiting profits.(6?) In the internatio-

nal sphere exchange control selected imports. Its funotion 

no longer merely pertained to quan:ti tative control, but a.lso 

to gualitativ;e selection. Exohange control was part of the 

internal economy. "Sous Ie signe du Plan de Quatre Ans; 

dont Ie but est l'obtention de 1a liberte allemand pour lee 

matieres premderes et pour l'alimentation, lteconomie des 

devises prend une importance considerable pour tout 1e peuple 

allemand. Ella occupe Ie centre de ltecQnomi~ po~itique 

allemande. n (68) 

In September 1934, Dr. Schacht, who had,been plaoed 

in charge of the Ministry of Eoonomdcs on July 20th. 1934. 

announced the so-called "New Plan" for foreign tra.de. Under 

this, the former system of foreign exchange allotments by 

quotas was abolished. No importer could now obtain an allo­

cation of foreign exchange from the Reiehsbank unless, prior 

to the importation, he secured a. ndevisen certificate" issued 

by one of the twenty-seven Control Boards.(o9) These Boards 

determined the desirability of certain imports, prices to be 

paid for them, methods of payment and countries of origin • 

- - --------- ..... ---_.- - -
67. In April 1934 a decree forbid higher prices upon raw 

materials. . . 
Dr. Hartenstein, 5 janvier 1937; Dev~senarch1v; quoted 
by Piatier,- op. oi t., pp. 124. . . 
By June 24th, 1935, importation w1thout a de!isen cert1-
ficate was prohibited. That is, even if deV1sen could 
be obtained elsewhere, .imports were disallowed. 

68. 

69. 
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They issued four types of devisen certiftcates accordi:ng to! 

(1) imports involving cash payments and to 
be used for further fabrication and re­
export. 

(2) imports financed through acceptanoe credits 
which would prospectively be renewable~ 

-

(3) imports based on normal commercial credits; 

(4) imports on clearing- and payment-agreements. 

Further, these Boards examined invoice prices with the great­

est of scrutiny. This check minimised capital flight and 

"inward" oontrabandthrongh fictitiously low and high invoioe 

prices, respectively.(70) The scheme embraoed all payment 

possibilities with the one exception of "Aski" Marks(7l). 

which could be used without previous applioation to a Control 

Board. Although exports were not directly controlled. an 

embargo was imposed upon certain raw materials • "Additional 

exports" were still subject to the requirement of ad hoc 

premiums and there can be no doubt that the indirect drop 

in aggregate exports was the result of import control.('12) 

The embracing extent and objectives of the New Plan 

bespoke an authoritarian philosophy of exohange oontrol. Im­

ports of finished and half-finished g-oods were to be reduced; 
lIfor(S 

exports of raw materials were to be curtailed andtof finished 

goods were to be pushed. The channelization of trade was to 

become more rigid. Germany wished to reduce her imports from 

70. 

71. 
72. 

For an example of the rapid intercourse between the Reichs­
bank and its satellite institutions, see Piatier, op.cit., 
pp. 44. 
Ausllndersonderkonten fUr Inland. 
er. chart. vII --
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European industrial countries and increase her eXports to 

overseas countries supplying raw materials, i.e. countries 

with which Germany had always had unfavourable balanoes of 

trade. Scha.cht's "New Plan" meant a. change in the compos­

ition of trade so as to favour employment within Germany and 

at the same time force an "a.uta.rchic self-sufficient bloc". 

Exchange control in oonjunction w.ith new clearings and bi~ 

lateral trade proved, as we shall see, a formidable weapon 

in recasting Germany's foreign trade. 

The mere imposition of this "New Pla.n" neoessita.ted 

the introduction of a Clearing Office in 1934 whioh extended 

the bureaucratic machinery of import and export control. For 

an example of the red tape involved and the stacks of permits 

which a German auto manufaoturer had to procure. see cha.rt 
Ho ix. 

Although Schacht deprecated the clearing system and 

referred to it as "atrocious"( 73) fou·r years later the Minister 

of Economdcs, Walter Funk, urged the world "to look for the 

basis of international currency stabilization in a sensible 

clearing system in which the Germans have had more experience 
( 74) 

than anybody else in the world." Shortly after the pro-

clamation of the "New Pla.n" Germa.ny concluded clearing agree­

ments with Argentina, Brazil, Chile, Colombia and Uruguay. 

- - - - - - -- - - --- _ .... -_ .. 

73. 

74. 

Address of Schacht at Leipzig on March 4th, 1935; Economist, 
Vol. 120, pp. 526. 
Cf. Address of Wa.lter Funk, N.Y. Times, March 7th, 1939. 
Also Ellis, op.cit., pp. 212. 
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These clearing agreements were an attempt to get out of the 

impasse into which the independent .exchange controls of 

different countries had led. But the mistake was made of 

trying to reopen the channels of payment without restoring 

the mechanism of adjustment which consists in the flexibi­

lity of either prices or exchange rates. 

The techn.ique employed to circumvent this difficul ty 

is known as the "Aski" deviee. These blocked Marks are 

instruments of controlled barter. Each stipulated commodity 

imported into Germany from a certain country is offset by 

an ad hoc sellers 1 account. The fore.ign exporter can then 

draw upon this account for German goods of certain categories 

under specific conditions laid down by the exchange control 

authorities. It is apparent that if a country is prepared 

to export only those commodities in which she has the greatest 

comparative advantage, then obviously the exchange can be 

maintained at a much higher rate than if the international 

division of labor is fully utilised. 

The overvalued mark led to arb! t-rage operations in 

commodities. Evasions followed. And the authorities grad-

ually eliminated the "Aski 11 t echn.i que • The adverse balances 

on current account .of December, 1934, and january, .February, 

1935(6f~arlY show that an overvalued mark is a more potent 
i'-" - - - - ~ - - - - - ~ - ~ ~ - ~ - ~ - - - -~-~ - - - ~ ~ - - -

.-" 

75. See chart. 1/ ,--
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import stimulus than Schacht's "export or die" slogans. 

