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April 22, 1952
' “ A NOTE ON ELEADS AND LAGS IN STERLING PAYMENTS Samuel I. Katz

: _Pressurs against sterling resulting from merchants delaying
payments hes been recognized as a significant factor contributing to
the 1949 devaluation and to the loss of reserves incurred during the
past year. Recent trade and payments data available from OEEC sources
indicate that a substantial volume of short-term speculation in sterling
has taken place since the end of 1948 and that inward as well as out-
ward movements of speculative money have occurred, These short-term
capital movements have been carried out by merchants in their trade
operations and consequently are effected within the framework of
exchange control regulations in Britain and in other countries.

Usually referred to as'leads and lags'these movements have had an
important influence in aggravating the recent deterioration in the
external economic position of the sterling area, The termination of
the gold aad doller drain, which wes announced in Parliament on April 3,
can be awtrituted directly to the capital irflow which got underway

in the 1l~t%r pev’ ¢l March, Britain's external position during the
second querster will ve affected materially by the direction and volume
of the short-term capital flowe

Shifie in cxeldl Tarrs in sterling *rade

v.h1le short-term money movements of the pre-1939 character
have been blocked by British import and exchange controls, short-term
flows of funds into and out of sterling have taken place continuocusly
dvring the post-war period and have been of a speculative and disequi-
librating character. These movements have been induced principally by
the expectation of changes in exchange rates. The extensive use of
sterling to finance non-British as well as British foreign trade means
that pressuie elther in favor of or against the nound comes from merchants
all over the wride

To a great exteat, thase rueanliiire money movements have
taken the form of shifts in credit terms. Sach movements involve
pvayments for transactions which in all instances are reported to the
customs officials; this prper is not concerned witn illegal transactions
waich occur outside the framework of imcort and exchange regulationse
The alteration of credit terms enables merchants {o accelerate or delay
payments and/or receipt; in accordance with fears or expectations as
to prospective changes in cxchanzge rates. Operations of this sort have

subjected sterling tc su'stan'jal nressure on occasion and, during 1949,
contributed in an imcori-n

*
R

L way to the Septem-e» 18 devaluation,
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-2 = «Sterling Leads and Lags

Where merchants do not use the banking system to finance the
private movement of goods in foreign trade, changes in credit terms can
easily be arranged within the regulations by mutual consent between the
~contr ng parties. The exchange regulations of Britain-and other
sterling countries merely require exporters to turn in to the authori
the foreign currency nroceeds of their sales within a six-month peri
Hence, payments on British exports can be delayed for the full period
authorized in the regulations. On the import side, British merchants

accelerate foreign payments to the maximum extent possible if they fear
a depreciation of the pound. Where banking resources are used to
finance the movement of goods, such shifting occurs by lengthening the
term of the documentary credit, by refinancing the goods where sight
terms were in effect, by shifting the market in which finance is
obtained and by covering (or failing to cover) with forward exchange
a short-term credit negotiated in sterling by the foreign purchaser,
These operations, therzfore, are not evasions or violations of the
foreign exchance or forsizn trade regulations.

The ways in which such credit shifts operate czn be illustrated
by considering how such credit shifts had been taking place in U, Se=
sterling area trade, at least until the end of last month, Speculation
against sterling might come from several sources: U, S, importers can
delay payments for sterling area produce or sterling area exporters can
delay collections from sales to this country; similarly, sterling area
importers can accelerate payments for U. S. merchandise or U. S. s
exporters can insist on sight terms of payment from his sterling area
customer,

Let us consider how the U, S. importer can carry out a
speculative shift in financing. Regardless of the orior practice in
the trade, the American importer tends to extend the terms of sterling
credits which he opens through his American bank with 2 bank in Britain
to the full limit authorized by British exchange regulations, Previously,
the regulations of the Bank of England authorized credits "for usances

;/ See, for example, former Chancellor Gaitskell'!s recent Parliamentary
statement: "When they think the pound is to be devalued again they are
not going to pay thzir dollars in. Is it reasonable, when we have no
gold reserves, that British citizens and British companies should hold
on to dollars in the hope of a speculetive rise? I suggest, as I said
in November, that the Chancellor should now consider cutting down that
six months' period to three months; that if he were to do thet I believe
he would get a very rapid inflow of dollars', (Eggsard, 30 January
1952, columns 217-218),
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f,aing?ieo days,against sight or date of;drawing;"{§/~as a,

