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Preface

One hundred years have passed since the Swiss National Bank first opened
its doors for business on 20 June 1907. In looking back over the SNB’s his-
tory, we are picking up the thread of the last three anniversary publications —
those of 1932, 1957 and 1982. This time, however, we are not only presenting
the view from inside, but have also been able to call upon a number of exter-
nal authors. We thus decided to divide the work into three parts.

The first part of this commemorative publication, written by three inter-
nationally renowned authors, addresses the period already covered by the
previous publications — the years from 1907 to 1982 — albeit from a greater
distance. The second part —a review of the last twenty-five years — was penned
by members of the National Bank’s own staff, in line with the previous works.
For both of these parts, we asked the authors to approach the subject from a
historical and critical perspective and discuss the salient developments that
shaped the SNB during these periods. To do so, the contributors were given
unlimited access to the SNB’s archives. Adopting such a focused approach in-
evitably meant foregoing completeness, while accepting a certain number of
overlaps and differing interpretations. What all the authors had in common,
however, was the desire to shed light on the historical backdrop, to investi-
gate motives, and to highlight areas of conflict as well as ways to resolve them.
The articles making up these two parts have been reproduced in three of
Switzerland’s official languages and in English.

The third part of this commemorative work presents a résumé of monetary
policy over the last twenty-five years, followed by seven contributions on spe-
cific issues currently facing the Swiss National Bank and other central banks.
It was written by highly qualified experts from outside the SNB and, unlike
the first two parts, is in English only. Given the technical nature of the mater-
ial, these articles primarily address a specialist readership. However, they may
also be of interest to a wider audience, as they examine the present and look
ahead to the near future. Expanding the horizon in this manner further
underlines how an examination of the history of an institution and the chal-
lenges it faces must always be seen in the context of time. Because this com-
memorative work reflects views and interpretations from today’s perspective,
it too becomes a historical document.



Preface

An Editorial Committee drawn from the staff of the National Bank was set
up to assist the authors in their task. In January 2006, it organised a seminar
at the SNB’s Study Center Gerzensee to discuss selected chapters. Both the
Governing Board and the Editorial Committee would like to thank everyone
involved for all the work they have put into this book and are confident that
it will be well received in political and academic circles as well as by the gen-
eral public. They hope that the articles will help to nurture a more in-depth
understanding of what central bank policy entails in terms of its challenges,
possibilities and limitations.

Chairman of the Governing Board For the Editorial Committee

/2. Le, (1 Leone
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From 1907 to 1946: a happy childhood
or a troubled adolescence?

MicHAEL BorDO AND HAROLD JAMES

11 Introduction

This article traces the evolution of the doctrine and practice of central
banking in Switzerland, and the legacy of the debates and controversies of the
interwar period for the formulation of monetary policy after 1945. After an
examination of the origins and the doctrine of the Swiss National Bank, there
follows an analysis of its policy instruments, showing how over time the SNB
relied less on the traditional instrument of the discount rate, and correspond-
ingly depended more on currency policy. In this regard, the Bank’s approach
to gold purchases and sales and to the increasingly volatile capital flows of
the interwar era is examined. An analysis is provided of the Bank’s approach
to expectations that it might act as a lender of last resort, and its general ap-
proach to macroeconomic stabilisation. Finally, its legacy for the post-1945
world is examined.

After a very controversial first fifteen years, with a dramatic inflationary
period during the First World War followed by a sharp deflation, the National
Bank had become more confident and secure. The Second World War produced
major external, but not domestic, controversies about the role of the Bank.

Analogies are sometimes made between institutional and personal devel-
opment: this was an increasingly comfortable childhood. In this article, some
objective indicators as an assessment of childhood development are used.
Modern macroeconomic models are employed to test two of the most contro-
versial policy features of interwar Switzerland: firstly, policy simulations from
a simple mainstream open economy macromodel, a modified McCallum-
Nelson model, are presented with the aim of analysing the appropriateness of
exchange rate policy between the devaluation of the British pound in Septem-
ber 1931 and the Swiss abandonment of the gold parity in September 1936;
and secondly, a modern Taylor rule model examines the impact of the central
bank’s interest rate (discount) policy.

1.2 Origins of central banking

Why is a central bank needed? Classic economic liberals of the nineteenth-
century variety made a case for free banking in which note-issuing banks
competed with each other. Such a system in practice in England before the

29
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Bank Act of 1844 and in the United States led to constant uncertainty among
users of banknotes, and to periodic panics; in Switzerland, meanwhile, the
note-issuing banks were controlled at governmental level from 1881 onwards
as to their issue, and there were few failures and no widespread panics. Swit-
zerland was for such liberals a prime example of how a well-ordered society
could do without a central bank. In terms of international linkages, under the
logic of the gold standard, there was no need for central banks, and adjust-
ment was often presented as taking place automatically.

Central banks exist to provide public goods that cannot easily be provided
by a market. In early modern Europe, market failures originated unambigu-
ously from the action of powerful, high-spending and belligerent states, and
central banks such as the Bank of England or the Swedish Riksbank had been
created largely with the intention of managing the government debt that fol-
lowed many wars. In the nineteenth century, however, with fewer wars and
less public debt, central banks were designed to complement the financial sys-
tem when there were threats to stability. In particular, the nineteenth-century
wave of central bank creation came as a response to one of two problems:
the need to stem or control financial panics, and the management of inter-
national flows. The two problems — internal stability and external adjustment —
were often connected, in that, with few impediments to capital mobility,
panics took on an international character. The Deutsche Reichsbank was
created in 1875 in the aftermath of the crash of 1873 and the US Federal
Reserve System came into being as a result of the discussion about the causes
and resolution of the panic of 1907. A common view in many countries began
to suggest that a central bank was an institution that should shelter ‘normal
business’ from the turbulence of international markets, especially in a small
economy, open to international capital and trade.

Switzerland was a prime example of a highly open economy. At the end of
the nineteenth and the beginning of the twentieth centuries, the economy
was dependent on international financial markets, especially for the financ-
ing of major infrastructure and engineering projects, such as the construc-
tion of the Gotthard rail tunnel. Most of the foreign financing was raised on
the Paris market, and Switzerland was generally viewed as an appendage of
the French markets. At the beginning of the twentieth century, Swiss com-
mercial interest rates, as well as the discount rates set by the note-issue banks,
were generally significantly higher than rates in Paris (cf. graph 1.1), and the
interest rate differential provided the motive for the inward flow of capital.
However, by the beginning of the twentieth century, some Swiss firms were
also beginning to have significant foreign earnings and to export capital.
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Graph 1.1
Spread of Swiss over French interest rate, 1893-1914
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The SNB took the place of a multiplicity of competing partly public and
partly private banks of issue. Unlike almost all the other major central banks
created during the era of high globalisation before the First World War, the
SNB’s foundation was not an immediate response to an abrupt and dramatic
financial crisis. In the middle of the nineteenth century, the Banque de France
was in effect the Swiss central bank in a financial market that was closely inte-
grated with that of France, but its position was badly shaken by the Franco-
Prussian War of 1870, when French banknotes were no longer accepted after
France suspended convertibility. Most everyday transactions were conducted
in silver and gold coins, although before 1882 a substantial number of small-
denomination (5, 10 and 20 franc) notes also circulated.

In a series of gradual and slow steps, Switzerland moved from free bank-
ing to a central bank. The free banking system in the middle of the nineteenth
century worked well, and there was only one major bank failure. However, in
the 1870s, after the withdrawal of French notes that had previously circulated,
there was a demand for greater government regulation. Until 1881, note issu-
ing by banks was unregulated at government level, but the new law on bank-
notes of 1881 restricted note issue to incorporated banks and cantonal banks,
which were now required to hold a minimum metallic reserve. They were
also obliged to accept each other’s notes, and the design and denomination of
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banknotes were standardised.! The 1881 law was an expression of a general
and growing feeling in Swiss business and political circles that the system of
multiple and only partially regulated issue banks had significant defects, in
particular that there were often shortages of currency at payment dates —
especially at Martinmas, which was still the central hiring time for agricul-
tural and casual workers, and the end of the year. In 1888, note issue tem-
porarily ceased. The constraints arose out of an insufficient flexibility in the
system, in that the issuing banks tended to issue notes up to the legal max-
imum, and were consequently unable to respond to exceptional demands for
means of payment.? These were problems of a quite traditional economy,
rather than of a modern industrialised nation, vulnerable because of its ex-
posure to the international economy.

There was also, however, an international element to the Swiss problem.
The periodic coinage shortages were exacerbated by drains of currency be-
cause of the operation of the Latin Monetary Union (LMU), of which Switzer-
land had been a member since 1865. Whenever French bills traded at a
substantial premium to Swiss bills (because of a Swiss balance of payments
deficit), a lucrative arbitrage opportunity opened up. Speculators bought sil-
ver coins, paying with Swiss banknotes, and then exported them to Paris and
drew bills which they then presented to the Swiss issuing banks, who were
obliged to buy back the exported silver. These transactions created large losses
for the banks when the major drains took place, notably in 1899, when one
major bank, the Banque de Geneve, abandoned the issue business.? By 1899,
the issue banks agreed to an arrangement to pool the costs of shipping silver
coins from France back to Switzerland. The general weakness of the Swiss
franc relative to the French franc (there was a persistent discount on the Swiss
franc) was also attributed subsequently to over-issue by the various private
and public note-issuing banks (at the end of 1906, the issue banks had issued
234 million francs of a total 244.7 million permitted under the terms of their
charters).*

A move to establish central banking took place, but only at a very slow pace.
With an alteration of art. 39 of the Federal Constitution in 1891, the Con-
federation was given the monopoly of note issue, either through a state bank
or a private “central joint stock bank under the control of the Confederation”,
but it took another sixteen years before the SNB was created. A law of 1894

Weber (1992); Neldner (2003).

Ritzmann (1973).

Zimmermann (1987), p. 38.

Kellenberger (1937); cf. also Ruoss (1992), p. 13.
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would have established the state bank, and its radical-liberal proponents
argued that such an institution corresponded to Swiss democratic tradition
more perfectly than the privately-owned central bank (the Reichsbank) of
autocratic Germany. But conservatives, economic liberals and anti-central-
ists, led by the influential pressure group, the Swiss Chamber of Commerce
and Industry (Schweizerischer Handels- und Industrieverein), opposed this
law, which was eventually defeated in a referendum in 1897. The leader of the
business pressure group then drew up an alternative proposal for a privately-
owned bank that would not allow for state socialism or the public control
of credit policy. There followed a struggle among the cantons over where the
bank should be situated and how its profits should be distributed. It was only
in 1905 that an acceptable compromise was found (under which the Bank was
to be headquartered in both Berne and Zurich), which opened the way for
the SNB to commence its activities in 1907. The dual headquarters were not
felt to be a problem in normal times, but when drastic and quick decisions
were required, as for instance at the time of the outbreak of World War I, the
institutional dualism required much telephoning and shuttling between
Berne and Zurich.®

The 1905 National Bank Act entitled the SNB to issue banknotes accord-
ing to the ‘needs of commerce’ they were in denominations of 50, 100, 500
and 1,000 francs, i.e. values far above the amounts required for normal or
everyday transactions. The SNB was (until 1914) obliged to exchange these
notes at face value for legal metallic money, which could be either gold or
silver. On the other hand, there was an asymmetry in that the SNB had no
obligation to buy gold. Gold, however, could be taken to the mint and coined
at a fee (of 15 Swiss francs per kilo), though only in the quantities set by the
mint’s capacity. In the 1920s, the mint could coin one million Swiss francs’
worth of coinage in a twenty-day period, and then required another ten days
for each million francs. Of the SNB’s note issue, 40 percent was to be covered
by a metallic reserve, which could be either gold or silver, though in practice,
the SNB held the overwhelming part of its reserves in gold. As it actually
operated, the metallic reserve ratio maintained was far higher than the legal
minimum (cf. graph 1.2). Between 1907 and 1914, the currency reserves gen-
erally fluctuated around 70 percent of banknote circulation, because the SNB’s
leadership was worried about the possibility of sudden large drains. Once the
SNB began operations, the old issue banks were to recall their notes within a
three-year period.

5 BoE, Information on SNB (1935).
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Graph 1.2
Currency reserves and note issue in Switzerland, 1907-1945
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Source: SNB (1957), tables 1 and 2.

The new bank was organised as a joint-stock company, with two-fifths of
the stock held by Swiss private individuals (this was the usual legal form
for European central banks at that time). Another two-fifths of the stock was
owned by the cantons, and one-fifth by the old note-issuing banks.

A new central bank that is supposed to serve a new definition of a public
good requires either an explicit formulation of what that public good should
be, or a high measure of political control in which there is a political process
designed to produce a view of what the public good should be. In a modern
view, the explicit definition of a good might be defined in terms of targets:
amonetary target (in the 1970s), or an inflation target (more recently). Before
the advent of such an approach to monetary policy, central banks thought
more in terms of exchange rate targets, in particular as set by some inter-
national regimes, such as the gold standard or the Bretton Woods system,
and they then needed to evolve a view of how domestic monetary arrange-
ments meshed with the externally set limits. Without a clear definition of
a goal, policy would be subjected to public scrutiny, discussion and control.

In practice, the new SNB was under substantial political supervision, with
many institutional features designed to weaken the autonomy of the Bank and
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ensure a political process of consensus formation. Its design reflected many of
the demands for political control that had characterised the institutional
debates of the 1890s. The Governing Board was appointed by the Federal
Council, rather than by the General Meeting of Shareholders, as was usual in
the case of a normal joint-stock company. The bank charter was in force for
a period of twenty years, after which it required renewal in ten-year terms.
Unlike the Bank of England, which often served explicitly or implicitly as a
role model for central banks, there was no powerful Governor, who might act
as a clear advocate of a specific concept of the Bank, and the three members of
the Governing Board took decisions by votes. The Chairman of the Govern-
ing Board was a primus inter pares, who might be pushed into the shadows
by a rhetorically or intellectually energetic colleague. In practice, there were
many contested decisions.

The Board’s members were also supervised by a forty-member Bank
Council, fifteen of whom were elected by the shareholders at the General
Meeting, and twenty-five, including a President and a Vice President, were
nominated by the government. The Bank Council then selected five members
for a Bank Committee, which exercised a closer supervision and also included
the President and Vice President of the Bank Council. Both the Bank Council
and the Bank Committee engaged in very lively and critical discussions of
policy matters, and in the 1920s, even tried to secure a representation on the
Governing Board. The first appointees were political figures: the first Presi-
dent was Johann Hirter, President of the National Council, who in the 1890s
had been one of the major advocates of the construction of a state bank, and
the Vice President, Paul Usteri, a liberal Zurich politician. Few people at this
time thought — in the conditions of decentralised Swiss political existence —
that there was any danger of a central bank giving too much credit to the
government (though in more militarist countries there were clear risks of
such a development); and the objective of the high degree of political control
was to make the SNB more independent of the banking and financial world.
On the basis of the nineteenth-century experience, the fear of an abuse of
central banks related principally to the worry that the commercial banks
would push low-quality or speculative bills on the central bank. It was only in
the twentieth century that the abuse of central banks became more a function
of public finance, in response to the economics of modern warfare as well as
to rising pressures for increased social expenditure.
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1.3 Doctrine

The concept of a public good, or in other words the policy framework of
the SNB, was based on two pillars: the real bills doctrine and the gold stand-
ard. In this, the SNB shared a common mental world with the other major
central banks of the period, the Bank of England, the Banque de France,
the Reichsbank and the even younger Federal Reserve System.

The real bills doctrine evolved from banking and central banking practice
in England in the nineteenth century. It was argued that commercial banks
should lend only on the collateral of short-term commercial bills, issued to
finance inventories, crops to be harvested, accounts receivable or goods in
transit. The standard form evolved as the three-month or ninety-day bill,
which covered the time of the shipping of goods across the Atlantic. These
bills were self-liquidating in that they referred to a specific transaction, which
would be completed at a specified date. Bills issued for other purposes, where
there was no automatic liquidation on payment, were speculative, and should
not form a part of a bank’s bill portfolio.

The central bank’s task was to supply liquidity to its member banks. It did
this by discounting the self-liquidating commercial bills. Banknotes could
be issued against a metallic reserve, but also on the security of short-term
commercial bills. The central bank should not, however, provide credit to
finance purchases of equities or government paper. If a central bank were
to discount speculative or non-commercial bills (so-called finance bills or
Finanzwechsel), the result would be asset price inflation, leading first to over-
all inflation, which would then inevitably end in a deflation as the corrective
of the international adjustment mechanism of the gold standard took effect.
The price rise would lead to a trade deficit and an outflow of gold, and thus a
reduction in the money supply.® Discounting government bills would also
generate inflation.

The real bills doctrine was spelt out in its clearest form in the writings
of the British ‘Banking School’, and was well expressed by Walter Bagehot in
his classic Lombard Street, as well as by the Scottish banker John Rae. In the
German literature, it formed the basis of the view of finance presented by
Adoph Wagner and Walther Lotz.” In the debates in the United States of
the Aldrich Commission, which led to the creation of the Federal Reserve
System, the function of the central bank was to accommodate the legitimate
‘needs of trade’.

6  Meltzer (2004), chapter 4.
7 Wagner (1866); Lotz (1881, 1976).
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The ideals of the real bills theorists diverged considerably from banking
reality in many countries, where a great deal of lending was speculative. In
the Swiss discussion of the late nineteenth century, the advocates of a mono-
poly bank also had a particular discipline for their institution in mind:
in their view, which drew on the foreign discussion, a central bank should
only discount genuinely commercial bills. The vice of nineteenth-century
finance, and of the issue banks in particular, lay in the debit notes that banks
took as the basis for their note issue: thus only one-third of the portfolios of
the issue banks consisted of commercial bills, and two-thirds of finance
bills.® A modern approach required a way of discriminating against specula-
tive paper.

Like the Bank of England or Reichsbank and the US Federal Reserve
System, the SNB thus based its monetary approach on the real bills doctrine.
The principles as set out by the Bank’s first Chairman, Heinrich Kundert
(previously director of the Zurich Cantonal Bank), explicitly forbade the
discounting of financial paper: “The totality of purely commercial bills in a
country represents the maximum of circulating money that it can require,
and the note issue needs to be set according to this norm. If the National Bank
is to establish a healthy circulation, it must exclude from its discount all so-
called finance bills, as well as bills that can be prolonged at maturity.”® In the
1920s, as the SNB returned to a gold parity, it very proudly insisted on this
part of the doctrine, which distinguished it from the inflationary and irre-
sponsible Reichsbank: the SNB was not a credit bank.!® Kundert’s principles
were repeated in a major document of January 1924, which again set out the
basis of the SNB’s discount policy. Again, it emphasised that the Bank should
not discount either bills that did not relate to any trade operation or domestic
or foreign finance bills. Otherwise, the SNB would “be giving cheap credit to
the issuers of such bills, and would promote inflation, as well as running the
risk of not being able to hold down the discount rate for bills from commer-
cial, industrial and agricultural circles”.!! By this time, however, the doctrine
was very controversial, and some Swiss bankers tried to argue that there was
simply not enough genuinely commercial paper in Switzerland for the SNB to
be able to operate central banking on the lines followed by Britain or France.
One stated in a letter to the Bank Committee: “Switzerland has no large
international trade of the kind found in centres such as London, New York,

8  Kundert (1907), p.18; SNB (1932), p.17.

9  Kundert (1907), p. 17.

10 Usteri: SNB, Minutes of the Governing Board (1924), 20/21 November, no. 930.
11 SNB, Discount policy (1924).
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Le Havre, Antwerp, Rotterdam or Hamburg, and which produces commercial
paper in great quantities. Purely commercial paper, as demanded by Kundert
before the SNB began its activities as the only desirable security for note issue
is only available in limited quantities in Switzerland.”!? Bills represented a
declining share of the SNB’s assets. In practice, as a consequence of the criti-
cism, the SNB retreated from its attempt at a strict application of the ban on
finance bills.

The second pillar of early twentieth-century central banking was the gold
standard. According to its rules, central banks had the major objective of
maintaining convertibility, and would use discount rate changes and other
policy instruments for this purpose. They were supposed to react to reduc-
tions in their gold reserve ratios by increasing discount rates, and conversely
to lower rates when the reserve ratio rose. It was believed that such gold stand-
ard adherence would complement the real bills doctrine, since any excess
central bank credit would lead to falling interest rates and rising price levels
of goods and assets, and these would produce self-correcting gold outflows
to correct trade deficits (on the goods account) or capital account deficits
(for assets). The opposite set of forces would work in the case of a deficiency
of credit. Thus, under normal circumstances for an open economy with
mobile capital, an expansionary economy (such as that of Switzerland before
the First World War) would be accompanied by a rising current account def-
icit and gold or metallic money outflows, and the appropriate monetary pol-
icy reaction was to raise the discount rate. This would both depress aggregate
demand and discourage capital outflows.!?

Before 1914, the question of what would happen to the real bills doctrine
in the absence of a gold standard was a hypothetical question for the central
banks of the advanced economies. Adherence to the real bills doctrine in the
years after 1914 produced massive policy failures in many countries: notably
the hyperinflation in Germany, in which the central bank continually justi-
fied its actions in terms of the real bills doctrine; and the great monetary con-
traction in the US. In the 1930s and 1940s, the real bills doctrine was heavily
criticised by Jacob Viner, Melchior Palyi* and Lloyd Mints,'* among others,
for inducing a procyclical monetary policy. During the upswing of the busi-
ness cycle, banks would turn to the central bank’s discount window and, as a
consequence, could extend bank credit to their customers. This in turn would

12 SNB, Sarasin to Usteri (1924), p. 2.
13 Bordo (1984).

14 Palyi (1934).

15 Mints (1945).
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lower interest rates, raise the money supply and stimulate production, which
would generate more commercial bills for rediscount. Also, with rising prices,
the nominal value of the discounts would climb, leading to further increases
in money supply and price levels. Similarly, an economic downturn would be
exacerbated by the contraction of bank lending, and by the reduction in the
stock of commercial bills.

The real bills doctrine was revived in 1982 by Thomas Sargent and Neil
Wallace. They identified it with laissez-faire in banking and a Pareto optimal
distribution of reserves. David Laidler then countered with the reminder
that it also led to an unstable price level, and could produce both inflations
and deflations, both predicated on an interpretation of the ‘needs of com-
merce’.'

The potential for conflict between internal balance (as posited in the real
bills doctrine) and external balance (as required in the operation of the gold
standard) in an open economy with mobile capital that had been made fam-
ous by Robert Mundell, was recognised earlier by Gottfried von Haberler.!”
When faced with both a gold outflow and a decline in domestic activity, if the
central bank were to accommodate the domestic economy by expanding its
credit and lowering its discount rate, it would exacerbate the gold outflow.
If it tightened policy to encourage capital inflow and reverse the gold drain,
it would depress the economy. This problem faced many central banks in the
interwar period. The Bank of England, as a result of taking the second option,
lost credibility on the markets in the summer of 1931 and was forced to aban-
don the gold parity. According to Milton Friedman and Anna Schwartz,
the Federal Reserve greatly accelerated the US economic collapse by sharply
raising its discount rate in reaction to gold outflows after the British devalu-
ation of September 1931.'8 Switzerland was faced in the first half of the 1930s
by a threat of outflows.

1.4 Policy instruments

According to the prevailing doctrine of the early twentieth century, the
main tool for central bank policy with which to achieve both the external and
internal objectives was the discount rate. Increasingly, however, the use of
the discount rate was subject to limitations: first, for political reasons, because
it was believed that imposing costs on the domestic economy for the sake of

16 Sargent and Wallace (1982); Laidler (1984).
17 Bordo and James (2002).
18 Friedman and Schwartz (1963).
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external balance was politically unacceptable. It might be thought that the
more political control to which a central bank was subject, the more it would
be unlikely to be able to use this policy tool freely. In consequence, in the
1920s, the major advocates of central banks as policymakers such as the
British Governor Montagu Norman, repeatedly claimed that central banks
should be independent. A second limitation was a technical one: supposing
the domestic bill market was not big enough for the central bank to make its
rates effective? In Switzerland, this was the problem discussed above of the
insufficient volume of commercial bills.

The British practitioners of the art of central banking therefore developed
a second policy instrument: the open market purchase and sale of securities
(usually short-dated government paper). Purchases would inject additional
liquidity, while sales would withdraw funds from the market.! In the 1920s,
the Federal Reserve System began to use open market transactions as a way of
controlling the market. But, as British observers repeatedly noted, the SNB
was not in a position to undertake such operations. It was only in World War
IT that the SNB really began to use purchases of government securities as a
way of regulating the money market, although it had already acquired a sub-
stantial volume of government securities during the First World War.

If the first two policy instruments were problematic, a third might be
used: the central bank could act through the purchase or sale of gold or
foreign exchange. This could be and was used primarily as a way of meeting
external objectives, but such foreign currency transactions also had impli-
cations for the domestic policy stance: purchases would increase the money
supply, and sales would reduce the available liquidity.

A further alternative, developed by the Federal Reserve in the interwar
period, and widely used by central banks after the Second World War, was to
change the reserve requirements for banks. But in the framing of the SNB,
as of most European central banks, there was no provision at the outset for a
compulsory reserve requirement on the part of banks (indeed most countries
had no hard legal definition of what a bank was).

One way of describing the story of the SNB’s policy actions over its first
forty years is as a shift away from the use of the discount tool. The conse-
quence was that foreign exchange operations acquired more prominence. The
reason for this development lay primarily in the growing sensitivity to the
political implications of discount rate changes. Kundert explained in his pro-
grammatic brochure intended as a guide to the operation of the new institu-

19 Sayers (1957).
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tion: “The discount rate is the true regulator of the currency in circulation.”?
The ‘rules of the game’ involved a raise in the discount rate as a response to
reserve losses, or to pressure on the exchange rate. Before the First World War,
it was changed relatively frequently: twenty-two times between June 1907 and
June 1914, with increases always falling between August and November in a
strongly seasonal pattern. The first year of the SNB’s operation, 1907, was a
highly dramatic one, with a combination of currency and banking turmoil
that seemed like a dress rehearsal for the catastrophes of the interwar Great
Depression. In October 1907, the Bank of England raised its rate to 5.5 per-
cent, and then in early November to 6 and then 7 percent; and the Reichsbank
had to go even further, with its official rate rising from 5.5 percent in April
to 6.5 percent at the end of October and then to 7.5 percent at the beginning
of November. By contrast, the SNB’s raising of the discount rate to 4.5 percent
in June, then to 5 in August and 5.5 in November looks relatively tame. If the
goal of a central bank were, as contemporaries increasingly understood it, to
isolate the domestic economy from international disturbance or fluctuations,
the SNB seemed to have passed a difficult test very successfully in its first year
of operation. While in neighbouring Germany and Italy, sharp financial cri-
ses were followed by commercial and manufacturing difficulties, Switzerland
escaped the panic of 1907 largely unaffected. The difference between Swiss
and French interest rates fell sharply after 1907, reducing Swiss borrowing
costs (cf. graph 1.1).

At the first ordinary General Meeting of the SNB, which did not take place
until 1909, the President of the Bank Council, Hirter, explained the main task
of the SNB as follows: “To regulate the monetary circulation in the country
and to facilitate payments.”? During the First World War, however, in line
with the new political requirements, he set a very different tone. While in
peace, the task of the SNB had been “to meet the needs of trade and industry,
facilitate payments and support the currency”, in wartime (in which Switzer-
land’s traditional export markets had collapsed), the main task was to “sup-
port work” and “create jobs”.?? Upon the outbreak of war, the Governing
Board had rejected the idea of creating a Darlehenskasse (a lending institution
of the type created at the same time in Germany to meet the needs of war
finance by lending on the security of war bonds); but at the same time, Hirter
had argued that if the SNB rejected the plan, it should be prepared to take the

20 Kundert (1907), p. 10.
21 SNB, Minutes of the General Meeting of Shareholders (1909), 24 April.
22 SNB, Minutes of the General Meeting of Shareholders (1916), 15 April.
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same action itself, and in the end, the SNB had to accept the idea of the Dar-
lehenskasse.> Within months of the outbreak of World War I, the SNB was
referring to itself as a ‘war bank’, whose major task lay in the discounting of
federal treasury bills as well as bills of the federal railways. Its Governing
Board wrote to the Swiss government: “The SNB is the war bank of the state
just as much as is the Reichsbank or the Banque de France.”?* There was a
general agreement that this activity reflected the political and military emer-
gency and that there should be as rapid a return as possible to the old peace-
time policies, in which the SNB should not act as a lending bank.

The rediscounting at the SNB of these public sector bills (Reskriptionen)
accounted for 32 percent of the SNB’s portfolio at the end of 1914, 53 percent
in 1915, 67 percent in 1916, and 71 percent in 1917; but by the end of 1918,
it had been reduced to 55 percent, with the intention of moving back to the
peacetime regime.

In the course of the First World War in Switzerland, there were growing
signs of inflation, and general price levels at the end of the War were more
than double those at the beginning. Price increases were first mentioned in
discussions in the SNB’s Governing Board in September 1915, and by early
1917, the Bank was concerned about the “abnormal proportions” of the infla-
tion.?> But no one believed that the institution could do anything about the
new threat.

In the eyes of the SNB, the inflation was principally caused by the in-
creased price of the most important imports to Switzerland, which demanded
an increase in the note issue.?* (The Reichsbank took exactly the same ap-
proach, and argued that inflation followed from the German balance of pay-
ments deficit).?” Import prices indeed rose significantly higher than Swiss
wholesale or retail prices. There was little indication that inflation was associ-
ated with the rise in the note issue (which rose from an average of 335 million
Swiss francs in 1914 to 733 million in 1918), or to the issue of notes against
government bills (Reskriptionen) used by the government to pay for its de-

23 SNB, Minutes of the Governing Board (1914), 25 August, no. 870.

24 SNB, Minutes of the Governing Board (1914), 15 October, no. 1112.

25 SNB, Minutes of the Governing Board (1917), 10 May, no.344; Ruoss (1992), p. 100.

26 Hirter: “Es darf eher die Konsequenz gezogen werden, dass die héheren Preise eine
vermehrte Zirkulation notwendig machten.” Cf. SNB, Minutes of the Governing Board
(1916), 15 December, no.889. Also Burckhardt: “Den wesentlichsten Teil der Steigerung des
Notenumlaufs erfordert die fortschreitende Preissteigerung der wichtigsten Importartikel
der Schweiz.” Cf. SNB, Minutes of the General Meeting of Shareholders (1918), 6 April.
This view was also taken in the two first commemorative publications (Festschriften)
of the SNB. Cf. SNB (1932), pp. 136 et seq.; SNB (1957), p. 101.

27 Holtfrerich (1986).
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fence needs in a precarious security situation. The SNB had taken in 58 mil-
lion francs by the end of 1914 and 312 million by the end of 1918, so that it
could be argued that the Reskriptionen accounted for the major part of the
increased note issue. The discussion, both during and after World War I, was
further complicated by the realisation that a large number of Swiss banknotes
circulated in foreign countries and hence did not really form part of the Swiss
money supply as normally understood. By the early 1920s, the banknote
circulation abroad was estimated by both the SNB and the Reichsbank, which
was acutely interested in this problem, as 200-250 million Swiss francs
(or about a quarter of the total note issue of over 1,000 million francs). In add-
ition, around 100 million francs in notes were estimated to have been hoarded
in Switzerland.?®

There was another possible cause of inflation, namely the SNB’s purchase
of gold with Swiss banknotes, which increased the volume of money in circu-
lation. The SNB indeed acknowledged that the inflation was a consequence of
its gold policy, in particular of the large purchases of gold, especially from
Germany and its allies (cf. chapter 1.7). Principally on these grounds, at the
end of 1916, as the price problem really seemed to be getting out of control,
the Governing Board appealed for a halt to the gold purchases.?” The devel-
opment was closely paralleled by that in the United States: US reserves by
1918 had risen by 88 percent from the levels of 1914, while the equivalent in-
crease in Switzerland was 104 percent. There was inflation in both countries —
19 percent in the US in 1918, and 25 percent in Switzerland.3°

A full-scale controversy about the appropriate action of central banks had
developed, and the SNB took its actions in the full glare of a public debate
that it sought to intervene in and influence. In Switzerland, what might be
termed a proto-monetarist position was taken by the Free Economic League
(Freiwirtschaftsbund), which blamed the SNB for monetary expansion and
thus for the wartime inflation. The adherents of the League were generally
regarded as economic illiterates from a simple rural background. Essentially,
the same case was made powerfully in a series of articles in the Bund news-
paper written by its economics editor, a lecturer in Berne named Eduard
Kellenberger, in the spring of 1918, and the SNB embarrassed itself when one
of its employees anonymously penned a less-than-convincing refutation in
the Neue Ziircher Zeitung3' Kellenberger was to become one of the major

28 SNB, Minutes of the Bank Council (1924), 19 January, p. 39.

29 SNB, Minutes of the Governing Board (1916), 15 December, no. 889.
30 Meltzer (2004), pp. 83, 91.

31 SNB, Minutes of the Governing Board (1918), 17 June, no. 465.
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monetary theorists of interwar Switzerland. After 1919, the same critics held
the SNB responsible for the deflation.

The Free Economic League in the 1920s referred to ideas of John M.
Keynes, Gustav Cassel and Irving Fisher about an index currency managed
with a goal of price stability. The SNB and its defenders made the same point
over and over again: that there was no single price development, since eco-
nomic advance was characterised by shifts in relative prices. Price behaviour
differed markedly across a variegated and diversified Swiss economy. In add-
ition, as the Chairman of the Governing Board, Gottlieb Bachmann, pointed
out in a long presentation to the General Meeting in 1928, an index currency
would produce exchange rate fluctuations, which would lead to difficulties
for countries such as Switzerland with a high trade ratio and a high level of
foreign investments.? The SNB’s view actually denied that a central bank
could affect the price level. As the Secretary of the US Treasury, Andrew
W. Mellon, put this core element of the central bank’s belief system: “Neither
the Federal Reserve System nor any other central bank can control prices.”*
According to this account, the task of a central bank could not include the
limiting of inflation. Again, a very similar debate developed in the similar
circumstances of the United States. In 1926, a bill was introduced in Congress
laying out a goal of the Federal Reserve System as being price stability,
but it was opposed vigorously by the Federal Reserve, whose leading figure,
Benjamin Strong, believed that it was a cover for agricultural interests, or a
mandate “to fix up the matter of farm prices”.>*

During the interwar period, because the classical tools of central bank
policy (discount policy) became more restricted in their use, the emphasis
shifted increasingly to foreign exchange operations.

1.5 Currency policy

SNB officials believed that their institution represented a substantial ad-
vance in currency and exchange rate policy in comparison to the old system
of note-issue banks. In particular, since the issue banks issued currency up to
a high proportion (80—90 percent) of their contingent, they found that in the
autumn, when the Swiss domestic market was especially tight, they had no
reserves, and Paris bills and cheques were consequently traded at a substan-
tial discount for cash or gold or silver.