In January, 1935, a new form of veiled devaluation 

was introduced in Germany. It consisted of a more or less 

general and uniform export premium. This premium averaged 

25 per cent of the export value. While under an open de­

valuation the exporter (or seller of foreign currencies) 

receives his subsidy from the proceeds of a premium or sur­

tax on the official rate of exchange payable by the importer 

(or buyer of foreign currencies), under this system the sums 

required for the payment of export bounties were raised by 

a special levy imposed on industry as a whole. The necessary 

check on imports, therefore, was not an automatic one but 

had to be pro·vided by administrative control a.nd selection 

of imports through a bureaucratic and comprehensive licensing 

system. 

The last six mont~s in 1935 witnessed an active trend 

in the balance of trade(76) and the year closed with an ex­

port surplus of 111,000,000 RM.(77) This surplus rocketted 

to 500,000,000 RM in 1936.(78) The absolute decrease in im­

ports in 1935, nevertheless, was three times that of the in­

crease in exports.(79) Germany's active balance with European 

countries decreased while her passive balance in overseas 

trade decreased still more. Imports from Europe in 1935 were 

- - - - - ~ - ~ - - - - ~ - - - - - - -~ - - - - -J d h r b a c h. 11 / J () eli 4 rt )/0 Jl. 7' ) .StJ. t 
71 i bL d ~ IqBt' 

If 
71· 

i, b I, J .) J 1J r _ 
c ~ d ~ -t tJ tJ II!... 

- .. - - ... 



61.6 per cent of total trade, (the highest since 1929) 

while exports to Euro~ean countries fell from 76.5 per 

cent to 73.2 per cent between 1933 and 1934.(80) This 

development carried on persistently up to the outbreak 

134 

of the present war. The old trade system by which Ger:rna:ny 

paid with exports to Europe for her imports from overseas 

was breaking down under the pressure of bilateralism. Ex­

change control played a predominant part in this channel­

izing of trade. 

So far as composition of foreign trade is concerned 

the "New Plan" was also successful. Exports of raw materials -
fell from 11.1 per cent to 10.5 per cent; foodstuffs from 

3.6 to 2.2 per cent, while exports of finished goods rose 

from 75.6 per cent to 77.6 per cent.(81) Imports of raw 

materials increased from 34.6 per cent to 37.7 per cent, 

while the percentage of finished goods imported to total 

imports fell from 12.9 per cent to 9.8 per cent. tB2 ) Ex­

change control in conjunction with other measures. selected 

imports and stimulated exports as the authorities desired : 

Foreign trade was subordinated to internal policy. 

On the home front business boomed.(83) During the 

first half of 1935 the Reichsbank increased its purchases of 

the "specia.l" bills, issued to finance rearmament. This 

.. _------ ~ - - - - - - - - - ~ ~ - ~ ~ ~ ~ ~ - - - .. - -
80. Statistisches Jahrbuch. 
81. Ibid. 
82. Ibid. -
83. See chart. vII ( -
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resulted in excessive liquidity in the short-loan market. 

The market rate of interest fell in May 1935 to 2 7/8 per 

cent and lost touch with the Reichsbank rate which continued 

to be 4 per cent.(84) The Golddiskontbank was given authority 

to sell "Solawechsel" t Treasury Bil1s) to the commercial banks 

and use, the proceeds to buy "employment" andtlspecial" bills 
, 
, 

from th'e Reichsbank. In this way the discrepancy between 

the interest rates was removed and the risks of infla.tion 

were counteracted. 

The determining factor in issuing new bonds was the 

growth of the national income and savinge available for long­

term investment. The issue of new industrial bonds and 

shares was restricted almost to nothing in order to concen­

trate the whole of the available savings seeking long-term 

investment upon the public bond market. With relation to 

the capital market, savings were accumnlated in private handa, 

and then, for the most part, not invested directly in new -
l 

issues, but placed with the banks and insurance companies. 

which in turn invested them in public loans. '''The effects of 

the Dividends Limitation Law of 1934 and of the restrictions 
" 

on new~,capi tal issues were to cause firms to reinvest mUch 

of their undistributed profits in their own busineese .. (85) 

Through borrowing, taxation,party levies, ttWinter­

hilfe" unemployment contributions, etc. effective purchasing 

- - ~ ~ - - - - - ~ - - - - - - - - - - - - - - - - - - - - -
84. Economist, London. 
85. Guillebaud, op.cit., pp. 87. 



power was not permitted to impinge upon the relatively 

sca.rce consumer market. The value of the "Mark" is a. 

function of changes in both !£Eregate supply of money, 

on the one hand, and changes in individuals' wil1~ngness 

to hold stocks of money on the other. The former could 

be controlled by the monetary authorities, the latter 

could not. Exchange controls and rationing therefore, 

handled the "willingness" to hold stocks of money. Ration­

ing made coupons instead of marks the medium of payment, 

thereby removing the velocity factor wherever they applied; 

exchange control precluded the importation of luxu~ies and 

many consumers' goods, thereby "rationing" imp-orts and libe-

rating funds for capital investment. Exchange control. 

therefore, played an important part in seouring the desired 

equilibrium between effective money units and physioal units. 

Inflation was prevented. 

The index of industrial production rose fro~ 7~.2(86) 

for the average of 1934 to 99.4 for 1935, and reached 118.8 

in 1937. The output of consumption goods lagged behind the 

expansion of production goods, but also showed a considerable 

increase. The corresponding figures for consumption goods 

were 95.6 in 1936, and 101.5 in 1937. The proportional 

change in output of production and consumption goods was as 

follows: 
Production 

- -
86. 
8'7. 

- .. .. ~ 

1926-1929 
1929-1932 
1932-193'7 
- - - - - - - - .. ~ --See chart. 1928 • 100. ~ 

statistisches Jahrbuch. 

- -

100 
100 
100 
- -

Goods - consumption Good's • 
: '76 f 

: 50 
: 23 {87} 

- - - - ~ - - - - - - -
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National income( 88-} rebounded from 45.2 billion 

RM in 1932 to 71 billion RM in 1937. Profits of industry 

and trade nearly doubled between 1933 and 1937.(89) Our 

"orthodox" assumpt.ion that capital formation is a function 
.' 

of a high rate of in!erest, re!u1ti~ in savings and there­

fore investment does not conform to the German experience. 

