











U T Sterling transferability

countries‘in general require sterling earnings to be sold to the central bank
and that the central banks do not leave more than working balan¢es in sterling
in private hands nor do they themselves sell sterling in the free market,

It is true that foreign monetary authorities could nevertheless get
r%d of transferable sterling and acquire dollars -- if they wanted to do so --
without themselves selling transferable sterling in the free market at a dis-
count, They could, for instance, permit exporters to dispose of their receipts
of transferable sterling for dollars while the central banks would use their
own holdings to pay for the country's sterling imports, There is no evidence
that such actions are being taken or considered anywhere in the worlde However.
the possibility of such actions suggests the conclusion that the British authori
ties do not primarily depend on the expectation that foreign monetary authori-
tles would immobilize their excess holdings of sterling,

In any case, the free market cannct be ignored as a measure of the
foreigners! valuation of the pound, If the supply offered for dollars at
current rates exceeded the restricted demand, the market quotation would
declines Thus, the stability of the transferable sterling quotation at
around $2,79-3/8 indicates that holders are in general unwilling to take a
discount of about 1 per cent in order to obtain dollars. It is possible
that foreigners hold some transferable sterling as a speculation, seeking
a profit from the expected elimination of this discount, and that with
official convertibility the supply of sterling might be substantially
increased. However, it seems more likely that under existing conditions
the paucity of offerings at a 1 per cent discount suggest that there might
not be a great rise in supply in the event of official comvertibility.

How convertible is sterling?

If convertibility is defined in terms of holder'!s being able to
convert transferable sterling into dollars at a price within the IMF margin
of the par value, transferable sterling is now convertible on a market basis, 1/

Even so, the wider transferability of sterling, which has facilitated
this de facto convertibility as defined above, has not involved the United
Kingdom in two major types of risks inherent in a more broadly defined conver-
tibility operation, In the first place, the Bank of England has no obligation
to make possible such convertibility at the current or at any other price nor

1/ This is, however, a dual price convertibility, The price at which resi-

T  dents outside the dollar area can convert sterling into dollars in the
free market is, of necessity, somewhat less favorable than the rate
assured to dollar area residents by the Bank of England,
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" does it assume any dollar liability for transferable sterling, Secondly,

4 British banks may not accept transferable sterling (in place of dollars)
in payment for exports to the dollar countries, (For discussion of conver-
tible pound with a floating rate, see final paragraphs of this paper)e

The new regulations did not affect the restrictions on blocked

("security" or "switch") sterling held by forelgn residents. This ster-
ling can be used only to buy sterling area securities, but it has been
saleable to other non-Britishers for dollars at a discount since the end
of the war, Sales of security sterling do not at present invelve a dollar
drain on the United Kingdom, since the purchasing foreigner must be will-
ing to hold a sterling security in an approved (British) depository under
British control. It would be possible for the United Kingdom to maintain

‘ii controls over these accounts or any other form of withdrawal of capital

« from the sterling area even after comvertibility of current sterling

earnings was established,

Fmphasis on the risks which were not assumed by the Bank of
England as a result of the widened transferability should not obscure
the importance of the added risks which have been assumed, If the dis-
count on transferable sterling should widen, foreigners could more easily
than hitherto deprive the sterling area of dollar receipts through cheap
sterling transactions,

During 1948 and 1949, discounts of between 5 and 10 per cent,
depending upon the commodity, where sufficient to cover the additional
transshipment and documentation and to compensate for the special risks
involved in such circuitous transactions, The new regulations create
widened possibilities for such commodity shunting, provided only that
transferable sterling goes to a sufficient discounte In particular,
the recent shift in the attitude of the Bank of England no longer opposing
trading in discount sterling by United States banks would provide better
banking facilities for such operations and remove the "black market"
stigma of such transactionse

The combined effect of these potential dangers is sufficient to

warrant the conclusion that the wider transferability of sterling is more

. than a technical change in Britain's exchange regulations, Having decided
to widen the transferability of sterling despite these dangers, the British
authorities must be confident that the present strength of the sterling
area's balance of payments will be maintained, Should these expectations
be disappointed, the United Kingdom might have to take steps to prevent a
weakening in the transferable rate, either through direct support operations
by the Bank of England (which would then provide convertibility at British
expense), or through increased restrictions against sterling area merchandise
imports from the transferable countries, or through a reimposition of exchange
restrictions limiting the area of transferability of the pound,
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The main differences between the present de facto (market) ccnver-
tibility of transferable sterling and de jure (by Bank of England) converti-
bility of all foreign-held sterling may be summarized as follows:

‘1) As long as the Bank of England maintains a fixed par value for
the pound, with the obligation to keep the dollar rate of convertible sterling
within 1 per cent of par, comvertibility would impose on the Bank the duty of
preventing sterling from falling below par, while at present the Bank has no

comnitment to maintain any price for transferable sterling,

2) Should the Bank of England decide to abandon the par value of
sterling when it became convertible, it would theoretically be at liberty to
let the market determine the dollar price of sterling, exactly as the dollar
price of transferable sterling is determined at present, However, in two
basic points the situation would still be different from the present situation:

First, the present limitations on the pound-dollar market would be
abolisheds the Bank of England would presumably accept sterling payments for
exports to the dollar area as well as to the present transferable sterling area
and all foreign central banks would permit the use of sterling in transactions
with the dollar area, This widened use of (transferable) sterling might be a
source of strength, but under unfavorable circumstances it @ould become a
source of weakness for the pound-dollar rate,

Second, a drop in the pound-dollar rate would have far more important
effects on the British economy. At present, a drop in the dollar price for
transferable sterling by, say, 10 per cent would probably mean that 'cheap"
sterling transactions would again become profitable, The resultant dollar
loss would probably be rather limited since Britain's imports from the dollar
and other areas would continue to be paid at the official rate for convertible
sterling, With a floating pound, however, an identiecal drop in the dollar rate
of (convertible) sterling would increase the sterling costs of all foreign
goods imported into the British and other sterling economies,

The Bank of England would be sensitive to a widening of the spread
between the official and transferable rate which would revive "cheap sterling"
transactions and endanger confidence in sterling; however, it would be under
greater compulsion to intervene in the market in order to avoid changes in the
costs of imports than it would in the case of a corresponding decline in the
dollar price of transferable sterling,

For these reasons, the risk of economic disturbances to the sterling
countries would be greater in the case of de jure convertibility (by the Bank
of England), even with a floating rate, than under the present system of a de
facto (market) convertibility of transferable sterling,
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Sterling transferability

APPENDIX

Summary of United Kingdom Exchange Control Regulations Prior to March 22, 195L

1. Resident (sterling area) Accounts,
Held by resident of any sterling area country,

Such sterling could not {and cannot now) be transferred to
other types of accounts or converted into dollars except
for transactions approved by the local authorities of the
sterling country,

2¢ Dollar area (American and Canadian) Accounts,

Held by residents of United States, Canada, 1li Latin American
countries, Philippine Islands and Liberia,

Such sterling could (and can now) be converted into dollars
or transferred to other sterling accounts at holderts
option,

3¢ Transferable Accounts,

Held by residents of 18 non-dollar countries, including 8
countries within the European Payments Union, 3 Communist
countries, and 7 other countries,

Such sterling could be transferred at holder!s option for
"direct current transactions" (as determined by the local
monetary authorities) to any other transferable account or
to any sterling area account, Payments to any other type
of sterling account required specific approval of the Bank
of England for each individual transaction,

i« Bilateral Accounts,

. Held by residents of some 30 non-dollar countries, including
a group of countries with strong currencies (such as
Switzerland, Belgium and Portugal), a large number of coun-
tries with soft currencies (such as Brazil, Turkey, and
Argentima), and a miscellaneous group of countries where
special considerations led the United Kingdom to desire
to segregate financial transactions (such as China,
Yugoslavia, Iran, and Hungary),
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Such sterling could be transferred at holder's option only
to sterling area accounts, Payments to any other country
(whether dollar or transferable or even any other biw
lateral account country) required specific approval by
the Bank of England, In actual practice, the British
authorities have Leen allowing a wide measure of Wadminis—
trative transferability" for bilateral sterling,

5. Unclassified Accounts,

Held by resident of 7 countries (Afghanistan, Albania, °
Andorra, Nepal, Saudl Arabia, and Yemen),

Such sterling could be transferred to sterling area or
other "unclassified" accounts,
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