32 SNB, Minutes of the General Meeting of Shareholders (1928), 3 March.
33 Bachmann: SNB, Minutes of the General Meeting of Shareholders (1928), 3 March.
34 Meltzer (2004), p. 184.
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The major initial advantage of the SNB over the previous regime of the
issue banks lay in its ability to regularise the silver market, and thus avoid
periodic droughts in which the silver coins that were the necessary basis for
everyday transactions disappeared.

Unlike most gold standard era central banks, the National Bank Act did
not provide for a definition of the currency in terms of a specific weight of
gold. Instead, with the currency reforms of 1850-1852, the Swiss franc was
defined as identical to the French franc, which had originally been defined in
terms of a silver weight, and only later added gold coins. In the 1860s and
1870s, Swiss coins circulated with those of the other members of the LMU. As
of 1878, however, when the coinage of the largest silver coin, the five-franc
piece, was suspended, the LMU countries were on a de facto gold standard, and
the smaller silver coins (half, one and two francs) circulated as token coins.?

1.5.1 Political risks

The discount policy did not rigidly follow the gold standard ‘rules of
the game’, in that alterations in the discount rate did not simply correspond
to reserve changes. The SNB also used a variety of gold devices to regulate the
flow of precious metal, including interest-free loans to gold importers, and it
intervened in the gold market through purchases abroad, mostly from other
central banks. At other moments, such as in the spring of 1908 or September
1911 (during the financial panic set off as a result of diplomatic tension be-
tween France and Germany over Morocco) or late 1912 (amid a Balkan cri-
sis), it sold gold either in Switzerland or abroad in order to strengthen the
Swiss franc and obviate the need for a higher discount rate. The big risks to
markets in the second decade of the twentieth century came from political
crises, and the expectation that if there were to be a major European conflict,
gold convertibility would be suspended, as it had been during the French Revo-
lutionary and Napoleonic wars. As the economic historian Knut Borchardt
observed, “no central bank in the pre-war period believed peace was inevit-
able, and every bank realised that currency could be used as a political tool”.3¢

Upon the outbreak of the First World War in 1914, the Swiss government
indeed suspended gold convertibility and a forced exchange rate (Zwangskurs)
imposed the now inconvertible banknotes as legal tender (and gave permis-
sion for the issue of small-denomination notes). On 28 July 1914, the SNB

35 Redish (2000), pp. 173, 191, 201. The French law of 1803 establishing the franc germinal
stated: “Five grams of silver, 90% fine, constitutes the monetary unit and is named the franc.”
Cf. also Halbeisen and Miiller (1998).

36 Borchardt (1976), p.49.
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announced that it had agreed to break off commercial relations with any firm
engaging in a ‘speculative’ export of metallic money abroad; but at the same
meeting of the Governing Board there was a consensus that an official ban
on exports would be counterproductive and would increase the losses of

reserves.’

1.5.2 Return to gold

With the end of World War I, the SNB followed a fairly restrictive dis-
count policy. In October 1918, it raised rates by a full percentage point, to
5.5 percent (at which time it had the highest discount rate of any central bank).
It was presumably acting because of its sensitivity to the accusation that it
had been inflationary during the War as well as to the commission which
was established in March 1919 by the Federal Department of Finance (FDF)
to revise the National Bank Act, and which also contained a representative
of the Free Money Movement.*® In addition, it was heavily and continually
criticised by the Head of the FDF, Federal Councillor Jean-Marie Musy. The
effect on the SNB of a high degree of political vulnerability — in addition to
strong political representation on the Bank Council and Bank Committee,
there was an imminent debate about the renewal of the National Bank Act —
made the SNB accept that it had to respond to a proto-monetarist theory in
which it did not believe. An obvious instrument for taking the political pres-
sure off the Bank was to make the return to a fixed exchange rate regime as
quickly as possible. But this required some institutional innovation, as the
basis of the old fixed exchange rate regime in Switzerland had been the LMU
and its ‘limping gold standard’, and the LMU had been destroyed by the War
and by high rates of inflation in France and Italy. The central reference cur-
rency now became the dollar: at the beginning of the War, the Swiss franc had
depreciated relative to the US dollar, but the dollar fell sharply with the entry
of the United States into the War (April 1917) (cf. graph 1.3).

For most of the world, the interwar economic trauma started with mis-
guided monetary policies in the early 1920s. For Germany (and much of cen-
tral Europe), the outcome was hyperinflation; for France until 1926, an un-
controlled inflation. Inflation in these cases was seen as a dramatic attempt
to buy off labour unrest with government deficits and (nominal) wage rises.
For the United Kingdom and the United States, however, where there was less
of arevolutionary threat, the idea of returning to pre-war certainties prompted

37 SNB, Minutes of the Governing Board (1914), 28 July, no. 691.
38 Ruoss 1992, p. 126.
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Graph 1.3
Swiss franc/dollar exchange rate, 1914-1925
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a drastic fiscal stabilisation and a monetary tightening that led to a severe re-
cession in 1920/1921. Switzerland escaped both of these extremes, and a ver-
dict on the management of the SNB’s policy in the early 1920s was positive.
Was this by chance, or the result of good policy, or a legacy of the policy les-
son that sharp changes in the discount rate were politically as well as eco-
nomically bad? In part, the benign nature of Swiss policy at the time resulted
from an easier fiscal situation, in that there was not the large and potentially
inflationary overhang of government debt that the belligerents of the War
faced. But the social situation in Switzerland was very tense, with a general
strike in November 1918 that some saw as the beginning of a civil war.

The SNB quickly reduced the volume of government bills (Reskriptionen)
in its portfolio. It avoided the spikes in interest rates that both the Bank of
England and the Federal Reserve System used to break post-war inflation,
and in fact, in August 1919, the discount rate was reduced to 5 percent and
there were further cuts in 1921 and 1922, so that by August 1922, the dis-
count rate was 3 percent. There was a very rapid price deflation, with the con-
sumer price index (CPI) falling 10.6 percent in 1921 and 18.2 percent in 1922,
and an intense downturn, with a steeper decline in real gross domestic prod-
uct (GDP) than in the Great Depression a decade later (=5.6 percent in 1921,
+1.6 percent in 1922, contrasting with —2.5 percent in 1931 and —2.8 percent
in 1932). The level of unemployment (58,000 in 1921 and 67,000 in 1922,
or 3.1 and 3.5 percent of the Swiss workforce) was not exceeded until 1933.
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This collapse was substantially less severe than that in the UK or the US,
where the wholesale price index fell from 1920 to 1921 by 37 percent, indus-
trial production by 23 percent, real GDP by 20 percent, and unemployment
reached 12 percent of the workforce in 1921.%

During the period of interest rate reductions between 1919 and 1921, the
Swiss franc again weakened against the dollar, but strengthened in 1922 and
approached the pre-war (gold standard) parity. There was a new weakness in
1923, but then in 1924 a substantial recovery of the Swiss franc, in part follow-
ing a big US bond issue for the Confederation, and in part following gold sales
by the SNB.40

By this time, it was clear that the SNB was looking for a way of returning
to a fixed exchange rate regime, while Musy was criticising the Bank for not
making this move earlier. At the end of 1924, the Governing Board concluded
that “A favourable balance of payments and a healthy state of public finances
are the best guarantee for the stability of the national currency.”*! In conse-
quence, the SNB agreed to intervene to keep the dollar rate stable, while not
making any formal declaration about a new or renewed adhesion to gold. The
SNB thus anticipated the general move to currency stabilisation, which was
cemented when the British pound returned to its pre-war parity of 4.86 US
dollars in April 1925. From 1924, the SNB was, in effect, following a managed
and fixed exchange regime with a dollar target. It was only in 1929 that the
legal basis for a true gold standard was established, with a new National Bank
Act, in which the Swiss franc was defined for the first time in terms of a speci-
fied weight of gold. Switzerland, like most other countries returning to a no-
tional gold standard in the 1920s, avoided a large circulation of gold coins,
and there were stern warnings from the outside that — as Governor Norman
of the Bank of England put it — the mass circulation of metallic money “would
truly be a very retrograde step”.*? The 1929 transition to a formal gold stand-
ard made little difference in policy terms, and was probably necessitated more
by the thought that if Switzerland were to be a leading member of the new
Bank for International Settlements (BIS) — whose headquarters the Swiss
government hoped would be located in a Swiss city — the SNB should be
aligned with the practice of the other major European central banks and
follow the principles of a gold exchange standard.*

39 Meltzer (2004), pp. 109-111.

40 SNB, Minutes of the Governing Board (1924), 23 September, no.772.
41 SNB, Minutes of the Governing Board (1924), 12 December, no.981.
42 BoE, Norman to Bachmann (1929).

43 SNB (1932), p.253.
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1.5.3 Central bank cooperation and the gold exchange standard

In the early 1920s, there was substantial and public pressure on the SNB
from the government. One way central banks in the 1920s tried to escape such
pressure was by emphasising the desirability of central bank cooperation.
Montagu Norman explained that “external help” could allow a central bank
to strengthen its position and “‘nag’ its own Government even in public”.**
Some of the members of the Governing Board found Norman’s vision very
attractive and explained the need for international monetary cooperation;
but they were repeatedly reined back by discussions in the Bank Committee
and the Bank Council. In particular, cooperation to Norman, and his ad-
mirers, seemed more necessary than ever because of the altered character of
the international monetary system, the reduced volume of gold and the sub-
stitution of key currencies for gold in reserve holdings, in the system known
as the gold exchange standard.

In 1928, SNB Chairman Bachmann called the gold exchange standard
“a currency manipulated on the basis of gold through currencies fixed to
gold”.* It contained a major element of risk, should the commitment of any
of the issuers of reserve currencies to the gold standard waver. At the begin-
ning of 1931, Bachmann explained to the Bank Committee that “against its
will”,%¢ the SNB had built up a substantial foreign exchange portfolio, but it
would try to reduce it. The proportion of reserves held in foreign exchange
had in fact increased from 14.0 percent in 1923 to 33.1 percent at the end of
1930. SNB’s Governing Board member Ernst Weber, in charge of Department
[T (Banking Operations), was already pointing to the nervousness in “English
financial circles”.*” By mid-July 1931, with Germany paralysed by a financial
and banking crisis, the SNB contemplated no longer buying sterling “without
limit”.#® On 20 August, the Bank of England sold 332,000 pounds’ worth of
gold to the SNB for sterling, and on 7 September, the SNB authorised the sale
of another 500,000 pounds sterling. In correspondence and discussions with
the Bank of England, the SNB was somewhat sheepish about its sales of sterling
and argued that the major sales of sterling came from the private sector and
that the SNB was “practically the only buyer in the market”.#* In fact, the SNB
successfully and mostly discreetly reduced its sterling holdings. With the final

44 Quoted in James (2001), p. 36.

45 SNB, Minutes of the General Meeting of Shareholders (1928), 3 March.
46 SNB, Minutes of the Bank Committee (1931), 22 January, p. 19.

47 SNB, Minutes of the Bank Committee (1931), 22 January, p. 30.

48 SNB, Minutes of the Governing Board (1931), 15 July, no. 587.

49 BoE, Conversation with Dr Weber (1931).
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sales, the Chairman of the SNB even wrote to the Governor of the Bank of
England in a letter that presumably only arrived after the British devaluation,
justifying sterling sales by the need “to satisfy gold requirements in this coun-
try” and adding the cynical phrase: “I suppose that in doing so we are further-
ing a close cooperation between central banks.”*® The result was that when the
Bank of England finally took the pound off gold, on 21 September, the SNB
had only a trivial share of its reserves in sterling (unlike the Dutch central
bank, which made very heavy losses). Soon after the denouement of the British
crisis, the Governing Board of the SNB issued instructions for the sale of
US dollars,* since the dollar was the next most obvious target for a specula-
tive attack. At the beginning of October, the SNB also agreed to sell part of
its French franc reserves.>? In the course of 1931, the SNB had gone back from
a gold exchange standard to what was, in effect, the classic gold standard.>
At the beginning of that fateful September, Bachmann reassured the Bank
Council that “the SNB is perhaps the central bank that has given most atten-
tion to the increase of its gold reserve”.>* The proportion of reserves held in
foreign exchange fell to 4.4 percent by the end of 1931 (cf. graph 1.2).

1.5.4 The controversy over devaluation

Together with France and the Netherlands, Switzerland stayed on the gold
exchange standard longer than any other European country, even though the
price of staying on gold was becoming increasingly high. By 1936, it formed
part of an isolated ‘gold bloc’, along with France and the Netherlands. Other
countries followed different paths: when Britain left the gold standard in
September 1931, its example was followed by many countries in the British
Empire and by some Scandinavian and Latin American countries. From the
summer of 1931, Germany and other central European countries (notably
Austria and Hungary) imposed increasingly extensive exchange controls that
violated the convertibility assumption of the gold standard regime. The
United States left the gold standard in April 1933, and was followed by some
Latin American countries. The key difference between the gold bloc and other
economies lies in the recovery dynamics, and the fact that output and pro-
duction stagnated during the 1930s (cf. graph 1.4).

50 BoE, Bachmann to Siepmann (1931).

51 SNB, Minutes of the Governing Board (1931), 5 October, no. 807; 8 October, no. 819.
52 SNB, Minutes of the Governing Board (1931), 8 October, no. 819.

53 SNB, Krise, Wirtschaft und Banken (1932).

54 SNB, Minutes of the Bank Committee (1931), 4/5 September, p.218.

55 This section is based on research in collaboration with Thomas Helbling of the IMF.
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Graph 1.4

Real GDP in the 1930s
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The policy of maintaining the gold parity was not made by the SNB,

though the SNB was apparently part of the policy consensus that insisted on

the maintenance of the gold parity. A great deal of modern academic litera-

ture tries to explain why Switzerland (and the other gold bloc countries,

France and the Netherlands) remained on the gold standard until the bitter

end.>® Can the policy preference be explained in terms of the interest of the

financial sector in Switzerland, an argument originally made by analogy to

Britain, where the City and its interests had driven the return to gold at an

over-valued parity in the mid-1920s?5” More recently, the explanations have

shifted more to the realm of ideas, to the power of gold standard orthodoxy,>®

or to the allegedly ‘mythical” quality of the strong Swiss franc.>

Trade arguments dominated most of the public discussion on exchange

rate policy in Switzerland during the Great Depression, but were compli-

cated by commercial policies very different to those of the classic adjust-
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ment debates of the gold standard era: in particular, the existence of high
trade protection levels, quota systems and widespread exchange control
complicated the assessment of trade consequences of currency changes. The
economic price of maintaining the increasingly over-valued franc rate at
the time was thought to lie in the effect on demand of the high price of Swiss
exports, which may have cost Swiss jobs. Curiously, however, the largest and
most powerful Swiss exporters at the time — pharmaceutical and chemical
companies such as CIBA, engineering firms such as BBC and Sulzer, and
textile machinery firms such as Rieter, as well as the highly influential busi-
ness pressure group, Vorort — very publicly expressed their hostility towards
devaluation.®® In part, they argued that a parity change would only increase
the cost of imported goods and raw materials, since important trading part-
ners were in the gold bloc (in the West), or were subject to exchange controls
(in central Europe). Higher imported food prices might lead to higher wage
demands. Some considerations about the character of Swiss export markets
also weighed powerfully. The great Swiss exporters did not deal in price
sensitive staple products, but rather in specialised exports where demand
was quite price inelastic. Moreover, from 1931, trade with central Europe
was bilateralised, with clearing agreements concluded for twelve countries
that had imposed exchange controls, notably Germany. In these adminis-
tered clearing agreements with artificially set exchange rates, a Swiss parity
change relative to gold would have had little impact on trade volumes. Thus
paradoxically, the interests that might have been expected to demand a
different policy from the government clearly and unambiguously supported
the status quo, and argued that a devaluation might have contractionary
rather than expansionary consequences. Only relatively few businessmen
were prepared to argue, even in private, the obvious case that Swiss business
interests would benefit from a “manipulated currency”.®!

The effect of the Depression on Switzerland’s trade performance was
clearly visible. The merchandise trade deficit widened both in nominal and
real terms between 1930 and 1933, and then corrected as Swiss exports began
to recover, with the economic recovery in the United States and other coun-
tries (cf. graph 1.5). In the structure and direction of trade, there was an
asymmetry between exports and imports. While most exports were manu-
factures, imports were largely food and raw materials. Using the pre-crisis
period of 1925-1929 as a base, the gold bloc countries were particularly

60 Miiller (2002).
61 Halbeisen (2005), looking at Saurer (Arbon).
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Graph 1.5
Switzerland's foreign trade performance
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1 From 1907 to 1946: a happy childhood or a troubled adolescence?

important as sources of imports, while the sterling bloc and the rest of the
world were relatively more important as export destinations. In the crisis
period of 1930-1935, nominal exports to both the sterling and dollar bloc
countries suffered, and nominal imports suffered less. Some caution is re-
quired, as nominal trade developments can mask volume developments be-
cause of price effects, and it is thus important to examine the volume of trade
as well. In volume terms, imports from gold bloc countries (some of which,
such as France, had imposed extensive trade quotas) and Germany (whose

currency appreciated in real terms against the Swiss franc) suffered, while im-

ports from the sterling bloc, the dollar bloc and the rest of the world remained

robust (cf. graphs 1.6 and 1.7).

There were substantial net foreign exchange flows, reflecting both service
exports (notablyinsurance) and major capitalinflows (cf. chapter 1.6). Through-
out the 1930s, there was a large difference between changes in reserves (gold
and foreign exchange) and the merchandise trade balance, which remained
consistently in deficit in the 1930s (cf. graph 1.8). Switzerland’s adherence to
the gold peg while its major trading partners devalued or applied currency con-
trols was clearly reflected in bilateral real exchange rates. Against the pound
sterling and US dollar, the real rate rose; it also increased against the French
franc because of the more pronounced price deflation in France (cf. graph 1.9).

To examine policy alternatives using econometric estimates, a two-stage
strategy is used.®? The first is a policy simulation with a modified McCallum-
Nelson model (a simple small open economy macromodel).®* The model incor-
porates a specie-flow monetary adjustment channel, unlike modern versions of
the model where interest rate rules typically define the nominal anchor. Policy
simulations are then conducted with a more extended macromodel with cap-
ital flows and the banking sector. The model is also extended to incorporate
trade with several partners, with partner country variables taken as given.

In a second step, the model was solved for alternative policy scenarios. In
particular, two counterfactual devaluation scenarios were explored.

— Sterling scenario: In this scenario, it was assumed that the Swiss National
Bank unexpectedly switched from a gold peg to a peg against sterling
after the UK went off gold. For the sake of simplicity, it was assumed that
the Swiss franc/sterling rate remained at its average 1931 level until 1938.
Exchange rates against the other currencies (the French franc, German
mark and US dollar) were calculated using current cross-rates.

62 Cf. Appendix I, which draws on work done together with Thomas Helbling of the IMF.
63 McCallum and Nelson (2001).
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Graph 1.6
Switzerland's trade structure, 1925-1929
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Graph 1.7
Switzerland's trade structure, 1934-1935
Annual averages, in percent of total
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Graph 1.8
Merchandise trade balance and change in reserves
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— Dollar scenario: In this scenario, it was assumed that the Swiss Na-
tional Bank unexpectedly switched from a gold peg to a peg against the
dollar after the US went off gold. For the sake of simplicity, it was as-
sumed that the Swiss franc/dollar rate remained at its average 1932
level until 1938. Exchange rates against the other currencies (the French
franc, German mark and pound sterling) were calculated using current
cross-rates.

A basic assumption underlying the counterfactual simulations is that the
change in policy regime was unexpected and that the new regime was per-
ceived as credible/durable by agents in the private sector. The counterfactual
devaluation scenarios clearly suggest that an earlier devaluation would have
stimulated output relative to the actual path (cf. graph 1.10) and brought
about an earlier turnaround from deflation to inflation (the graphs show
price level deviations, not inflation). The peg to the pound would have allevi-
ated the downturn in economic activity. The peg to the dollar would have
been procyclical in the sense of amplifying the recovery owing to the turn-
around in the United States in 1933.

Switzerland benefited from substantial net inflows of foreign exchange
and gold. Some of these flows must have been capital flows. An earlier de-
valuation may have adversely affected such flows. Assuming that the Swiss
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Graph 1.9
Bilateral real exchange rates

Swiss franc per unit of foreign currency; based on wholesale price indexes
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National Bank had refrained from sterilised foreign exchange interventions,
a reduction in capital flows would have reduced the benefits of an earlier
devaluation through the specie-flow mechanism. Smaller net inflows would
have reduced the increase in money supply, which would have led to higher
interest rates. The latter would have had a dampening effect on domestic
demand.

Building on graph 1.10, graph 1.11 now includes the results of a dollar peg
counterfactual simulation, where net gold and foreign exchange inflows
would have been reduced by 50 percent from 1933. The results show that the
devaluation benefits would have been smaller, but still substantial.

Robustness analysis suggests that only a combination of very low export
demand price elasticities and very adverse effects on foreign exchange/gold
inflows would have reduced the benefits of an earlier devaluation on output to
the extent that such a policy choice would have been counterproductive.

There is actually little evidence, either contemporary or subsequent, that
would suggest a catastrophic impact on Switzerland or its banking system of
financial flows resulting from a change in the exchange rate regime. Recent
literature on the gold standard and its costs examines the effect of the gold
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Graph 1.10
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Graph 1.11
Counterfactual simulations with estimated export and import demand elasticities
and with an adverse capital flow shock
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standard and financial sector stability.®* The financial effects of the gold
standard did mark Switzerland, but they were much less commented on at the
time than the trade issues — in large part because any degree of public discus-
sion about the instability of the Swiss banking sector might have caused panic
and a general crisis of confidence. Staying on the gold standard at first gener-
ated very significant capital inflows (so-called ‘hot money’), but at the same
time also the potential for future attacks should the possibility of outflows
emerge. Possible returns or outflows of flight capital posed a double threat:
to the banks that held the deposits, but also to the SNB, which would be
required to make the conversions from francs into foreign exchange. Initially,
the most obvious course for dealing with this problem at the SNB was to deny
absolutely that there would be any parity change. Indeed, immediately after
the sterling crisis in September 1931, the Swiss franc looked relatively secure,
and the major speculative attacks against the remaining gold standard coun-
tries affected the US and France. But it became increasingly clear that the
flood of short-term deposits that had moved into the Swiss financial system
during the crisis years was not necessarily tied to Switzerland, and that an
outflow would weaken both the banking system and the currency, or in other
words provoke exactly the same combination of banking and currency crisis
that had brought down central Europe in 1931. The outflow might originate
in security or Europe-wide political worries, but of course it might also be set
off by worries about the stability and credibility of Swiss policy. Policymakers
were aware of the bind they were in: the situation was becoming increasingly
fragile, but any action they might undertake bore the risk of being destabilis-
ing rather than stability-promoting.

Soon after the British crisis, an internal SNB document spelt out the logic
of resisting any pressure to devalue. Devaluation would increase the cost of
imports and lead to a general rise in prices. Switzerland as “a country of ren-
tiers would suffer untold damage. This damage would not be made good by
improved employment in industry, insomuch as that might occur.”®®

In view of the policy bind, however, the position of the SNB shifted quite
significantly over the course of the next five years in the battle to defend
the franc; and the extent of the vulnerability of the Swiss banking system be-
came clearer. Policymakers were restricted, however, in that a change in pol-
icy might have been desirable in order to avoid a crisis, but on the other hand,
could not be justified and explained politically except in crisis circumstances.

64 Bernanke and James (1991).
65 SNB, Krise, Wirtschaft und Banken (1932).
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Thus Switzerland — like the Netherlands — remained on gold until there was
an obvious ‘crisis’, generating exceptional politics and exceptional opportun-
ities in the aftermath of the French Popular Front’s victory in 1936.

The issue of the currency regime became highly politicised in Switzerland,
as elsewhere in Europe. In particular, it was caught up in the Swiss Krisen-
initiative: the referendum pushed by the trade unions and the socialist party
for an expansionary work creation programme which might be expected
to touch off uncertainty about the franc, but which was rejected in a vote on
2 June 1935. The defeat of the Kriseninitiative was indeed followed by a stop-
ping of the speculative pressure against the Swiss franc. A significant number
of Swiss economists pleaded for a more expansive credit policy: in particular
Eugen Bohler of the Swiss Federal Institute of Technology (ETH) Zurich and
Paul Keller (St Gallen) presented an account of policies against the Depres-
sion which they held might offer “a positive programme for Switzerland”.
They examined the arguments for and against devaluation and presented
evidence of favourable macroeconomic outcomes in countries that had left
the gold standard earlier in the 1930s, although they stopped short of a direct
recommendation for Switzerland.*®® But even a policy of credit expansion
might have raised the question of the sustainability of the fixed exchange rate.
The SNB was hesitant in the face of these demands and argued that a credit
expansion would only produce an illusory boom.®” Until the Kriseninitiative
failed, the left did not want to touch the devaluation issue, but afterwards it
became a plausible policy option.

Some critics of official policy went beyond the demand for credit expan-
sion and saw an alteration of the exchange rate as a possible policy tool. This
position was supported by some manufacturers, particularly in export in-
dustries that might gain markets as a result of increased competitiveness fol-
lowing devaluation. It may also have had the support of some parts of the
financial community concerned about financial stability issues. Interests
that might have been expected to benefit from a currency depreciation were
remarkably quiet. In part, this was because they were protected from loss
by other measures, as a result of extensive lobbying and pressure in Swiss
Parliament. Farmers, who in many countries (notably the United States) were
a powerful pressure group for devaluation, were shielded by protective quotas
and tariffs. Hoteliers, whose products might have become more attractive with
a devaluation, managed to have clauses inserted in the Clearing Agreements

66 Bohler and Keller (1935); Allgoewer (2003), chapter 7.
67 SNB, Minutes of the Bank Committee (1936), 4 February, p. 66.
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concluded after 1934 with Germany that allowed a priority of transfers for
tourism purposes over financial claims. In 1934, exporters were given a state
risk guarantee. The government presented its whole negotiating strategy in
the bilateral arrangements that became an increasingly prominent mech-
anism for regulating international payments, as ‘labour has priority over
capital’ (Arbeit geht vor Kapital).%® Also, notional interest groups had possi-
bly conflicting perceptions of their own positions, so that, for example, work-
ers in manufacturing, who might have been beneficiaries from a recovery in
exports, worried about the security of their savings in the event of a depre-
ciation.

No supporter of an alteration of the exchange rate wanted to make the
case very publicly, for fear of being accused of national betrayal. Former
Federal Councillor Edmund Schulthess, the president of the newly created
Federal Banking Commission, was particulary outspoken about the desir-
ability of a parity change, since he thought it impossible to maintain the old
exchange rate. Until he resigned from the government in the spring of 1935,
he had been a strong proponent of adjusting prices and costs in Switzerland
to the world level, a downward correction of some 20 percent, if necessary by
administrative action. But, when out of government, he saw the hopelessness
of this course and was now bitterly attacked as an exponent of “devaluation
propaganda”.®® Similarly, in the management of the SNB, Paul Rossy, the
Deputy Head of Department II, who had been seconded to government ser-
vice, was forced out of the Bank in October 1935 for being too sympathetic to
the idea of a devaluation.”

The main argument made by the SNB shifted to the idea that a devalu-
ation would be a breach of property rights. In April 1936, in a letter addressed
to the Federal Department of Economic Affairs, the SNB’s Governing Board
explained that “The currency is a means of the economy, but not a means for
economic policy as it is the standard by which all economic goods are valued.
[...] Not only the short-term contract, but an order that spans decades must
be protected from arbitrary changes to the standard of value. The state would
be the first to suffer from the abandonment of the principles of good faith.”7!

The SNB actually took an increasingly ambiguous approach to the devalu-
ation issue. In public, it presented itself as the unflinching defender of ortho-
doxy and of the old exchange rate. In late 1935, it agreed to participate in a

68 Frech (2001), pp. 74 et seq.

69 SNB, Minutes of the Bank Committee (1936), 22 July, p.272.

70 BoE, SNB presidency (1937). Rossy rejoined the SNB in 1937 as Vice Chairman.
71 SNB to Federal Department of Economic Affairs (1936).
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press service organised by the Swiss central office for the promotion of trade
(Schweizerische Zentrale fiir Handelsforderung) in order to push opinion pieces
in newspapers on the money and capital markets, but above all on exchange
rate issues.’> At the same time, the Banque de France engaged in a massive
and costly propaganda campaign to drum up support for the gold standard.
In private, however, the SNB’s leading officials were quite sceptical, particu-
larly because they did not believe that the government had the political nerve
to implement the fiscal deflation that would be needed to convince the mar-
kets that Switzerland really intended to stay on gold.

Internally, the Governing Board was divided. Chairman Bachmann con-
sistently opposed a change of policy. But in April 1936, Vice Chairman Charles
Schnyder von Wartensee produced a note for the Governing Board in which
he explained that “Swiss circles in Paris, London and New York believe that
Switzerland, with its high standard of living and its democratic form of
government, which blocks quick and positive action, will not be able to with-
stand the general pressure.”” By May, after a political crisis in France, the
Governing Board discussed a likely devaluation of the French franc, which
would turn the speculative pressure onto Switzerland. Deflation in France
and other countries had produced a “radicalisation of the masses”.”* At this
point, an internal paper in the SNB argued that it might be possible to con-
sider the US dollar, the Dutch guilder and the Belgian franc as ‘gold curren-
cies’ (Golddevisen) that might be used in calculating the gold cover ratio of
SNB notes and in making payments in gold.”

The SNB also told other central banks it would be likely to follow France.
The Bank of England was informed by Vice Chairman Schnyder that if France
devalued, “they would certainly devalue, and that as to method and measure
the Government would be guided mainly by the National Bank”.”® The only
disagreements concerned the rate at which the new value should be fixed:
while Ernst Weber, the Head of the SNB’s Department I1I, wanted a 40 per-
cent devaluation whatever France did, Schnyder argued that the Swiss should
follow the French course.”” On 2 June 1936, the Governing Board met a dele-
gation of the federal government (Finanzdelegation) in a dramatic session;
and wrote in the aftermath of the meeting that because of the power of the

72 SNB, Minutes of the Governing Board (1935), 8 October, no.919.
73 SNB, Note from Charles Schnyder (1936).

74 SNB, Minutes of the Governing Board (1936), 7/8 May, no.451.
75 SNB, France’s departure from gold standard (1935).

76 BoE, Conversation with Schnyder (1936).

77 Ibid.
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economic interests, it had become clear that the government could not act
decisively in imposing fiscal deflation. In its letter, the Governing Board made
it clear that the SNB would continue to defend the franc, but also pointed out
that its defence would primarily be to the advantage of “those circles who use
the gold reserve of the SNB to convert francs into foreign exchange, and at the
expense of those who are faithful to the national currency”.”®

The outcome of the meeting on 2 June was a decree on the protection of
the national currency (19 June 1936), imposing penalties for speculation
against the Swiss franc; but like most such decrees in the 1930s, it failed to
have much effect, and indeed probably only increased the nervousness of de-
positors in and outside Switzerland. Such measures could easily be interpreted
as a sign that a devaluation was imminent.

In June 1936, an internal document presented a sort of balance sheet of
the pros and cons of devaluation. The alteration of the franc parity might be
expected to produce “an end of hoarding, the repatriation of capital invested
abroad and in foreign securities, greater fluidity of the capital market, a re-
vival of export industry, and an adjustment to foreign economic conditions”.
But there would be dangers: “uncertainty of economic and financial develop-
ments. Disadvantaging creditors to the advantage of debtors, a partial destruc-
tion of savings, a general rise in prices, fights to raise wages, a radicalisation
of the political development, and a breakdown of morale.””®

By the end of September, a major speculative attack developed against the
French franc. Given the past record of the shift of speculation from one coun-
try to another, it was clear that if there were to be a French devaluation, there
would immediately be enormous pressure on the remaining gold standard
countries, i.e. the Netherlands and Switzerland. The Bank Council met on
Friday, 25 September, but did almost nothing. In fact, the Governing Board
tried to prevent as much as possible any discussion of the exchange rate issue,
because precisely this discussion was being conducted by the FDF. On Thurs-
day, 24 September, Bachmann had been summoned to a meeting in the FDF,
attended also by the French Economics Minister Charles Spinasse, who had
flown to Basel from Paris and announced that, on Friday, the French govern-
ment would accept a motion to devalue the French franc by around 30 per-
cent. On the Friday morning, the SNB’s Governing Board voted to maintain
the Swiss currency despite the French devaluation. On Saturday, at a meeting
of the Federal Council, Bachmann again insisted on his opposition to any

78 SNB to Federal Council (1936).
79 SNB, Devaluation issues (1936).
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devaluation of the franc, but when asked whether he was confident enough
to exclude the possibility of being forced into a later devaluation should the
current parity be maintained, he was unable to give this positive reply. With
that, the Swiss government agreed to a devaluation of the Swiss franc, arguing
that the Swiss economy could not bear a further maintenance of the old ex-
change rate. The decree established new bands within which the Swiss franc
could move (with the franc being valued at between 190 and 215 milligrams
of fine gold), rather than determining a new parity.’° Bachmann, however,
reported to the Bank of England that he had been consistent in his opposition
to devaluation.®!

The devaluation was followed by a rapid recovery of the Swiss financial
system. Indeed, already at the Bank Council meeting of 28 September, which
considered the devaluation, Governing Board member Ernst Weber reported
that the big banks had said that the decision was correct.3? The share prices of
the major banks rose very rapidly (and more rapidly than other Swiss share
prices, which also rebounded after the devaluation): in the month after the
devaluation, the share price of Swiss Bank Corporation increased by 50 per-
cent, that of Credit Suisse by 43 percent and that of Union Bank of Switzerland
by 47 percent.®® The general manager of Swiss Bank Corporation even wrote
to a leading British financial official that “there is no doubt that the Federal
Council took the right course in joining the movement for a monetary rea-
lignment with the leading currencies”.?

The devaluation of 1936 was accompanied by an international attempt at
stabilisation, the Tripartite Agreement of France, Great Britain and the United
States, which in some ways prefigured the Bretton Woods regime. The US
government then approached Belgium and Switzerland to ask whether they
would be prepared to give corresponding declarations on currency stability,
and the SNB’s Governing Board agreed that such a declaration would be in
the interest of the “maintenance of the currency”. At the same time, the Board
argued that a precondition for such an agreement would be a fixed gold pur-
chase and sale price, and agreed on a sale price of 4,973.92 Swiss francs per
kilogram and a purchase price of 4,869.80 francs per kilogram.% The govern-
ment then issued a directive to the SNB, requiring the maintenance of an

80 Cf. account by Bachmann given to the Bank Committee, SNB, Minutes of the Bank
Committee (1936), 28 September, pp. 366 et seq., especially p.371.