Exchange control largely insulated the German economy from 

foreign capital markets. Savings, gold and devisen reserves 

reached a low ebb prior to 1932.(90) The rate of interest 

was gradually reduced thereafter.(91) still, investment in 

producers' .goods came first, incomes rose, savings .increased 

and more investment followed.(92) This does not warrant a 

categorical generalization. There is probably some truth 

in both these arguments. It does show, however, that under 

different circumstances different lines of causation may 

ensue. 

The output of consumers' goods in 1932 stood at 74 

and equaled 13.4 billion RM. (93) In 1937 it was 101.5 and 

equaled 13.9 billion RM.(94) The population of Germany in­

creased by 3t millions from 1928 to 1937. It is a liberal 

estimate to assume that the increase in population absorbed 

1 billion RM of this output. The national income in 1928 

- - - - - - - - - - - - - - - - - - - - - - - - - - -
-

88. See chart. 'M 
89. 1933 - 6 .. 4 billion RM; 1937 - 12 billion RM. sta.tistisches 

Jahrbuch. 
90. See chart. ~ 
91. Economist, London. 
92. Statistisches Jahrbuch. 
93. 1928 = 100. Prices corrected for 1928 price level. 
94. Statistisches Jahrbuch. 
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was swollen by the large volume of imports financed by 

foreign loans. Prices in 1937, on the other hand, may 

also inflate the real value of the commodities but prob­

ably to a much smaller degree. The conclusion, therefore, 

is that under a regime of exchange control the standard 

of living of the population as a whole, as measured by the 

available supply of industrial consumption goods, was 

higher in 1937 than it was in 1932. In fact, it had about 

regained the level o·f 1928. This was possible because 

Germany was "willing to bear the he~vy e.2,onomiq armor, the 

pressure of which was felt- always and everywhere, and which 

narrowly hampered free action."( 95) 

It was only because Germany is a highly industria­

lized country that she was able to build up a semi-insulated 

economy and increase production and employment by tremendous 

strides. The industrial exports, profits upon bond repatri­

ations and foreign devaluations produced a favourable balance 

of trade. Germany's surplus was sufficient to permit fairly 

substantial repayments on the short-term foreign debt. By 

- .. - - - - - - - - - - - - - - - - ~ ~ ~ ~ - - - - - ~ -
95. H. Schumacher, GermapI's Present Curreric S stem: Its 

Develo~m~t and Its Ref'or'!1' in A. D. Gayer ed. , 
Lessons of Monetary Experlench (N.Y. 1937); pp. 221. 
According to Herr Funk, Minister of Economics, th~ ex­
port trade involved some 40,000 separate transactlons 
daily, with the unusual case of 40 forms to be filled 
out for each transaction. Guillebaud, op.cit., pp. 222. 
Even Schacht referred to these bureaucratic offsprings 
as "odious things" (etwas scheussliches). The political 
power which such~nadministrat.ion must command need hardly 
be discussed. 
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1933, capital flight was reduced to manageable proportions; 

evasions had been largely curtailed, and illegal dealings 

in Marks at black bourse rates were being effectively sup­

pressed. Even Gottfried Haberler regarded the application 

of exchange control during the first two years as reasonably 

satisfactory.(96) 

The economic structure of most Balkan and Danubian 

States was radically different. A number of them special­

ized in the production and export of a few staples, and, in 

spite of the post-war development of their industrial capa­

city, they were largely dependent on these exports for the 

means to pay for imports and for the service of their foreign 

debt. Owing to this dependence on the export of a few com­

moditi~s, their economic position was highly vulnerable. They 

could not readily adopt the device of high internal prices 

to compensate the producers for low world prices, since the 

proportion of goods sold on the domestic market was small. 

Further, no agricultural country can adjust its production to 

variations in world demand so rapidly as industrial countries 

are able to do. Thus in a severe depression, the terms of 

trade move violently against these agricultural states(97) 

- - - - - - - - - - - - - - - - - - - - - - ~ ~ ~ ~ ~ - - - -
96. Gottfried Haberler, !he Theorx of Int~ational TradeL 

(London 1936); pp. 86. 
97. League of Nations flReview of World Trade fl , Geneva 1938. 

Price Movement in Gold 
19~9 193~ . 1937 1938 

1) Foodstuffs 100 52.0 45.5 43.0 
2) Materials, raw or 

100 44.0 47.0 42.58 . partly manufactured 
3~ Manufactured articles 100 63.5 51.5 50.5 
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and this tends to exacerbate their economic position. 

Most Balkan and Danubian states had reached this impasse 

by 1931. Trade channels were clogged and they were com­

pelled to bind their destinies with larger economic units 

and accept the relative controls pertaining to them. 

It can hardly be questioned that Germany and the 

Balkans are industrial-agricultural complementary countries. 

This complementari.ty is also furthered by geographic pro­

ximity. True, economic distances are not always proportio­

nal to miles; transportation by rail from Southeastern 

Europe to Germany is costly, the sea route circuitous and 

Danube shipping limited in capacity. The trade which loomed 

between Germany and these countries no doubt had a politi-

cal as well as an economic foundation. 

In 1932, Germany concluded bilateral tr'a.di-ng agree­

ments with the six countries of Southeastern.Europe(98) with 

the avowed purpose of providing amortization of her out­

standing credits to this region. This policy was successful 

and in the bilateral trade between 1932-39 exports did not 

fall tq the level of imports. Generally speaking, trade 

fluctuated in relation to cyclical trends. 

The. German economy under Hitler was oriented toward 

a future war. Her gold and devisen reserves were deplete. 

Trade was hence directed to those countries who did not or 

could not demand payment in devisen. The monopsonistic pos-

- - - - .. - - - - - - - - - .. - ... - - - - - - - - -
98. Bulgaria, Greece, Hungary, Jugoslavia, Rumania and 

Turkey. 

- - -
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ition which she created for herself by conniving "bi­

lateral" agreements led to her having a monopoly in sig­

nificant segments of her partner's market. In Bulgaria 

the "bloodless invasion" met with least resistance. She 

even had a secret agreement with Germany for imports to 

Bulgaria originating overseas. This indicated the isolat­

ing of the economy from wor~d marke~s and incorporation 

into the "Axis bloe." Bul-garia paid 25 per cent of her 

German imports in free foreign devisen for this privilege 

in 1938.(99) 

In the case of Turkey Germany paid 60 per cent 

over world market levels.{lOO) And in the Autumn of 1938 

she granted Turkey a loan of 12 million pounds sterling to 

be expended in Germany for industrial military equipment. 