’ezpractice»of!using,London«financingvas,a means of
against sterling, however, the Bank of England on s
napifiedﬁBritish;banks thet drafts/under,letters»of;credi
xchenge control must be for no more than 90 days. 2/ When
he sterling area exporter or the custom of the trade made sigh
ecessary, the U, S. importer could still postpone his sterling

e nt by arranging with his Americon bank for refinanciag in London
”“,_;abglﬁstgshipping documsntsy Q/ for this reason, refinancing facilities

«  WéTe*reSt?iCtGd”innLondon.at‘the same time that the term of the,acceptéﬁCQa
“‘icreditsuwas reduced, ' Led

1/ British Ixchange Regulotion, F.E. 226, "Credits and Guarantees.,”
1;/ ’Newaorkaggrna1 of Commerce, February 29, 1952, page 2. The news
report adds: "In the future, exports covered by bills of exmha‘ge'willjfm{jj

~have to receive payment in not more than 90 days so that the foreign -
currency comes to Britain a month earlier than would be the case if the

- bills ren for 120 days. Exporters in the sterling areas, as distinct o
~ from banks, are still allowed to grant long credit, but this is curbed
by their own difficulty in obtaining credit internally." :
3/ The refinance arransements previously in effect in London were ,
described on page L of the Anril 9, 1952 issue of the Financial Times
in these words:

"The negotiation rates (for acceptances) in other countries were
often higher than the discount rates in London. Under the refinance .
system, advantage was taken of the relatively low rates which had been
ruling in London, while the exporter still received cash immediately.

The procedure was that a sight, rather than an acceptance, credit was
opened so giving the exporter cash immediately he had shipped his goods.
"At the same time, however, as the sight draft and documents were

presented to the London bank for payment, a draft was also presented to

it drawn by the foreign importer of the £00ds -~ particularly in Arerica --
and endorsed by his own bank -- that 1s, the bank to whom the London

bank would have given the refinance facilities. The London bank accepted
the importer's draft and it was discounted at the London rate for bilis,.

"The nroceeds of this discounting operation provided the immediate
funds to pay the sight dreft drewn under the credit, and the bank abroad
to whom the refinance facilities hed been granted was under obligation

to put the London bank in funds at, or just before, the maturity of the
relative acceptances,!
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: When sterling is under pressure, extended sterling credits

- are particularly advantazeous to the U. S. importer. Postporement of

the sterling payment enables the importer to benefit from any devalua-
‘tion occuring during the life of the credit, If, on the other hand,

he desires 2 firm exchznre rate for pricing purposes, he can cover by
purchasing forwerd sterling which, when sterling is urder pressure,
tends to be at a discount equivalent to 2 large part of the cost of London
esadit. In eerly March, sterling futures were at a diccount of around
one-h.1f cent per month or six U, S, cents a year, equal to something
over 2 per cent per annum; acceptance financing in London at that time
was around 3-1/2 per cent per anmm,

Additioral benefits accrue to the importer where the merchandise
reaches this countr, before the credit expires since he has additional
finaneing for his inventory curing the interim period, Late in February,
these resources were pay*icularly helpful in that the prices of certain
sterling area products hap, -~ to be under pressure at that moment and
the additional finencing a% 5t temporarily postponed inventory
disposal on a weak market., Tue sterling financing is even more
advantageous where the importer is able to sell the imports in the
Us Se for dollars before the credit expires.

While sterling financing is particulcrly attractive to U. S.
importers of sterling area goods at a time when the pound is under
pressure, it is ecually true thet the British autiorities have an
interest in encoursging the use of sterling as a trading currency and
in the invisible errnings accruing to Britain's current account from
such uses DBut such devices postpone the receipt of dollars into
Britain's central rescrves, perhaps for a considerable period after
actual shipment from the sterling area exporting country has occurred.