81 BoE, Conversation with Pfenninger (1936).

82 SNB, Minutes of the Bank Committee (1936), 28 September, p.374.

83 Bebié (1939); Heer (1937); Perrenoud et al. (2002).

84 BoE, Golay to Niemeyer (1936).

85 SNB, Minutes of the Governing Board (1936), 22 October, no. 1135.
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exchange rate with a gold value of the Swiss franc of 205 milligrams (or 4,878
francs per kilogram of fine gold). For Switzerland, there were major uncer-
tainties, because the Tripartite Agreement stated that the parities could be
abrogated at twenty-four hours’ notice. Above all, the French franc continued
to be very unstable. When there was a new French devaluation, in July 1937,
the SNB began to think in quite new ways about the currency, and even made
the argument that fixed exchange rates were undesirable for the moment
and that a floating was preferable. The Governing Board wrote to the Swiss
government: “Neither from an economic nor a psychological viewpoint is
there a link at this time between the Swiss and the French currency that
might justify, as in September 1936, a similar currency policy in both coun-
tries. A revision of our currency constitution would only be possible if the
economically decisive states, England and the United States, were to reach an
agreement on a new orientation of their currencies.”® The gold peg con-
tinued to be the key to currency stability, while Switzerland believed that it
would be better not to have fixed rates relative to other currencies in the
absence of a gold linkage. The Swiss debate had moved substantively from the
nineteenth-century view, according to which the key to monetary policy lay
in the adoption of the standard of neighbours and trade partners, and which
obliged Switzerland to follow the French franc, to a view in which stability
had a value. That stability could best be achieved with a firm link to a pre-
cious metal.

Institutionally, the SNB was engulfed in a polemic about who owned the
profit that resulted from the upward valuation of gold in terms of Swiss francs,
and how it should be spent. An initial calculation revalued the gold reserve
by 35 percent, yielding a profit of 538 million Swiss francs. This was initially
used to form a fund (Wahrungsausgleichfonds) to manage exchange interven-
tions, analogous to the British Exchange Equalisation Account of 1932 or the
American Exchange Stabilization Fund of 1934. However, unlike the British
or American versions, which were controlled by the government and marked
a shift away from the central banking philosophy of the 1920s, the Swiss fund
remained under the control of the SNB. But it was wound up when the War
led to high expenditure, and in 1940, 325 million Swiss francs was paid out to
the Confederation and 150 million to the cantons. In order to give the SNB
some base for continuing exchange interventions, the gold reserve was then
revalued on 3 June 1940 by a further 6.4 percent, producing a notional add-
ition to the SNB’s reserve of 100.9 million francs. This was eventually used to

86 SNB to Federal Department of Finance and Customs (1937).
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pay 100 million francs as part of the Swiss payments to the United States
following the Washington Agreement (cf. chapter 2.2.3).%

1.6 International capital flows

The discussion of the gold standard and its increasing vulnerability in the
1930s because of ‘hot money’ flows showed how a major vulnerability of the
Swiss financial system had emerged.

During the First World War, Switzerland had developed rapidly as a neu-
tral intermediary, and then in the 1920 appeared as an island of stability in
awild sea of currency inflation and depreciation. In addition, a lack of trans-
parency in corporate ownership and control meant that Swiss financial in-
stitutions offered attractions as part of a chain of holdings. In consequence,
German and other central European corporations and individuals saw Swiss
banks and their affiliates as ways of lending money back to themselves, with
some tax advantages. Switzerland thus had a role as a secure tax haven. In the
immediate aftermath of the First World War, wartime inflows were reversed
in 1919 and 1920, and the SNB worried about the destabilising effect of the
outflows. In July 1920, representatives of the commercial and cantonal banks,
as well as the SNB, met to discuss the situation of the capital market. In par-
ticular, the difficulties of the mortgage banks and the outflow of funds led
to a demand for a limitation of capital movements. In a subsequent discus-
sion in the Governing Board of the SNB, the three members of the Board
agreed that the SNB should not oppose a closure of Swiss markets for foreign
sales of securities.®®

In the 1920s, and above all in the 1930s, substantial international capital
flows reacted to short-term political and economic as well as military insecur-
ity. Switzerland, as a neutral country with major financial institutions, was
inevitably at the centre of many such transactions, as was the United States,
which, after 1934, became the increasingly favoured destination of European
capital flight. Such capital movements responded to expectations concerning
exchange rate changes, and also frequently reflected political instability.

The outflows of the early 1920s from Switzerland were soon replaced by
new inflows, in response to the inflations and currency turbulence of central
Europe. By 1924, with the franc practically stabilised, the SNB was much less
concerned, and now argued that “one should not reproach the banks too
much for their foreign activity, as these are legitimate deals that arise from
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the inability of the banks to use their resources profitably at home”.?* The
worries remained, in that large inflows of short-term money might well be
subject to sudden reversals. In 1930, a private Swiss banker told a representa-
tive of the Bank of England that he would be afraid if he knew how much
foreign (presumably French and German) money was flowing into Switzer-
land.”® The SNB tried to establish an informal system of control through a
gentlemen’s agreement with the banks in 1927 (which was believed to be
modelled on the Bank of England’s informal concertation of City banks), but
nothing came of the initiative.”® Occasionally, it tried to get other central
banks to act to limit flows from Switzerland. For instance, in mid-1933, the
SNB’s Chairman asked the Bank of England to stop Nestlé buying gold in
London, but received a very frosty reply: “If you were empowered by legisla-
tion, as we are, to require a return to be made to the Central Bank, would you
not be able to deal with the position at your end.”® The SNB gradually shifted
its position to a recognition that capital mobility formed an integral element
in the Swiss economy. Unlike other central banks, it did not participate in the
attempt of the 1930s to shut down international capital markets and impose
controls in order to create a ‘closed-off national economy’.

In the currency turmoil of the early 1930s, Switzerland had attracted new
inflows, but there was a realistic fear that these hot money flows might be
reversed. Other countries had been the victims of such inflows, followed by
outflows which damaged financial sector stability: US banks lost deposits
internationally between September 1931 and April 1933, when the gold con-
vertibility of the dollar was suspended; and from April 1933, French banks
lost deposits (much of these funds initially went to Switzerland). Some of the
largest flows into Switzerland came out of France at the time of the fascist
demonstrations of 1934 and the formation of the Popular Front government
of 1936. An examination of flows into the United States and of flows from
Switzerland to the US shows peaks above all during the political and eco-
nomic crises of France (in September 1936, November 1936, February 1937),
but also smaller spikes coinciding with political crises in Germany (the Ger-
man pogrom of November 1938; the invasion of Czechoslovakia in March
1939).% By 1937, the Swiss banks estimated that 6,650 million Swiss francs in
foreign deposits had been placed in Switzerland, while the SNB gave a much
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higher figure of 16,000 million francs.** Some portion of this might be ex-
pected to be repatriated. After April 1933, there was some speculation against
the Swiss franc, and again between February and April 1934 after the stabil-
isation of the US dollar. In 1935, the speculation again turned against the
Swiss franc, and in the first five months of 1935, the SNB lost 744 million
francs in gold reserves. While Switzerland remained part of the gold bloc, the
SNB suffered a steady erosion of its reserves (cf. graph 1.2); after depreciation,
however, the Swiss franc was rarely exposed to speculative attacks.

During outflows, banks were vulnerable, as speculators against the franc
would withdraw franc deposits. The link between central bank reserve losses
and bank vulnerability was quite widely commented on at the time. The Aus-
trian economist Gottfried von Haberler noted in 1937: “Banks with which
foreign balances are deposited regard them as ‘bad’ or ‘hot’ money, and will
not re-lend more than a relatively small proportion of them. If the banks are
incautious, the central bank will probably realise that the increase in its gold
reserve occasioned by the influx of foreign funds is liable to disappear at short
notice, and will refrain from expanding central bank money accordingly.”®

The official response was initially a provision in the 1934 Banking Act
requiring banks to declare credits of over twelve months’ duration and over
10 million Swiss francs to the SNB (i.e. encouraging banks to keep their assets
liquid); and then a gentlemen’s agreement (June 1935), in which banks pledged
that they would not engage in ‘speculative’ movements. They were supposed
to stop forward exchange transactions and gold transactions with the public.
But it was soon obvious that these non-binding agreements were being grossly
violated, and that the SNB was not very effective in keeping itself informed
about the state of the financial sector.”® In March 1936, the federal govern-
ment voted to create a commission managed by the Statistical Office to exam-
ine problems of the balance of payments, and the SNB was given the task of
investigating capital movements by the banks; but it took two years to secure
bank cooperation, which even then was only partial, in that the banks did not
release information about their bank custody accounts.”’

Many bankers were worried that the government would impose some form
of capital control. In July 1935, the Genevan banker Albert Pictet accompan-
ied representatives of Vorort, the major Swiss business interest group (today’s
economiesuisse), to see the Economics Minister, Federal Councillor Hermann
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Obrecht, and to state that “a control, in any form whatsoever, of foreign
exchange, would be disastrous for the Swiss economy”. Obrecht replied that
he had studied the situation and also arrived at the conclusion that “controls
would be the ruin of the Swiss franc”.*® The bankers were correspondingly
reassured. In June 1936, the government issued a (predictably futile) order
(Bundesratsbeschluss) providing for penalties for speculation against the franc.
In November 1937, the SNB concluded a new gentlemen’s agreement with the
banks, according to which foreign sight deposits in Swiss banks were not to
bear interest and were to be converted into deposits with three months’ notice,
and fixed deposits under six months had a one percent commission imposed.
After 1937, there were no major inflows in peacetime, and the June 1939 esti-
mates for foreign money in Switzerland are lower than those of 1937.% At the
same time, the SNB substantially built up its gold reserves.

1.7 Gold purchases and sales

Switzerland had no organised gold market analogous to London, but there
were hundreds of bankers, dealers and jewellers who traded in precious met-
als. One of the goals of establishing the SNB had been to centralise the mar-
ket, in order to stop price fluctuations of precious metals affecting the circu-
lating currency.

During World War I, the SNB was worried about a loss of gold reserves
and tried to restrict the export of gold coins. In March 1915, a government
decree forbade the sale of LMU coins at a premium to their face value, and in
1918, the prohibition on the export of coins was extended to all coins. The
SNB was also worried about the export of gold to Turkey and Germany in the
form of sales of heavy jewellery. It also bought a substantial quantity of gold
from both France and Germany, with most of the purchases occurring in
1916. Between 1914 and 1918, Switzerland imported large amounts of coins,
168.9 million Swiss francs from Germany and 63.8 million from Austria-
Hungary, as well as 31.4 million from France and 7.6 million from Italy.!%
The SNB’s reserves rose from 212 million francs in 1914 to 432 million in
1918, and the metallic coverage of the Swiss note issue rose to around 80 per-
cent, or double the legal minimum cover ratio.

The purchases raised political questions, as well as issues relating to mon-
etary stability. In early 1916, the Swiss Foreign Minister, Federal Councillor
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Arthur Hoffmann, warned the SNB against buying dollars in Germany, as
“the intensification of the economic war against Germany is likely and the
neutrals will be forced to reduce or give up their trade with the central
powers”.!%" A report by Department I1I of the SNB in late 1916 urged caution
in regard to purchases of gold from the belligerents since “in the difficult
times at the end of the War and the commencement of peace, a big stock of
metal would immobilise Swiss resources”. The report concluded: “We are in
the position to say to both sides that we have taken as much monetary metal
as we can, but that we could not do any more.” The SNB’s Governing Board
consequently suggested to the government a ban on the import of gold and
silver (as the Scandinavian countries had already implemented). Significant
amounts of coins came to Switzerland from wartime Germany, often bearing
obvious traces of violent transfer. In 1918, the Federal Postal Administration
issued a notice that: “From henceforth the Federal Administration will refuse
to buy five-franc pieces of Belgian, Italian or French origin that are either
blackened by fire and smoke or stained with blood. [...] The owners of such
coins will have to clean them.”1%

The same sort of polemic as had been conducted by the proto-monetarist
‘Free Money’ theorists in the First World War appeared in the Second World
War, and as in the previous conflict, the criticism clearly nettled the SNB’s
leadership. In July 1941, for instance, an anonymously produced newspaper
for postal employees wrote about “the inflationary monetary policy of our
National Bank”, and the article and its authorship were discussed by the
SNB’s Governing Board.!%4

Consequently, when the SNB again engaged in purchases of gold, it tried to
present them as being stabilising or anti-inflationary in the sense that the pur-
chases added to the metallic reserve. The argument had some additional weight
in that a substantial part of the SNB’s reserves were blocked in the US. Yet fun-
damentally, of course, the argument was a specious one: the gold purchases put
more Swiss francs in circulation, and hence contributed to inflationary pres-
sure. By this time, however, the SNB had become very sensitive to the charge of
following an inflationary course, and it tried to use gold and the maintenance
of a fixed exchange rate regime to defuse criticism about inflation.

The gold transactions of the First World War never became controversial
after the War, even though there may have been legal problems with some of
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the gold shipped by Germany, in particular Belgian five-franc LMU coins.
By contrast, the gold dealings of the SNB in World War II were controversial
from the start.

During the Second World War, the Reichsbank sold gold worth 244 mil-
lion Swiss francs to Swiss commercial banks, and another 1,231.1 million to
the SNB. This amounts to almost four-fifths of German gold sales abroad
during the War.!%® At the same time, the SNB also bought large amounts of
gold from the Allies (668.6 million Swiss francs from the UK and 1,528.7 mil-
lion francs from the US, as well as a comparatively small sum from Canada):
this gold formed part of the stock blocked abroad. These transactions were
used to buy Swiss products, but also to have Swiss francs for use in Europe,
for intelligence and military purposes. The gold purchases reflected a strong
demand for Swiss francs on the part of the Allies as well as the Axis powers.
The monetary effect of gold purchases, both from the Allies and from Ger-
many, was inflationary (in that it added to the notes in circulation), although
part of the additional francs placed on the market were held abroad by foreign
central banks, notably the Bank of Portugal, as reserves. However, at this
time, analysts (including those of the SNB) did not see inflation as primarily
a problem of monetary aggregates. Other aspects of Swiss official dealings
with Germany — especially the substantial clearing credits (amounting to
1 billion Swiss francs by 1944) — also contributed to inflationary pressures in
Switzerland.

The inflationary consequences of gold purchases by the SNB, from both
the Allies and the Axis powers, were in part counteracted by a sterilising
operation (a new type of operation that had been neither contemplated nor
practised in the First World War), in which the Swiss Confederation bought
gold from the central bank, and thus mopped up the additional money put
into circulation by the SNB. In addition, the SNB undertook other measures
aimed at preventing the inflationary expansion of the money supply. Above
all, it tried to restrict the exchange of dollars for francs by concluding a con-
vention with the commercial banks on 24 September 1941, which separated
the exchange market at the gold parity rate (‘commercial dollars’) from a
‘financial dollar’ rate, in which the dollar would be traded freely at a deep
discount. Quotas were applied to Swiss exports sold for commercial dollars;
in addition, the commercial rate was applied to payments for Swiss diplomatic
services and for humanitarian purposes (cf. chapter 2.2.2). In trying to stem
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the sales of dollars, the SNB took some tough measures. In particular, from
April 1942 to November 1943, it refused to buy the dollars that Jewish organ-
isations in the US wished to use for refugee assistance, and in November 1943,
only agreed to make the purchases at the market price, which was substan-
tially below the ‘commercial’ rate. %

In order to stop losses of its domestically held gold reserves, the SNB
attempted to centralise the gold market in October 1941. At this point, the
SNB considered, but rejected, the imposition of exchange control. Instead,
it asked the Reichsbank to deal with the SNB, and not with the commercial
banks. After this, the commercial banks bought no more German gold in
Switzerland, although they continued to engage in smaller-scale transactions
abroad. A further tightening of regulation in the Swiss gold market came in
December 1942, when the Swiss government established maximum prices on
gold coins and bars, and thus restricted the opportunities for banks to profit
from the sharp rise in the gold price. In addition, the SNB’s permission was
henceforth required for the import or export of gold (cf. chapter 2.2.2).

From an early stage, the SNB was well aware of the political dimension of
the question. Already in October 1940, the SNB’s Governing Board was aware
of US newspaper complaints that Switzerland was helping the Axis powers,
and discussed the question of Allied countermeasures with the government
(Politisches Departement). At this time, the SNB argued that the US had im-
posed no block on German or Italian accounts and, as a result, could hardly
object to Swiss transactions with the Reichsbank. At the same time, the trans-
actions appeared to offer some protection from German attack. In November
1940, SNB Chairman Ernst Weber, passed on a letter from the Swedish chief
economist of the BIS, Per Jacobsson, to Federal Councillor Ernst Wetter, in
which Jacobsson spoke of Reichsbank Vice President Emil Puhl’s view that
the convertibility of the Swiss franc “constitutes a reason for leaving Switzer-
land free”. At this stage, it appears that one of the motives underlying the
SNB’s strategy was a view that the Swiss financial market offered a means
of dissuasion or deterrence to German thinking about a military operation
against Switzerland: by providing financial services, Switzerland could buy
freedom from attack.

The major problem of the SNB’s transactions with wartime Germany lies
in the doubtful character of the legal title of the Reichsbank to a large part of
the gold. The quantity of gold sold substantially exceeded Germany’s pre-war
gold holdings. The Reichsbank’s published figure for reserves on the eve of
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the war was only 124 million Swiss francs, though informed observers real-
ised that the figures were substantially higher. There was an additional 358
million francs in hidden reserves (so-called stille Reserven), and the Reichs-
bank had acquired the gold of the Austrian and Czech national banks either
just before or in the immediate aftermath of the invasion of those countries
by Germany. A realistic estimate of the gold held by the Reichsbank (includ-
ing the stock of Austrian and Czech origin) in September 1939 is around
1,125 million Swiss francs, in other words, substantially lower than the sales
to Switzerland.

During the Second World War, Germany bought some gold (mostly from
the Soviet Union), but this was not the major source of supply. Purely on
arithmetical grounds, without any detailed investigation of the trajectory of
particular amounts of precious metals, some part of the gold sold during the
War could only have been acquired as a consequence of the expropriation of
central bank holdings, especially from Belgium, the Netherlands and Luxem-
bourg. The Reichsbank also derived its wartime gold from the looting and
expropriation of individuals: the Four Year Plan authorities, which supervised
draconian exchange and currency controls, took gold worth 311 million Swiss
francs. Gold plundered from individual victims of the Holocaust in Eastern
Europe and delivered to the Reichsbank as 76 separate deliveries directed by
SS-Hauptsturmbannfiihrer, Bruno Melmer, totalled 2,577 kilograms fine weight
(worth 12.5 million Swiss francs); 119 kilograms fine of this amount was sold
to the SNB in the form of bars.

At the same time, in the second half of 1940, as Jacobsson, Weber and
Wetter were contemplating the political implications of gold transactions,
the SNB received the first indications that gold was being taken in occupied
countries from individuals as well as from the national banks. Evidence that
German gold had been stolen was later presented in Swiss newspapers (in
particular in an article in the Neue Ziircher Zeitung of August 1942).27 In the
account presented by the SNB to the Federal Council on 16 May 1946, how-
ever, it claimed that only in January 1943 had Allied warnings stated that
gold sold by Germany to the neutrals might be stolen (this was in fact wrong,
for there had been earlier, less official, warnings). The most explicit evidence
of all, with details of the long saga of the story of the National Bank of
Belgium’s gold reserves, was presented by the Governor of the Banque de
France, Yves de Boisanger, in the summer of 1943, in which he warned that
stolen Belgian gold had been taken to Berlin and was being used in inter-
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national transactions. De Boisanger had in fact been centrally involved in the
transfer of the Belgian gold to Berlin: the gold had been entrusted to France
at the outbreak of the War, had been shipped from Bordeaux to Dakar, and
then taken across the Sahara back to France. The previous Governor of the
Banque de France had refused to release it to the Germans without Belgian
consent; he was dismissed by the Vichy government and the more complai-
sant de Boisanger was appointed in his place.

The warnings of 1943 prompted a new round of discussions between the
Governing Board of the SNB and the political authorities, and especially in
the supervisory body for the SNB, the Bank Committee (in meetings on 22/23
July and 26/27 August 1943). In the Bank Committee meetings, there was a
strongly expressed difference of opinion between Chairman Ernst Weber,
who argued that the gold standard adherence required purchases of gold from
other countries, and the President of the Bank Council and the Bank Com-
mittee, Gottlieb Bachmann, who had been Weber’s predecessor as Chairman
of the SNB from 1925 to 1939. Bachmann emphasised the political dimension
of the question, and explained that, during World War I, Sweden and the
Netherlands had refused gold purchases on the technical grounds that they
would lead to excessive credit creation.

Weber, however, took a very different stance. He explained to the Bank
Committee that: “We cannot believe that in taking the Reichsbank’s gold we
are doing anything wrong. Instead, we are of the opinion that we may take up
gold from Germany in the same quantities as previously in order to satisfy
their demands for Swiss francs. An alternative approach could be equivalent
to a confession that we had done something wrong.”1% In the course of the
debate in the Bank Council, one member of the Governing Board stated that
the Bank had not been informed that Germans had stolen gold and that inter-
national law permitted occupying authorities to requisition gold. Weber’s
approach was based on a fear of incurring a liability to restitute stolen prop-
erty. By the summer of 1943, when the incontrovertible evidence of German
theft (and the scale of the transactions) seemed clearly to indicate that the
Bank had already bought illegitimate gold, the major rationale of the SNB for
continuing the problematic gold transactions appeared to be that breaking
off the transactions, or even demanding a formal German assurance of the
non-stolen character of the gold bought, would cast into doubt the ‘good
faith’ of the SNB, and lay the Bank open to post-war claims from those who
had lost gold, on the basis of the Swiss Civil Code (arts. 2, 3, 714 and 934 Swiss
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Civil Code (CC): the articles that provided the legal basis also of the post-war
restitution law). The repeated assertion of the SNB’s good faith in its dealings
with the Nazi financiers thus proved to be a terrible trap: in order to maintain
the argument that justified the legitimacy of the initial transactions, the
SNB’s management came to believe that it had to go on accepting German
gold, which it continued to do, despite ever intensified Allied pressure, until
the last days of April 1945.

One odd consequence of the awareness of the need to maintain the good
faith argument was that the SNB did not discuss these dealings with the
government, and government officials later denied that they had ever been
properly informed about the SNB’s contacts and its worries about the pur-
chases.’® Only on 9 October 1943 did the Governing Board of the SNB write
to Federal Councillor Wetter to say that for years “the Reichsbank has from
time to time sold gold in the form of bars and coins to the National Bank. [...]
The National Bank must assume that gold offered to it by a foreign central
bank has been properly acquired.”!® The chief negotiator of the Federal
Department of Foreign Affairs, Robert Kohli, after the War came to the con-
clusion that the SNB “perhaps thought too much of its autonomy”.!!!

1.8 Lender of last resort policy

Nineteenth-century central banks, notably the Bank of England and the
Banque de France, were often assumed to have a responsibility to act as a
lender of last resort. Particularly the theorists who elaborated the real bills
doctrine regarded the duty of the central bank as a sort of corollary to their
monetary philosophy, in that the central bank needed to ensure that there
was always a market for commercial bills. Actually, the central banks them-
selves did indeed occasionally step in to rescue banks facing liquidity prob-
lems; but they were quite reluctant to formulate the duty as a statement of
policy. Indeed, the most celebrated exposition of the lender of last resort
theory, Walter Bagehot’s Lombard Street, was occasioned in part because of
the response of the Bank of England to an article written by Bagehot in the
Economist applauding the Bank for its new philosophy. One director of the
Bank wrote angrily in protest, and Bagehot concluded that: “The public have
a right to know whether the Bank of England — the holders of our ultimate
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bank reserve — acknowledge this duty, and are ready to perform it. But this is
now very uncertain.”!'?2 The Bank of England’s historian, Richard Sayers,
concludes that “while not utterly disclaiming all possibility of coming to the
rescue should a crisis occur, it tried, by holding itself aloof from much current
business, to escape the contingency. The result was not edifying.”!** The
Banque de France had rescued some banks in the July Monarchy, and was
pushed by strong political pressure in the Empire of Napoleon III to be more
active in this regard,!* but was very pleased in 1882 to let the Union Générale
fail spectacularly, and was widely applauded by economists for letting crises
do their job of purifying and purging the economy of speculative excess. The
business cycle theorist, Clément Juglar, concluded in 1884: “A crisis for a na-
tion is the operation made necessary to re-establish an equilibrium broken
by speculation.”!> The Reichsbank was more explicit about its stabilising
mission. In a commemorative volume produced in 1900, it stated that: “The
Reichsbank is the last support of the German home market.”"'® The 1914 US
Federal Reserve Act specified the end of “accommodating commerce and
business”.

In view of the dangers that too explicit an embrace of the lender of last
resort doctrine would bring, there is not surprisingly no reference to any obli-
gation in the law that established the SNB. Indeed, the law, while specifying
that the National Bank could discount bills of up to three months’ maturity,
clearly refrained from any compulsion on the Bank to do so. (In an analogous
way it might be argued about the gold transactions, that there was no legal
requirement of the central bank to buy gold from another central bank.) On
the other hand, at the constituent General Meeting of the SNB, the gov-
ernment representative, Federal Councillor Robert Comtesse, clearly set out
his understanding of the National Bank’s responsibilities by underlining the
special role played by a unitary bank of issue that replaced all the “limited
interests” of the older issue banks. “It is given the necessary power to always
know and healthily respond to the needs of the market. [...] it has a reserve
sufficient to meet any eventuality.”!”” What was “any eventuality”? Between
1906 and 1914, a substantial number of small Swiss banks (83) went out of
business, with capital losses amounting to 53.5 million francs and losses to
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lenders of some 59 million. But there was little sense of any systemic risk, and
a widespread consensus held that the failures were a consequence of poor
management, fraud, or inadequate control by banks’ boards. In the one case
of a more generalised run, in Ticino, in 1914, the SNB initially tried to help
the Banca Popolare Ticinese with an advance of 1.5 million francs against
mortgage securities, but this was not enough to save the bank.!!®

The general duty of the SNB to secure commerce was interpreted as re-
quiring sensitivity to particular branches of the economy subject to extra-
ordinary or peculiar difficulties. In these circumstances, the SNB might
loosen its usual standards applied to discounting bills. Thus, only a few days
after the outbreak of war in 1914, the SNB agreed to discount 150,000—200,000
Swiss francs of the Tavannes Watch Company, in order to secure employment
for 800 workers."” It made other exceptional advances for industries suddenly
hit by the First World War: the hotel industry in Graubtinden, but also the
alpine cheese industry. In 1916, it rediscounted bills to help the Basel Hypo-
thekenbank, a bank with an almost exclusively German business that had
been hit by the collapse of the Reichsmark on the exchanges.!2

The willingness to give credit for exceptional situations soon spilled over
into political debates. The Swiss problem differed fundamentally from that
analysed by Bagehot, in that Bagehot wanted the central bank to discount do-
mestic bills in a crisis, while Swiss financial institutions had few domestic
bills, and the question for Swiss stabilisation involved the foreign bills and
other assets held by Swiss businesses and banks. In the First World War,
the problem also involved foreign governments. Should credits be granted to
the belligerents if they helped to preserve Swiss jobs? In 1916, the President of
the Bank Council, Hirter, argued for a credit to Germany on the grounds that
“if the SNB refused to take part in this credit operation, and the negotiations
then fail, it would be held responsible for the economic consequences”. On
the other hand, as Rodolphe de Haller of Department II pointed out, it was
clear that Switzerland was more economically dependent on the Entente
powers than on Germany and its allies, and that France or Britain might block
Swiss assets in Paris or London.!?!

By the end of the War, the SNB had given 282 million Swiss francs in credit
to the Entente, and 243 million francs to Germany. In January 1919, the SNB
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voted not to give any further credits to the Entente.'?> The odd consequence
of a poorly formulated doctrine thus came to be that the SNB felt it had an
obligation to extend credit, not just to Swiss enterprises, but to foreign gov-
ernments should that be required as a response to the needs of commerce.

In the interwar years, there were more specific problems regarding the fi-
nancial system. In 1920, the Schweizerische Bodenkreditanstalt, which had a
great deal of its assets in German mortgages, found it difficult to service its
outstanding bond obligations, and requested a discount credit of 5.5 to 6 mil-
lion Swiss francs to pay off maturing bonds. The bills it could offer were
clearly not commercial bills in the sense of Kundert’s discounting principles,
but the SNB agreed to the support operation.!?

The question of financial stability came up very abruptly as a consequence
of the major central European financial crisis in the summer of 1931, which
endangered many Swiss banks with exposed credit positions in Austria, Hun-
gary or Germany. After the outbreak of a general central European financial
crisis in the wake of the failure of the Austrian Creditanstalt in May 1931 and
the German Danat Bank in July, the Swiss banks were also affected, and their
liquidity was reduced. In some cases, the losses on foreign assets produced in-
solvency. In July 1931, in the wake of the German crisis, it was estimated that
Switzerland accounted for 13 percent of the total German short-term debt.
SNB Chairman Bachmann believed that three-quarters to one billion francs
had been lent by Swiss banks to Germany, but he was dependent for this data
on the also imperfectly informed Reichsbank. A substantial part of the banks’
assets were now frozen or subject to strict exchange controls. At the end of
1931, credits to Germany amounted to 23 percent of the total balance sheet
of Credit Suisse; the equivalent figure for Union Bank of Switzerland was
20 percent (September 1931), and for Swiss Bank Corporation, 19 percent.!?*
Germany accounted for half of Credit Suisse’s foreign assets in 1932. The ex-
posure remained a problem throughout the 1930s, but it was only in 1935
that the SNB began to collect systematic data about the foreign exposure of
the Swiss financial system.!?*> At the end of 1934, frozen loans accounted for
12.5 percent of the balance sheet of Swiss Bank Corporation, 17.4 percent in
the case of Credit Suisse, and 19.5 percent for Union Bank of Switzerland.
Quite a high proportion of this exposure was to Germany.!2¢

122 SNB, Minutes of the Governing Board (1919), 9 January, no. 37.
123 SNB, Minutes of the Governing Board (1920), 8 July, no. 596.
124 Perrenoud et al. (2002), pp. 205 et seq.; ICE (2002b), p.262.

125 Halbeisen (1998), p.65.

126 Perrenoud et al. (2002), p.81.
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Swiss banking problems already appeared in 1931 at the time of the great
central European crisis, and for much of the decade, the position of the banks
weakened. The balance sheets of the eight large Swiss banks were reduced
by half between 1929 and 1938, and declared losses amounting to 7 percent of
the balance sheet.'?”” The only Swiss-French big bank, the Comptoir d’Escompte
Genevois, had been heavily engaged in central Europe. The SNB had to pro-
vide an extraordinary credit line of 9 million francs in conjunction with a
specially organised guarantee syndicate.!?® In addition, the Swiss Confedera-
tion made a special deposit of 20 million francs. In appealing for solidarity
among the Swiss banks in the support action, the SNB argued that all Swiss
banks were vulnerable because of their illiquid foreign assets, and that a lig-
uidation of one bank would create panic by drawing attention to the precarious
position of the whole financial system. What was needed, the SNB’s Governing
Board explained to a specially convened meeting of bankers in August 1931,
was a “certain community of fate and solidarity”. Chairman Bachmann also
announced that the SNB would loosen its standards for discounting bills.'?
But the rescue attempts that culminated in a merger with the Union Financiere
and the creation of a new Banque d’Escompte failed, largely because of the
hostility of the socialist cantonal government of Geneva to a state-supported
bail-out or ‘socialisation of losses’, and in 1934, the bank was liquidated.

Swiss Volksbank suffered a depositor run in September 1931, after the
British devaluation, as its many small-scale customers were worried about the
extent of its engagement in Germany and central Europe. It survived with an
injection of 100 million Swiss francs from the federal government, and two
very radical capital reductions. Again, the SNB gave some credit, and engaged
itself in the rescue by sending one of its senior staff, Alfred Hirs, to replace the
old management of Volksbank.!3

In these rescues, the SNB refrained from too obvious an intervention.
The consensus shared both by the SNB’s Governing Board and by the Swiss
government was that the SNB should not be dragged into a crisis of the
banking system. As Federal Councillor Jean-Marie Musy, who had in the past
been a stern critic of the SNB, explained after the German banking crisis of
1931, which had paralysed the Reichsbank, the SNB “must not be immobil-
ised by an engagement in other businesses”. The SNB argued that, in these
circumstances, the paternal responsibility (Fiirsorgeaufgaben) of the state was

127 Halbeisen (1998), p. 67.

128 SNB, Minutes of the Governing Board (1931), 5 October, no. 804.
129 SNB, Bank conference (1931); Quoted in Baumann (2004), p.98.
130 Baumann (2004).
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increased.' The obvious solution was to create a new institution to deal with
the problem of bad banks, analogous to the US National Credit Corporation
and the German Akzept- und Garantiebank of 1931. The name ‘Eidgenos-
sische Darlehenskasse’ recalled the institution established in 1914 and liquid-
ated ten years later; but unlike the 1914 Darlehenskasse, the new institution
was not supposed to lend primarily on the security of Swiss assets, but was
required to give credit on the basis of non-realisable foreign assets. Unlike the
1914 body, it was not completely state-backed: 75 million Swiss francs of the
100-million guarantee came from the Confederation, and the rest from the
banking industry. Its leverage was greater than this, however, in that it could
discount its bills at the SNB, and thus play into a lender of last resort oper-
ation of the central bank.

The accompaniment of greater support was a demand for increased con-
trol and supervision of banking. In the wake of the German crisis of 1931,
the FDF suggested the creation of a bank supervision authority. The SNB pro-
posed a much more modest solution, in which there would be ‘closer contact’
between the private banks and the SNB: the cantonal banks, it argued, were
already subject to state control. Banks should submit monthly balances, which
would be published in an aggregated form and the SNB would further be in a
position to demand additional information from the banks. The SNB argued
that “the interest of the public in our bigger banks is such that one could not
be allowed to fail”.!32

The outcome of the discussion on bank control was the 1934 Banking Act,
which required audits of banks, but avoided any substantial extension of
supervision and regulation. The major architect of the law, Paul Rossy, who
was on secondment from the SNB to the government, and later became Vice
Chairman of the SNB’s Governing Board, explained that the law “lacked any
etatist quality [...], it leaves to banks all flexibility and all the possibilities of
development and adaptation to an economic world that is constantly chan-
ging.”13 It did not solve the problem of pressure on the SNB to mount par-
ticular rescues for endangered sectors of the economy (cf. chapter 10.4.2), a
practice that was followed by other central banks at the time. The Bank of
England in the Depression, for instance, devoted a great deal of its efforts to
organising a coordinated rescue for the Lancashire cotton textile industry.
In the late summer of 1936, on the eve of the devaluation, with a generally

131 Quoted in Baumann (2004), p.99.
132 SNB, Minutes of the Governing Board (1931), 27 August, no. 689.
133 Rossy and Reimann (1936); Perrenoud et al. (2002), p. 111.
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depressed economy and an increase in political radicalisation, the SNB agreed
to a more generous discounting of the bills of the cantons and municipalities,
providing that these were in a financially solid state with balanced budgets.!3*
The idea was to give some support to the building industry.