Rumania initially resisted Germany's onslaught. 

She limited petroleum exports to 25 per cent of total ex­

ports to that country. When Germany occupied Czechoslo~akia 

Rumaniats resistance came to an end. The trade agreement of 

March 23rd, 1939, subordinated Rumania to the German economy. 

Summarily, exchange control, quotas, import restric-

tions, etc. reduced the Wester~ European share of imports 

from 23.2 per cent in 1931 to 20.6 per cent in 1932. Schacht's 

- - - - -
99. 

100. 

T. Kalinov, Bulgaria's Trade with Ger~an in stopanski 
Problemi, Vol. 1, (Oct. 1936 ; pp. 378. Ellis, op.cit. t 

pp. 261. 
Economist, May 20th, 1939; pp. 43. 
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"New Plan" intensified tJndrive to pay for overseas raw 

materials by exporting to these countries and reduced the 

percentage to 16.9 at the end of 1937.(101) The share of 

exports to Western Europe hovered about 40 per cent from 

1931 to 1934. After the inauguration of Schacht's Plan, 

this share of exports declined to 27.5 per cent by 1938. 

These clearings forced German trade to more distant markets 

and the prices of imports and exports were, as expected, 

higher than those of free countries.(102) 

The pressure of bilateralism oarried German trade 

toward South America.,· the Danubian and Balkan states. The 

share of German imports from Europe, as compared with the 

rest of the wor1d(103) declined as follOWS: 1935 - 61.6%; 

1936 - 59.8%; 1937 - 55.6%. On the export side the per­

centage declined from 81 per cent in 1932 to 69.3 per cent 

in 1937.(104) Exchange control in conjunction withbi1ate­

ral clearings was chiefly responsible for the change from 

1929, when an export surplus of 2,857,000,000 RM to Europe 

paid for an import surplus of 2,821,000,000 RM outside Europe, 

to 1938, when these figures amounted to no more than 698,700 

RMand 901,700 RM, respectively. The relative increase in 

imports now came from Southeastern Europe. 

- - -
101. 

102. 
103. 
104. 

- .. - .. .. .-, - ~ - - - - ~ - - ~ - - ~ - - ~ - - - - - -
For the entire trend towards bilateralism see V.B. 
Cond1iffe, League of Nations, "World Economic Survey, 
1*34-35", Chapt. VI. Also, The ~econE!truction of World 
Trade

L 
(N.Y. 1940), by the same author. 

Statistisches Jahrbuch. 
Ibid. 
Ibid. 
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1929 1931 1934 1937 
I E I E I E I E 

" .. 

Bulgaria 22.2 29.9 23.3 29.5 40.6 42.8 54.8 43.1 
Greece 9.4 23.2 12.2 14.0 14.7 22.5 27.2 31.0 
Hungary 20.0 11.7 24.4 12.7 18.2 22.1 26.2 24.1 
Jugoslavia 15.6 8.5 19.3 11.3 13.9 15.4 32.4 21.7 
Rumania 24.1 27.6 29.1 11.4 15.5 16.6 28.9 19.2 
Turkey 15.3 13.3 21.3 10.7 33.8 3714 42.1 36.5 

That these countries were cajoled, bullied, cheated, lured 

and virtually forced into trade with the Reich is irrevocable. 

Nevertheless, the "New Plan" and exchange control as' part of 

that plan accomplished the main purpose for which it had been 

called into being: Germany had formed an "autarchic" bloc 
1 • • 

prepared for war. Her exchange controls underwent no signi-
,.. 

ficant changes even after the war broke out.(105) It is im-

portant to remember, however, that the m.il! tar~ strength wi th 

which Germany has dismayed the world in the last two years is 

not a vindication of economic strength. The ratio of pro­

ducers' to consumers' goods in 1937, it will be recalled, was 

100 : 23. That situation, no doubt, has even become more ad­

verse in the last five years. Ruthlessly efficient exchange 

control which has reached its nadir in being perverted to a 

weapon of autarchic policy can not ameliorate that s.i tuation. 

Dr. Fritz Meyer la.uds lithe German exchange control 
I f 

(as] a new monetary system which, of all systems existing at 

- - - - - - - - - - - - - - - - - ~ - - - - - - - ~ - - - - -
105. Economist, London; vol. 138 (May 4th, 1940), pp. 815. 
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the present, embodies in the Eurest way the fundamental 

principle of the classical gold standard, that is to say, 

the maintenance of a stable exchang~ rate by adjustment 

of the domestic price level.,,(106) Our investigations 

refute both these premises: camouflaged devaluations do 

not keep an exchange stable and rationing certainly pre­

cludes price adjustment. That excha.nge control is a "system" 

we shall all agree. But is it a positive, economic, uni­

versal system or merely a discriminatory technique, nipping 

"profit" for one country or a group of countries at the ex-
t 

pense of all ? 

- - - - - - - - - - - - - - - - ~ ~ - - - - - - - - - - - - -
106. Dr. Fxitz Meyer, Devi~e~~ewiEtschaftu~~~ls neue 

Wlhrungsform; Weltwirtschaftliches Arch1v, Vol. 49, 
No.3, pp: 465-466; Ellis, op.cit., pp. 232. 
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Exohange control in Ca.nada. doeB not lend i teel!, 

as yet/to oritioal analysis. With respect to our balanoe 

of internationa.l payments. the situation 1s somewhat ob­

scured by the reticence of the government in disclosing .. 

to the publio oertain very importa.nt statistics. Neverthe­

les8. the experiences with exchange control in Europe are 

applioatory to the Canadian War situation. We are there­

fore tempted to draw oertain concluding inferences from 

this study which are pertinent to Canadian foreign exchange 

control. 