The importance of "lzads and lags"

Shifts in credit terms by merchants dealing in or through
sterling, which are known more generally as "leads and lags," have
been disequilibrating in their effect; even minor adverse movements
in Britain's trade and payments position have been enough to set
off speculation which led to severe external difficulties, as occurred
in 1949, These movements have contributed to, and in large measure
accounted for, the wide post-war swings in the sterling area's external
position. While the importance of speculztion against sterling has
been widely acknowledged, perhaps because the short-term capital flow
was a major cause of the 1949 devaluation, less attention has besn paid
to the influence of favorable movements of the short-term credit factor
upon Britain'!s external position, particularly after the outbreak of
hostilities in Korea,

Admitiedly, appraisel of the importance of these shifts in

short-term credits is particularly difficult where quantitative measuree.’
ment is impossible, Only limited analytical data have been available
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in published form for estimatine the magnitude of the flowss An
estimate of the "bear" and "bull" movements :ith respect to sterling, ,
which was published in an unsigned article in the British quarterly
‘magazine The Roundtable in September 1950, is a considered attempt to
measure the short-term capital flows before and after the 19L9 devaluation.l/

The Roundtable estimated a "bear" movement against sterling
of at least $105 million for the second quarter and of %80 miliion for
the third quarter of 19L9., These estimates were made by subtracting
the sterling area's current position with respect to dollar trade and
invisibles from the actual gold and dollar deficit of the area for
the particular quarter.

Table A
Sterling Area -~ Net Gold and Dollar Position and
Visible Trade Balance with Dollar Area
(In millions of U, S. dollars)

1949 _ 1950
July-Sept. Oct.-Dece|dan.=March | April-June

| 1. Visible trade |~285 to -1L0 to [|-20 to <10 to

balance -335 -175 -70 -15
2e Net gold and |a/ a/ +140 +180
dollar posi- -635 +6l
tion
3e Balance to be [-300 to +20L to [+60 to +190 to
accounted for -350 +239 +110 +195

Source: The Roundtable, September‘l950, n. 316.

2/ Adjusted for the inflow of £100 million between September 18 and
September 30, 19L9.

;/ "Report on Sterling", The Roundtable, London, September 1950, pp. 308;31&.
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s The caloulations in the article for the four quarters between -
July 19L9 and June 1950 are shorm in Table A. OF the total unexplained
balance shown for each quarter, not all was attributed in The Roundteble
article to speculetion, Compared to a "Lear" movement of Detween 165
million as a lower and $380 million as an upper limit for the second and
third quarters of 1949, the post-devalustion inflow was estimated at
from $100 to $130 million for the fourth quarter, from $30 to $LO
million for the first quarter of 1950 and an accelerated inflow of
perhaps {100 million for the second quarter, a total of between $230
and £270 million w to June 1950.

The article concludes that'a !bear! movement restricted by
every conceiveble kind of administrative control nevertheless increased
our net dollar payments (before Sep. 18, 199) by not less than £100
million a quarter (and it was probebly a good deal more than this).” 1/
Statistics recently available from OEEC sources and parallel calcula-
tions on cur part -- which will be presented in the remainder of this
note -- corroborate The Doundtable's suggestion that its own estimates
are too low, In retrospect, events seem to confirm the inadequacy of
this estimate of short-term money movements, For the autnor pronounced
the judgment that "Sterling can hardly be considered safe and capable
of withstanding the shock of even minor recessions in world trade until
the reserves of the sterling area exceed $3,500 million."2/ Britain's
reserves on June 30, 1951 stood at $3,867 million, well above the
minimizn figure; in the eight months ending with last February, the
reserves had rallen by $2100 million, suggesting that The Roundtable
author had seriously underestimated the possible short-term pressure
on sterling.

Sterling speculstion in Western Ruropean znd North American trade

Data recently released by the OEEC covering the sterling
areals trade and paymentis position with estern Europe #nd parallel
figures independently constructed for this stucdy of the trade and
payments position with North America enable us to get some idea of
the sterling speculetion which has occurred since 19L9.3/ Using

1/ Ibid, page 317.

2/ 7Ipid, page 317.