1.9 Stabilisation policy

1.9.1 Introduction

It is actually hard to separate very precisely the debate about lender of last
resort functions from a general requirement that the central bank should
orient its policy not merely towards the avoidance of financial panic, but also
towards general macroeconomic stabilisation. Indeed, in the highly charged
political atmosphere after World War I, the SNB explained its rapid reduction
of the discount rate in terms of “as was repeatedly said, the interest of com-
merce and industry, indeed the interest of our whole crisis-shaken economy.
Not only the interest groups pressed us repeatedly, but the supreme national
authorities let themselves make representations to the National Bank.”!3> The
SNB seemed quite proud to have been obliging.

By the 1930s, the SNB was much more resistant to this kind of pressure,
in part because of the legacy of the inflationary era, which had done a great
deal to produce the high level of politicisation; and in part because it was
aware of the tension between domestic stabilisation and the maintenance of
the exchange rate regime. In particular, it regarded demands for an expansion
of credit with great suspicion. In early 1936, the Governing Board discussed
the possibility of using open market purchases of securities as a way of reach-
ing a credit expansion. It pointed out that such purchases would be counter
to the National Bank Act, which only permitted a ‘temporary’ placement of
money in treasury bills or bonds. “It cannot be disputed that under some
circumstances a credit expansion can produce good effects. But it is uncer-
tain whether these effects will be realised. The Governing Board tends rather
to the view that there could at best develop the illusion of a recovery, which
will not consolidate into a genuine recovery [...]. Finally the most important
danger should be mentioned: inflation.”'3¢ In consequence, the SNB turned
away quite decisively from the idea that it had a responsibility to conduct a
general stabilisation of the crisis-hit economy of the 1930s.

134 SNB, Minutes of the Governing Board (1936), 3 September, no. 943.
135 SNB, Criticism of SNB (1924).
136 SNB, Minutes of the Bank Committee (1936), 4 February, pp. 65—66.
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1.9.2  Evaluation using a modern Taylor rule

The approach of Taylor,'3” who applied his rule retrospectively'?® to US
monetary history, may be used as a way to evaluate quantitatively the SNB’s
policy in its early years. Taylor argued that a simple quantitative relationship
between the short-term policy instrument and the deviation of real GDP from
trend (the output gap) and of the inflation rate from some target level could
be used to evaluate monetary policy across historical regimes. Taylor demon-
strated that his rule could be derived simply from the quantity theory of
money and could be applied to regimes as diverse as the classic gold standard
with the central bank playing by the rules of the game to the ‘leaning against
the wind’ policies of the 1950s and 1960s to present-day policies of implicit
and explicit inflation targeting.

The resulting calculations compare the interest rate derived from a retro-
spective Taylor rule calculation for the 1914-1945 period, using a rule calcu-
lated by the SNB for the 1980-2004 period, with actual Swiss interest rates at
the time (cf. graph 1.12).1%

As can be clearly seen in the graphs, the SNB’s policy was generally too
loose during World War I and then too tight thereafter, virtually all the way
to the eve of World War II, when it again became too loose. Moreover, graph
1.12b shows that the high level of the Taylor rule rate during the First World
War, the low post-war level and the return to a high level in the late 1930s re-
flects both large inflation/deflation shocks as well as real output shocks. This
evidence suggests that over much of the pre-World War II period monetary
policy was not closely geared to either inflation or output stability. The prin-
cipal exception to this is the gold standard period, which exhibits much more
modest swings in the Taylor rule rate. However, the fact that it is below the
official discount rate through most of the gold standard period reveals a de-
flationary bias to monetary policy.

1.10 Post-war order

Switzerland as a neutral country was not involved in the 1944 monetary
conference of the United Nations (the name of the wartime coalition) at
Bretton Woods, which provided an institutional design for the post-war mon-
etary order. Swiss policymakers regarded the outcome of Bretton Woods with
some suspicion. A confidential report by the Neue Ziircher Zeitung journalist

137 Taylor (1999).
138 Taylor (1993).
139 Cf. Appendix II.

87



88

-10

25
20
15

Part1 From 1907 to 1982

Graph 1.12a
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Walter Bosshard forwarded to the government in August 1944, quoted a
British official as saying that “Switzerland will never accept the proposals of
Bretton Woods as they contain certain conditions which are too contrary
to our economic and financial traditions.” In particular, the underlying
philosophy of Bretton Woods, which envisaged a liberalisation of the current
account, but the permanent limitation and regulation of capital flows, was
alien to the Swiss view as it had developed in the interwar years. When the
Swiss government finally rejected the possibility of working with the Bretton
Woods institutions, it based its position on the need not to publish informa-
tion that would threaten the Swiss conception of property rights and hence
was incompatible with the ordre public; and on the more specific and imme-
diate fear that the International Monetary Fund (IMF) would be used to de-
clare the convertible Swiss franc a ‘scarce currency’, against which members
could take restrictive sanctions. The disclosure requirements of the IMF were
treated as an attempt at American ‘economic espionage’.!*! But Bosshard’s
report ended on a sceptical note about the likelihood of the Bretton Woods
agreements ever being implemented, because of the split between Britain and
the US and because of hostility from the New York banking world. He argued
that it was more likely that economic and monetary cooperation would occur
in a regional context.

Bosshard wanted Switzerland to make a greater effort to participate in the
new international institutional framework that was being created, and was
appalled that Switzerland had not taken the opportunity to send an observer
to Bretton Woods. He was, however, also acutely aware of how the hostility
of the US authorities, in particular of the Treasury, towards Switzerland be-
cause the wartime record had poisoned the atmosphere for international
cooperation in Switzerland. But it was not just the Americans who were an-
tagonistic. Bosshard also quoted a conversation with British officials in which
the SNB’s leadership was dissected: “They told me that at the SNB an un-
worldy lack of planning prevailed that only produced head-shaking in Lon-
don and no longer aroused any surprise. The older gentlemen of the Govern-
ing Board were living with nineteenth-century views, and often did not even
know what they wanted. If these people should still be at the helm after the
War, London would be resolved to apply a different and harsher policy to-
wards Switzerland.” 42

140 Bretton Woods Report (1944).
141 Tanner (2003).
142 Bretton Woods Report (1944).
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The flawed discussions of 1943 and 1944 certainly influenced the SNB’s
attitude after the War, when the problematic character of the gold purchases
was a major theme of the negotiations with the Allies, and in particular dur-
ing the course of the negotiation of the Washington Agreement. Two possible
defence arguments were made: one that neutrality required the purchases
(which was as unpersuasive as its opposite, articulated on occasion by the
Allies, that the purchases were a violation of neutrality). In fact, the law of
neutrality neither forbade nor required such purchases: they were merely per-
mitted. The second line — that the SNB had no reason to believe that the gold
was not pre-war German gold — was a weak one, and was contradicted by the
Allies’ interrogation of Reichsbank Vice President Puhl, who stated that the
SNB’s Governing Board had been aware of the Belgian issue. The Swiss case
was further undermined by a bitter struggle between the members of the
Board of the SNB as to who had been responsible for the wartime gold policy,
and by the fact that the US had access to internal Swiss documents revealing
the internal Swiss debates (as well as the anti-Semitic comments and attitudes
of SNB’s Governing Board member Alfred Hirs).

The eventual outcome of the Washington Agreement — Switzerland’s pay-
ment of 250 million Swiss francs, of which the SNB contributed 100 million,
in return for the surrender of all claims against the SNB concerning gold
acquired from Germany during the War — was based in large part on the
Allied calculation of the amount of Belgian gold that was likely to have
reached Switzerland. At that time (May 1946), the fate of the Dutch central
bank gold — some of which had also been sold by Germany to Switzerland —
and of private gold (such as the Melmer deliveries to the Reichsbank) had not
been clearly established by the Allies. The Dutch government only realised
subsequently, when it was too late to change the terms of the Washington
Agreement and the amount to be paid by Switzerland, that the explosive issue
of the Dutch gold (which was presumed to contain a substantial amount of
gold taken from private citizens, victims of the Nazi occupation) had been
completely forgotten or ignored in Washington.

The tense international diplomacy of 1943-1946 also left a legacy for Swiss
thinking and Swiss policymaking. At the time of the creation of the SNB
in 1907, the new central bankers fully accepted the prevailing international
doctrines about central bank practice. By 1944, Swiss central bankers were
not disposed to follow prevailing international doctrine, as expressed at Bret-
ton Woods: in particular, they did not accept that it was possible or desirable
to control capital movements, as the makers of Bretton Woods firmly be-
lieved; and the experience of 1936/1937 had also led to a certain scepticism
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about a fixed rate system and a willingness to live in a world with floating
currencies (schwankende Wihrungen). From the perspective of London and
Washington, this Swiss philosophy appeared as ‘planlessness’ or as a curious
relict of the nineteenth century. It may not have been politically astute —
and aspects of the policy in relation to Nazi Germany had been morally and
legally dubious as well as politically unwise. But as an approach to monetary
policy, the highly unfashionable Swiss view at the middle of the century
proved to be the prevailing view among international economists and central
bankers from the 1970s onwards. It may be that Switzerland needed a certain
political isolation in order for that philosophy of central banking to have con-
tinued despite a hostile intellectual and political climate.

111 Conclusion

The SNB was conceived as a way of rationalising the payments system in a
small country on the fringes of the interconnected world of the international
gold standard as it had evolved in the late nineteenth century. The major fun-
damentals that shaped the room for policy — the metallic convertibility of
currency and the freedom of capital movements — arose from the circum-
stances and requirements of the system, and not from the choice of legislators
or central banks. The central banks were facilitators, but not coordinators of
the gold standard world. Like the US Federal Reserve, the SNB was a late
birth, conceived in response to the perception of market failures in the pay-
ments system. Within a relatively short time, the international financial sys-
tem of that era was swept away by the First World War, and the new central
banks had to live in the very different circumstances of inconvertibility and
the widespread imposition of exchange and trade controls.

Unlike earlier central banks, the SNB was also the creature of a demo-
cratic age, in which participatory politics mattered much more, and in which
political requirements, in the composition of the Bank Council, and in the
length of the mandate of the Bank, were designed to make the Bank respon-
sive to national needs and requirements.

The test of the new central bank in practice came with international cri-
ses: immediately in 1907, with the suspension of gold payments that followed
the outbreak of war in 1914, and with the post-war depression. Compared
to other central banks, the SNB handled all these problems quite well. Swit-
zerland did not have to suspend internal convertibility (of deposits into
currency) in 1907, as was the case in the US, or take drastic action to cut back
bank credit, as in Germany or Italy. Unlike other central banks in Europe and
the United States, the SNB engineered a relatively smooth disinflation in 1919,
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with a severe, but very short-lived downturn. The others waited for another
year of inflation before contracting, thereby precipitating a much more ser-
ious depression. Even in the Great Depression of the 1930s, the SNB did not
obviously fail in policy terms, at least in comparison with other more prom-
inent central banks. In the United States, Britain, Germany and France, the
central banks’ response to the collapse of the liberal international economic
order was woefully flawed. The Federal Reserve System failed to prevent the
monetary and banking collapses of 1930-1933. The Bank of England was
humiliated by the circumstances of the departure of sterling from the gold
standard in 1931 and did not recover its institutional rationale (and operative
independence) until the end of the century. The Reichsbank was effectively
brought down by the German bank crisis of 1931; and the Banque de France
was subject to ferocious and fundamental political attacks.

An assessment from a modern perspective of Swiss policy at that time
nevertheless points out some major policy flaws. The modelling of alter-
natives to maintenance of the gold standard between 1931 and 1936 shows
that an earlier departure from the gold parity would have produced signifi-
cant economic gain. The retrospective fitting of the modern monetary Taylor
rule makes clear the sustained deflationary bias of policy in the 1920s and
1930s.

In the Swiss case, it is striking how the policy choices were discussed. To
be sure, there were debates about Swiss policy and the maintenance of the
gold standard, but they were conducted in a more general framework and
focused on the policy of the federal government, not on the alleged influence
of the central bank; and after the devaluation in 1936, the major political dis-
cussion focused less on who was responsible than on how the devaluation
profits of the SNB should be divided up between Bank and government.
While the policies of the Federal Reserve System, the Bank of England, the
Banque de France and the Reichsbank increasingly became the focus of
national political controversy in the 1930s, the Swiss debate focused less on
the National Bank. Perhaps because of the increasingly threatened geo-polit-
ical position of Switzerland, the central bank increasingly became part of a
consensus about national institutions. In the Second World War, there was
surprisingly little controversy about the SNB and its actions. The SNB thus
moved from being the focus of considerable debate in its early years to be-
coming a venerable national institution.

The relatively uncontentious performance from 1907 through the 1930s
explains why, domestically, the SNB was able to maintain a tradition and a
philosophy that — by comparison with what was happening in other countries
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— looked quite outmoded. It did not adopt the deliberate use of stabilisation
policy and domestic and international controls followed by the other ad-
vanced countries. The (legitimate) international criticism of its role in the
Second World War (in which the SNB behaved in very different circumstances
in much the same way as it had during the First World War) isolated the
National Bank from peer pressure that might have been applied by other cen-
tral banks, which were now being run on very different lines. The result was
that the SNB retained a high level of commitment to a culture of monetary
stability, and a low proclivity to see its mission as harnessed to government-
led efforts at macroeconomic stabilisation. The policies of the 1930s thus cre-
ated a useful monetary starting point for the post-war era, and laid the foun-
dations for a later stability culture.

1.12 Appendix 1: Exchange rate policy in the 1930543

1.12.1 Theory

To examine policy alternatives, a two-stage strategy is used. The first step
is a policy simulation of a modified McCallum-Nelson model (a simple open
economy macromodel).** Then policy simulations are conducted with a
more extended macromodel with capital flows and the banking sector.

A micro-based monetary macromodel extended to include trade with
several partners is used. The model incorporates a specie-flow monetary
adjustment channel, unlike modern versions of the model where an interest
rate rule typically defines the nominal anchor. The model has the following
main components:

— Aggregate demand behaviour is modelled along standard lines. Demand
depends positively on past income (for a fraction of liquidity-constrained
consumers/firms), on expected future income (for a fraction of forward-
looking consumers/firms), foreign income, and the real exchange rate
(defined as foreign prices in Swiss francs over domestic prices). It depends
negatively on expected real interest rates.

— Aggregate supply depends negatively on the real exchange rate, reflecting
the assumption that all imports are imports of intermediate goods, which
in turn are a factor of production. Everything else being equal, a real de-
valuation/depreciation reduces potential output through its adverse ef-
fects on factor prices.

143 Written with Thomas Helbling of the IMF.
144 McCallum and Nelson (2001).

93



94

Part1 From 1907 to 1982

— The demand for base money depends positively on prices and income and
negatively on the nominal interest rate. The change in base money is given
by the overall balance in the balance of payments. The latter depends on
the merchandise trade balance, which is endogenous in the model, and
net inflows, which are exogenous.

— Import demand depends positively on domestic income and negatively on
the real exchange rate.

— Inflation is determined by a hybrid Philips curve along the lines of Fuhrer
and Moore,'*> where both expected future inflation and lagged inflation
enter. In addition, inflation depends positively on the output gap.

The model also includes a number of shocks. Given the primary purpose
of policy simulations, the model includes shocks for all behavioural equa-
tions. There are shocks to aggregate demand, aggregate supply, money de-
mand and money supply (which is essentially the unexplained part of the
balance of payments). In addition, there are also foreign demand shocks.

The key assumptions are:

— Four regions for exports and imports: gold bloc (excluding Switzerland);
Germany; sterling bloc; dollar bloc (including the rest of the world).

— Output and price developments are approximated by developments in the
central country for each bloc.

— Foreign prices and income are taken as given.

— Breakdown of exports and imports into prices and quantities with whole-
sale prices.

— Stationarity is achieved by defining all variables relative to their 1929 levels.

— Price level stationarity.

The model was calibrated using the McCallum-Nelson parameters, except
for shares in international trade, which were adjusted to match Swiss data for
the late 1920s. Alternative parameter values were also explored.

The model was solved and simulated using standard methods. The simula-
tions were performed in two steps. In a first step, the model was solved and simu-
lated for 1930-1938 with all shocks set to zero in every period. The differences
between actual and simulated values were then used to calculate the shocks. In
other words, the shocks were set to replicate actual values and policy choices.

In a second step, the model was solved for alternative policy scenarios. In
particular, two counterfactual devaluation scenarios were explored.

—  Sterling scenario: In this scenario, it was assumed that the Swiss Nation-
al Bank unexpectedly switched from a gold peg to a peg against sterling

145 Fuhrer and Moore (1995).
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after the UK went off gold. For the sake of simplicity, it was assumed that
the Swiss franc/sterling rate remained at its average 1931 level until 1938.
Exchange rates against the other currencies (the French franc, German
mark and US dollar) were calculated using current cross-rates.

— Dollar scenario: In this scenario, it was assumed that the Swiss National
Bank unexpectedly switched from a gold peg to a peg against the dollar
after the US went off gold. For the sake of simplicity, it was assumed that
the Swiss franc/dollar rate remained at its average 1932 level until 1938.
Exchange rates against the other currencies (the French franc, German
mark and pound sterling) were calculated using current cross-rates.

A basic assumption underlying the counterfactual simulations is that the
change in policy regime was unexpected and that the new regime was per-
ceived as credible/durable by agents in the private sector.

1.12.2 Simulations

A first set of counterfactual policy simulations is based on the basic
McCallum-Nelson parameters, as discussed above. In particular, export and
import price elasticities are set to 0.33, while the corresponding income
elasticities are set to one. The success of an earlier devaluation would depend
importantly on the price elasticity of foreign demand and that of import
demand. What is the empirical relevance of the McCallum-Nelson para-
meters for the 1930s in the case of Switzerland? Simple Ordinary Least Squares
(OLS) estimates of log-linear export and import functions (in volumes) with
data for Switzerland and its foreign trade partners for the 1925-1938 period
yield the following elasticities (price elasticities relate to the real exchange
rate, as defined above):

Table 1.1
Export demand: income and price elasticities

Income elasticity Price elasticity
Gold bloc 0.860 0.407
Germany 1.863 -2.358
Sterling bloc -0.835 2.038
Dollar bloc and rest of world 0.882 1.508
Average 0.6923 0.399
Trade-weighted average 0.757 0.783
Trade-weighted average for coefficients 1.078 1.422

with correct signs
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An estimation of an import demand function over the same period yields
an income elasticity of —0.15 and a price elasticity of —0.30.

Opverall, there is no strong evidence to support elasticity pessimism. On
the contrary, while there is some evidence that exports to the gold bloc and
Germany were not very sensitive to changes in the real exchange rate, more
than 50 percent of merchandise exports appear to have been quite price sensi-
tive. On a trade-weighted basis, the evidence suggests that the Marshall-
Lerner condition was met, implying that one of the preconditions for a devalu-
ation to improve the trade balance was in place. Nevertheless, the evidence is
still cursory, as indicated by the presence of coefficients with the wrong sign.
That said, some of the wrong signs could reflect circumstances at the time.
Germany started to resort to foreign exchange controls in 1931, and the neg-
ative price elasticity may reflect this. From the perspective of policymakers at
the time, such circumstances reduced the benefits of an earlier devaluation,
although they did not eliminate the benefits.

To examine whether the German situation would have reduced the bene-
fits of a devaluation, a counterfactual simulation was run based on a version
of the model where exports to Germany are exogenous, thereby unaffected by
a devaluation (or other measures taken by the Swiss authorities). At the same
time, the estimated elasticities were used, except in the case of income elas-
ticities with the wrong sign, where the McCallum-Nelson values were kept.
To be conservative, price elasticities above 1 were multiplied by 0.5. As was
to be expected, a devaluation would have resulted in substantial output gains
relative to the actual path.

Switzerland benefited from substantial net inflows of foreign exchange and
gold. Some of these flows must have been capital flows. An earlier devaluation
may have adversely affected such flows. Assuming that the Swiss National Bank
would have refrained from sterilised foreign exchange interventions, a reduc-
tion in capital flows would have reduced the benefits of an earlier devaluation
through the specie-flow mechanism. Smaller net inflows would have reduced
the increase in money supply, which would have led to higher interest rates. The
latter would have had a dampening effect on domestic demand. Including the
results of a dollar peg counterfactual simulation, where net gold and foreign ex-
change inflows would have been reduced by 50 percent from 1933, show devalu-
ation benefits that would have been smaller but still substantial (cf. graph 1.11).

Robustness analysis suggests that only a combination of very low export
demand price elasticities and very adverse effects on foreign exchange/gold
inflows would have reduced the benefits of an earlier devaluation on output to
the extent that such a policy choice would have been counterproductive.



1 From 1907 to 1946: a happy childhood or a troubled adolescence?

1.13 Appendix II: Application of the Taylor rule

1.13.1 Theory

Taylor’s original rule is expressed in equation (1)

Dr=m+qgy+h(m—m*)+1/

where 1 is the short-term (policy) interest rate,  is the inflation rate, y is
the deviation of real output from trend, * is the target rate of inflation and r/
is the equilibrium real rate of interest. g and h represent the responses of the
(policy) interest rate to fluctuations in the real economy and to inflation.
According to Taylor, both g and & should be positive. In the case of the former
coefficient (q), the output gap would elicit a tightening in monetary policy,
in the case of the latter, /1 should not be negative because then the interest rate
would decline rather than rise when inflation increased. 4

Taylor’s approach is applied to the case of Switzerland from 1914-1945.
During that period, the SNB adhered to two different policy regimes: the gold
standard from 1925-1936 and a managed or a discretionary policy regime
from 1914-1925 and 1936—1945. Under the gold standard regime, the short-
run response of the interest rate to the inflation rate would be positive, re-
flecting the operation of the price specie-flow mechanism. If the central bank
followed the rules of the game to speed up the adjustment mechanism, the
coefficient would be larger. Also, under the gold standard, the interest rate
should rise in response to an increase in output reflecting an increase in
money demand, or an increase in the trade deficit. Under a managed-type
regime, the central bank would view equation (1) as a reaction function to
changes in two possible key macro objectives, price and output stability.

The methodology is twofold. First, Taylor rules for Switzerland from the
1914-1945 period are estimated using available data; second, policy is evaluated
by comparing the interest rate generated by the SNB’s own version of the Taylor
rule, adapted to the historical data, to the actual policy interest rates at the time.

1.13.2 Estimated Taylor rules for Switzerland: 1914—1945

The approach to estimating a Taylor rule for Switzerland is to follow Romer
and Romer,'"” who conduct such an exercise to evaluate Federal Reserve policy in
the 1950s. They estimate the forward-looking Taylor rule from Clarida, Gali and
Gertler,'® in which the Federal Reserve chooses its federal funds rate in response

146 Taylor (1999), p.236.
147 Romer and Romer (2002).
148 Clarida, Gali and Gertler (2000).

97



98

Part1 From 1907 to 1982

to inflation and the deviation of output from trend. It is forward-looking be-
cause the Federal Reserve is assumed to respond to expectations of the variables.

The following equation is estimated using quarterly data over the 1914—
1945 period:

(2) ir=a + BEemiss +YE: (Y=Y )eus

where i, is the official discount rate, , is the CPI inflation rate and (Y-Y)
is the deviation of the log of real GDP from its Hodrick-Prescott (HP) filtered
trend. The same regressions using the Lombard rate as the policy rate gener-
ated results (not shown) quite similar to those derived from the official dis-
count rate. The equations are estimated using an instrumental variables re-
gression. The instruments are: contemporaneous and two lags of inflation,
and contemporaneous output deviations.

Table 1.2 shows the quarterly results. The data is demarcated into three
regimes: A: 1914.1-1925.1 when Switzerland was off the gold standard; B:
1925.2-1936.3 after it returned to gold; and C: 1936.4-1945.4 after Switzer-
land devalued the franc and floated.

As a comparison to the historical data equation, (2) is estimated over the
1980.3—-2004.3 period using recent data from the SNB.*#

As can be seen in table 1.2, the coefficients on inflation and output are
very small and are only significant in the middle period of 1925-1936 when
Switzerland was on the gold standard.'>® These results are very similar to John
Taylor’s findings.'>! He shows that the coefficients on inflation and the output
gap are only a fraction of what he finds for the post-World War II period.!>
He interprets his results as suggesting that the US monetary authorities in the
historical period were much less responsive to movements in inflation and
real activity than their modern counterparts. The results for Switzerland may
be similarly interpreted, as can be seen in a comparison with table 1.3.

As an alternative approach, an ordered probit model of the Taylor rule was
estimated following the approach of Dueker.!** This approach allows an ac-
counting for the very infrequent changes in the SNB policy interest rate in
this period. The results are very similar to those in table 1.2, the responses of
the official discount rate to movements in the inflation rate and the output
gap were less than 0.10.

149 We would like to thank Katrin Assenmacher of the SNB for generating this regression.
150 Results using deviations of the price level from trend as an alternative regressor to
the inflation rate were quite similar.
151 Taylor (1999).
152 Taylor (1999), table 7.1, p. 330.
153 Dueker (1999).
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Table 1.2

Forward-looking Taylor rule using quarterly inflation and the official discount rate

A: 1914.1-1925.1

Coefficients Standard errors P values
Constant 4.315 0.115 0.000
Inflation 0.008 0.007 0.262
Output 0.003 0.011 0.780
B: 1925.2-1936.3

Coefficients Standard errors P values
Constant 2.906 0.093 0.000
Inflation 0.063 0.025 0.017
Output 0.057 0.012 0.000
C: 1936.4-1945.4

Coefficients Standard errors P values
Constant 1.515 0.017 0.000
Inflation -0.001 0.001 0.416
Output -0.001 0.001 0.381
Table 1.3
Forward-looking Taylor rule using quarterly inflation and Libor
1980.3-2004.3

Coefficients Standard errors P values
Constant 1.123 0.404 0.006
Inflation 1.290 0.190 0.000
Output 0.190 0.208 0.362
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1.13.3 An ex-post evaluation of SNB policy: 1914—1945

Taylor used his original rule,'* which was calculated to describe Federal
Reserve policy in the 1980s, to evaluate monetary policy in earlier eras.'>
With the same parameters as in his original rule, he calculated a Taylor rule
interest rate for the 1880-1914 and 1955-1997 periods, and then compared his
rule rate to the actual policy rate in each of these regimes.!*® The gap between
the two rates then represents an ex-post measure of policy performance.

For Switzerland, a similar exercise starts with a simple variant of the SNB’s
Taylor rule calculated by the SNB for the 1980-2004 period. This is then used
to calculate Taylor rule interest rates for the 1914—-1944 period. The rule the
SNB currently follows (2005) is:

3)ir=r+m+0.5(m=1%),+0.5(y—r*) s
where the weights are set at 0.5 each as originally suggested by Taylor.'”
The SNB assumes the target (CPI) inflation is 1 percent, the real interest rate
r is set equal to 1.4 percent, the average growth of HP filtered real GDP
1980-2004. The trend growth of output used to calculate the output gap is
generated using an HP filter with A at 3,200. Graph 1.13a shows the SNB’s
Taylor rule for the three-month Libor interest rate from 1980-2004.'5® Graph
1.13b shows the components of the Taylor interest rate.

This metric was extended to the 1914-1945 period using quarterly data,
using the same weights as in equation (3). A Hodrick-Prescott filter is used
to measure the trend inflation rate and the trend growth rate of real GDP.
The measure of inflation used is the CPI. Industrial production is used as a
proxy for real GDP because quarterly GDP data is unavailable in the period
of enquiry. Graph 1.12a shows the Taylor interest rate compared to the official
discount rate for 1914—1945. Graph 1.12b shows the underlying inflation and
output gap series used to calculate the Taylor interest rate for 1914-1945.

154 Taylor (1993).

155 Taylor (1999).

156 Orphanides (2003) conducted a similar exercise for the interwar period in the US.

157 Taylor (1993).

158 The SNB also has calculated eight other variants of its rule using alternative methods
to calculate the output gap and the inflation rate.
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Graph 1.13a
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From 1945 to 1982: the transition from inward
exchange controls to money supply
management under floating exchange rates’

PETER BERNHOLZ

2.1 Introduction

During the period reviewed in this chapter, the Swiss National Bank
faced considerable problems which, over the decades, have gradually led to
radical changes in its policy, its importance as an institution, its policy in-
struments and the legal framework within which it operates. These problems
originated in the collapse of the gold standard (which had been reintroduced
after the First World War) as a result of the Great Depression, in the inter-
national transition to exchange controls with bilaterally agreed and limited
trade and payments, and in the further restrictions applied during the
Second World War, which led, among other things, to the freezing of Swiss
assets — including those of the SNB — in the United States and the United
Kingdom.

In the post-war period, the main task — and one that also faced Switzer-
land — was therefore to return to a freer exchange of goods and services and,
allied to that, freer payments. Achieving this objective was to prove a difficult
and gradual process, supported initially by bilateral agreements and the
granting of loans. However, when the countries of Western Europe, under US
pressure and with US support in the form of the Marshall Plan, decided in
1949 on a gradual return to multilateral trade and currency relations and
founded the European Payments Union (EPU), the Federal Council realised
that it was not in Switzerland’s interest to remain on the sidelines. It therefore
decided to join the EPU, even though Switzerland was not one of the benefi-
ciaries of Marshall Aid. The EPU created the necessary conditions for an ex-
tensive liberalisation of trade and payments, thereby paving the way for the
transition to the European Monetary Agreement (EMA) in 1958 that enabled

1 Iam grateful to Patrick Halbeisen for his generous help and to Stefanie Schnyder and Evelyn
Ingold for their hard work in collecting and processing the data reproduced in the tables.
My thanks also go to the SNB for making it possible for me to study the highly informative
documents relating to it at the Bank of England in London.
I also wish to thank Hans Bir, John Lademann, Kurt Schiltknecht, Giinther Schleiminger
and Hans Stahel for agreeing to interviews and so providing me with valuable background
information.
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the restoration of non-resident convertibility, i.e. the unimpeded buying and
selling of the major currencies by non-residents.

This return to convertibility took place under the Bretton Woods system —
in effect a ‘watered-down’ gold-based monetary system with fixed exchange
rates that provided for certain overdraft facilities in the event of temporary
balance of payments difficulties. ‘Watered down’, because gold convertibility,
i.e. the option of exchanging gold for dollars at the US Treasury and vice versa
at the fixed price of 35 dollars per ounce (gold parity) was now no longer open
to everybody, but only to monetary authorities. Although Switzerland did not
become a member of the Bretton Woods Institutions until 1992 (cf. chapter
6.2), it was nonetheless linked to them via free convertibility and the fixed
exchange rate system.

However, just over ten years after the transition to convertibility, the Bret-
ton Woods system collapsed, since the United States in particular — but other
countries as well — were not following the rules of the gold-based monetary
system and were instead pursuing an excessively expansionary monetary pol-
icy. In the United States, this led to balance of payments deficits and outflows
of gold, while in stability-oriented countries, such as Switzerland and Germany,
it resulted in so-called ‘imported’ inflation, since inflows of foreign currency
and gold were not being offset, thereby inflating the monetary base. The
decline in US gold reserves prompted President Nixon to terminate the limited
gold convertibility in August 1971, whereupon the major countries were
virtually forced to move to a system of flexible exchange rates in early 1973.
This greatly increased the clout of the central banks concerned, since they were
now able to operate an independent monetary policy for the first time.

The SNB was just as irresolute as the legislator in taking the necessary
steps to deal with the aforementioned problems in the post-war period. For a
long time, it had hoped that there would be a return to a fully-fledged gold
standard. Retaining the statutorily fixed price for gold in Swiss francs was
thus the most dominant theme — the first leitmotif— in SNB policy until 1973.
Maintaining this gold parity resulted in corresponding fixed exchange rates
as long as other countries did not change their parity against the dollar. In
fact, the gold standard was not formally abandoned in Switzerland until 2000,
by way of an amendment to the Federal Constitution (cf. chapter 9.2). This
attitude on the part of the SNB, which, for a long time, was widely shared
by the government, politicians, business and academics, is understandable up
to a point, especially since it had been possible to re-establish some sort of
gold-based international monetary system (albeit a watered-down version)
after World War II in the form of the Bretton Woods system. Furthermore,
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Graph 2.1
Trend in cost-of-living indices in four developed countries, 1750-2006
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experience with the gold standard before 1914 had been quite positive. Unlike
later monetary systems, it had guaranteed long-term price stability and had
nonetheless allowed sustainable per capita growth in gross national product
(GNP) (cf. graphs 2.1 and 2.2).

In addition to maintaining the parity of the franc — and therefore fixed
exchange rates against the major currencies — a second dominant theme or
leitmotif in SNB policy was to allow the money supply to rise only in line with
the growth of the economy, so that any inflationary trend could be suppressed
as far as possible. Inevitably, however, the two objectives were mutually in-
compatible and therefore led to difficulties.

As a neutral country, Switzerland had emerged from the Second World
War relatively unscathed and had even managed to largely maintain the
convertibility of the Swiss franc versus foreign currencies and gold. Since the
gold parity had not been altered and the gold standard, with its adjustment
mechanisms, had collapsed as a result of the Great Depression — and Switzer-
land was lucky enough to find itself in a relatively favourable economic
situation — the Swiss franc had come to be undervalued. The net result was a
balance of payments surplus and thus an inflow of gold and foreign exchange
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Graph 2.2
Average annual growth in per capita GNP in five Western countries, 1820-1913
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into the National Bank. Together with the federal government, the SNB
took measures aimed at counteracting this, since the purchases of gold and
foreign exchange were boosting the monetary base, thereby fuelling infla-
tion. In the 1940s, these measures — which the Basel-based economist Edgar
Salin aptly termed Devisenbann-Wirtschaft (policies to repel foreign ex-
change; referred to here as ‘inward exchange controls’)? — involved, among
other things, a splitting of the dollar market and export quotas. Switzerland’s
situation was in stark contrast to the currency position in most other coun-
tries, such as the UK and France, where fixed exchange rates for their own
currencies had been set too high and were creating a shortage of gold and
foreign exchange, thus forcing these countries to introduce rigorous outward
exchange controls.

Switzerland’s inward exchange controls remained in place even after the
transition to convertibility at the end of 1958 — and even after the collapse of
the Bretton Woods system and the changeover to floating exchange rates in
1973. The reason for this now lay in the overshooting of exchange rates relative
to purchasing power parity versus trading partners that is typical of floating

2 Salin (1964).
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exchange rates,® which for Switzerland generally meant that the Swiss franc
was overvalued. For a small country like Switzerland in particular, this was
undesirable, because export goods (of key importance to Switzerland) became
more expensive abroad. The authorities therefore took countermeasures,
which included limiting inflows of capital from abroad, for example by intro-
ducing investment prohibitions and negative interest rates on non-residents’
bank balances in Switzerland and imposing restrictions on borrowing abroad.

In addition to inward exchange controls, which proved to be largely in-
effective and were therefore abolished in 1979, Swiss monetary policy in the
1960s was notable for its contribution to the attempt to rescue the Bretton
Woods system, with its fixed exchange rates, by international lending, in
accordance with the National Bank’s first leitmotif of not altering the Swiss
franc’s gold value. This meant a major change in the SNB’s currency policy,
since previously only the Swiss Confederation had been regarded as being
responsible for granting international loans. A more significant turning point
was the development of an independent money supply policy following
the transition to floating exchange rates, with the emergence before long —
as mentioned above — of a conflict between the SNB’s policy of maintaining
price stability and the objective of keeping the overvaluation of the Swiss franc
within limits.