Because of the nature ot its origin, and its close 

connection with serious economic weakness, devisen control, 

tor many signifies a very sinister meaning. In the case ot 

Canada. exohange control is not an outgrowth of underlying 

economic maladjustments. It is a sinew of modern war.(l) 

This thesis cannot go into the details of how, 

between 1918 and 1938. the United states and Canada hammered 

out the compromises between their halt rival, half comple­

mentary economic sturctures. As might have been expected 

in a neo-Mercantilist world, the most conspicuoU8 landmarks 

were the rival tariff walls. Beginning in 1921, the United 

states proceeded steadily and systematically to protect 

- - -
~ - - - - - ~ ~ - ~ - ~ 

1. G.F. Towers, Sinews of war, An address given on April, 1940. 
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home industries by building higher and higher tariff 

barriers against products from abroad which competed with 

them. While a number of important Canadian products re­

mained on the free list, many others were practically ex­

cluded. ·These measures were not .important between 1925 

and 1929. The soaring North American boom which halted 

in 1929 and dissolved in 1930, swept Canada as well as 

the United states to remarkable economic heights and dropped 

them both to equally remarkable depths. The tariff issue 

once more loomed to the fore and reached its peak in the 

curiously defiant restrictions set up against Canadian 

copper and certain wood products just before the British 

nations were convoked to consider economic re-organization 

of the Empire at Ottawa in the summer of 1932. Great 

Britain had just adopted protection and was prepared to 

embark for the first time in a century on the world game 

of bargaining in tariffs. 

By the various bilateral trade agreements adopted 

at ottawa in 1932, Canada took advantage of Imperial senti­

ment to secure her great market in the British isles and 

to expand her sales to Imperial countries by giving British 

and Imperial goods a moderate preference over American and 

other foreign goods in the Canadian market. It took some 

time for Washington to change its habits in response, but 

the Roosevelt administration finally secured legislation 
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enabling the United states to bargain for tariff re­

duction in bilateral pacts, and its first great accomp­

lishment under the act was the trade treaty with Canada 

of No~ember, 1935. This in turn necessitated a new 

Anglo-Canadian agreement and the process reached some­

thing like a logical conclusion in November 1938, when 

the United Kingdom, the United states and Canada agreed 

upon regulations governing by far the mightiest trian­

gular exchange of commodities in the world.~)They had -
already worked out arrangements which ensured for their 

currencies a rough parity and a stability which were 

quite remarkable considering the violent disruptions 

going on in the world. In effect, the United states 

had broken inside the British system created at ottawa 

in 1932, at the price of reducing her own tariffs and, 

in particular, of recognizing as normal the flow into the 

United states of a large number of ra~ and semi-manufact­

ured products from Canada. This great commercial com­

promise provided the most comprehensive illustration of 
~ . H an economic stabilization, to which we responded readily. 

The most striking fact in Canada's trade with these 

two countries is that on current account we are usually 

debtors to the United states and creditors of the United 

Kingdom and the rest of the world.(2) Sometimes our debits 

.. - - - - - ~ - ~ - - - - - - - - - - - - - - - - - - - - -
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to the United states are in excess of our credits else­

where and sometimes the opposite is the case. From 1926 

to 1938, inclusive, our debits to the United states aggre­

gated $ 1,762.3 millions, but they were exceeded by our 

$ 2,371.2 millions of credits elsewhere.(3) Nevertheless, 

from 1934-1940,(4) Canada had a debit balance on current 

account each year in the United states.(5) In other words, 

Canada is under the necessity each year of finding, through 

capital flows or conversion of other currencies at our 

credit, a considerable volume of United states dollars to 

meet current obligations in that country. It is essential, 

therefore, in attempting to explain the functions of foreign 

exchange control in Canada to remember that it is customary 

for us each year to have an excess of current ynited S~ates 

debi ts for which we are __ p~mEe1.l~sl to f.ind m~s. of payment. 

The net credit balance in the ourrent account is 

almost identical with the credit balance derived from com­

modity trade.(6) That is, exports bear an unusually heavy 

ratio to the total production of goods in Canada. The re­

sultant dependence of Canadian commodity prices and, indeed, 

of the national income itself upon the changing fortunes of 

the export industries is too familiar a matter to call for 

- - - - ~ - ~ - - - - - - - - - - - - - ~ - - - - - - - - -
3. 
4. 
5. 

6. 

Canada Year Book. 
See chart. 
tiThe Canadian Balance of International Payments It - a 
study of mathods and results. (ottawa, King's Printer, 
1939). 
Ibid. 
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any elaboration. The aggregate net current balance from 

1931 to 1939 was $ 1,092 millions.(?) This surplus was 

used to reduce Canada.' s net indebtedness abroad.. Further, 

the years 1934-1940 witnessed a great increase in gold ~, 

exports to the United States.(8) There was no difficUlty, 

therefore, so far as our balance of trade is concerned. 

In 1935, Canada's debit balance on current account 

wi th the United states ~qualed $ 133 million. There was 

no inward fl.ow of cap.i tal from tha.t country to counteract 

this debt. In truth, there was a capital efflux which 

took the form of branch plant transactions, insurance pay­

ments and net retirements of Canadian securities held in 

the United states.(9) The large credit$ accQuntswith Great 

Britain and the rest of the world paid for the United 

States imports into Canada. 

The natural function of national currencies is to 

be exchangeable without any limitation for all other curren­

cies, and through them for goods. Prior to the declaration 

of war, our credits with Great Britain and the rest of the 

world were used to purchase American dollars and settle our 

debit current balance with that country. The surplus was 

then utilized to retire Canadian securities held in both 

Great Britain and the United states. 

- -
7. 
8. 

9. 

" - ~ ~ - . ~ ~ - - ~ - - ~ - - - - - ~ - - - - - ,.. - - -
Canada Year Book. 
1934 - $ 86,829,000; 1937 - $ 111,480,000; 1940 -
$ 2,622,330. Federal Reserve Bulletin, April 1941, pp. 363. 
Canada Year Book. 
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As long as there was a satisfactory demand for 

sterling on the United states exchange, Canada could Use 

her British credits to meet American debits. The technique 

involved is not germane to our analysis. Throughout the 

pre-war period, except for the brief unsettled years in the 

early 30' s, this condition prevailed. There was therefore 

little need for Canada to consider bilateral balances with 

other countries. Her multilateral balance of international 

payments was a sufficient criterion to examine. 