3/ For Western Europe, monthly changes in the sterling area's net
payments position (as reported to the Agent for the Furopean Payments
Union) are compared with the sterling area'!s foreign trade balance with
Western Eurcpe. Detailed monthly fisures are found in Table IT in the
Appendix, For North fmerics, compsrable data have been constructed by
us; the fimures are to be found in Table IIT of the Appendixe Technical
inform: tion about the statistics is also appended.
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d peyments statistics, a series has heen constructed
'culated<ﬁonatradelresidual" in Britein's current
which represents the difference between the monthly trade
thly payments series. 1/

It will be well at this point to consider what movements in.
esidual series mean., The residusl figure is positive (i.e. suggest-
A capital inflow) where the payments balance for any month is more
rable to the sterling erea than is the trade balance, Thus, a
positive residual can arise where: (a) the improvement in the payments
position is greater than that in the trade balance; (b) the deteriora-
tion in the paywments position is less than that in the trade balance;
and (c) an improvement in the payments position occurs in spite of a
deteriorating trade balance.2/

, The monthly residual series calculzted separately for the
TFU countries and for the dollar area, are shown in the chart for the
33 months from Jamiary 19L9 to Sentember 1951, The residual series
have passed through thres distinct nhaces together, two unfavorazble and
one favorable,

Period I, a time of crisis for sterling, ran from January
1919 to the devalu~tion on September 18. During this »eriod, the
residual was sharply negstive, indicating speculative pressure against

}/ The calculsated non-trade residual figures are found in column 3 in
Tables II and ITII in the Appendix,
2/ To illustrate how the residual has actually moved, it is suggested
that Table IT of the Appendix be consulted to obtain actual monthly
figures for trade with the EPU area. During February 1949, for example,
Britain's payments surplus amounted to $#56 million but its. trade surplus
was only %27 million; hence, there is a residual of (plus) 529 million.
A deterioration in the payments balance greater than can be explained

£ by the trede balance leads to a negative residual (i.c. suggesting a

I' capitel inflow), Thus, in March 19L9, for example, a non-trade residual

: of (mimus) ¢38 million resulted from the fact that Britain's EPU balances

decline in spite of a surplus on trade account., The reader may note
from an examinetion of the monthly data in appended Tables IT and II1
that the payments accounts, the trade balance, and the calculated non-
trade residuel for both the EPU and the dollar areas have moved together
during the period under study. A trade surplus has been accompanied by
an even larger peyments surplus and, hence, by a positive residusl; a
trade deficit, on the other haend, has generally been accompanied by a
negative residual,

. | NOT FOR PUBLICATION



100 -

200

100

|

ESIDUAL IN BR!TAlec URRENT PAYM

~—— Period I r~!

Period 11

I
With Dollar Area

] 200

100

1949

1950




~accurate and not the

; 19§l‘yhcwﬁver,4;k
,the,re51dua i

. he “DU area oﬂd for the
fmrtny ;. T

ollar rea, e gv gloxv
ing Period I, for examp] e, it appears that”the speculxtiv
1wt “tﬁrllﬁg in favor of the dollar commenced months ea

Hestern Furopean pressures P "ovided the hypo he51o is in

odiict of a tncthc l delCanCY 1n tne(sf“* 51
Lo uonortlnw arguments cen be advancec, First, by

'lQuB the volule of Ui S ijOrbu,5”€u1“ed to be fluqnced by chean '
%€rilnw trede had becore he cavy. Secondly, perhaps as a dlre‘tﬁ'
consecuence, during the s soring of 19}9fd1,cu551on “nout,gterilng
devalurtion had oreater cvrrenqy in North Americe than in Furope.}/
By Jvly, Britain's extornal CrlSlS had bacome omnnral knowledge.v«F

F "'x:huﬁ ulo

For Period II, one differcnce between ihe two serie 05 1S the
concentrition of canital inflow from the dollar area in the month o
October; this sufiests & heavy volume of uoeculﬁtlon orlﬂlnatlng in
the dollar area, esns c1alWV'Jhen one recells that sterlins 1io vilities
undertaken ¢ t a “Le03 nound wors sattle ed at a $2,80 exchange rafe.
The Yestern Zuropean serics shows no such isclated October peak,

-

iring Period II, there is a contrast betwesn the m.stvmtl
po-i%jv residusl for Westorn Zurone and the balanced or 571grtlJ :
neretive residusl for Morth Airericas  Perhiaps this differsnce an b

e:;l‘zn """ oDy the —v“ét"wla data on current non-trade items in B

balance of neyments, 1 oin reacords a larse invisible surnlus w1bh
Europe UHLIQ boith ﬁrlb &nd Anerican Lﬂ%imateo show for the Unlied
iy

Kingdom # def{cit on in o]o account with the doller area up o the
end of 19L9 and thoran t;r & virtual u&lqﬂce.