Another distinguishing feature of Swiss monetary policy and of economic
policy as a whole was the institutionalised involvement of pressure groups in
the decision-making processes — something not generally found in other
countries. This peculiarly Swiss custom probably has something to do with
the special features of the political system, such as direct democracy with
referendums and popular initiatives, concordance government (a sort of
grand coalition), federalism and a federal administration, whose structures
had for a long time been only poorly developed. The main lobby groups were
Vorort (Swiss Federation of Commerce and Industry) and the Swiss Bankers
Association (SBA), but others included the big banks and the associations of
individual sectors, such as those of the watchmaking and textile industries.
The importance of non-governmental regulations in monetary policy can be
seen from the fact that, on a number of occasions, the SNB even signed agree-
ments — or at least entered into gentlemen’s agreements — with the SBA, the
big banks and the watchmaking and textile industries.

Chapter 2.2 will examine developments up to the end of the EPU and the
transition to convertibility. Chapter 2.3 will then outline the changes in the

3 For a historical analysis of this phenomenon, cf. Bernholz (1982).
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SNB’s monetary policy in connection with the attempt to stabilise the Bretton
Woods system. Finally, chapter 2.4 will analyse the development of money
supply policy after the transition to floating exchange rates, as well as its
repercussions.

2.2 Switzerland's emergence from isolation and the hesitant
abolition of inward exchange controls

2.2.1 Foreign trade policy

At the end of World War 11, Switzerland found itself faced with consider-
able political and economic problems, even though its productive apparatus
had escaped destruction, the Swiss National Bank had ample gold and foreign
exchange reserves and the convertibility of the Swiss franc had been success-
fully maintained. As a result, the franc had become a much sought-after cur-
rency internationally. Difficulties arose from the disruption of trade relations
with the war-ravaged countries of Europe, especially since the collapse of
Germany had deprived Switzerland of its most important trading partner.
As a result, it had to a large extent been cut off from the imports of raw
materials and foodstuffs needed by its industry and population. In addition,
the Allied powers, led by the United States, were accusing Switzerland of
having favoured the war efforts of the Axis powers, especially Germany.*
The SNB was also accused of having abetted Germany by buying German
gold, including gold that had been illegally appropriated by the Reichsbank.
Even before the United States entered the War, it had not only frozen all assets
in the US belonging to Germany and Italy, but also those belonging to the
neutral countries of Europe. These included the gold and foreign exchange
reserves of the SNB, which were also frozen in the United Kingdom and
Canada. Following the liberation of France, even the transport by rail of
goods that Switzerland had bought and were warehoused on the Iberian
Peninsula was embargoed. For the policy of the National Bank, it was particu-
larly important that, even during the War, Switzerland had run a trade surplus
with most countries, generating an inflow of gold and foreign exchange that
increased the monetary base (consisting of currency in circulation and banks’
balances with the central bank), thereby fuelling inflation. Switzerland also
had a trade surplus with the US. The SNB had converted the corresponding
dollar balances into gold, but these could not be used to buy goods outside
the US because they were frozen. At the same time, to prevent exporters from

4 Spahni (1977), pp.25-26, 39; Durrer (1984), p.172.
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going bankrupt, the National Bank had to pay them Swiss francs for the dollar
revenues they had earned in their trade with the US. This had the effect of
increasing the monetary base.’

In these circumstances, the Confederation and the SNB had no option but
to secure a normalisation of foreign trade and payment relations as quickly
and extensively as possible. The lifting of the freeze on foreign assets by the
Western Allies was conditional upon the signing of the Washington Agree-
ment of 1946. However, the implementation of the Agreement dragged on for
several more years, since the Allies demanded ‘certification’ of all foreign
assets in order to filter out all suspected enemy assets for expropriation.
Switzerland also had to pay the Allies 250 million Swiss francs in order to
induce them to sign the Agreement. This payment is discussed in more detail
below owing to the SNB’s involvement in it (which was also not without
repercussions for its relationship with the Confederation).

The measures Switzerland took and the agreements it concluded in order
to overcome its isolation in trade policy matters have been described on vari-
ous occasions elsewhere and can be mentioned only briefly here.® After the
first agreement (Currie Agreement) of 8 March 1945, the Allies relaxed their
import restrictions. However, Switzerland could obtain certain goods that
were in short supply only through Allied intermediaries, and the Allied ship-
ping pool was not able to provide Switzerland with hold space. These con-
straints were then eased following the end of the war with Japan. In the ‘game’
of power politics being played out here, the strengths of the Allies lay in their
control over the frozen assets as well as their control of many raw materials
and of the access routes. For its part, Switzerland’s strength lay in its intact
industrial production capacity, which was able to assist in the reconstruction
of Europe, and on its high currency reserves, which allowed it to grant inter-
national loans. However, these loans had the effect of boosting the monetary
base insofar as they were used to finance imports from Switzerland. A first
loan, for 250 million Swiss francs, had been extended to France as early as
22 March 1945. In return, it was prepared, among other things, to reopen the
port of Marseilles to Swiss imports. In addition, Switzerland managed to se-
cure deliveries of coal (among other things) in a trade agreement — also with
France. This was concluded in the autumn following tough negotiations,
which involved threatening to block disbursement of the second tranche of
this loan if France did not sign. Bilateral trade and payments agreements with

5  Regarding the financial links, cf. Durrer (1984).
6 Cf., for example, Spahni (1977).
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Belgium, the Netherlands and the UK followed in 1945 and 1946; under the
payments agreement with the latter, a sizeable loan was also granted. How-
ever, because of the large bilateral trade deficit, it was not long before Switzer-
land imposed restrictions on its exports to the UK.

Restoring trade relations with the United States proved more difficult.
The US insisted on imposing limits on exports of Swiss watches, requesting
the supply of watchmaking tools instead — both in the interests of its own
watchmaking industry. While Switzerland wished to protect its watchmaking
industry, it ultimately had to make concessions on both fronts in order to
normalise trade relations. Similar demands were made by the UK. Despite
the aforementioned difficulties, by late 1946 and early 1947 Switzerland had
succeeded in establishing bilateral trade relations with almost all European
countries and, to a certain extent, in protecting and/or including the trad-
itional Swiss export industries (which in many cases were manufacturers of
non-essential goods) and its tourism sector. Given most European countries’
shortage of foreign exchange, this success was by no means a foregone conclu-
sion and proved a hard struggle. Thereafter, it was a question of maintaining
and further expanding these bilateral trade relations and eventually moving
over to a multilateral system: with bilateral trade relations, unlike multilat-
eral relations, the scale of trade is in principle limited by the weaker partner’s
capacity to supply goods.

2.2.2 Monetary policy and inward exchange controls

This was the background against which the SNB’s monetary policy was
conducted until the devaluation of the British pound and other currencies
in the autumn of 1949 and the creation of the EPU. With the exchange rate
parities existing at the time, the problem of Switzerland’s balance of payments
and trade surpluses was fundamental. Given the devaluations of sterling and
most other currencies in 1949 and the balance of payments surpluses that
Switzerland continued to run even after that (with the fixed rate against the
dollar remaining unchanged), it was clear that the Swiss franc was under-
valued. The SNB thought otherwise, however, especially as the trade surplus
gradually turned into a deficit.

The conflict between the undervaluation of the franc and control

of the money supply

The SNB’s Governing Board hoped that there would be a gradual return
to normality, even if the prevailing gold parity was maintained. Maintaining
the parity was, however, incompatible with limiting the growth in the mon-
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etary base. The National Bank sought to counter the resultant problems by
creating a two-tier foreign exchange market — especially for the US dollar,
which was the most sought-after and scarcest currency in all other countries
— and by introducing inward exchange controls. In addition, the federal de-
cree of 2 March 1945, which met a request from the Allies, prohibited trading
in and the import and export of foreign banknotes. These expedients were
supplemented for a while by sales of gold at standard market terms in the free
market, plus a number of other measures, such as purchases of gold by the
federal government. They were all intended to prevent or reduce the inflows
of gold and foreign exchange which, if they were acquired by the SNB in
exchange for Swiss francs, triggered inflationary tendencies by boosting the
monetary base.

The broader picture can be better understood with the aid of graph 2.3,
which plots the demand for and supply of US dollars as a function of the
dollar price in Swiss francs, as well as the official exchange rate for the dollar
derived from the gold parities, i.e. the price in Swiss francs. The more expen-
sive the dollar, the greater the supply of dollars and the lower the demand for
the currency. At the official dollar exchange rate, there is a dollar overhang —
expressed here as D-B. In the absence of any additional measures, the SNB
would have had to buy up this excess supply with Swiss francs in order to
maintain the official price, the dollar parity. However, this would have re-
sulted in an increase in the monetary base by w(D-B) Swiss francs, with the
attendant inflationary effects if real GNP had not grown at an equivalent rate.
This is known as imported inflation.

The first measures that the National Bank employed to try to limit the
dollar overhang consisted of the rigorous application of inward exchange
controls. This comprised two main components. The first was the imposition
of quotas on exports, the proceeds from which could be settled at the official
dollar exchange rate. This is shown in the graph by a shift in the dollar supply
curve to the left (pink line), as a result of which the dollar overhang is reduced
to C—B. This restriction was decreed from 1 March 1944 for the watchmaking
industry and from 1 January 1945 for industry as a whole (effective until
January 1946 and May 1947 respectively).

Secondly, only ‘commercial’ transactions were now allowed to take place
at the official exchange rate parity in the official dollar market, while other
transactions had to be effected at floating exchange rates in the free market,
the so-called ‘financial dollar’ market. However, since the exchange rate in
the financial dollar market was naturally lower, importers would — without
further intervention — have used only that market to buy the dollars they
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Graph 2.3
Diagram illustrating the two-tier dollar market
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needed. For that reason, the financing of imports in the free market was pro-
hibited shortly after Swiss assets were frozen in the United States. It can be
assumed, however, that not all imports were settled at the official rate. This is
shown in graph 2.3 by a shift in the demand curve to the left (grey line).

The measures described above were not enough, however, to eliminate the
dollar overhang C—A completely. In fact, even after the introduction of the
two-tier market, there was still a dollar surplus in the official market (repre-
sented in graph 2.3 as C-E), while the balance, E-A, was forced onto the
financial market. Since the SNB did not intervene in this market, it only
needed to buy up dollars for w(C—E) Swiss francs in the commercial market
in order to maintain the dollar parity there.

Various measures were taken to lessen the increase in the monetary base
caused by the National Bank’s purchases of dollars. Firstly, 50 percent of all
dollar revenues from exports were blocked on accounts at the SNB for three
years,’ the residual 50 percent being paid out immediately by the National

7  SNB (1957), pp. 127 et seq.
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Bank in Swiss francs. Secondly, the SNB reduced the growth in the monetary
base by market sales of gold bars and gold coins for Swiss francs — i.e. by
operating a contractionary open market policy in gold. Thirdly, the growth in
the monetary base was limited by the Confederation taking over — from 1943
onwards — some of the dollar overhang after it had been converted into gold.
Since the government funded the Swiss franc equivalent of the amounts
needed to buy the gold from tax revenues or from the proceeds of bond issues,
the monetary base did not rise.

The splitting of the foreign exchange market

The dollar market was split in two on 7 September 1941 — just three
months after the freezing of Swiss assets by the United States — by the signing
of a ‘gentlemen’s agreement’ between the SNB and the Swiss banks. Under
this agreement, the banks undertook to pay for imports solely out of dollar
revenues from goods exports, from payments related to insurance, from
payments for the normal needs of diplomatic representations, for aid and
charitable purposes and for subsistence purposes in cases of hardship. For
these transactions, the official exchange rate of 4.30 Swiss francs per dollar
applied. In return, the SNB undertook to buy the remaining dollar overhang
at this rate. These measures were supplemented in 1942 by a further agree-
ment with the banks and shortly thereafter by a federal decree on restrictions
on trading in and the import and export of gold.

The SNB began to sell gold as early as 1940/1941 and did not stop until
September 1947. All told, it sold 1,388 million Swiss francs’ worth of gold, of
which the largest amount (468 million) in 1947.8 This policy also contributed
to the attempts to stabilise the price of gold, especially in the years up to 1944.
On top of that came the SNB’s substantial sales of gold to industry.

The purchases of gold by the Confederation began in 1943. The govern-
ment’s gold holdings peaked at 1,258 million Swiss francs in 1947. However,
463 million francs’ worth of this total was owned by exporters whose assets
had been frozen, but had to be paid over to them once the three-year blocking
period had ended. The funding of the gold holdings involved relatively high
costs for the government. Thus in 1947, when pressure in the dollar market
eased somewhat, the SNB signalled its willingness to gradually take back the
bulk of the government’s remaining gold holdings. Of these holdings, 250 mil-
lion Swiss francs’ worth of gold had already been used earlier for the above-
mentioned payment to the Allies under the Washington Agreement, with the

8  SNB(1957), pp. 143-144.
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SNB making a 100 million Swiss franc contribution to the Confederation
(cf. chapter 2.2.3). By 1948, the government’s gold holdings had thus dropped
to 182 million Swiss francs. However, they rose again in the following two
years owing to an increase in the balance of payments surplus.®

Initially, the financial dollar market was restricted to New York, but after
the War it also extended to Switzerland. The exchange rate temporarily hit a
low of 2.29 Swiss francs in 1944, but recovered again in the post-war period
(cf. graph 2.4).

As can be seen from the Governing Board’s exposition to the Bank Council
— the SNB’s supervisory board — and the measures implemented, the Govern-
ing Board was influenced by its conviction that an increase in the monetary
base, and therefore in the money supply overall, would inevitably have an
inflationary effect. In this respect, the Governing Board subscribed to the
quantity theory of money and was pursuing the objective of price stability.
Yet its policy was inconsistent, because maintaining the fixed gold parity —
and therefore the dollar parity — was a crucial factor in the dollar overhang
and thus the growth in the monetary base. In addition, the fact that import-
ers were obliged to buy the dollars they needed at the official rate increased
the price, reduced the supply of imports and thereby also contributed to infla-
tion (cf. graph 2.3).

The problems inevitably associated with a two-tier market also arose. Since
the distinction between commercial and financial transactions was bound to
be just as unclear as that between cases of public good, charity or hardship, the
SNB had to decide on a host of applications to exchange dollars at the official
rate and to allow certain transactions at the financial dollar rate. It was inevit-
able that there would be some degree of arbitrariness in these decisions. As can
be seen from table A 2.1 in the Appendix, in 1946/1947 (which have been
selected as an example here), the Governing Board had to decide on 225 appli-
cations. On average, therefore, it had to consider such applications at every one
of its (mostly) weekly meetings, not to mention all the preparatory work that
had to be done by the members of staff responsible. The breakdown of the ap-
plications also shows that the Governing Board did not always keep within the
prescribed bounds. One only has to look at the applications from municipal-
ities, private individuals, the tourist industry and international organisations
that were granted exemptions. For the applicant, approval of an application
brought considerable financial advantages, which is sure to have influenced the
frequency of the applications and the way in which they were worded. It should

9  SNB (1957), pp. 145 et seq.
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Graph 2.4
Official US dollar exchange rate and exchange rates for financial dollars
and dollar notes, 1942-1949
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be noted that the amounts applied for and approved in the two years that have
been analysed earned profits of around 8.4 million and 9.5 million Swiss francs
respectively (cf. table A 2.2). The present-day value of these profits, adjusted
for the change in consumer prices, would be about 40 million Swiss francs.

Nor were the discretionary decisions of the Governing Board by any
means always entirely above suspicion. The often inevitable arbitrariness of
some decisions can be demonstrated by way of examples. First of all, the
private sector was discriminated against on a number of occasions when only
federal agencies were allowed to import goods using financial dollars to pay
for them.!® Other cases were more serious still. For instance, the application
from an official of the Federal Department of Finance (FDF) to exchange
9,100 US dollars to buy a small property for his parents, who had returned to
Switzerland, was approved because (as Department II, which supported the
application, put it) “he [was] a close friend of the Head of the Federal Depart-
ment of Finance and Customs”."! Another case concerns the application from

10 SNB, Minutes of the Governing Board (1948), 5 March, no. 301.
11 SNB, Minutes of the Governing Board (1947), 10 July, no. 908.
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a First Secretary at the US Legation in Berne, which the SNB obviously did
not want to upset. This individual had deposited a cheque for 3,500 dollars
with Swiss Volksbank, which he wanted to be exchanged at the official rate so
that it could be used to build a chalet in Gstaad. The application was approved
upon the recommendation of Department I1.12 A third example concerns the
exchange at the official rate of a deposit of 10,000 US dollars at Morgan & Co.
which had been applied for by Minister Walter Stucki, who had rendered out-
standing service in the conclusion of the Washington Agreement.'?

Furthermore, the two-tier market acted as a sort of export subsidy, while
importers and consumers were disadvantaged by the higher prices that had to
be paid for imports. Nor should it be overlooked that the two-tier market
and inward exchange controls provided incentives to over-invoice for exports
and to under-invoice for imports; in the latter case, the missing amount could
be obtained more cheaply in the free market. It was also possible to circum-
vent the system through triangular trades, whereby a business purchased
goods cheaply with financial dollars in, for example, the United States and
had them delivered to a third country, from which they were then imported
into Switzerland at the official exchange rate. Such circumventions and
fictitious transactions are an inevitable consequence of state intervention in
the market and are bound to lead to escalating interference, as Ludwig von
Mises had observed much earlier.*

Difficulties were also experienced by companies that earned a sizeable
proportion of their income either from services provided abroad or from the
production proceeds of their subsidiary companies abroad, while their costs
were largely incurred in Swiss francs. In March 1949, for instance, the big
chemical company Ciba cited growing financial difficulties. To counter com-
petitive pressure, it wished to make investments in its plants in Switzerland
and claimed that, to do so, it needed to transfer a sum of 2.5 million US
dollars from its holdings in the United States. It was therefore asking to be
allowed to exchange this amount at the official exchange rate. The Chairman
of the Governing Board, Paul Keller, was opposed to approval being granted,
claiming that industry and banks should be treated equally; if need be,
approval could be granted in tranches. At the suggestion of the Head of
Department III, Alfred Hirs, it was eventually decided to authorise the ex-
change of 500,000 US dollars, with the prospect of reviewing the case again

12 SNB, Minutes of the Governing Board (1946), 21 June, no. 707.
13 SNB, Minutes of the Governing Board (1946), 6 September, no. 1115.
14 Mises (1929).
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later. An application from Swissair in August 1949 highlighted further prob-
lems. Under the regulations, this company had to buy the dollars it needed to
purchase its aircraft in the United States at the official rate. However, it could
only exchange the dollar revenues from its flight operations into Swiss francs
at the lower financial dollar rate, since these operations counted as providing
a service. It was not allowed to use these funds directly to purchase aircraft.
It was therefore at a disadvantage compared to its foreign competitors. Opin-
ions on how to resolve this issue differed within the Governing Board. It was
not until the next meeting that it was decided to assure Swissair of the favour-
able treatment of its offers to sell dollars; but these would have to reviewed
again each month on the basis of documentary evidence.!s

In the end, the procedures described above resulted in a sharp increase
in bureaucracy. A good part of this, however, was passed on to the private
interest associations in Switzerland, which had, for example, to confirm the
accuracy of import documents. Nevertheless, even the Swiss Clearing Office,
which was responsible (among other things) for administering the measures
in question, still had 820 members of staff in 1949, a figure that had fallen to
32 by 1964. The Office was not closed until the end of 1978. The Price Control
Office reached its peak employment level in 1944, when it had 381 members
of staff, and still employed 274 people in 1948. The number of employees at
the FDF also rose during the War and in the immediate post-war period, from
4,290 in 1939 to 5,510 in 1949, although it is unclear to what extent this was
due to the workload generated by the inward exchange controls.

Administrative control of the gold market

Similar problems arose because of the restrictions on trading in gold,
which were in force to varying degrees from 1942 to 1952. In 1948, for ex-
ample, the number of corresponding applications, at 468 (cf. table A 2.3.1),
was even greater than that for foreign exchange transactions. In this case,
too, questionable discretionary decisions were inevitable, as can be seen from
the fact that some approvals came with conditions attached. Moreover, the
amounts involved were considerable, with import applications for around
21 tonnes of gold and export applications for around 9 tonnes. The profit
opportunities offered, for example, by approval of export applications were
also substantial: witness the difference of around 14 million Swiss francs

15 For the Ciba application, cf. SNB, Minutes of the Governing Board (1949), 17 March,
no. 297. For the Swissair applications, cf. SNB, Minutes of the Governing Board (1949),
25 August, no. 910; 8 September, no. 954.
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between the maximum price for gold obtainable in Switzerland and the
market value for the authorised export applications abroad (cf. table A 2.3.2).

The SNB stopped selling gold bars in February 1947 and stopped selling
gold coins in September of the same year, since “the gold coins sold by the
National Bank were increasingly finding their way abroad. The gold was
thus becoming an instrument for international speculation and smuggling”.'¢
The Governing Board was of the opinion that the Swiss francs needed to
buy the gold were being acquired in the free dollar market and that this was
giving rise to unwelcome pressure on the exchange rate for the financial
dollar.'” However, the cessation of the gold sales exacerbated the problems of
managing the gold market. For instance, the National Bank was still selling
gold for industrial use. Not unexpectedly, applications to buy such gold
increased considerably after the SNB stopped selling gold in the free market.
In addition, the black market in gold was growing, too. According to the
Head of Department I, this could be seen from the striking increase in gold
deposits in duty-free warehouses and private warehouses with ‘free-pass
certificates’.!®

The criminal courts set up under Switzerland’s war economy, which were
charged with punishing violations of laws and decrees enacted to enforce
market regulations, especially during and immediately after the War, also
found themselves dealing with gold policy. Because of the SNB’s ever-chang-
ing gold policy, they faced considerable difficulties in setting the penalty for
contraventions, as this penalty depended on the severity of the offence and
the offence depended, in turn, on the rules prevailing at the time it was com-
mitted. For instance, the president of the first war-economy criminal court
wrote to the SNB asking whether “it would be so kind as to regularly inform
the various war-economy criminal courts by way of circulars of any major
change in the situation in the gold market and in the Bank’s gold policy”. For
it had been found, he continued, “that it was impossible to impose a just
sentence without due regard being paid to the situation in the gold market
prevailing at the time the offence was committed and to the gold policy being
pursued by the authorities”. The Governing Board, on the other hand, took
the view “that, when judging a crime [...] against the regulations relating to
trading in and the import and export of gold, the detrimental effect of the
crime matters less than the crime itself [...]”.! Even as early as 1946, two

16 SNB, Minutes of the Governing Board (1947), 10 September, no. 1174.
17 SNB, Minutes of the Governing Board (1947), 16 May, no. 670.

18 SNB, Minutes of the Governing Board (1948), 1 September, no. 1028.
19 SNB, Minutes of the Governing Board (1948), 5 March, no. 303.
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presidents of war-economy criminal courts had “raised the issue of whether,
now that it is generally known — and doubtless by the National Bank as well —
that the bulk of the gold it has sold is exported ‘black’, i.e. is crossing the
border without due authorisation, it would not be better to lift the controls on
the export of gold”2° — a request which the SNB categorically rejected.

SNB resistance to abolishing the two-tier foreign exchange market

and inward exchange controls

In the circumstances described above, it is not surprising that efforts to
force the SNB to change its policy soon emerged at the political, business
and academic level and among the public in general. The National Bank
resisted these efforts — generally successfully — with dogged delaying tactics,
making only gradual and piecemeal concessions. The SNB actually found
itself faced with considerable problems in achieving this. Its delaying tactics
sprang from its insistence on retaining the gold parity and the resultant fixed
exchange rates, while also wishing to avert an increase in the monetary base
and the surge in inflation that could result. This policy was, after all, succeed-
ing inasmuch as it was able to hold inflation in Switzerland at a level lower
than that prevailing in other developed nations. The National Bank also
hoped that the situation would improve as the trade balance gradually de-
teriorated. However, the gradual release of the frozen Swiss assets raised the
question of whether these assets, together with the interest and dividends
accrued, would not be entirely or very largely converted into Swiss francs once
they were allowed to be exchanged freely at the official dollar rate. This would
have resulted in an unwelcome increase in base money. Then there was the
question of the 50 percent blocked dollar amounts from the earlier export
revenues, which could be converted into Swiss francs once the three-year
blocking period had expired. The attendant threat of a large inflow of foreign
exchange was the reason why the SNB did not wish to relinquish its inter-
vention policies.

The pressure on the National Bank did not ease, however. The watchmak-
ing industry, in particular, was demanding the abolition of the export quotas,
and importers would have liked to see a lifting of the obligation to buy dollars
at the parity exchange rate, since they would then be able to import their
goods at the lower financial rate. The banks and owners of financial assets and
financial income, however, wanted to be able to exchange them freely at the
official rate. The same was also true of all other businesses and individuals

20 SNB, Minutes of the Governing Board (1946), 5/6 December, no. 1618.
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(such as American tourists, for example) who wanted as favourable an ex-
change rate as possible. Finally, the US authorities were also extremely un-
happy that their currency, which was highly sought after elsewhere in the
world, should have to be traded at a discount in the financial dollar market in
Switzerland. Relatively early on, the SBA began to lobby for financial dollars
to be available for purchase and sale at the official parity. In a letter dated
29 September 1945, it returned to the question, referring to the deteriorating
trade balance with the United States. “It [the SBA] hopes, therefore, that it
will be possible for the National Bank at least to accept the proceeds of Swiss
financial claims on the US again.”?" After the conclusion of the Washington
Agreement had resulted in the freeze on Swiss assets being gradually lifted,
various businessmen demanded that their frozen dollar balances be released.
The National Bank, however, took the view that these balances should not be
released until the three-year blocking period had expired.??

Even before this, the US had been demanding that the blocking of 50 per-
cent of dollar export revenues be abandoned. Thereupon, the Chairman of
the Governing Board, Ernst Weber, said at a meeting with representatives
of various federal government departments and Vorort that “it [should] be
made clear [to the US Treasury] that Switzerland needs goods and not blocked
gold. And after all, it is not Switzerland’s job to maintain the exchange rate of
the dollar.” He stressed that buying the blocked gold for Swiss francs would
increase the monetary base, which would not be the case if it were to be used
to buy goods in Europe. Weber declared that there could therefore be no
question of the freeze being lifted unless the Confederation took on the add-
itional dollars. This request was, however, turned down by the representative
of the FDF, Eberhard Reinhardt.?? Although the SNB carried the day at this
meeting, the Federal Council decided on 10 December 1945 to lift the freeze
on 50 percent of the dollar revenues from future imports. Subsequently, at
a meeting between the SNB and the Federal Administration, there was a
discussion over the question as to whether the extra dollars that were now
becoming available should be taken over by the government or the SNB. It
should be borne in mind at this point that the acquisition of the dollars by
the Confederation instead of the National Bank implies no increase in the
monetary base. Whereas the Head of Department III, Alfred Hirs, was in
favour of the SNB taking them all, Chairman Ernst Weber dismissed this

21 SNB, Minutes of the Governing Board (1945), 3 October, no. 1096.
22 SNB, Minutes of the Governing Board (1946), 6 June, no. 631.
23 SNB, Minutes of the Governing Board (1945), 12 October, no. 1211.
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suggestion and argued in favour of a gradual approach, since the currency situ-
ation still had not changed fundamentally.?

The debate continued even after this limited liberalisation, and at a meet-
ing in Berne on 14 June 1946, a detailed discussion took place with repre-
sentatives of the federal government departments concerned and Vorort.
Weber set out the reasons why the SNB was against lifting the existing re-
strictions on transfers. He claimed that it would lead to an inflow of 400 mil-
lion Swiss francs” worth of gold, a further cut in interest rates, an increase
in the money supply of unknown magnitude and an appreciation of the
Swiss franc in the United States. Not until after certification of the assets
would the SNB consider whether and to what extent financial dollars could
be accepted. The blocked accounts would have to be maintained for the time
being, and if possible, until the blocking period had expired. Against this,
the representative of the Department of Political Affairs, Reinhard Hohl,
argued — as did the Director of Vorort, Heinrich Homberger — that the situ-
ation was already less critical, because imports were increasing. Homberger
proposed the full transfer of licence claims, concessions in dollar trading for
transit trade businesses and a revision of export quotas to bring them into
line with the needs of the watchmaking industry. Hirs cited various conces-
sions that the SNB had already made, such as the increase in quotas for
maintenance payments, vacationing by US military personnel, humanitar-
ian efforts and youth welfare. The Confederation had not been burdened
with any more dollars for months and the SNB had made concessions to
companies in the financial sector by accepting gold for interest payments
and licences. It was necessary to proceed in stages. No decisions were taken
at the meeting.?®

Immediately after this meeting, the situation was changed by the revalu-
ations of the Swedish krona and the Canadian dollar. In a meeting of the
Governing Board with Federal Councillor Ernst Nobs, Head of the FDF,
the SNB argued against revaluing the Swiss franc and — at Nobs’s request —
set out its views on this matter in a letter. It explained that the price increases
in the United States had only a minor effect on Switzerland, that on the basis
of a comparison of prices and wages the Swiss franc was not undervalued
versus the dollar, and that a revaluation would not lower the prices of im-
ported goods by a corresponding margin, but would in fact make life more
difficult for exporters. Agriculture was not in favour of a revaluation either.

24 SNB, Minutes of the Governing Board (1945), 20 December, no. 1475.
25 SNB, Minutes of the Governing Board (1946), 21 June, no. 675.
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Moreover, the National Bank argued that a reversal in the current economic
situation might lead to a devaluation of the Swiss franc in the event of a crisis.
Finally, a revaluation would mean currency losses running into hundreds
of millions of Swiss francs for both the federal government and the SNB.
The National Bank was thus opposed to any manipulation of the currency.
The Governing Board stated that “a solution to the price and cost problem
relative to other countries would best be achieved through a system of export
premiums and by creating equalisation funds designed to make imports
cheaper”. Together with a summary letter, it then also sent a draft communi-
qué for the Federal Council in which a change in the exchange rate was
rejected.?® The Federal Council concurred with this recommendation in a
statement it made in Parliament.

The splitting of the market was not limited just to dollar foreign exchange,
but also extended to dealing in banknotes. As mentioned above, on 2 March
1945, the Federal Council, presumably under pressure from Allied govern-
ments (which did not like seeing their banknotes traded at a discount to the
official exchange rate), prohibited trading in and the import and export of
foreign banknotes — whereupon a black market developed. As early as Febru-
ary 1946, therefore, this prohibition was lifted again for dealing in notes of up
to 20 dollars. However, at the end of the year, the Chairman of the Governing
Board, Paul Keller, raised the question of whether “in order to effectively
combat the unhealthy excesses of dealing in banknotes [...] the reintroduc-
tion of a general ban on dealing in notes [might be] worth considering”.?”
Nevertheless, on 31 October 1947, all restrictions on dealing in banknotes
were lifted. The abolition of controls on dealing in dollar banknotes led to
banknote exchange rates that were sometimes substantially below the rates
for the financial dollar (cf. graph 2.4). Even more marked was the difference
between the rates for banknotes and official rates for sterling and the French
franc. Out of consideration for the tourism industry, essential business trips,
etc., but also partly at the request of foreign governments, the SNB and the
Federal Council had no choice now but to make certain amounts of bank-
notes available to non-residents at the official rate, with the amounts being
entered on their passports. However, because of the large differences between
official exchange rates and banknote exchange rates, this soon led to arbi-
traging by foreign visitors, who would change some of the Swiss francs they
had received at the official rate back into their currency at the free market

26 SNB, Minutes of the Governing Board (1946), 17 July, no. 871.
27 SNB, Minutes of the Bank Committee (1946), 12/13 December, p.511.
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banknote rate. The banker Hans Bidr recalls his own experience: “The
National Bank and its management of the dollar exchange rate allowed [you]
to increase [your own] salary.” It offered “non-residents (students, trainees),
if they’d just come into 100 dollars, say, the opportunity [...] to live for free —
and rather comfortably. They just needed to pocket the 430 Swiss francs and
immediately use 220 of those francs to buy 100 dollars again. In 1947, you
could live extremely well for ten days on 210 Swiss francs.”?®

All these deficiencies and problems led to considerable criticism from
the Swiss population, especially since non-residents appeared to be living at
their expense. This was politically explosive and gave rise to growing pressure
at the political level, which evidently provoked Federal Councillor Nobs to
inform the SNB, in a letter dated 24 October 1946, that the whole of the
Federal Council felt that the development of the dollar and sterling exchange
rates was displeasing. Conditions in the foreign exchange market were unten-
able, he said. Public opinion was agitated. Moreover, if this unfortunate situa-
tion was not rectified, severe reactions could be expected. “The public finds it
particularly inappropriate that non-residents can, by exploiting the different
exchange rates, live in Switzerland free of charge, to all intents and purposes.”
In view of the SNB’s large gold reserves, would it not be possible, Nobs wrote,
to sell gold to the public? Since the matter was assuming an increasingly
political dimension, the Federal Council expressed its wish for appropriate
measures to be taken before the end of November. In its reply, the National
Bank maintained that the deficiencies in the system and over-full employ-
ment were not the result of the SNB pursuing the wrong foreign exchange
policy. If it were to be more accommodating in accepting gold and foreign
means of payment, this would “inflate the money supply [...] [and] lending
potential, with unimaginable consequences [...].” It was “not Switzerland
that is being cheated [by the free holidays], but the non-resident owner of
foreign banknotes who sells them at cheap rates.” An attempt should be made
in the tourist trade to restrict the acceptance of foreign notes. The SNB sug-
gested the possibility of trading in financial dollars being limited to a smaller
number of banks, and admitting this form of trading for imports, to a certain
extent. Gold was already being sold in accordance with the Federal Mint’s
capacity to deliver. Consideration should also be given to whether extending
gold or currency loans to other countries might not be feasible in order to
reduce the money supply.?