War a1 tered that posi tion. The international bal-

ance of payment s from a multilateral viewpoint is now for­

practical purposes meaningless. The figures remain, rela-

tively- altered of course, but they have lost· their former 

significance. The important factor now is the establish­

ment of bilateral clearings with each Canadian trading part­

ner. An analysis of the international balance of payments 

is of little importance compared with the composition of 

the series of bilateral balances which make up the total. 

The adjusting mechanism has been temporarily sus-

pended : sterling is no longer strong relative to the Ameri­

can dOllar.(lO) If Canada tried to meet her dollar debts 

with sterling credits, the effect would be to push the pound 

still lower, resulting in greater difficulties to Great 

Britain. At themsame time, a depreciated pound would be of 

little value to Canada in meeting heE debts to the United 

- - - - - - - - - - - - - - - ~ - ~ - ~ ~ - ~ - - - - - ~ -
10. The pound sterling was pegged at $ 4.02 and fell to 

$ 3.50 on the free market. Cf. Gazette. 
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states. That is, the terms of trade would move against 

us. Hence, until such time as the pound sterling can be 

brought to closer parity with the United states dollar. 

whether by increased British exports, liquidationnof British 

held securi ties and/or what .is practically the_.on1l,remedy -

American loans (which are now barred) Canada cannot meet her 

dollar debits with sterling credits. Moreover, the British 

are making most of their payments in Canada by means of liqui-
IS 

dation of securities. This means that no devisen ~ forth-

coming at all. As a result, (barring American aid), Canada 
;.-, 

has to achieve a bilateral balance of payments with the 

United states and with those countries whose currencies are 

tied ~to the American dollar. There are no longer outside 

ttprops II to support our deb! t balance. This is the, fundamen­

t,al change which the war has brought to the concept of the 

balance of international payments and is the underlying reason 

for foreign exchange control in Canada. 

Canada's Fo'reign Exchange Control Board was created 

on September 16th, 1939 under the authority of the War Measures 

Act.(ll) In the annual report efrhe Governor of the Bank of 

Canada to the Minister of Finance, the following statement is 

made: "Since commencing operations in 1935, we have had the 

opportunity of developing an organization which could provide 

- - - - - - .. - .. -----_ .. - - ~ - - ~ - - - - - ~ - - -
11. Order in Council P.C. 2716 of September 15th, 1939, 

issued pursuant to Chapt. 206. Revi sed statutes of 
Canada 1927, as amended November 22nd, 1939 by Privy 
Council Order 3799. 
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a nucleus of eXperienced men for, work of an emergency 

character. Under modern conditions, whether of war or 

peace, it seems essential that a central bank should be 

able to respond to such demands. u( 12) The Bank of Canada. 

certainly did. The remarkable feature of the entire 

scheme is the comparative ease wi th which this far-reach­

ing form of control has been sUEerimpose~ upon the bUsiness 

structure of our community, with a minimum of inconvenience 

and disruption to ordinary everyday business. The Board 

realizes full well the handicaps which exchange control 
-ti-*4" e 

attaches to busifl90S. The officers of the Board(13)t and 

officials connected with it, endeavour to avoid all delays 

on~permits and enquiries. Procedure is simplified, mistakes 

admitted, and amendments passed as soon as possible. It is 

their policy to avoid arbitrary procedure by consulting all 

pertinent interests. Suggestions are welcomed and the whys 
Co 

and wherefores explained whenever possible. In general it 

places emphasis on efficiency and co-operation rather than 

on inefficiency and compulsion. 

- .. - .. - .. -- -- - ~ ~ - ~ - - - ~ - - - ~ - - - - ~ - - - -
12. The Annual Report of the Governor of the Bank of Canada 

to the Minister of Finance. 
13. See chart. liThe first members of the Board shall be, 

G.F. Towers, Governor of the Bank of Canada; W.C. Clark, 
Deputy Minister of Finance; Hugh Day Scully, Commissioner 
of Customs, Dept. of National Revenuej L.D. Wilgress, 
Director of Commercial Intelligence Service, Dept. of 
Trade and Commerce; and Norman Alexander Robertson, First 
Secretary, Dept. of External Affairs. (6~, 504) Com­
mercial Clearing House, statutes 06 Canadlan Exchange 
Control. 
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We have enquired at the outset{ 14) "whether ex­

change control is a technique in a secular trend or merely 

an emergency measure u • Our analysis has led to the con­

clusion that in most cases devisen controls were part and 

par~el of the entire Neo-Mercantilist trend and were merely 

the manifestation of ~nder1ying economic maladjustments. In 

the former sense, Canada falls into the shadow of this schema. 

liThe Bank of Canada i tselr II, wri tes Prof. A.F. W. 

Plumptre, "is a symbol of the trend toward state inter­

vention and control. II (15) Nevertheless, the Bank of Canadat 
, 

certainly was not, and did not pretend to be the direct 

antecedent of the Foreign Exchange Control Board. The Bank 

provided the important machinery; the formation of the Board 

was an exigency. 

It is also interesting to note that in 1935 "an Act 

respecting the establishment of an 'Exchange Fund,(16) was 

passed, which would have, by revaluing the gold held by the 

Bank of Canada at current market price, set up an account 

similar to that of the Exchange Stabilization Funds in the 

United states and Great Britain. Although the necessary pro­

clamation to put it into effect was not issued until 1939, 

evidently the monetary authorities recognized the desirability 

of such an account and were prepared for any eventuality in 

- ~ - - - - - ~ - - - ~ - - - - - - - - - - - - - ~ - - - -
14. Introduction, pp. 1. 
15. A.F~W. Plumptre, liThe Ba!!k of Canada:', Parkinson ed. 

Canadian Investment and Foreign Exchange, pp. 167. 
16. Commercial Clearing Documents "Canadian Financial Regulations~ 
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.±n. which it might prove useful. Even in Canada, the ge:rm~ 

of exchange control are to be found in the Neo-Mercantilist 
I 

trend of etatisme. There is nOK resemblance, however, bet-

ween the underlying economic maladjustments which led to 

the establishment of controls on the Continent and the e~-

igencies of war finance which Canada's strong foreign trade 

position had to face. 

The second problem on the agenda of this thesis was 

as follows: are the characteristics of exchange control uni­
'"the 

versal or specific to economy in which the controls exist ? 