L large negetive residusl for
ezrlier in eriod IIT 4 : el

Bty
@)
HE
o
o9
=
s
®
8”
R
%‘
163}
ct
@ 8
3T
£l
C
"S
D
b
o

I

7= Jf?V“lLPC: o; Ciezp sterling traﬁingjin'fine
~ : zred the prou “aneral accentance, u 0
tnogls, nerti hv‘U, S. *OMMerrﬂal interests

1/ In assessing resnonst “pility for the Sestember CGevalustion, it i
.ov»r3ooge‘ g 1

{r

NOT FOR fUBLICA'ION




';not,mnaSh
,idon— wecu]*:

,16? ’ﬁrn,
o ‘the authori

ilonctheless,
r influence of hort—*aLﬂ ~weculgtlrn in st

unqe“e tlnntnﬂ. Lhr P“DlditV with which

deeclined
lerger than u‘e *100 mxlllon & tuartsr s
canalysis end lerger eve 21, during peak nerd d 2

wnole, L‘"n. 100 million a monthe 3Zstimstes of storling spaculation
of, suy, &
'me Tor Western surone during a pariod
L months would be consistent writh

,,*ﬂowrva'w
'nvnﬁy*?"

Factors C'nnOb Be eliminated fromﬂ f””

ﬂly) from such unpublished data as may be

ox ml"y One Coul'l't,l"y.

stucy leads to the sugge

tion that Ln@
hrllng has been
Sriteints reserves. have

neall indicrtas a chort-te

m noney ‘movement
sugzested in The Roundtab
PoT ine word

ods and

00 to 7600 million Tor North America “nd

ta in appended T:obles IT and ITI.

flon h&u been taxing mlacv, Brits
tended 1n 1ity to be e

ﬂ,,"{) 131 7'} C‘
"lOt L ».) 1 DQG. Lvu

a“"ﬁn @urly 1951 Tt seoms eq

ither better or vorse

of pressure ext
‘ﬂtﬂon°f§f
While this sp'cuv.
in's rold and dollar position he
than the ressrve

the fluct

‘ulng;; Lookin: ,xck, for ayar@]e, Br Ly

it loouvd uur\}

substintially understoted st

WOT FOR PUBLICATION




3
».

12 futily

Yronted with adequet
T their enternrise

During 19L9, the
ca/delivery diffic

evelerice g
adi iculties of British exnor
- encour d”speculat¢f‘xto ter,poSitioﬂs;ag&iﬁSt,Stéfl;ﬁg; L 1951
”thefmajbr;scurcewaf‘Tifficultyuwas_the,éxcasSive,im”brtatibnﬁbyﬁBr,;a
;andlb'xerjstérixngrcauntpies,‘;ﬂuﬁing719é9randxi951,fspe¢ulatig' re
~ oub of a basic imbulance which could no* be maintained indefinite:
””,"kéggrdleEswaffﬁhe“VOlume]vares@rves.l B NSyt

and the nri

The vulnerability of the British economy to outside pros

'J}Sﬂtﬁﬁd@d*ﬁO,outside:opinionfisaundenlinedjby1€he;volume of sterling
~gpecuirtions Thers do not nppear to be the practical limits to the
leads and lags procsure which one aight have expzcted, In addition
to delays in paymont on coods moving in foreign trade, the fact tha
sterling sonaculatior tokes the form of shifting financing to London
helps to account for tho byramiding which seems to oceur, The
process may begin with the treder attempting to obtain additional
credit and to shift ais “incnct ;7 into sterling, but the limit for
the individusl chould be exheusted at some point; it seems, however,
thet the building ur nrocess develovs as new individuals are attracted
into the spaculztion by Britzin's loss of reserves, the discountron
forwards, market oninion, or sven by a spectacular rumor, L

Britain's nresent situstion illustrates the significance
of this short-term croitel factor, The continued delay in the
reversal of last fallls speculation against sterling was a surpris
factor in the situation throushout the winter months, The announce
on Aoril 3 thet ihe drain in reserves hes come to a halt suggests th
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In this way, the strotegic influence played by sterling speculation

~ upon Britain's balance of paymsnts is beins cdnfirmedaonCegagai,
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