28 Bir (2004), p.70.
29 SNB, Minutes of the Governing Board (1946), 6 November, no. 1442.
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The SNB’s controversial views were expressed even more sharply at a
meeting of the Bank Committee in December 1946. Governing Board Chair-
man Weber stated that the Board had expressed its astonishment “that the
Federal Council should believe that the present shortcomings in foreign
exchange rate and banknote exchange rate developments could be eliminated
by measures taken by the National Bank”. The present foreign exchange situ-
ation was “very closely related to the insufficient trade in goods”. He was
“convinced that tight quotas or even a prohibition on the sale of goods to
other countries would immediately cut off demand for Swiss francs com-
pletely”. Yet he ruled out any such measures, stating that exchange rates could
doubtless be restored to normal if the receipt of gold and foreign exchange
were freed up completely. Given the trend in prices and wages and the
booming economy, he said, that was not possible. A revaluation would not
bring about a correction; in fact, business leaders felt it would even threaten
the competitiveness of the export industry. In Weber’s view, the idea of a free
dollar exchange rate was utopian. Even so, he continued, the SNB had already
announced that it would be purchasing the 1945 dollar income from Swiss-
owned assets. It was also envisaged that the National Bank would buy the
currency or gold income accruing from licences, commissions and transit
trade. The possibility of issuing gold certificates had also been raised, but
Weber was against this measure, which had been proposed by the Head of
Department II, Paul Rossy. The overvaluation of the currency could be
corrected only by a change in the flow of goods, Weber argued. Rossy then
said that the “freezing of Swiss assets in America [...] [was] a good thing for
our bank inasmuch as it allowed it to banish the whole question of the finan-
cial dollar from its currency policy”. He pointed out that the lifting of the
freeze would free up all Swiss assets, but that, with the certification work still
proceeding, they would continue to be protected from that for a short while
yet. In his view, the most effective means was to be found “in the appropriate
setting of quotas for exports and not in our monetary policy”. At the same
time, Rossy did also warn that on “the eve of an election year like 1947 [...]
the policy of a dual dollar exchange rate [will] be exceptionally dangerous.
Many political groups will exploit our actions for their own electoral propa-
ganda purposes by claiming that, on the one hand, the authorities and the
National Bank in particular have promoted exports and stimulated economic
activity while, on the other hand, they have artificially pushed up the cost of
living in our country.”*® After Hirs had declared his more optimistic assess-

30 SNB, Minutes of the Bank Committee (1946), 12/13 December, pp.507-517.
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ment of the situation, Professor Paul Keller, the future Chairman of the
Governing Board, stated that Parliament needed to be clear in its own mind
“whether it wants to restrict exports even more or not”.3!

Thus the foundations were laid for the SNB’s policies and its reaction to
the pressure from lobby groups, the public and the politicians. The inward
exchange controls were retained in order to limit the rises in base money
and inflation, but were gradually weakened by more and more concessions. In
May 1947, the income from Swiss financial assets in the United States for
1946/1947 was decontrolled and could now be exchanged at the dollar parity,
while the weekly allowance for travellers from dollar countries was raised
from 125 to 200 dollars. In mid-1947, the export quotas on watches were also
abolished, having already been increased in 1946. The blocked 50 percent of
export revenues were released in 1947, 1948 and 1949, after the individual
blocking periods had expired. Finally, in late 1947, 10 percent of Swiss resi-
dents’ investments in the US that had already been certified were allowed to
be exchanged at parity, although only partial use was made of this conces-
sion.’? However, the SNB showed no sign of responding to appeals to be
allowed to use financial dollars for at least some categories of imports. Many
such demands had been made in the National Council since 1946, not least
by Gottlieb Duttweiler, who — as founder of the Migros retail group — had a
vested interest in cheap imports. At the instigation of the SNB, all these
motions were rejected by the Federal Council and by Parliament,* even
though they had been supported as early as 1946 in an academic report
written by Professor Hugo Sieber of the University of Berne. Sieber had pre-
sented a number of good reasons for abolishing the two-tier foreign exchange
market and the associated inward exchange controls. He did not rule out a
revaluation of the Swiss franc, which in fact would probably have been the
best solution. Other economists, such as Professors Alfred Bosshardt and
Fritz Marbach, took a similar view. Professors Valentin Wagner, Eugen Bohler
and Walter Johr, however, defended the position of the National Bank, which
would not allow itself to be deflected from the two main planks of its policy:
the fixed gold parity and the limitation of growth in the monetary base by
way of inward exchange controls.*

31 SNB, Minutes of the Bank Committee (1946), 12/13 December, p.524.

32 SNB, Minutes of the Governing Board (1948), 5/6 February, no. 161.

33 SNB, Minutes of the Governing Board (1947), 16 January, no. 85; 10 September,
no. 1174; 24/25 September, no. 1234.

34 Sieber (1946, 1948); Bosshardt (1949); Marbach (1947); Wagner (1949); Bohler (1946, 1950);
Johr (1947). It is interesting that even this academic discussion was still taking place entirely
within the context of the gold standard.
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However, the refusal to allow imports to be financed with financial dollars
because of the improvement in the currency situation was not always undis-
puted at the SNB either. In early February 1948, for instance, Hirs expressed
the view that since the trade balance had swung into deficit, the SNB should
seek to have this prohibition lifted. Governing Board Chairman Keller,
however, supported by Rossy, thought that importers should only be allowed
to acquire 50 percent of the dollars they needed in the free market. It was
eventually agreed to put off taking a decision. However, the exchange rate for
the financial dollar subsequently fell, removing any expectation that this rate
would come into line with the official exchange rate. So when the vote was
taken, it was a unanimous ‘no’.>* A golden opportunity to overcome the split-
ting of the market had therefore been missed. Also typical of the Governing
Board’s attitude was its position on French currency policy after the devalua-
tion of the French franc in early 1949, when France introduced a free exchange
rate for a large proportion of transactions in Swiss francs. The SNB had inter-
vened with the federal authorities prior to this, pleading in vain that they
should do their utmost in their negotiations with France to prevent such a
free market.

The end of the management of the dollar market was finally agreed by the
federal authorities and the SNB on 23 September 1949, after Switzerland had
refrained from emulating the devaluation of sterling (by 30.52 percent) and
many other currencies. Following this de facto revaluation of the Swiss franc,
the reasons for retaining the inward exchange controls against the dollar
appeared to have no further validity, even in the eyes of the SNB. Hence, there
was no devaluation of the Swiss franc apart from a concealed 1 percent cut,
which was backed by the representatives of the export lobbies.3¢ However, the
regulations governing trading in and the import and export of gold were not
relaxed until 1951 and were abolished only in 1952. As late as the end of 1949,
the SNB had stated, in response to a query from the Price Control Office, that
it would not be abolishing the maximum price for gold along with the price
ceilings for all other metals. When the question of easing the gold trading
regulations was discussed by the Governing Board, Keller and Rossy were
opposed, while Hirs was rather in favour.>”

35 SNB, Minutes of the Governing Board (1948), 5/6 February, no. 161; 12 February, no. 193.
36 SNB, Minutes of the Governing Board (1949), 22/23 September, nos. 1000 and 1015;

13 October, no. 1086.
37 SNB, Minutes of the Governing Board (1949), 3 November, nos. 1174 and 1180.
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2.2.3 SNB involvement in the Washington Agreement of 1946

As mentioned above, Switzerland had to declare its willingness to pay
the Allies 250 million Swiss francs in order to secure the unfreezing of its
assets and the lifting of other sanctions (cf. chapter 1.10). The Federal Coun-
cil pressed the SNB to participate in raising this sum. In order to justify
this request, it mentioned the burden falling upon the Confederation. It
also referred to the Allies’ accusations that, during the War, the SNB had
bought illegally acquired gold from the Deutsche Reichsbank. It was there-
fore also in the SNB’s interest — so the government argued — that the agree-
ment be concluded, since otherwise, Switzerland could expect to become
embroiled in legal proceedings with the United States, the outcome of
which was uncertain. The Governing Board and the Bank Committee ini-
tially refused point blank to contribute. In a letter to the Head of the FDF,
Federal Councillor Nobs, the Bank Committee declared that the functions
laid down in the National Bank Act did not even allow the SNB to partici-
pate. It was, however, prepared to help the government with the funding
of its payments.*® The gold transactions with Germany had, they main-
tained, been carried out in good faith and had always been approved by the
Federal Council.

As pressure from the Federal Council mounted, however, this position
proved impossible to maintain. So that in the end, the SNB came up with the
idea of contributing to the 250 million Swiss francs out of the 145 million
francs that were still in the reserve for currency operations. This sum was
the residue of the approximately 620 million Swiss francs in profit that had
arisen following the franc’s devaluation in accordance with Federal Council
decree of 26 September 1936.%° This profit had initially elicited all sorts of
requests from political parties and lobby groups, but the SNB, supported by

38 SNB, Minutes of the Bank Committee (1946), 13 June, pp.204-213.

39 This amount was derived as profit from the devaluation of the Swiss franc and a corres-
ponding revaluation of gold, the initial basis for which was the smallest devaluation rate
provided for in the devaluation decree. This corresponded to a 35.033 percent revaluation of
the gold holdings. With the value of the gold put at 1,537 million Swiss francs, the profit
came to 538 million francs. Of this amount, 533.5 million was allocated to the Exchange
Equalisation Fund. Under the Federal Council decree of 3 June 1940, the SNB was authorised
to value its gold holdings at a maximum price of 4,920.63 Swiss francs per kilogram of fine
gold, which would have equated to a 42.857 percent revaluation of the gold compared to the
position before the Swiss franc’s devaluation. The SNB did not make full use of this
possibility, however, and valued the gold at 4,869.80 francs per kilogram, which represented
its buying price. This higher valuation produced a profit of 101 million Swiss francs. Of this
amount, 87 million was allocated to the reserve for currency operations; the remaining
14 million Swiss francs was used to cover the costs of gold operations. For more on this topic,
cf. SNB (1957), pp. 136 et seq.
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the Federal Council, was able to withstand this pressure for the time being.
Following the outbreak of the Second World War, however, the emergency
situation meant it could no longer deny access to the fund. On 30 April 1940,
under emergency decrees issued by the Federal Council, 250 million Swiss
francs was withdrawn for government war spending. An additional 225 mil-
lion was allocated to the cantons, a good part of which also being earmarked
for armaments and for a job creation policy that had already been initiated
before the War. The balance remained with the National Bank as the reserve
for currency operations.

The Governing Board, Bank Committee and Bank Council now suggested
using 100 million Swiss francs of this reserve for the payments under the
Washington Agreement. After extensive discussions, the Bank Council de-
cided by a majority vote that: “1. There is no legal obligation on the Bank to
participate in the raising of the 250 million francs. 2. Should the federal au-
thorities decide that the National Bank’s reserve for currency operations [...]
be called upon to ease the burden on the Confederation in settling the finan-
cial obligations it has to fulfil under the Washington Agreement, the National
Bank would have no objections to 100 million Swiss francs being drawn from
this reserve [...]. 3. Any drawing of funds from the reserve [...] would have
to be decided by means of legislation.”#! At the instigation of the SNB, this
proposal was discussed with the FDF and largely accepted in the Federal
Council’s message to Parliament. However, the FDF pressed the SNB to
declare that it not only had no objections to the 100 million Swiss francs
being withdrawn from the reserve, but also consented to it. This wording was
eventually accepted by the Bank Council.*?

However, since legal title to the reserve was unclear, the proposal outlined
above was accepted in the Bank Council only after a heated debate. Among
other things, it was argued that the reserve had become the property of the
SNB. Since the National Bank was a public limited company, so the argument
went, part of its property belonged to the shareholders. The shareholders’
general meeting should therefore be asked to decide. Without its consent, a
dangerous precedent would be set. “We see the conflicts between public and
private rights increasing everywhere today. So let us, for our part, avoid the
surrender of private rights — the rights of the honest citizen.” Other members
of the Bank Council stated that, legally speaking, the reserve for currency

40 SNB (1957), pp. 137-138.

41 SNB, Minutes of the Bank Committee (1946), 25/26 September, p.360; SNB, Minutes of the
Bank Council (1946), 25 September, pp.600—616; 2 November, p. 620.

42 SNB, Minutes of the Bank Council (1946), 2 November, pp. 619-628.
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operations could be used only for monetary policy purposes. These objec-
tions were rejected, however, and their supporters outvoted.*

2.2.4 The European Payments Union: moving towards the convertibility

of Western European currencies

Main features of the European Payments Union

As early as 1944, under the leadership of the United States and the
United Kingdom, the Bretton Woods Conference had tried to forge an inter-
national agreement to overcome the exchange control problems of the inter-
war years and World War II. Under this agreement a system was created, with
the International Monetary Fund (IMF) at its centre, which was based on a
watered-down gold standard with fixed but adjustable exchange rates. Under
the auspices of the Fund, it provided for the possibility of relatively short-
term loans (drawings) which were intended to overcome temporary balance
of payments difficulties. The system was based on a watered-down version
of the gold standard because only monetary authorities were entitled to
exchange or obtain dollars at the US Treasury at the fixed parity of 35 dollar
per ounce of gold. Another institution of the Bretton Woods system was
the World Bank — or to give it its proper title, the International Bank for
Reconstruction and Development — which was initially expected primarily
to support the reconstruction of Europe through long-term loans. From
the very outset, Switzerland was sceptical about joining the Bretton Woods
Institutions, although the subject came up for discussion time and time again
and the country cooperated closely with them from the early 1960s. Switzer-
land did not actually join until 1992, long after the main pillars of the system
had collapsed with President Nixon’s abrogation of the obligation to redeem
dollars in gold in August 1971 and the abandonment of fixed exchange rates
in 1973.

In fact, it soon emerged that the Bretton Woods Institutions were playing
a completely subordinate role in the elimination of bilateralism and exchange
controls in Europe. Instead, the crucial steps were being taken within the
context of the United States’ Marshall Plan, with the establishment of the
Organisation for European Economic Co-operation (OEEC) and, under the
auspices of the latter, the EPU. The EPU was created in 1950, after lengthy
negotiations, by eighteen Western European nations, and also included their
overseas currency areas. Immediately after the establishment of the EPU,

43 SNB, Minutes of the Bank Council (1946), 25 September, pp.600-616.
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its members decided to liberalise 60 percent of their trade. Restrictions on
capital movements were not affected by this, however. It was not until later
that a certain amount of liberalisation began to be introduced by the EPU
member states on this front.

The key distinguishing feature of the EPU was the multilateral settle-
ment of balances on bilateral trade or current accounts, as a result of which
trade between any two countries was no longer limited by the bilateral
export revenues of the weaker one. For debtors and creditors, any balances
remaining after this multilateral settlement were liabilities towards or claims
against the EPU, and were denominated in units of account which were
equal to one dollar. Each country was allocated a quota equal to 15 percent
of its visible and invisible transactions. This quota was divided into five
tranches. For debtor countries, balances within the first tranche were fi-
nanced entirely by credit. For subsequent tranches, the proportion that had
to be paid in gold increased with every tranche. If the balance exceeded the
quota, the debtor country had to settle the corresponding part fully in gold
or dollars. Above the first tranche, creditor countries were paid 50 percent
in gold or dollars.

Overall, with full utilisation of quotas, the ratio between credit and
payments in gold or US dollars was 60:40. Insofar as the EPU financed the
balances of debtor countries by credits, these were ultimately funded by
the creditor countries and (thanks to an initial 350 million dollar grant of
Marshall Plan funds) by the US Treasury. Later, the proportion of balances
that had to be paid in gold or dollars was gradually increased. The first change
was to a ratio of 50:50 for all tranches. In the final years of the EPU, the ratio
was eventually set at 25:75. What was important was that the debts arising
from bilateral payments before the EPU commenced operations had been
consolidated and fixed repayment obligations had been arranged.

The EPU was headed by a managing board. The Bank for International
Settlements (BIS) was responsible for the resultant administrative and bank-
ing operations. This was agreed even though the Americans — using Norway
as their mouthpiece on this issue — had pressed vigorously at the Bretton
Woods Conference for the BIS to be abolished.** Since the creation and devel-
opment of the EPU and Switzerland’s involvement have already been de-
scribed in detail, all that needs to be examined here is how it affected Switzer-
land, and the SNB in particular, in terms of monetary policy.*

44 Bretton Woods Report (1944).
45 Cf., for example, Kaplan and Schleiminger (1989); or Schwerdtel (1992).
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Discussions about Swiss membership of the EPU

The Swiss authorities and the National Bank were hesitant about the
efforts to liberalise trade and to create a multilateral payments system, but
did not want to rule out participating. For one thing, at internal meetings
there were discussions about how weak-currency countries could be pre-
vented from discriminating against non-essentials — i.e. luxury goods such
as expensive watches and especially tourism — in the negotiations.*® Such
discrimination was possible, since other EPU members were able to ask for
such goods and services to be excluded from the list of goods to be liberalised.
Also, there was the question of restricting the granting of loans by Switzer-
land. This was of particularly topical relevance because of the losses of just
under 79 million Swiss francs which the Confederation had suffered due to
the devaluation of the pound.” It was eventually concluded that the case-
by-case granting of loans in bilateral negotiations was to be preferred, in order
to retain an effective trade weapon which could be used to influence the
composition of exports.*® In a further meeting with the Permanent Delega-
tion for Trade Negotiations with Foreign Countries,* however, the represen-
tative of Vorort, Heinrich Homberger, then emphasised “the economic inter-
est that Switzerland has in the Paris efforts [to create the EPU] in view of
the cyclical downturn”. In a report by the Chairman of the Governing Board,
Paul Keller, on the BIS’s efforts to avoid the creation of a new permanent
institution and to simplify the existing plans, it was stressed that the Swiss
delegation was duty-bound to support these efforts. He felt this delegation
should argue in favour of everything that strengthened the position of cred-
itors in the system.>® Finally, in a meeting with the Federal Council’s Delega-
tion for Financial and Economic Affairs, the advantages and disadvantages of
membership were aired once again, and it was established that the ratio of
Swiss exports to the imports that were to be liberalised was significant in the
case of some countries, but that Swiss wishes should still be expressed on
some individual issues — notably with regard to tourism. The Director of the
Federal Finance Administration, Max Iklé, said that the financial commitment

46 SNB, Minutes of the Governing Board (1949), 1 September, no. 927.

47 SNB, Minutes of the Governing Board (1949), 13 October, no. 1086.

48 SNB, Minutes of the Governing Board (1949), 8 September, no. 953.

49 The Permanent Delegation was created in 1939. Its members included senior officials of
the Department of Economic Affairs and the Department of Political Affairs, the Director
of Vorort and the Secretary of the Swiss Farmers’ Association. Other representatives of
the authorities and the economy were included, depending on the particular issues under
discussion.

50 SNB, Minutes of the Governing Board (1950), 8 April, no. 348.
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of the government (which would, after all, have to assume responsibility for
any lending under the Swiss system) was within reasonable bounds. Some-
what unenthusiastically, the Federal Council was asked to declare Switzer-
land’s consent to accession at the Council of Ministers meeting in Paris on
6 July 1950, subject to the consent of Parliament and the settlement of a few
key points which were to be set down in an aide-mémoire.>!

In the negotiations, the option preferred by Switzerland (bilateral settle-
ment of the potential loans) had been ruled out. Instead, Switzerland had
ultimately negotiated a quota of 20 percent vis-a-vis the EPU, resulting in
an upper credit limit of 600 million Swiss francs. This sum corresponded
to the previously existing bilateral credit limit. On top of that came a possi-
ble increase through a so-called rallonge (or extension), which once again
amounted to 50 percent of the quota. The FDF also agreed to this. It was
assumed that the existing bilateral debts would be repaid within a limited
period, as provided for in the agreement.>? The Federal Council gave its con-
sent to this course of action on 26 July 1950.

Switzerland’s surpluses with the EPU up to 1953 and their significance

for the monetary base

On 1 November 1950, Switzerland formally joined the EPU, where it
managed to play a relatively weighty role for its size. It was “an exceptionally
vocal member”. Within just two or three years it already belonged — alongside
Belgium, (West) Germany and the Netherlands — to a lobby of creditor coun-
tries trying “to head the EPU (which had originally been intended to last for
only two years) a little more quickly in the direction of convertibility by
reducing automatic credit lending and increasing the cash settlement of the
monthly balances in gold or dollars [...].”** The Head of Department II,
Paul Rossy, was one of only seven members of the EPU’s Managing Board
from the very beginning.

In the early years of membership, Switzerland’s balance of payments with
the EPU countries was of considerable importance, and showed a growing
surplus in favour of Switzerland. By 15 October 1951, it already stood at
410 million Swiss francs. In September 1953, the entire Swiss quota had been
used up and one-third of the rallonge had also been utilised. Although, unlike
the situation in other countries, the credits that Switzerland had to extend to

51 SNB, Minutes of the Governing Board (1950), 5 July, no. 706.

52 Memorandum (1950).

53 Giinther Schleiminger, then deputy head of the German EPU delegation, cf. SNB,
Schleiminger interview (2004).
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the EPU were borne by the Confederation and therefore did not boost the
monetary base, the National Bank was still afraid that one day the Confed-
eration would no longer be able to bear the increasing burden and that the
SNB would then have to provide it with loans, which would result in money
creation.

In view of the developments described above, at the suggestion of the FDF
a meeting was held in early September 1953 with the Federal Council’s Dele-
gation for Financial and Economic Affairs, attended by the members of the
Governing Board and representatives of Vorort and the banks. Federal Coun-
cillor Max Weber first of all pointed out that, in the light of Switzerland’s
structural creditor position in the EPU, there was no end in sight to the federal
government’s lending. As a way of reducing the surpluses, Finance Adminis-
tration Director Iklé proposed that spending by Swiss travellers abroad, the
transfer payments of Italian workers to Italy, and possibly also payments of
interest and dividends from Switzerland to EPU countries be shifted out of
the EPU payments system and into the controlled bilateral payments system.
He also proposed increasing exports of capital within the EPU. Minister
Alfred Zehnder suggested that the possibility of private funding of the sur-
pluses be discussed.>* There had already been complaints about the growing
prepayments from the EPU for imports which were clearly connected with
expectations of a devaluation of the French franc and the pound.

In November 1951, there was a discussion in the Permanent Delegation for
Trade Negotiations about whether export ceilings should be set for the indi-
vidual EPU countries.* It was suggested that the machinery and watchmaking
industries should also be contacted and the imposition of quotas on payments
be discussed. Capital movements also needed to be monitored more closely.
The Governing Board then declared “that the recent increase in liquidity
in the money and capital market stems mainly from the payments for the
account of [...] [EPU] countries”.5¢

In fact, the end result was a Federal Council decree subjecting foreign pre-
payments for Swiss exports to monitoring. The Banque de France itself in-
troduced measures to reduce the excessive French balances with Swiss banks.
Finally, the United Kingdom also severely restricted the sale of foreign cur-
rency for travel purposes and for many Swiss export products. As the Gov-
erning Board was pleased to report, the meeting with the Federal Council’s

54 SNB, Minutes of the Governing Board (1953), 10 September, no. 904.
55 SNB, Minutes of the Governing Board (1951), 18 October, nos. 1052 and 1081.
56 SNB, Minutes of the Governing Board (1951), 21 November, no. 1193.
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Delegation for Financial and Economic Affairs considered an arrangement
of a similar nature for other countries as well, by way of bilateral negotia-
tions, if necessary. The excessive liberalisation needed to be brought back
into an appropriate equilibrium.”” Switzerland subsequently brought in or
prepared restrictive measures and tighter controls on the trade in goods.
The same was also demanded for the financial sector, especially for transfers
of interest and earnings.*® Finally, at the suggestion of Heinrich Homberger
of Vorort, the federal government introduced a charge of 0.875 percent on
disbursements under loan agreements to other countries within the EPU.
This charge was probably meant not only to curb exports, but also to cover
the government’s lending costs. However, foreign central banks soon suc-
ceeded in ensuring that their purchases of banknotes were exempted from
this charge.”

So what was the effect of the balance of payments surplus with EPU coun-
tries on the SNB’s monetary policy? At first, the Confederation’s lending
under the EPU had no expansionary effect on the Swiss money supply, since
the government raised the necessary funds in the Swiss capital market or
from tax revenues. An increase in the money supply would only arise if the
National Bank bought from the government the gold it had received from the
EPU or if loans to other countries were repaid and the government used these
funds to reduce its domestic indebtedness or for spending within Switzerland.
Therein lay a difference versus other creditor countries, where it was the
central bank that did the lending. In this context, it is interesting to note that,
on a number of occasions, the SNB opposed early repayments of EPU coun-
tries’ callable debt, because they would have increased the monetary base.
This even led to a dispute with the EPU, when the SNB opposed a proposed
early repayment of the French debt because of the burden on the EPU quota,®
as any such repayment would have had the same effect as a positive balance

57 SNB, Minutes of the Governing Board (1951), 29 November, no. 1226. In addition, at a
meeting in 1953 with the Delegation for Financial and Economic Affairs, the Governing
Board argued against the EPU’s plans for a 100 percent liberalisation of trade; protection of
agriculture (among other things) played a role in this. The EPU had already been told that
this was economically and politically impossible. Cf. SNB, Minutes of the Governing Board
(1953), 29 October, no. 1088.

58 SNB, Minutes of the Governing Board (1952), 7 February, no. 174.

59 SNB, Minutes of the Governing Board (1952), 17 July, no. 735. For the central banks’
reactions, cf. SNB, Minutes of the Governing Board (1952), 21 August, no. 810;

28 August, no. 841; 23 October, no. 1031.

60 On the dispute with the EPU, cf. SNB, Minutes of the Governing Board (1951), 1 February,
no. 159; for the opinion on the early repayment of the loan to France, cf. SNB, Minutes of the
Governing Board (1951), 12 April, no. 427.
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from increased exports. When, in 1954, a further extension of the EPU
prompted a decision to consolidate the debts that had accumulated up to
then, the SNB successfully pressed for the Confederation to invest the repay-
ments and amortisations abroad, partly by way of US Treasury bills. Before
the meeting with the federal authorities, the newly elected Head of Depart-
ment III, Walter Schwegler, stated in a Governing Board meeting that
Switzerland’s surpluses were mainly due to the fact “that the state, through
its participation in the Payments Union has, in the interests of the economy,
converted non-convertible currencies into convertible currencies, with the
payments from countries with non-convertible currencies being made even
easier by the granting of credits. [...] It is therefore also down to the state to
ensure that this gold income does not result in an unwelcome increase in the
money supply. But if at all possible, the state should be prevented from com-
ing into possession of substantial holdings of gold and foreign currency, which
it might possibly misuse to the considerable detriment of the National Bank’s
currency policy. We should therefore seek to have the Swiss franc equivalent
of the dollar income blocked.” Whereupon Governing Board Chairman Keller
said that he “did not think that investing the proceeds — or at least a reason-
able amount of them — in dollars, by way of US Treasury notes, was an out-
landish solution”.®!

Dispute with the Confederation over price losses on gold purchases

The National Bank and the Confederation found themselves at logger-
heads over price losses that the government incurred owing to the buying
price for gold as calculated by the SNB. As mentioned above, payments with
the EPU were made on the basis of a unit of account, which was equal to one
US dollar and thus implicitly to the US gold parity of 35 dollars per ounce of
gold. For Switzerland, the conversion resulted in a gold price of 4,920.63 Swiss
francs per kilo and a dollar exchange rate of 4.37282 francs. However, the SNB
bought gold at a price of only 4,869.80 Swiss francs and US dollars at the daily
rate. Since the government had to buy the gold it received from the EPU at the
higher price, but the SNB only paid it the lower price, losses arose that the
National Bank thought the government ought to bear. The SNB, which acted
as an agent of the Confederation, noted the absence of any undertaking to
that effect in the FDF’s letter. The Governing Board rejected a proposal from
the federal government that the SNB should temporarily accept the gold

61 SNB, Minutes of the Governing Board (1954), 1 July, no. 699. For the consent of Federal
Councillor Streuli and Finance Administration Director Iklé, cf. SNB, Note (1954).
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coming in from the EPU for the account of the government, and that accounts
should not be settled until after the gold had been sold off. It declared that
“there are only two possibilities — either the government buys the gold for its
own account, in which case it incurs interest losses, or it lets the National
Bank have the gold and reimburses it for the difference between its buying
price and the purchase price”. In addition, Hirs drew the FDF’s attention to
the fact that, depending on the place of delivery of the gold, transport costs
might also be incurred that would still have to be borne by the Confeder-
ation.® The SNB won the day and, between 26 October 1949 and 24 Septem-
ber 1950 (the arrangement also applied to bilateral relationships before Swit-
zerland joined the EPU), the government incurred costs of 268,638 Swiss
francs. Hirs thus proposed that the Confederation should no longer have to
bear these costs in future, an idea to which Rossy could not agree at all. After
Keller had suggested leaving it to the federal government to take the initiative,
it was decided to wait a while longer with regard to the question of relieving
the burden on the Confederation.®® In January 1952, the FDF drew the SNB’s
attention to the fact that the government had incurred an overall loss of
2.1 million Swiss francs on its payment transactions with the EPU. The SNB
had, it claimed, made a handsome profit at the expense of the Confederation,
and the government would therefore like to know whether the price losses
might not be reduced. In its reply, the National Bank pointed out that it had
already raised the relevant buying price for the US dollar from 4.3168 to
4.3276 Swiss francs. In addition, it was prepared to pay the federal govern-
ment a one-off sum of 362,206 Swiss francs out of the previous year’s net
profit from the EPU countries.*

Switzerland’s collaboration in the EPU and the transition to the

European Monetary Agreement

Towards the end of 1953, Switzerland’s financial position in the EPU
changed; its creditor position contracted and then turned into a debtor
position. At the same time, it was now possible to increase the proportion of
gold payments in the settlement of balances and to raise the free portion of
trade between EPU countries to more than 90 percent. Because of its deficits,
Switzerland was now spared having to introduce more inward exchange
controls. It is interesting to note here that the introduction of flexible

62 SNB, Minutes of the Governing Board (1950), 7 September, no. 917; 21 September, no. 978.
63 SNB, Minutes of the Governing Board (1950), 23 November, no. 1237.
64 SNB, Minutes of the Governing Board (1952), 10 January, no. 55.



2 From 1945 to 1982: the transition to money supply management

exchange rates, which would certainly have led to the elimination of balance
of payments surpluses and deficits, was never seriously considered either by
the EPU or by Switzerland. According to Guinther Schleiminger, the words
‘exchange rates’ were never heard in the official meetings of the Managing
Board of the EPU.% Yet Milton Friedman and then Friedrich Lutz, a professor
at Zurich University, had been the first to draw serious attention to this option
and its advantages.®® However, this was an idea not widely shared by econo-
mists at the time; it did not gain more proponents until the 1960s. Governing
Board Chairman Keller rejected the introduction of flexible exchange rates as
early as June 1952. Although “this would enable exchange control regulations
to be eased, and avoid an administratively cuambersome and highly unpopular
policy of quantitative import restrictions, the risk inherent in any such course
of action lies mainly in the sheer unpredictability of what would happen in
the foreign exchange market once it had been liberalised in this way, and in
the part that speculation would play”.¢”

Despite the weakness of the pound, it was often the UK authorities who
repeatedly took the initiative, probably because of the interests of the City of
London and the international standing of the pound, which had to be de-
fended. From the very beginning, they wanted their currency to be convert-
ible and were therefore also initially sceptical about the EPU. They later tried
in vain to shape it more according to their own wishes.®® The Bank of England
became active as early as 1952/1953, proposing first of all that currency
arbitrage between the authorised banks of the EPU countries be permitted,
and then forward foreign exchange transactions. Up to then, the balances
arising between the members of the EPU had been settled — as far as possible
on a multilateral basis — solely by means of the monthly offsetting of the
bilateral balances with the BIS, and there was no apparent reason why this
settlement could not take place on a daily basis through currency arbitraging
by the banks. Much the same could also be said of permitting forward foreign
exchange deals, allowing exporters and importers to cover themselves against
exchange rate fluctuations and enabling speculation in a fixed exchange rate
system to help stabilise exchange rates when unalterable upper and lower
intervention points are expected.

65 SNB, Schleiminger interview (2004).

66 Friedman (1953), chapter ‘The case for flexible exchange rates’, pp. 157-203; Lutz (1954).
Friedman’s essay had its origins in a memorandum that he had written in 1950 as advisor to
the Finance and Trade Division of the Office of the Special Representative for Europe,
United States Economic Cooperation Administration.

67 SNB, Minutes of the Bank Council (1952), 13 June, p. 229, highlighted in original.

68 Kaplan and Schleiminger (1989), pp.48-53, 205-210.
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The Governing Board seemed at best to have little knowledge of the func-
tioning of currency arbitrage. In any event, in December 1952, it was given a
detailed example with some figures.® After exhaustive negotiations in Basel
under the auspices of the BIS, and after obtaining the banks’ consent to
monitoring by the Swiss Clearing Office and the SNB, Switzerland subscribed
to the agreement on currency arbitrage among a total of seven countries.”
The Governing Board had greater reservations about allowing forward for-
eign exchange deals. Here again, it first needed a detailed report explaining
how they worked and what effects they had. Hirs was sceptical. The Govern-
ing Board therefore decided to await the results of a conference on this subject
in Amsterdam.”* It originally envisaged rejecting the idea of Switzerland’s par-
ticipation. However, once the Permanent Delegation for Trade Negotiations
with Foreign Countries gave its consent on 2 October 1953, the Governing
Board did eventually decide to take part. Forward foreign exchange deals were
limited to a maturity of three months and had to be reported to the SNB im-
mediately after they had been concluded.” These decisions represented sig-
nificant progress in the liberalisation of the foreign exchange market.

As mentioned, since the beginning of the 1950s, the United Kingdom had
on a number of occasions put forward plans for convertibility of currencies,
which even — within certain limits — comprised a system of flexible exchange
rates for the pound. These plans initially encountered resistance from the
United States, especially since they provided for automatic lending by the US.
Members of the EPU — particularly the creditor countries — were also against
the idea because they believed that a gradualist approach was more realistic
and preferred a ‘hardening’ of the EPU through a higher proportion of gold
and dollar payments in the settlement of balances.” Nevertheless, following
difficult negotiations, a compromise between British and continental efforts
was reached on 29 July 1955 in the form of the European Monetary Agree-
ment (EMA). This agreement provided for convertibility for non-residents at
fixed exchange rates in the event of the EPU being abolished. Under the terms
of the agreement, moreover, it was planned to set up a European fund of
600 million US dollars as a safety net for the countries with weaker curren-
cies. The debts still outstanding when the EPU was discontinued were to be

69 SNB, Arbitrage (1952).
70 SNB, Minutes of the Governing Board (1953), 16 April, no. 414; 23 April, no. 439;
13 May, no. 522; 21 May, no. 556.
71 SNB, Minutes of the Governing Board (1953), 20 August, no. 845.
72 SNB, Minutes of the Governing Board (1953), 17 September, no. 941; 15 October, no. 1015.
73 Kaplan and Schleiminger (1989), chapters 10 and 11.
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repaid by distributing its assets and through bilateral repayment agreements.
Short-term loans (interim financial credits and swaps) were to bridge tempor-
ary balance of payments deficits.