We have seen that devisen control is an integral part of the 

economy to which it belongs. The Canadian ;~tuti~ I(a;; no 

exception to this rule. United states aggregate investment 

in Canada ms nearly four billion dollars. Long-term invest­

ments (direct and portfolio) comprise $ 3,722,000,000, sho-rt-
( 17) 

term add $ 59,000,000 producing a total of $ 3,781,000,000. 

The total investments of the United Kingdom and British Empire 

countries in Canada amounted at the outbreak of the war to 

$ 2.6 billion.(18) 
" 

"Entering war, Canada faced these distinct problems 

in her international financial relationships: 

1) She had to ensure that her current receipts of 

hard currency would be utilized with maximum effectiveness, 

having regard to the necessi ty of vi tal war imports and at 

- -
17. 
18. 

- - - - - - - - - - - - - ~ - - - - - - - - - - - - - - -
Federal Reserve Bulletin, April 1941; pp. 313. 
Donald Gordon, Eeputy Governor, Bank of Canada. An address 
"Some Current Problems", April lOth, 1940. pp. 16. 
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at the same time meeting her co:ntractual obligations to 

non residents. 

~ 2) She had to ensure that her foreign assets which 

~might later be urgently needed for war purposes, would not 

in the meantime be dissipated by uncontrolled exports of 

ca:pital which would in addition disorganize her domestic 

investment markets and seriously interfere with her pro­

gram of war financing. I~ ( 19) 

This anomaly precluded stringent exchange controls. 

Although the administrative techniques are similar to thoBe 

outlined in chapter III~20) Canada learned at an early date 

that exchange control must be thoroughgoing or not at all. 

To control the items on capital as well as current 

account the following princ,iples were applied. The Foreign 

Exchange Control Board was given a monopoly of devisen, in-

eluding the immediate compulsory sale of holdings in banks 

and private institutions. The official rate of exchange was 

fixed and no other noh-official rates are to be published; 

the export of devisen, fore.ign securities and domestic currency· 

have been disallowed unless permiss.ion is granted by the autho-

rities; a strict balancing of each separate transaction was 

initially attempted to guarantee that devisen proceeds for ex­

ports would be forthcoming; run-on-accounts were introduced 

- - - - - - ~ - - - - ~ - - - - - - - - - ~ - - - - - -
19. Ibid. pp. 17. 
20. It is .impossible here to go into the mass of legal 

detail concerning Canada's exchange regulations. 



156 

wherever necessary to obviate unnecessary bureaucracy; 

capital exports in the form of loans were prohibited; all 

devisen were to be sold to the Be.ard or its satellite in-

stitutions unless permission was granted otherwise; foreign 

securities had to be registered with the authorities; the 

transfer of funds between foreigners' accounts ar between 

foreigners' and residents' accounts and vice versa was made 

illegal; the importation of foreign securities and domestic 

currency came under the jurisdiction of the Bo'ard; exports. 
; 

imports, foreign travel etc. required permits and trans-

actions with certain countries and certain currencies were 

prohibited except under government auspices.{2l) 

The broad effect of exchange control has been to 

build a wall around Canada economically, and to bring all 

external business under purview of the government. The 

laxity in foreign remittances to the United states is a 

necessary resultant of the two mingling intertwined econo­

mies. Exchange control is al~ays relative to its Eoli~ical, 

geographic and economic atmosphere. 

The initial function of exchange control is usually 

to prevent capital flight. With all diffidence to the Can­

adian authorities, the writer has reason to believe that both 

foreign and domestic withdrawals- prior to the establishment 

of controls were rampant. The Royal Bank Monthly estimate f)fot" 

- .. - - - - - - - - .. - - - - - - - - ~ - - ~ - - - ~ - - -
21. Cf. Canadian Financial Regulations. Commerce Clearing 

House. 
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April 1940 shows that nother capital movements" had in­

creased to minus $ 144 million, while the average between 

1934 and 1938 stood at minus $ 88 million.(22) It must 

also be noted that security transactions on balance equaled 

plus $ 72.1' million, while the average for 1934-38 stood at 

18.5 million. Further "With the commencement of hostilities 

there was an immediat~ncrease in United states demand for 

both forein and domestic goods. Imports rose substantially, 

and from October 1939 to January 1940 averaged 30 per cent 

higher than in immediately preceding months. 11(23) This was 

also the period in which for one month Canada actually had 

an active balance of trade with the United states. The situ-

ation resembles that of Germany in 1931. Capital flight re-

suIts in commodity flight. Even discounting omissions which 

were probably very great prior to the outbreak of war, these 

statistics seem to bear out the conclusion that capital flight 

was an important phenomenon during the crisis. Foreign ex-

change control blocked these disturbing capital movements. 

In Germany foreign exchange control also began as a 

technique to control capital flight. It was perverted into 
slde "'" 

a bureaucratic teohnique which reached its nadir in an autar-

chic commercial policy. liThe contact, man became a curious 

new business aid in all economic relations. II (24) Balogh only 

skims the surface when he calls it lithe fulcum of the central 

- - - ~ - - - - - - - - - - - ~ - - - .- - - .. - - - -
22. Royal Bank Monthly Letter of April, 1940. Estimate of 

Canadian Balance of International Payments. 
23. Federal Reserve Bulletin, January 1941, pp. 4.) Vl ' 
24. Guenter Reimann, The Vam~ire Economoc, (N.Y. 1940 preface II 
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control of all import~nt p·rimary commodi ties. ,,( 25) In 

truth, it became a device to control the economic and 
• • 

political destiny of Europe. The technique was successful. 

in collaboration with other Neo/mercantilist meas·ures. to 

insulate the ''autarchic bloc" from the rest of the world.~ 

Production rocketted and the national income nearly doubled. 

This was made possible, write& Dr. Meyer, by the exchange 

control system which has all the earmarks of the classical 

gold standard and "led to just such a liberation of goods 

and services for domestic consumption as there would have 

been under the price mechanism of a free exchange economy.,,(26) 

Th~texchange control may aid authoritarian planning 

is t\ir~; that it is a universal system is false. Like all 

othe~impediments to trade it greatly· aggravated the decline 

of international trade between 1931-1940.(27) Moreover, the 

restoration of the normal movement of capital from country 

to country is an integral part of the reconstruction of a 

system of free exchanges. Exchange control. precludes such a 

restoration. Price controls, commingled with controlled ex-

changes have no semblance of an international gold standard. 