However, the discontinuation of the EPU and the transition to convert-
ibility under the EMA were delayed for several years due to the UK’s deteri-
orating balance of payments.” It was not until late 1958 that the UK once
again pressed for the introduction of convertibility, after introducing a stabili-
sation programme in September 1957. There was then a further delay because
of resistance from France, whose foreign exchange situation was precarious.
However, a dramatic change of heart came about in France in December
1958, since the government had decided to combine the transition to con-
vertibility under the EMA with a further devaluation of the French franc.
Switzerland viewed the transition to convertibility with scepticism, but could
not withhold its agreement. Walter Schwegler, who had by then been elected
Chairman of the Governing Board, stated “that the precautionary measures
regarding a transition from the EPU to the Monetary Agreement [...] were
taken under pressure. Consequently, the doubts expressed by the Governing
Board in the negotiations with the Permanent Delegation as to whether the
EMA will last, appear justified. Incidentally, this sceptical assessment [...]
is also shared by Minister Schaffner and Dr Homberger. For this reason,
Minister Soldati, as the Swiss representative in the OEEC Council, has been
instructed to have it formally recorded in the Council minutes that Switzer-
land reserves the right to withdraw from the Monetary Agreement should it
be exposed to serious economic discrimination by other members of the
Monetary Agreement.””>

The transition to convertibility under the EMA caused no problems
in terms of the cost to the Confederation, since as of 30 November 1958,
Switzerland’s bilateral debts of 327 million Swiss francs considerably ex-
ceeded its bilateral credit balances of 236 million francs. It was now purely a
question of ensuring chronological coordination of the debt repayments and
preventing the repayments from triggering an increase in Switzerland’s
monetary base. However, the entry into force of the EMA raised a number of
new questions for the SNB and the Federal Council. One such question related
to the harmonisation of the buying and selling prices for the dollar against
the EPU countries and the dollar area, which up to this time had differed by
around 2 percent. At the request of the Governing Board, the upper and lower

74 Kaplan and Schleiminger (1989), chapter 12.
75 SNB, Minutes of the Governing Board (1958), 30 December, no. 1434.
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intervention rates were set at 4.295 and 4.45 Swiss francs per US dollar re-
spectively, and it was envisaged that the SNB would buy dollars in the market
at around 4.31-4.32 Swiss francs. This meant a slight revaluation of the Swiss
franc by 1.0-1.5 percent against the EPU countries.

A further problem concerned the question of whether it was the govern-
ment or the SNB that should assume responsibility for the Swiss contribu-
tion to the European Monetary Fund, short-term bridging loans and swap
operations. The Governing Board took the view that the Confederation alone
was responsible for the contribution and any bridging loans, since the EMA
was a state treaty. Although swap operations by their very nature fell within
the remit of the SNB, under the National Bank Act it was not permitted to
engage in forward operations. This view was supported by the SNB’s legal
advisor. Nevertheless, the Governing Board thought it right that the SNB be
allowed to undertake such transactions as soon as possible by way of a gener-
ally binding federal decree. Eventually the FDF confirmed, in a letter dated
6 January 1959, the Federal Council’s decision that the SNB could provide the
bridging loans provided for under art. 10 of the EMA or carry out the swap
operations on behalf of the Confederation up to an amount of 15 million
dollars. However, the question as to whether the SNB could be authorised to
conclude such transactions thanks to a broader interpretation of art. 14 of the
National Bank Act or by creating a new legal basis should be examined.” This
heralded problems that were to assume great importance in the years ahead.

The question of whether, in the SNB’s balance sheet, the EPU currencies
could be considered as cover for banknote circulation following the transi-
tion to convertibility led to intensive discussions within the Governing
Board. Unlike the legal advisor, Schwegler rejected this idea outright, since
the currencies in question were not directly exchangeable into gold, but only
indirectly via the dollar at parity. He argued that this was a move away from
the gold standard. Paul Rossy’s successor, Riccardo Motta, and Max Iklé, who
had moved from the Finance Administration to the Governing Board in
1956, took the opposite view. Eventually, the Bank Committee approved a
compromise proposal from the Governing Board which provided that only
dollar holdings should be shown as foreign currency, while other convertible
currencies would figure under the newly created item ‘Correspondent banks
abroad’.””

76 SNB, Minutes of the Governing Board (1958), 30 December, no. 1434; (1959),
8 January, no. 32.
77 SNB, Minutes of the Governing Board (1959), 8 January, no. 32; 15 January, no. 53.
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2.3 Switzerland and the Bretton Woods system

2.3.1 Background

The problem of the Swiss franc’s undervaluation had by no means dis-
appeared with the transition of the Western European currencies to convert-
ibility, which in most cases — including that of the pound — applied only to
non-residents, however, and still left various countries retaining elements of
exchange control restrictions. Quite the contrary: with the growing liberal-
isation of trade and, increasingly, of capital movements, the balance of pay-
ments surpluses tended, if anything, to increase. This can be clearly seen
from the change in gold and foreign exchange reserves. While these grew by
3,897 million Swiss francs, i.e. by 81.1 percent between 1945 and 1959, they
rose between 1959 and 1971 by 13,588 million Swiss francs, or 144.2 percent.
Since the growth of the monetary base in these years was determined to a
considerable extent by the SNB’s purchases of gold and foreign exchange, it is
not surprising that it expanded by 3,837 million Swiss francs, i.e. by 80 percent
(an annual average increase of 4.3 percent) between 1945 and 1959, while it
grew by 12,449 million Swiss francs, i.e. by 156.1 percent (an annual average
of 8.2 percent), between 1959 and 1971. It therefore comes as no surprise that,
with economic growth virtually unchanged, inflation accelerated. As real
GNP was growing at an average of 4.4 percent from 1945 to 1959 and 4.9 per-
cent from 1959 to 1971, inflation accelerated from an average of 1.2 percent in
the first period to 3.5 percent in the second period.

Since the SNB and the Confederation refused to consider a revaluation of
the Swiss franc, even after the first revaluation of the German mark and
the Dutch guilder by 5 percent in early March 1961,7® the only means left to
combat the problems were inadequate inward exchange controls and the
containment of domestic liquidity through administrative limits on lending.
Attempts at both were made in the usual way through gentlemen’s agreements
and government prohibitions. They were accompanied by the innovative
use of swaps and by loans — frequently guaranteed against devaluations —
extended by the government, and increasingly also by the SNB to foreign
central banks (notably the Bank of England and the US Treasury or Federal
Reserve System).

78 SNB, Iklé memoirs (undated), p.241. In SNB, Minutes of the Governing Board (1961),
9 March, no. 296 reads as follows: “The Governing Board noted in particular that there can
be no question of the Swiss franc being undervalued in comparison to the major foreign
currencies, as is evident especially from the high import surpluses and the high level of wages
and costs.”
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These new measures underpinned the exchange rates of the pound and
the dollar and, within Switzerland, led to an outflow of the foreign currency
that had previously flowed into the country (for a while, at least). Similar
measures were also taken by other European central banks, allowing the
Bretton Woods system to survive until the early 1970s, despite an over-
expansionary US monetary policy that made no allowances whatsoever for
the needs of even a watered-down gold-based monetary system. Proof of
this can be seen in the fact that, in the period from 1960 to 1970, US gold
reserves fell from around 18 billion to 11 billion US dollars, while liquid
liabilities towards non-residents rose from 21 billion to 43 billion dollars.
In view of this, only a more restrictive monetary policy on the part of the
United States or a much more expansionary policy on the part of countries
such as Switzerland and Germany could have preserved the dollar exchange
rate and thus secured the future of the Bretton Woods system. However,
these countries were not prepared to accept even higher imported inflation
as a result of an over-accommodative US policy. Although the United States
wanted to maintain the parity of 35 dollars per ounce of gold, as Allan
Meltzer writes: “This objective required monetary policy either to accept the
inflation rate or price level consistent with the $35 gold price or to pursue a
domestic employment goal by adopting controls and restrictions on trade or
capital movements. Roosa [Undersecretary of the Treasury] chose capital
controls.””

2.3.2 A break with tradition: the SNB participates in international
currency loans

As mentioned above, up to the end of the EPU, state loans to other coun-
tries were granted solely by the federal government, due to the legal provi-
sions governing the SNB’s activities. This had the advantage that the lending
had to be financed by tax revenues or the proceeds of bond issues, and did
not result in money creation by the SNB. Such loans were, however, a burden
on the federal budget and severely restricted the SNB’s ability to act in the
foreign exchange markets, especially since — according to its own interpret-
ation of the law — it was not allowed to engage in forward foreign exchange
deals. A change was heralded when the topic of fulfilling the EMA’s terms
was discussed, as described above. A radical transformation of this policy
was then initiated by the SNB from 1959, notably at the instigation of the

79 Meltzer (2005), chapter 5, p. 1.
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imaginative Head of Department III, Max Iklé% — a change that SNB Chair-
man Walter Schwegler at first strongly opposed.

As early as October 1955, the BIS had made an offer to the National Bank
to accept dollars from it in exchange for gold under a swap transaction with a
maturity of three or six months.8! This shows that knowledge of such trans-
actions had been preserved at the BIS during the years of bilateralism; the
names Paul van Zeeland, Donald McDonald and Hans Heinrich Mandel, in
particular, spring to mind. Under the proposed transaction, the BIS wanted
to sell the SNB gold for dollars spot and repurchase the gold for dollars for-
ward — upon maturity after three months, for example. The difference be-
tween the forward and spot prices of gold would have earned the SNB a re-
turn of 1.75 percent. Such a transaction over the year-end would have been
reflected in the SNB’s annual accounts as a welcome increase in gold holdings
and a reduction in dollar holdings. It should be borne in mind here that in
those days, in order to maintain fixed exchange rates, the National Bank had
to buy sizeable sums of US dollars from Switzerland’s commercial banks for
Swiss francs at the end of the year. It did this via dollar/franc swaps, which
enabled the banks to show higher holdings of liquid Swiss franc assets in their
balance sheets (‘window-dressing’).®?

Walter Schwegler, at that time still Head of Department III, objected to
this proposal from the BIS, stating that “there can be no question of the
National Bank involving itself in such transactions”. He argued that the SNB
had no legal authorisation to conduct forward transactions and, furthermore,
was not willing to bear the risk on the dollars.®* However, the second half of
this statement was based on a misconception. There would not have been an
exchange rate risk on the dollars precisely because the forward rate against
the gold would already have been fixed at the time the transaction was en-
tered into. What also makes Schwegler’s position look surprising was the fact
that he had already transacted a US dollar/Swiss franc swap with the BIS in
early 1955, albeit for the small amount of 3 million dollars and with a short

80 Max Iklé, alawyer by training, had a lively mind and was quick to acquire the necessary
economic expertise. “He excelled in all the areas I know about,” said Hans Stahel, long-
time head of the National Bank’s foreign exchange unit, in SNB, Stahel interview (2005).
“It fills us with great pleasure and satisfaction that your imaginative initiatives have
strengthened our contacts with central banks and have deepened cooperation with them,”
wrote Hans Heinrich Mandel in a letter to Iklé on the occasion of the latter’s retirement
from the SNB, BIS to Iklé (1968).

81 BIS, Possible dollar/gold swap (1955); BIS, Employment of our gold deposits
(1955a, 1955b, 1955¢).

82 SNB, Minutes of the Governing Board (1955), 8 December, no. 1326.

83 SNB, Minutes of the Governing Board (1955), 16 November, no. 1227.
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maturity of five days. The Governing Board had “duly noted and approved
this short-term swap after the event”.3* The SNB had also concluded similar
small and very short-term swaps with the BIS in the preceding three years,
when Alfred Hirs was still Head of Department II1.85 The Governing Board
had obviously had no legal reservations in these cases.

As mentioned, at the instigation of Max Iklé, who had taken over as Head
of Department III in 1956, the Governing Board gradually abandoned its
reluctant stance on this point. A first major step was taken at the end of 1959,
when Iklé was expecting the big banks to sell the SNB approximately 600 mil-
lion US dollars, which were to be acquired by way of swaps, as in previous
years. But in addition, he now submitted the following proposal to the Gov-
erning Board: “Should it be desired that the [SNB’s] foreign exchange hold-
ings not be stated at an excessively high level, it would probably be possible to
enter into a gold/dollar swap with the BIS or the Bank of England over the
year-end, whereby we would transfer dollars to our partner for, say, four days
and accept gold in return. Since there would certainly be a demand for dollars
again after the New Year, there would be some justification for such a swap,
although it would be an innovation for the central bank.” # The Governing
Board agreed to this proposal, and the negotiations with the BIS and the Bank
of England were brought to a successful conclusion. Gold/dollar swaps were
entered into with them for 50 million and 20 million US dollars respectively.

The National Bank did run into one problem, however. It had entered into
the window-dressing swaps (at first for 68 million dollars, then eventually
113.5 million dollars) only with the big banks; when other banks found out
about this, they felt discriminated against and demanded that they too be
allowed to take part in the swap arrangements. The SNB initially declined
their request, but acceded to it the following year. In addition to reducing the
increase in its year-end dollar holdings through window-dressing operations
with banks, another argument in favour of swapping dollars for gold was
based on the SNB’s desire to ensure that the statutorily prescribed note issue
cover was met by higher reported gold holdings in Switzerland.®”

84 SNB, Minutes of the Governing Board (1955), 3 March, no. 223.

85 SNB, Minutes of the Governing Board (1952), 27 November, no. 1177; (1953), 26 February,
no. 200; (1954), 4 November, no. 1172.

86 SNB, Minutes of the Governing Board (1959), 10 December, no. 1200.

87 SNB, Minutes of the Governing Board (1959), 23 December, no. 1256; 30 December,
no. 12765 (1960), 29 December, nos. 1415 and 1420 for the corresponding end-1960 trans-
actions. (no. 1415 refers to an increase in gold coverage of circulating banknotes by
way of a ‘gold-location swap’, whereby foreign gold temporarily stored in Switzerland is
acquired in exchange for SNB gold stored abroad).
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However, 1klé, whose international role in this connection has until now
been completely ignored by researchers, had ideas for transactions that ex-
tended far beyond swaps designed to overcome inflows of dollars at the turn
of the year. He was worried about the continuing inflows of dollars during the
course of 1960 and the shrinking of the US gold reserves, since these could
jeopardise the gold convertibility of the dollar. He saw the Bretton Woods
fixed exchange rate system under threat from short-term capital movements
and speculation. In September of that year, he therefore argued on the Gov-
erning Board against exchanging any more dollars for gold at the US Treasury
and for the time being overcame the reservations of the Chairman, Walter
Schwegler, who was in favour of at least a partial exchange. In October, how-
ever, a majority of the Governing Board decided to exchange most of the
dollars after all, as the price of gold in the free London gold market had
climbed to over 50 dollars an ounce. In June, moreover, the Governing Board
had politely declined a further proposal from the BIS for a three-month gold/
dollar swap, because “such a transaction would not be entirely compatible
with the statutory provisions, and the bank currently has no need for addi-
tional income”.®

At a Governing Board meeting in November 1960, Iklé explained that
private capital exports were being prevented by the high costs of exchange
rate hedging through swaps and that, in order to reduce these costs, it would
therefore make more sense for the SNB to intervene in the forward market
than in the spot market. However, he added that, for legal reasons, this was
unfortunately not possible.®” Schwegler replied that such interventions car-
ried an exchange rate risk and it was not the SNB’s job to create an artificial
rate for the dollar. Iklé returned to the fray following a speech by the new US
President, John F. Kennedy, in which the latter had guaranteed the gold parity
and convertibility of the dollar. In February 1961, at one of the monthly meet-
ings of central bankers at the BIS in Basel, 1klé presented a proposal on this
subject to Charles Coombs of the Federal Reserve Bank of New York. This
bank was responsible for the foreign currency transactions of the Federal
Reserve System. In a follow-up letter to Coombs dated 18 February 1961, 1klé
set out in more detail his proposal — which he considered to be better than
the higher interest on foreign central bank balances in the United States

88 SNB, Minutes of the Governing Board (1960), 2 June, no. 572; 29 September, no. 1010;
21 October, no. 1078.

89 The SNB was not explicitly permitted to engage in forward foreign exchange transactions
with a maturity of up to three months until after the amendment of art. 14 no. 3 of the
National Bank Act, i.e. from 11 March 1976.
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suggested by President Kennedy. He also informed the Bank of England of
these ideas and presented them to the Governing Board: “The following
transaction would be conceivable [...]. The Swiss National Bank could sell
the Federal Reserve Bank 100 or 200 million US dollars’ worth of gold spot
and buy it back forward (dollar/gold swap). The dollar proceeds would be
sold to the Swiss banks [for Swiss francs] at the then current spot rate and
bought back forward at a rate one centime lower, so that the swap cost for the
banks would be around 7/8 percent per annum. At the end of three months,
the transaction could be renewed [...].” However, he went on, the Federal
Reserve Bank’s gold handling charge would have to be waived or reduced.
Both central banks could profit from the transaction. “The operation would
have the following advantages:
1. Short-term capital would flow from Switzerland to the US without the US
having to apply higher interest rates.
2. Not only would the outflow of gold from the United States be stopped,
but the US gold reserves would be increased.
3. For public consumption purposes, the new government’s programme
would enjoy immediate and visible success.
4. Surplus liquidity, which is undesirable from the viewpoint of the Swiss
National Bank, would be absorbed from the Swiss capital market.”®°
The last item on this list reflected once again the SNB’s concern about
money supply growth. For Ikl¢ also adhered to this position, as well as to
fixed exchange rates. He was very well aware of the fundamental change in
National Bank policy that his proposals would involve. As he wrote in his
letter to Coombs: “Such an operation, however, would mean throwing our
tradition in respect of forwarding transactions overboard. We rather think
that this would even go beyond the provisions of our banking law; all the
same, the Board of Management of the Swiss National Bank would be pre-
pared to assume full responsibility, provided an effective contribution toward
the solution of the international monetary problem can thus be secured.”®!
Iklé’s proposals were accepted as worthy of consideration by Coombs,
with some reservations, but turned down point-blank by the Bank of England
in a letter from Roy Bridge of 30 March 1961.” British resistance crumbled
rapidly, however, when the pound came under heavy pressure in the foreign
exchange market following the German revaluation of 3 March 1961. Now,

90 SNB, Minutes of the Governing Board (1960), 3 November, no. 1137; SNB to Coombs (1961),
pp- 15 et seq.; SNB, Minutes of the Governing Board (1961), 16 February, no. 203.

91 SNB to Coombs (1961), pp. 15-16.

92 BoE to Iklé (1961).
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in addition to other assistance from Switzerland, the Bank of England was
only too glad to accept a swap as well, with the SNB buying sterling for gold
spot and reversing this transaction forward. The sterling amounts were made
available to the big banks in exchange for Swiss francs and also on a swap
basis; the banks then invested these in UK Treasury bills at a profit. Iklé writes
in his memoirs that he managed to obtain Schwegler’s approval for these
transactions on a car journey from Zurich to a meeting of the Governing
Board in Berne.”* However, the resistance of the FDF to the lifting of stamp
duty on such investments had to be overcome first, since it would have made
them unprofitable. Because of the uncertain legal position, the Governing
Board also decided to obtain the consent of the Bank Committee, which was
promptly forthcoming.

Finally, another proposal from Iklé envisaged the SNB offering the Swiss
banks a swap whereby the National Bank — now acting as the agent of the
Bank of England — would sell them sterling for Swiss francs spot and buy
them back forward. The sterling amounts so acquired could then also be in-
vested by the banks in UK Treasury bills on a for-profit basis. In this way,
the SNB would avoid acting in its own name when using swaps to make pur-
chases in the sterling forward market, which it was not legally permitted to
do. The argument in favour of engaging in these operations with the banks
was that they could inflict losses on speculators, thereby bringing their activ-
ities to a rapid halt.”

It was not long before Iklé was also proposing to the Americans that the
National Bank carry out forward purchases on behalf of and for the account
of the Federal Reserve Bank of New York. That way, the forward rate discount
on the spot rate for the dollar could be reduced, thereby stimulating short-
term capital exports from Switzerland to the United States. By the end of
August 1961, these interventions had already reached a volume of around
65 million dollars. But that now raised the question of where the Federal
Reserve Bank of New York — which was carrying out these operations on be-
half of the US Treasury — was to find the corresponding 280 million Swiss
francs when the forward contracts matured, since it had only 65 million
francs. At the suggestion of the US Treasury Assistant Secretary, William
Heffelfinger, the problem was solved by issuing three-month Treasury pa-
per (certificates of indebtedness) denominated in Swiss francs, to which

93 SNB, Iklé memoirs (undated), p.244.
94 SNB, Minutes of the Governing Board (1961), 16 March, no. 328; 23 March, no. 346;
29 March, nos. 385 and 387; 6 April, no. 390.
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Douglas Dillon as Treasury Secretary and Robert Roosa as Treasury Under-
secretary gave their consent. The Swiss government acquired 100 million
Swiss francs’ worth of such certificates in September and the SNB offered to
buy another 110 million francs’ worth.®> From these small beginnings there
later grew the so-called Roosa bonds, whose maturity was then extended to
fifteen months.

Following the revaluation of the German mark in 1961, there had initially
been speculation against the dollar as well, which substantially increased
the swap rate (the percentage difference between the spot rate and the for-
ward rate) for the dollar and therefore triggered further capital flows into
Germany and Switzerland, in particular. In this situation, Johannes Tiingeler,
a member of the Executive Board of the Deutsche Bundesbank, also wrote
to Coombs, proposing that Germany’s central bank buy dollars for German
marks in the forward foreign exchange market. The Bundesbank was pre-
pared, if necessary, to supply — at the same rate — any marks that might be
required when the forward contracts matured. This proposal was swiftly
implemented. Together with the Swiss measures, it constituted what Frederick
Connolly, in a letter to Coombs, called a crystallisation point for the con-
struction of a general swap network between eight European central banks,
the central banks of Canada and the United States, and the BIS.*® By the end
of 1962, swap commitments had reached a total of 750 million dollars, of
which the SNB’s share was 100 million dollars. The amounts involved were
further increased with each currency crisis and by mid-1979 had reached just
under 30 billion US dollars, of which the SNB accounted for 4 billion.%”

The Swiss assistance for the British pound following the revaluation of
the German mark and the Dutch guilder was by no means limited merely to
the gold/dollar swap described above. In fact, the Bank of England was also
provided with two dollar deposits totalling 200 million US dollars at an in-
terest rate of 2.25 percent and callable at one day’s notice. In addition, the
Confederation, on the recommendation of the SNB, also joined in with a
substantial investment. The Swiss and German assistance for the pound
served as the starting point for more comprehensive support from a number
of other central banks. “The Swiss credit provided the all-important nucleus
of a billion-dollar package of similar credits from the Continental central

95 SNB, Minutes of the Governing Board (1961), 31 August, no. 973; 28 September, no. 1080;
Coombs (1976), pp. 36 et seq.; SNB, Iklé memoirs (undated), pp. 251 et seq.

96 Cf. BIS to Coombs (1963).

97 SNB, Minutes of the Governing Board (1961), 28 September, no. 1080; Coombs (1976),
pp-39 et seq.; SNB, Iklé memoirs (undated), pp. 254 et seq.; Toniolo (2005), pp. 386 et seq.
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banks rounded up by Cobbold and other Bank of England officials over the
rest of the weekend.”*®

2.3.3 Switzerland’s collaboration in the Gold Pool and the Group of Ten

Cooperation with the major countries by Switzerland in general and the
SNB in particular was extended further through membership of what was
known as the London Gold Pool. As already mentioned, prices in the free
London gold market of more than 35 US dollars an ounce undermined confi-
dence in the stability of the dollar and of the whole Bretton Woods system,
thus fuelling speculative trading in gold and foreign currencies. When the
construction of the Berlin Wall caused the price of gold to soar even further
in the summer of 1961, eight central banks came to an informal agreement,
under pressure from the United States — later backed by Germany. According
to this agreement, they undertook to provide the Bank of England, if required,
with gold worth a total of 270 million US dollars to sell in the gold market,
in order to keep the free price of gold close to 35 dollars. The United States put
up 135 million US dollars and the SNB 10 million dollars. The Governing
Board had made its commitment subject to the proviso that it would no longer
participate “if there were to be another ‘gold rush’” owing to a fall in the dollar
originating from an unsound US monetary policy”.*® The Gold Pool sup-
ported the price successfully until 1968, when it had to be abandoned because
of ever higher demand for gold. As long as the Pool was working efficiently,
an indirect general convertibility into gold effectively existed for those cur-
rencies that had a fixed exchange rate and were freely convertible into dollars.
Anyone could at any time buy gold in the London gold market at the price
guaranteed by the members of the Gold Pool of around 35 dollars an ounce.
The definitive demonetisation of gold therefore began with the winding-up
of the Gold Pool. On balance during the period of its existence from 1962
to 1968, the SNB sold 81 million US dollars” worth of gold to the Gold Pool.1%

Switzerland took a more decisive step towards international monetary
cooperation in 1964, when it became an associate member of the General
Arrangements to Borrow (GAB) set up by the Group of Ten (G10), the ten
leading industrialised countries. This agreement was concluded in Paris in
late 1961 at the instigation of the IMF. It stipulated that the central banks of
the participating countries would grant the IMF additional credits in their

98 Coombs (1976), p.37.
99 SNB, Minutes of the Governing Board (1961), 16 November, no. 1280; 21 December, no. 1446.
100 SNB, Minutes of the Governing Board (1968), 27 March, no. 378.
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own currencies for a total amount of 6 billion US dollars if one of them had to
call on the Fund for loans in excess of its reserves in the currencies in ques-
tion. Behind this scheme lay fears that the United States might possibly be
forced to borrow substantial amounts.!”! In view of Switzerland’s high foreign
exchange reserves, it was not surprising that the Managing Director of the
IMF, Per Jacobsson, was also interested in getting Switzerland on board as
a financially strong lender. At a meeting with the federal authorities and the
SNB in Berne in April 1962, he said that the best solution would be for
Switzerland to join the IMF and that the second-best solution would be an
undertaking to lend within a limit of 400 million dollars. If use was made of
this borrowing facility, he went on, the commitment could be exercised in
gold, since the IMF was allowed to accept gold. In return, it could buy Swiss
francs or other currencies, as required.

However, the Federal Council, and especially the National Bank, were still
against the idea of joining the IMF, particularly since membership would
have entitled other countries experiencing balance of payments difficulties
to automatic Swiss franc loans under Switzerland’s IMF quota, making it
more difficult for the SNB to control money creation. The leader of the Swiss
negotiating team, Edwin Stopper of the Department of Economic Affairs,
made it clear from the outset that Switzerland had in mind only an amount of
200 million dollars. In addition, he and Max Iklé pointed out that Switzer-
land was thinking more in terms of bilateral agreements with the US and the
UK. Unlike an agreement with the IMF, these would allow reciprocity and, by
lending via swaps, the SNB could on-sell the dollars it received for Swiss
francs spot to the Swiss banks and thereby absorb liquidity in the short term.
In addition, by operating in this way it would also be possible for the SNB to
act more rapidly. The Confederation could conclude a framework agreement
with the IMF setting out the total amount and some general principles con-
cerning procedures and coordination with the G10’s actions.!%?

There were also differences of opinion between the National Bank and the
federal authorities. In a letter from the SNB’s Governing Board to the Federal
Council, with which it even enclosed a draft federal decree, the Board stated
that, for reasons of international solidarity and in order to be able to combat
international currency upheavals, the SNB did not wish to withdraw from
collaboration. However, in order to proceed, various conditions had to be
met. Joining the IMF was out of the question, but a federal decree was neces-

101 Toniolo (2005), pp.399 et seq.
102 SNB, Minutes of the Governing Board (1962), 13 April, no. 378.
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sary, since under the law as it currently stood, the SNB was not authorised to
participate in long-term loans of up to five years. It felt that the decree had to
empower the SNB — when requested by the government — to grant the loans in
the form of advances or swaps. It preferred the latter. In addition, because of
the long-term nature of the loans, the Confederation would need to declare
itself prepared, at the request of the National Bank, to take over any loans that
were extended, as had been provided for in the FDF’s draft. Finally, the SNB
expressed a preference for bilateral agreements. Stopper, on the other hand,
took the view that —in the light of the SNB’s high reserves — there was no need
for a guarantee to take loans back.!®® By and large, the SNB was eventually
able to assert its point of view. A federal decree to this effect was passed in
October 1963, and a framework agreement with the IMF as well as bilateral
agreements with the US and the UK were concluded shortly thereafter. The
guarantee to take loans back, however, was enshrined only in a Federal Coun-
cil decision. Although the Governing Board had carried the day, not all of its
members agreed with this breach of its previous policy. For instance, the
Chairman, Walter Schwegler, remarked “that it is contrary to my most deeply
held convictions to accept a procedure by which the National Bank is desig-
nated the provider of the assistance envisaged. This would contradict the trad-
itional principle whereby international financial payments for longer-term
aid purposes fall primarily within the remit of the Confederation, while the
central bank can at most be entrusted with the technical task of carrying
out such transactions.”'** The fact that Switzerland, unlike other countries,
was represented in the G10 only by the SNB, and not also by the government,
was important politically (and sometimes a thorn in the side of certain other
countries).

After Switzerland had become an associate member of the G10 in this way, it
was able to play a part in its decisions. This was especially true of the discussions
about the alleged need to create international reserves separate from the cen-
tral banks’ dollar reserves. The Belgian-American economist Robert Triffin, in
particular, had noted as early as 1957/1958 that, under the system then ruling,
the additional international currency reserves needed at a time when the inter-
national economy was expanding could be created only from the limited amount

103 SNB, Minutes of the Governing Board (1962), 5 April, no. 357; 13 April, no. 378.

104 SNB, Minutes of the Governing Board (1962), 29 June, no. 692; (1963), 14 February,
no. 212. However, it took until November 1964 for the implementing agreement with the
Federal Reserve Bank of New York to be concluded and even a little longer in the case of
the agreement with the Bank of England. Cf. SNB, Minutes of the Governing Board (1964),
19 November, no. 1507.
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of gold being produced, or from additional dollar reserves that would flow into
the other central banks as a result of the United States” balance of payments
deficits. But what would happen if the US were ever to record surpluses rather
than deficits on its balance of payments? These considerations were taken up by
the UK authorities, in particular, while the Americans were initially dismissive
of them. The continental Europeans, led by France, pursued different interests.
The negotiations thus dragged on for years. There is no need to explore them in
any detail here.!% Switzerland participated in the negotiations in an observer
capacity and was generally represented by Iklé. It was not until the United States
changed its stance that Special Drawing Rights (SDRs) were finally created in
1969. Their value was determined by a basket of currencies and was originally
equal to one dollar. Following the devaluation of the dollar and the revaluation
of other major currencies, the SDR’s value increased to more than one dollar.
SDRs were allocated in accordance with countries’ IMF quotas and were ac-
cepted for international payments by central banks, the IMF and the BIS. All
told, from 1970 to 1972 and from 1979 to 1981, 21.4 billion SDRs” worth of this
artificial currency was created. The SDRs were also accepted for payments by
the SNB.

In the negotiations, the Federal Council and the National Bank took a
somewhat reserved stance on SDRs. Although they could understand the
problems raised by Triffin, they were afraid that SDRs might create a further
potential source of inflation. John Lademann, who accompanied 1klé in the
negotiations, reported that Federal Councillor Roger Bonvin had outlined
Switzerland’s basic position in August 1966 roughly as follows: providing a
reserve system could “prompt us to create additional reserves too early and in
too great an amount. We see a danger that this could lead to a relaxation of
balance of payments discipline and thus of efforts to combat inflationary ten-
dencies. We also believe that at the present time and probably for quite some
time to come, there is no shortage of international liquidity.” 1%

The attitude of the United States was quite different. Following the change
in their stance, they regarded the creation of SDRs and the ending of interven-
tion by the Gold Pool as a success on the way to their goal of demonetisation of
gold. As Robert Solomon reported to the Federal Reserve System’s Federal Open
Market Committee on 2 April 1968: “In my view, the most important sentence
in the Washington communiqué [on the disbanding of the Gold Pool] is the

105 Solomon (1977), pp. 128—150; Toniolo (2005), pp.407 et seq.; Lademann (1967, 1970).
106 Lademann (1967), p.33; on the Swiss stance and the progress of the negotiations,
cf. also Ingold (2003), pp. 304-309.
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one that says: ‘Moreover, as the existing stock of monetary gold is sufficient in
view of the prospective establishment of the facility of the Special Drawing
Rights, [the Governors] no longer feel it necessary to buy gold from the mar-
ket” And, “That pronouncement, together with the Stockholm agreement on
Special Drawing Rights, can be interpreted as constituting a demonetization
of gold at the margin. [...] the monetary authorities of the world — taken as a
group — are not dependent on an increasing stock of gold. Their need for grow-
ing reserves in the future can be satisfied mainly by Special Drawing Rights.”1%”

In accordance with this policy, the Americans pressed the central banks
in future only to sell gold in the free market, but not to buy it any longer.
These appeals, as well as the demonetisation of gold, were initially rebuffed by
the SNB and other central banks.!”® However, developments since then have
broadly corresponded to what the Americans wanted at that time; contrary
to expectations, however, SDRs themselves never assumed any great import-
ance. Not only did the US balance of payments remain in deficit, but the
Bretton Woods system collapsed for good in 1973. Since then, in volume terms
alone, the SDR has played an entirely subordinate role, both as an inter-
national means of payment and as a reserve medium.

In connection with the attempts to stabilise the Bretton Woods system
through reforms, consideration was once again given to whether Switzerland
should not join the IMF and the World Bank after all. For instance, on 17 Jan-
uary 1968, the Federal Council adopted as a decision a proposal from the FDF.
This was also supported by the Department for Political Affairs, which was
responsible for foreign policy, and the Department for Economic Affairs. In
view of the reforms that had been agreed at the Annual Meeting of the IMF
in September 1967, after many years of preparatory work in the G10, it was
proposed that the question of Swiss membership be re-examined. This deci-
sion had been preceded in September and December 1967 by interpellations
to that effect in the National Council.'” The Governing Board of the SNB
commissioned Lademann to produce a report. He came to the conclusion
that, although the earlier reasons for not joining (reduction in trade policy
flexibility, excessive reporting requirements, size of the membership quota
and the problem of funding it) had for the most part ceased to be relevant,
accession should still be deferred for other reasons. Firstly, the necessary tran-
sition to a fluctuation band of only 1 percent for the Swiss franc exchange rate

107 Solomon (1977), p.123.
108 SNB, Minutes of the Governing Board (1973), 1 November, no. 781.
109 SNB, Minutes of the Governing Board (1967), 8 December, no. 1357.
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would mean raising the lower intervention rate against the dollar. One result
of this would have been an obligation on the part of the National Bank to
support the dollar exchange rate at a lower rate, implying a corresponding
expansion in base money. Secondly, before accession an appropriate set of
monetary policy instruments would need to be created for the SNB that would
enable liquidity to be absorbed. Finally, Lademann argued, a wait-and-see
approach could be justified for as long as a decision about SDRs — and the
volume of them to be created — had not been reached. However, the size of
the quota and its funding, as well as the cost, were not a serious hindrance.
“Accordingly, the conclusion [...] would be that we should wait for the next
few months and perhaps even until next year before addressing the question
of membership in statements to the public and to Parliament, but must none-
theless prepare ourselves for membership in the years ahead whether we like
it or not.”! The Governing Board accepted these arguments, and the discus-
sion about joining the IMF was put off until another day.