The camouflaged devaluations which set in wherever controls 

were applied clearly proves that relative product/d~nd money 

indices are still masters of the exchanges. 

Through control of foreign exchange transactions 

- - - - - ~ - - - ~ ~ ~ - - ~ ~ ~ - - - - - - - - - -
25. Thomas Balogh, !heNational EconomY o~ Ge~many, 

Econ6mic Journal, Vol. 48, pp. 481. 
26. ~uoted by Ellis, op.cit., pp. 465-466. 
27. League of Nations, World Economic Surveys. 

- - -
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the Board has so far been able to stabilize the Canadi.an . 
, 

dollar in terms of ~he American dollar and the pound ster­

ling. Since September l,oth, American exohange has been 

bought at 10 per cent premium and sold at 11 per cent prem­

ium, while the pound sterling has been bought at $ 4.43 and 

sold at $ 4.47. The graph depicting Canadian-American 

wholesale prices(29) shows that the real value of the Canadian 

dollar (on this index) has dropped 8 per cent since the war. 

Security prices in Canada, on the other hand, are between 

20 and 40 per cent higher than those in the United States.(28) 

Although this market lacks significance, (since the trans­

actions on it are few and far between) it does show the trend 

of speculative psycholigy. 

Proposals have been made) of lateJto equalize the 

American-Canadian dollar rate. The extent of Canadian imports 

from the United states is a striking impetus to such a move. 

It must nevertheless be remembered that the immediate tendency 

of an overvalued currency is to stimulate imports and add 

fire to the flames of evasion. Given conditions of domestic 

cost, American demand and relative .imperfect competition, 

this rate will necessarily reduce exports and therefore in 

the long run reduce imports. Canada can not face that situ­

ation today. At the moment, it seems more practical to cul­

tivate this idea and thereby cause a run of United states" 

dollars .into the banks. The rate of devisen turn-over would 

- -
28. 

29. 

- - - - .. .. - .. - .. - ~ .. - - - - ~ ~ - - - ~ ~ -

Federal R~serV~tBhulleti~t~neds ~~¥~he~~eGaq~~t~a'o~eb~~~ only dea11ng Wl secur1 1 
exchanges. 
Chart No. XI. 
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therefore increase and hoarded funds would be liberated. 

Our foreign exchange position would probably be strengthened. 

Graph No. XI also shows the tendency of-American wholesale 

prices to rise relative to Canadian prices since AUgUst 1940. 
~ 

There is reason to believe that this trend will continue 

and bridge the gap between American-Canadian purchasing pari­

ty. The equilibration of the two ourrencies at par is the 

most desired monetary policy at the moment both by the people 

and the governments of Canada and the United states. 

There are several external factors which are leading 

in the same direction. The Dominion Bureau estimates- for 

the year 1940 show a probable increase in our trade surplus 

with the United Kingdom and an increased trane deficit with 

the United states. Comparing 1939 with 1940, the former 

probably jumped from around 200 million dollar to more than 

350 million, while the dollar shortage may have grown from 

150 million to more than 360 million. These est~mates .indi­

cate the straits in which the Foreign Exchange Control Board 

must be. From the declaration of War to the end of 1940 the 

repatriation of Canadian securities owned in the United King­

dom was over 250 million dollar. This year, according to 

figures given by the Minister of Finance, it is hoped to trans­

fer some 500 millions in securities. This gradual reduction 

of Canada's external debt held in the United Kingdom will be 

one of the most important results of the impact of war upon 

Canada's balance of international payments. The immediate 
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effect upon our standa.rd of living will be hardship. In 

the long run, we may become a relative creditor nation. 

The Canadian securities in English hands are becoming more 

and more deplete. Not only do we have to finance our in-
Q 

creased American debit balance but we will also be obliged 

to pay for our exports to Great Britain. We are becoming 

more and more dependent upon the American economy for aid. 

Canada shows no signs of wanting a complete political merger 

with her powerful neighbour, and the United states no signs 

of wanting to force one. Nevertheless, the two peoples were 

never so closely bound before in their history. The present 

emergency must lead to greater economic co-operation and 

therefore to the liberation of the exchanges. 

Austria. is an example~ere a neighbourhood of equi­

librium was attained through exchange control. In our c~untry 

the method Qf relaxing the exchanges which deserves conside­

ration is the system under which the oontrol authorities will 

allow part Qf the foreign ourrency obtained for exports to 

be sold at free market rates, though during the transition 

the general control of exchange may be maintained and the off­

icial rates remain unchanged. In this way, we will be able 

to sell goods more easily in the American market and increase 

our assets in the currency of that oountry. But there is a 

danger tha.t" if this system is applied to too restricted an 

· f the Canadian dollar may be unduly depressed extent"the pr~ce 0 
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owing to the narrowness of its market. This policy can 

be commingled with the co-operation between the Foreign 

Exchange Control Board and the American Exchange.Equali-

zatlhon Fund. The latter body is in a pomxi on ff 
to sop 

" up an excess amount of Canadian dollars which may depress 

the market temporarily. The Canadian authorities, on the 

other hand~can preclude the importation of goods which are 

not essential to the war effort. The supply of and the 

demand for United states dollars can in this way be equi­

librated. At the end of, say, every six months we can re­

buy our Canadian dollars with "tourist bills" sold at a 

discount to the Exchange Equalization Fund, equal to the 

loss incurred by the American authorities. Canadian tourist 

trade and American business would profit and the two econo­

mies would be gradually freed from the burdens of exchang.e 

control. In the case of Canada, it may be necessary to 

take cautious steps to prevent the market from being dis­

organized through specula~ion and capital flight. Ulti­

mately the merging of the ~er~can-Canadian-British economic 

structures is an inevitability. 

If political ideologies and economic rivalry are to 

inhibit a maximum utilization of international resources, 
. -

then one must concede the fact that the larger the econom~c 

unit, the gr~ater are its potentialities for economic special-
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ization. Larger economic units, composed of trust­
worthy, mutually indispensable and complementary states 
must therefore comprise the order of to-morrow. 

Finis. 
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