2.3.4 Developments up to the end of the Bretton Woods system

In addition to granting loans in support of the Bretton Woods inter-
national monetary system, the National Bank and the Confederation also
took other measures to restrict the inflow of foreign currency and to absorb
liquidity. These included, firstly, occasional sales of short to medium-term
Confederation bonds known as rescriptions. Secondly, the SNB concluded
further gentlemen’s agreements with the banks in order to deter inflows of
foreign funds and reduce the existing stock (18 August 1960) and to limit
lending (1 April 1962), which represented a continuation of inward exchange
controls and credit quotas. Nevertheless, net capital imports remained ex-
ceptionally high, and as a result, the monetary base increased by 18.1 percent
in 1961. It also rose in 1962 and 1963, by 4.2 percent and 8.8 percent respect-
ively, due to net capital imports totalling 2 billion Swiss francs, even though
the current account exhibited deficits of around 1.5 billion Swiss francs in
each of these years.

The authorities reacted to these developments by adopting yet more meas-
ures. On 13 March 1964, the federal decrees on combating inflation came
into effect. Among other things, they provided for measures relating to the
money and capital markets and the banking system, and declared the gentle-
men’s agreement on non-resident funds generally binding. The same year saw
the implementation of further gentlemen’s agreements between the SNB and

110 SNB, Accession to Bretton Woods Institutions (1969), p.23.
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the banks (on deterring inflows of foreign funds and on lending limits) and
an ordinance on the investment of non-resident funds. Similar agreements
and resolutions — and their occasional repeal — also characterised the policies
pursued in the following years. By and large, however, all these measures
proved fruitless.!!!

With an over-expansionary monetary policy being pursued by the United
States, even Switzerland’s growing involvement in international monetary
assistance could not prevent further increases in the SNB’s currency reserves
and hence also in the monetary base and inflation (cf. graph 2.5).

Crises in the international monetary system occurred with increasing fre-
quency, and the number of assistance operations carried out by G10 central
banks in collaboration with Switzerland and the BIS grew. Such operations
were undertaken to assist Italy (March 1964), the UK (September and No-
vember 1965, September 1966, November 1967, June 1968 and June 1969) and
France (June and July 1968). Some of them also involved drawings on the
IMF that were used to repay short-term credits that had been extended earlier
by central banks and the BIS under the auspices of the G10. The UK’s difficult
position was due not only to its monetary policy having been even more
expansionary than that of the United States, but also to the declining role
of sterling as a reserve currency, which was held in particular by the coun-
tries of the British Commonwealth. Despite the measures, sterling had to
be devalued by 14.3 percent on 18 November 1967 and the French franc by
11.1 percent on 8 August 1969. On the other hand, after just under a month
of flexible exchange rates, the German mark was revalued by 9.3 percent on
24 October 1969. In the meantime, the position of the dollar continued to
deteriorate, and the US authorities were exerting pressure on various central
banks to deter them from exchanging their holdings of dollars into gold. In
addition, the US government took various measures to restrict US capital
exports.112

The risks for the dollar increased after Richard Nixon took office in Janu-
ary 1969. The new president introduced both a more expansionary fiscal
policy, with growing federal budget deficits, and a more expansionary mon-
etary policy. “At the swearing-in ceremonies at the White House, President
Nixon concluded his introduction by pleading with a big smile: ‘Dr Burns,
please give us some money!” With the support of most of his associates on the

111 Schiltknecht (1970), especially pp. 127 et seq.
112 For details on these developments cf. Coombs (1976); Meltzer (2005); Solomon (1977),
pp- 104-109; Toniolo (2005), especially pp.381-399, 423—428.
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Graph 2.5

Currency reserves, monetary base and inflation in Switzerland, 1960-1972
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Federal Open Market Committee, Chairman Burns proceeded to do just that.
[...] The highly expansionary fiscal policy of the Nixon Administration
further undermined the international value of the dollar. The budget deficit
ballooned out to $23 billion in fiscal 1971 from the surplus of $3 billion regis-
tered in 1969. Meanwhile the price-wage spiral gained further momentum.”'®
It was at this time that the expression ‘benign neglect’ first began to be used
in connection with the US balance of payments.

How did Switzerland react to these developments? Reservations about the
currency policy being pursued by the Confederation and the National Bank
were already being expressed when the draft of the 1963 federal decree on
Swiss collaboration in international currency measures was discussed by the
National Council committee on 13 May. The first question asked was why
Switzerland still did not want to join the IMF. National Councillor Werner
Schmid then declared that fixed exchange rates were the cause of the currency
crises. Quoting Professor Friedrich Lutz, he maintained that convertibility
could only function properly with flexible exchange rates. Support measures
such as swaps, especially to prop up key currencies, only obscured the issue.

113 Coombs (1976), pp.206—207.
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Iklé replied to the effect that “stable exchange rates are the very foundation of
the Swiss export industry. Without a secure calculation basis, our export
industry could not have developed in the way it has up to now. [...] Floating
exchange rates would provide an enormous incentive for speculation and set
such huge amounts of capital moving that the fluctuations could exceed what
is healthy.” 114

Doubts about — not to say criticism of — the policy that had been adopted
also soon began to emerge in the Governing Board. In early 1965, the Head of
Department II, Riccardo Motta, stated that “evidently large parts of the inter-
national community no longer really believe that the dollar is a sound cur-
rency. In the opinion of the speaker, the US monetary authorities have been
obliged to continue pursuing their misguided policy not least because in
effecting swap operations and granting foreign currency advances against
Roosa bonds, foreign central banks have been offering forms of assistance
that have in the event tended to create even more problems.”!> In addition,
Walter Schwegler said that “it [is] fundamentally wrong to contrive to cover
deficits by means of artificial operations, while at the same time shutting off
the gold currency mechanism and thus, in a sense, perpetuating the balance
of payments deficit”. Iklé, on the other hand, continued to maintain that the
US situation was basically sound. In his opinion, there was only a liquidity
problem, not an insolvency problem, because the US would only be convert-
ing short-term liabilities into long-term assets. “Ultimately, it is the enormous
aid commitments of the US and the significant direct investments of private
businesses that are responsible for the substantial deficit on the US balance of
payments, despite the large current account surpluses.”

With the situation becoming increasingly critical, however, Switzerland
finally acted. One harbinger of things to come was the amendment of the
Coinage Act, which the government submitted to Parliament on 7 July 1970
and which came into effect on 1 April 1971. A key new provision transferred
the power to decide on changes in parity from Parliament to the government.
The SNB, which had apparently opposed this amendment, sent a letter to the
FDF asking whether it would not be better to defer the legislation for a while
so as to avoid giving the impression that a revaluation of the Swiss franc was
being planned. In any event, it argued, the gold-based currency prescribed by

114 SNB, Minutes of the Governing Board (1963), 16 May, no. 630.
115 Cf. (also with regard to what follows) SNB, Minutes of the Governing Board (1965),
18 February, no. 227; Iklé’s views are clearly expressed in SNB to Rockefeller (1962),

pp. 3 et seq.

163



164

Part1 From 1907 to 1982

the Constitution should be mentioned in the act.!'® Implementation of the
new provisions quickly followed. After there had been a massive flight from
the US dollar in early May 1971, Germany — and then also Austria, Belgium,
the Netherlands and Switzerland — closed their foreign exchange markets on
5 May. Then Germany and the Netherlands let their exchange rates float
freely. Dollars to the tune of 3.2 billion Swiss francs flowed into the SNB
between 3 and 5 May 1971 alone, as a result of which it was already forced to
close the foreign exchange markets on the morning of 5 May. The Swiss franc
was thereupon revalued by 7.07 percent against gold — and thus also against
the US dollar — on 9 May 1971. The SNB also decided to exchange another
50 million dollars into gold at the US Treasury in June, and the same amount
again in July.

As a discussion at Vorort (the leading Swiss business organisation) re-
vealed, the revaluation came in for strong criticism from various sectors of
the economy, especially the watchmaking and shoe industries. They claimed
that the change in parity had been a drastic, over-hasty and mechanical meas-
ure taken in a panic and without due heed to regional differences. Since the
problems of the international monetary system had still not been solved,
they argued, “a system of defensive measures clearly needs to be put in place
as soon as possible to counter such crisis situations without recourse to
revaluation”.!” It soon transpired, however, that the revaluation had not been
enough. Massive inflows of dollars resumed on 4 August 1971. The SNB
sought to stem these through another gentlemen’s agreement with the banks.
This comprised, firstly, a ten-day freeze on the funds to which the banks were
entitled from the sale of dollars to the SNB if they had not been reinvested
abroad. Secondly, a 100 percent minimum reserve on new Swiss franc liabil-
ities to non-residents was introduced, as was a ban on paying interest on such
deposits if they fell due within six months."

Immediately afterwards, on 15 August 1971, President Nixon suspended
the gold convertibility of the US dollar and introduced, among other things,

116 SNB, Minutes of the Governing Board (1970), 19 February, no. 175. On the other hand,
in 1969, the Governing Board had considered that if various foreign currencies were revalued,
Switzerland too would have to follow suit. Cf. SNB, Minutes of the Governing Board
(1969), 1 May, no. 454. Of the group of various academic economists (Professorium) who were
periodically invited by the SNB, Professors Bombach, Lutz, Sieber and Wiirgler stated in
discussions that they were in favour of the Swiss franc being revalued. Cf. SNB, Minutes of
the Governing Board (1969), 3 July, no. 698; 4 December, no. 1353.
Within the National Bank, Max Gal — in a memorandum to Fritz Leutwiler in November —
advocated an unconditional revaluation. Cf. SNB, Parity change issue (1969).

117 SNB, Minutes of the Governing Board (1971), 17 June, no. 577.

118 SNB, Minutes of the Governing Board (1971), 12 August, no. 780.



2 From 1945 to 1982: the transition to money supply management

a tax of 10 percent on imports that was also intended to apply pressure for a
general change in exchange rate parities. The US authorities took the view
that a devaluation of the dollar was not possible, because it would be followed
by almost all other countries. They therefore called for a general realignment
of exchange rates, arguing that the other developed nations of the Western
world also now needed to share the burden of defending freedom. In response
to these measures, all Western industrialised countries apart from Japan either
closed their foreign exchange markets or suspended further intervention by
their central banks. This was also true of Switzerland, where the SNB stayed
out of the foreign exchange market altogether until agreement was reached on
new exchange rate parities. Following protracted negotiations between the
GI10 countries and Switzerland, the new parities were set on 18 December
1971 in Washington under the Smithsonian Agreement. The dollar was de-
valued by 7.89 percent against gold, while all other major currencies were re-
valued against the dollar by between 7.48 and 16.9 percent. The Americans
abolished the import tax. Switzerland revalued by another 6.4 percent against
the dollar, but was able to leave the gold parity of the Swiss franc unchanged
because of the US devaluation.!?’

However, even these measures were not enough to stabilise the inter-
national monetary system, which was now based solely on the dollar as a re-
serve currency. The overheating of the economy, the inflow of foreign funds
into Switzerland and the associated increase in inflation continued. The Con-
federation and the SNB did try to stem the flood by tightening inward ex-
change controls and credit controls. For instance, in June 1972, the Federal
Council decided to prohibit foreign funds from being invested in Swiss prop-
erty; and in July it imposed a ban on the payment of interest, a commission
(negative interest rates) and minimum reserve requirements for foreign funds
held in Switzerland as well as mandatory authorisation for borrowing abroad.
Finally, in December 1972, a federal decree was issued on measures relating to
the banking system that covered minimum balances on domestic and non-
resident funds, lending restrictions and controls on Swiss capital market issu-
ing. For the most part, it was the SNB that proposed these measures be imple-
mented or advocated that they be made more rigorous. For instance, in a letter
to the FDF, it called for the exemption limit for borrowing abroad to be low-
ered from 1 million to 50,000 Swiss francs in order to close up loopholes.!?°

119 SNB, Minutes of the Governing Board (1971), 19 August, nos. 788 and 801; 21 September,
no. 908; 23 December, no. 1171.
120 SNB, Minutes of the Governing Board (1973), 18 January, no. 43.
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The National Bank was also concerned about the increasing tendency to
use the Swiss franc as a reference currency in international transactions and
loans, and resisted this energetically. On 5 August 1971, for example, it
learned from Credit Suisse that London Multinational Bank Ltd., in which
Credit Suisse had an equity interest, had floated Swiss franc-denominated
notes of Illinois Tool Works Inc. of Chicago totalling 8 million francs, of
which 7 million had been sold on to Swiss banks. In its reply, the SNB wrote:
“As you are doubtless aware, for years we have been making every effort to
prevent foreign banks issuing securities denominated in Swiss francs, be-
cause this promotes the internationalisation of our currency, thereby leading
to Swiss franc transactions that have no connection with our economy and
are beyond the control of our authorities. This could seriously disrupt the
domestic money and capital market given its modest size.”!?! Credit Suisse
was asked to see to it that the London-based bank ceased placing such secur-
ities. Only a few days earlier, on 29 July 1971, the three big banks had given
an undertaking not to participate either directly or indirectly through for-
eign branches and subsidiaries in the placement, on behalf of foreign lenders,
of Swiss franc-denominated bonds with a maturity of less than one year. The
National Bank then asked the other banks to sign up to this undertaking as
well.1?2 The SNB’s stance on the authorisation requirement for borrowing
abroad was also entirely consistent with this. In this case it argued: “From a
currency policy perspective, the use of the Swiss franc is undesirable, since
the lender is based abroad and the funds are also to be used abroad. It is well
known that we have long opposed the ‘internationalisation’ of the Swiss
franc. Where [...] there is an authorisation requirement, we therefore refuse
authorisation. To be able to enforce this policy, we would like the exemption
limit to be reduced [from 1 million] to 50,000 Swiss francs.”'?* Further simi-
lar measures followed.

As was only to be expected, these measures did not prove to be very effec-
tive either. After Italy had introduced a two-tier foreign exchange market on
21 January 1973 by splitting the market into one sub-market for commercial
transactions and another for capital transactions, there were considerable
inflows of US dollars into the SNB once again — for around 1 billion Swiss
francs on 22 January alone, for example. It was therefore decided — after con-
sultations had been concluded between the Head of Department III, Fritz

121 SNB, Minutes of the Governing Board (1971), 12 August, no. 757.
122 Ibid.
123 SNB, Minutes of the Governing Board (1973), 18 January, no. 43.
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Leutwiler, and Federal Councillor Nello Celio, Head of the FDF, as well as
the Chairman of the Governing Board, Edwin Stopper, who was absent due
to illness — to inform the banks at 8.30 a.m. on 23 January 1973 that the SNB
“will not be intervening in the dollar market today. It will stay out of the
market until such time as calm has been restored.” In response to the request,
Federal Councillor Celio had [replied] “unequivocally and without hesitation,
and in the name of the whole Federal Council, that such a risk must not be
entered into. For psychological reasons, it would be intolerable if, only a short
while after the entry into force of the federal decree on combating inflation,
we had to buy large amounts of dollars and credit the banks with Swiss francs
for them [...].”!2* Since another (10 percent) devaluation of the dollar against
gold also failed to produce the desired effect, and the dollars were now flowing
primarily into the Federal Republic of Germany, the latter — together with the
other countries of the European Economic Community (EEC) — decided on
12 March 1973 to let their exchange rates float freely against the dollar, but to
allow them to remain fixed against each other (‘bloc floating’). It was there-
fore clear to informed observers that the ‘temporary’ freeing of the dollar
exchange rate by Switzerland implied a permanent transition to a system of
flexible exchange rates that has now been in effect for more than thirty years.

2.3.5 Treatment of the revaluation losses

The Governing Board and the federal authorities also had to deal with the
question of who should bear the losses arising from the May 1971 revaluation
of the Swiss franc, and how they should be treated. According to a list drawn
up by the SNB, these amounted to just over 1.2 billion Swiss francs, of which
around 690 million related to the gold reserves and just over 550 million to
the foreign exchange reserves. The SNB took the view that the losses should
be borne in full by the Confederation, pointing out that — under art. 3 of the
new Coinage Act of 18 December 1970 — the Federal Assembly decided on the
treatment of such losses. To ensure that the National Bank “would not have to
show a loss running into hundreds of millions of Swiss francs at the end of the
year”, some help from the government was essential. The SNB therefore asked
the Confederation to accept a non-interest-bearing debt claim on the govern-
ment of 700 million Swiss francs, which would be repaid from the SNB’s
profits in the following years. To be able to present a loss-free balance sheet
at the end of the year, the SNB needed Parliament to finish deliberating on

124 SNB, Minutes of the Governing Board (1973), 25 January, no. 90; for the chronological
sequence of events, cf. SNB, Minutes of the Governing Board (1973), 22 March, no. 178.
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this issue before the end of the year.!?> The Federal Council and Parliament
adopted these proposals; in fact, the Federal Council even managed to per-
suade the Confederation to accept the whole revaluation loss of just over
1.2 billion Swiss francs in the form of a non-interest-bearing debt obligation
towards the SNB.!2¢

The government’s generosity can perhaps be explained by the fact that the
realignment of exchange rates under the Smithsonian Agreement in late 1971
had led to further revaluation losses. However, these had arisen only on the
foreign exchange reserves, since the devaluation of the dollar against gold
meant that it had been possible to maintain the gold parity. Interestingly,
at the same time, the SNB used some of the profits on foreign currency in-
come — amounting to an estimated 140 million Swiss francs — to write down
the value of the foreign exchange reserves in order not to put its future earn-
ings potential in too favourable a light. Similar, less-than-transparent balance
sheet operations were also undertaken for the annual statements and accounts
from 1972 to 1976.1% In order to cover possible future losses, part of the profits
were used to create an undisclosed reserve, which was hidden in the published
balance sheets under ‘Other liabilities’.

Following the transition to flexible exchange rates, the exchange rate
losses incurred by the SNB increased due to the further decline of the dollar
exchange rate. However, at the end of the year, Leutwiler reported to the Gov-
erning Board that Stopper had told him he thought that “the revaluation loss,
which is matched by a debt obligation on the part of the Confederation, [has]
arisen from the depreciation of our gold reserves, and not of our foreign
exchange reserves. This depreciation has now become irrelevant, because the
government can increase the valuation of the gold at the appropriate time.
Because of this theoretical possibility, there is no need for any further dis-
closed amortisation of the federal government’s debt obligation.” The Gov-
erning Board was therefore well aware that, because of the rise in the price of
gold in the free market, a substantial profit had been earned de facto, rather
than the reported loss on the gold reserves. Even so, a further 232 million
Swiss francs were taken out of the SNB’s earnings and added to the provision
for foreign exchange and price risks so that the federal government’s debt ob-
ligation could be repaid by the end of 1976.128

125 SNB, Minutes of the Governing Board (1971), 8 July, no. 670.

126 SNB, Minutes of the Governing Board (1971), 28 October, no. 1020; 11 November, no. 1032.

127 SNB, Minutes of the Governing Board (1971), 9 December, no. 1138; (1972), 23 November,
no. 1057; 14 December, no. 1123.

128 SNB, Minutes of the Governing Board (1973), 6 December, no. 872; 13 December, no. 921.
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Further losses on the foreign exchange reserves emerged in the following
years. It is therefore not surprising that a question about the revaluation loss-
es on the SNB’s dollar reserves was tabled in Parliament relatively early (in
1973), the issue being raised by National Councillor Ulrich Fischer. The Fed-
eral Council’s answer, drafted by the SNB, turned out to be quite evasive.
Fischer was therefore not satisfied and, on 18 September, he tabled another
question. He enquired what the Federal Council intended to do to resolve the
question of who should bear the exchange rate risks on the swap agreements
and Roosa bonds. He also asked how great the accrued losses were, how they
were to be dealt with from now on and who bore the responsibility for buying
the dollars.'®

In fact, the treatment of the foreign currency losses subsequently changed
completely. Even if only nominally, it was now the SNB itself that had to
accept responsibility for its losses, rather than the Confederation. According
to Fritz Leutwiler, who by this time had become Chairman of the Govern-
ing Board, these losses amounted to “about 3.8 billion Swiss francs” for the
1971-1977 period, or “5 billion if the revaluation loss from 1971 is also taken
into account™'® In this respect, the SNB adhered to its practice — where it
deemed it to be advisable — of reporting the losses in its published annual
accounts at a lower value than the losses it had actually incurred. It did this
by applying an exchange rate that was above the market rate for the purposes
of valuing its holdings of dollars and partly drawing on reserves that it had
created at the expense of the reported profits of earlier years, without disclos-
ing the fact. For instance, in his commentary on the Annual Report for 1977
to the Bank Committee, Leutwiler said: “It can be seen from what is stated
in the Annual Report that the dollar holdings that have not been covered
forward [...] have been newly valued at 2.25 francs. The year-end rate for the
US dollar, on the other hand, was 2.00 [...]. Valuing the dollar holdings at
2.25 francs results in a write-down requirement of 1,208 million Swiss francs.
Valuing them at 2.00 would have increased the write-down requirement
to around 3.1 billion Swiss francs and would have forced us either to carry a
loss forward to the next year’s accounts or to revalue the gold reserves.”!3!
“The aforementioned internal provision was created in the years from 1972 to
1976. It has now had to be drawn on, not in the reported amount of 29.7 mil-
lion, but 309 million Swiss francs. Following this withdrawal, it still amounts

129 SNB, Minutes of the Governing Board (1973), 25 October, no. 759.
130 SNB, Minutes of the Bank Committee (1978), 24 February, p. 26.
131 SNB, Minutes of the Bank Committee (1978), 24 February pp.26-27.
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to 648 million francs.”!*? In the Annual Report, the notes to the income state-
ment read as follows: “On the income side, the absence of a net profit on trad-
ing in gold and foreign currencies is particularly striking. Since the exchange
rate loss on the foreign exchange reserves exceeded interest income, a with-
drawal from the internal provision for foreign exchange and price risks of
29.7 million Swiss francs was necessary. In addition, the reserves that had
been built up earlier for banknotes (10 million Swiss francs), for interest on
federal treasury notes (70 million Swiss francs), for open market operations
(86.1 million Swiss francs) and for bank buildings (13.7 million Swiss francs)
also had to be drawn on.”'** So, not only was all of the interest income used to
offset the losses on the dollar holdings, but recourse also had to be made to
the undisclosed currency reserves and other reserve items so that a loss would
not have to be reported.

Because of the continued slide in the exchange rate, the remaining undis-
closed reserves and income did not even suffice to cover half the loss of
4,435 million Swiss francs on the foreign exchange reserves in 1978. A ‘Loss
on foreign currency holdings’ of around 2,593 million Swiss francs was there-
fore shown on the asset side of the year-end balance sheet, accompanied by
the note ‘Covered by the undisclosed reserves on gold’.'** The losses were
repaid out of profits in the two subsequent years, and new reserves created
from then on.

2.4 Monetary policy under flexible exchange rates

2.4.1 Background and underlying problems

The transition to a regime of flexible exchange rates was something that
neither the National Bank nor the Confederation had wanted or even planned.
To be on the safe side, the Governing Board first had its legal department
confirm that the suspension of intervention in the foreign exchange market
had been lawful even under the Smithsonian Agreement. Weeks later, it was
still waiting for a new parity to be set. On 15 February 1973, the SNB pointed
out to Federal Councillor Nello Celio that an immediate decision on the new
parity was needed, since the US dollar exchange rate — which now stood at
3.31 Swiss francs — was coming alarmingly close to the proposed new lower
intervention rate. As Celio could reach only three of his six colleagues, he

132 SNB, Minutes of the Bank Committee (1978), 24 February, p.26.
133 SNB, Annual Report, 70° rapport de gestion (1977), p. 82.
134 SNB, Annual Report, 72¢ rapport de gestion (1979), p.84.
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wanted to put off the decision until the following Monday. He did, however,
authorise the SNB to drop a hint to the banks that the government was in-
tending to set a new parity. Nor would he have any objections if the National
Bank prevented the dollar from slipping below 3.31. On 19 February, the
Federal Chancellery published the following announcement: “As envisaged
last week, the Federal Council and the Governing Board of the National Bank
had another discussion on Monday afternoon about the monetary situation
and confirmed the desirability of new, fixed exchange rates. Until such time
as these rates are set, the National Bank will endeavour to ensure that the
exchange rate for the dollar does not fall significantly below its present mar-
ket level.”13> Whereupon, on 22 and 23 February, the SNB bought 807 million
US dollars spot for 2.75 billion Swiss francs and another 175 million dollars
forward — without, however, being able to stop the rate falling further to 3.10
francs. These futile efforts were then abandoned and the system of flexible
exchange rates finally accepted.!®

The impression gained is that, to start with, neither the Governing Board,
let alone the Federal Council, were aware of the increase in power that the
transition to flexible exchange rates meant for the National Bank. For from
now on, the SNB was able to control the money supply in Switzerland inde-
pendently. Previously, despite inward exchange controls and credit controls
on the one hand, and participation in international swap operations and
lending on the other, the money supply was ultimately determined by the
monetary policy pursued by the United States. Because the US — as a reserve
currency country in the days of fixed exchange rates — was not following the
rules of a gold-based currency system with its expansionary monetary policy,
central banks (such as the SNB) located in stability-oriented countries found
themselves confronted with an excess supply of dollars, and were forced to
buy them at the fixed exchange rate, thereby increasing the monetary base.

With the transition to flexible exchange rates, the Federal Council and the
SNB in particular found themselves faced with completely new problems. It
was now essential to formulate a policy that could cope with the new realities.
In addition, the familiar historical phenomenon soon emerged that flexible
exchange rates not only display sharp short-term fluctuations, but are also
subject to substantial medium and long-term swings around purchasing
power parity.'¥ These problems were exacerbated by the fact that Switzerland

135 Press release on the monetary situation (1973).

136 SNB, Floating of exchange rate (1973); SNB, Minutes of the Governing Board (1973),
25 January, no. 90; 15 February, no. 149; 22 March, no. 178.

137 Bernholz (1982); League of Nations (1946), chapter 6.
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is a small country and the Swiss franc has traditionally been regarded as a
safe haven currency in crisis situations. In these circumstances, the Federal
Council and SNB had the following options: to retain the inward exchange
controls, to develop a new monetary policy, to continue the international
currency policy in collaboration with other central banks, and to join the
EEC’s bloc float with fixed exchange rates against the other member states in
the so-called currency snake. In fact, joining the snake was considered as
early as a meeting of the Federal Council with the Governing Board on
14 March 1973. After the Swiss franc had appreciated strongly in the autumn
of 1974, negotiations were also opened in 1975. However, the Swiss applica-
tion to join the snake was vetoed by France and so, unlike two other non-
members — Sweden and Norway — Switzerland did not become a member.
France later also objected to Switzerland joining the European Monetary
System (EMS), which came into effect in 1979 and, in addition to the fixed
exchange rate system, also provided for substantial lending facilities among
its members.!*®

Interestingly, Switzerland appears never to have considered the possibility
of doing what Austria did later, namely tracking the EEC snake unilaterally.
That, however, would have made Switzerland dependent on the monetary
policy of the Deutsche Bundesbank as the heart of the monetary bloc. How-
ever, since the Bundesbank pursued a stability-oriented policy, Switzerland
would probably have been spared large exchange rate fluctuations without
having to accept higher inflation rates than under its own independent mon-
etary policy.!*

All other possibilities were explored by the Federal Council and National
Bank over the following years. Despite their continuing lack of success, they
persisted with inward exchange controls and credit rationing on the one hand,
and with international swap and support operations on the other. At least it
can be said in favour of the latter that they were market-based measures
that could be carried out in accordance with the new money supply policy —
and probably also made it easier to introduce — while the best that could be
said for the inward exchange controls was that they were backed by tradition.
For instance, Kurt Schiltknecht reports what Chairman Leutwiler confessed

138 SNB, Minutes of the Governing Board (1973), 22 March, no. 178; (1978), 13 July, no. 480/1.
In both cases the French finance minister (later President) Valéry Giscard d’Estaing appears
to have played quite a large role in France’s refusal to allow Switzerland to join. A detailed
account of the failure of the negotiations on membership of the European currency snake can
be found in Halbeisen (2007), which puts forward the theory that France wanted to prevent
a strengthening of the bloc of hard currency countries.

139 This assessment is not universally shared, however (cf. chapter 11.4.6).
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to him in 1974, after he had been at the SNB for a few weeks: “Do you know,
I’ve no idea how you conduct monetary policy under flexible exchange rates.
All I've ever dealt with in my life is how we can combat capital inflows, how
we can prevent too much money coming into Switzerland.”

2.4.2 Money supply policy and overshooting exchange rates

As already mentioned, with the transition to flexible exchange rates the
National Bank had for the first time ever acquired full control over the mon-
etary base My (currency in circulation plus banks” current account balances
with the SNB) and thus also a decisive influence on the money supply M,
(currency in circulation and current account balances with banks excluding
the SNB). It could therefore now exercise a major influence on the rate of
inflation. At the same time, however, this raised the question of how the SNB
was to shape its monetary policy.

One suggestion, from the subsequent Nobel laureate Milton Friedman,
was based on the quantity theory of money. He proposed letting the money
supply grow on average by the same rate as real GNP.!! In that way, the
amount of money in circulation would increase in line with real economic
output. There would be no monetary overhangs bound to feed through with
some time lag into higher prices. This formulation raises a number of ques-
tions, however. Which money supply should one choose: My, M; or M, (M, at
that time included time deposits at banks with maturities of up to one month
in addition to M;)? How much time does a change in the money supply take
to feed through into the rate of inflation? What are the short and medium-
term effects on exchange rates, interest rates and fluctuations in the economic
cycle? Should the effects of fluctuations in the economic cycle and disrup-
tions, such as wars, oil price increases or natural disasters, be taken into
account — and if so, how? How does one determine expected real GNP, or is it
preferable to opt for the potentially achievable GNP as the target variable?
Friedman himself had been thinking in terms of an increase in the money
supply that tracked possible long-term average economic growth, and advised
against reacting to short-term disruptions.

Following the last heavy buying of dollars in February 1973, the SNB had
ceased intervening in the foreign exchange market and did not resume oper-
ations until 1975. The net effect of this was that the monetary base hardly

140 SNB, Schiltknecht interview (2004).
141 Friedman (1953), chapter ‘The case for flexible exchange rates’, pp. 157-203;
Friedman (1959).
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grew at all in 1973 and 1974. After the time lags usual for Switzerland, this led
in the first instance to a steep downturn in economic activity due to the infla-
tion that had initially prevailed. It was not until GNP and industrial output
in particular had fallen sharply that inflation began to decline (cf. graphs 2.6
and 2.7). Other countries were also suffering from an economic downturn at
this time, but the slump was steepest in Switzerland as a result of its monetary
policy. For instance, industrial output fell by 12.6 percent in 1975. It is import-
ant to note that due to the lagged effect of changes in the nominal money
supply on economic activity and prices, these changes had been postponed —
as reflected in the graphs — by two years (in the case of industrial output and
GNP) or three years (in the case of the cost of living). So the changes in money
supply shown for 1973, for example, actually relate to 1971 and 1970 respect-
ively. As can be seen from the charts, the quality of ‘fit’ for the trend in eco-
nomic and money supply growth and in the consumer price index (CPI) is
quite good once these time lags are taken into account.

The proposal that the National Bank should start thinking about a money
supply policy, in addition to the restriction of credit expansion that had
prevailed to date, came in May 1974 from the Head of the Economics and
Statistics Department (VOSTA), John Lademann. An indirect suggestion
probably also came from Professor Karl Brunner, under whom Lademann
had obtained his doctorate and who, in conversations in 1973, and probably
also in his annual monetary seminar at the University of Constance, “[had]
reproached [him] for the fact that we were operating a misguided policy and
insisted that we really must abandon the exchange rate as an idée fixe so that
we might bring the money supply under control.”**? In a note to Governing
Board Chairman, Fritz Leutwiler, Lademann wrote: “Ultimately, it appears
advisable to give some thought to the relationship between the monetary base
and its growth on the one hand, and credit expansion and deposit money
creation by the banks on the other, so that reasonable growth in the amount
of money we supply can be initiated.” 43

Leutwiler quickly took up this proposal and appointed Kurt Schiltknecht
as head of a small working group within VOSTA to draw up proposals for a
money supply policy. To start with, the other members of this group besides
Schiltknecht were Alexander Galli and Peter Buomberger. They were joined
by Ernst Baltensperger and Georg Rich in 1977, when it was renamed the

142 SNB, Lademann interview (2005a).
143 SNB, Considerations regarding credit restrictions (1974); SNB, Lademann interview (2005b);
SNB, Schiltknecht retrospection (1985).
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Graph 2.6
Annual change in Mo and M1 as well as growth in industrial output and GNP
in Switzerland, 1973-1986
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Source: SNB, Monthly Statistical Bulletin (various years).

Research unit. This unit was then merged with the Economics unit under the
management of Kurt Schiltknecht in 1978.

As mentioned earlier, Milton Friedman had proposed that the best solu-
tion for suppressing inflationary tendencies was to pursue a constant money
supply growth target corresponding to the potential growth of real GNP. He
maintained that changes in the growth rate to take account of the current eco-
nomic situation or other short-term disruptions were counterproductive,
since the delays to which changes in money supply are prone vary over time.
His arguments related initially to the United States. Because of the country’s
size, its ratio of foreign trade to national product was low, so he argued that it
was not advisable to gear anti-inflationary measures to exchange rates.!* By

144 Friedman (1959, 1968); cf. also Brunner (1968). Brunner had an indirect influence on
the working group through his many discussions with and frequent telephone calls to Kurt
Schiltknecht, without, however, putting forward any specific proposals. He occasionally
contacted Fritz Leutwiler as well (according to information given by Kurt Schiltknecht in a
telephone conversation on 1 February 2006). At his annual University of Constance
seminar, which was attended by many economists (including some from the SNB and the
Deutsche Bundesbank), monetary policy topics were the subject of intense discussions
from 1971 onwards.
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Graph 2.7

Annual change in Mo and M1 as well as inflation in Switzerland, 1973-1986
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turning this reasoning on its head, one might conclude that Friedman would
have suggested to a small country that it tie its exchange rate to the currency
of a large country that pursued a stable money supply policy — a proposal
that Switzerland did not follow.

The National Bank’s adoption of a money supply policy, as well as the
further development, consequences and problems of this policy, have been
ably described in detail elsewhere.!*® It is therefore sufficient to summarise it
briefly here. Since the working group was faced with a completely new task
in developing a blueprint for the money supply policy, it is not surprising
that this model has been gradually refined and redesigned over the years.
One of the first fundamental decisions was to choose M; as the relevant
money supply variable. Since the central bank can influence the monetary
base M, in essence only through the current account balances held with it,
and since banknote circulation is determined largely by demand from the
public, it was important first of all to work out not only the expected growth
of GNP, but also the relationship between M; and the monetary base M,.
It was also essential for the implementation of money supply policy that

145 SNB, Schiltknecht retrospection (1985); Schiltknecht (1994); Galli (1994); Rich (2003).
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appropriate instruments be chosen. To that end, Schiltknecht put forward a
proposal for fine-tuning.!*¢ What is striking in the report on proposals for
the money supply policy entitled ‘Vorschlige zur Geldmengenpolitik in 1975,
which was submitted to the Governing Board in late 1974, is that interest
rates — and, in particular, the exchange rate situation — were not taken into
account. The expected trend in exchange rates and interest rates was not
included until later reports. It is also striking that the reports, although
taking a medium-term view, still devoted considerable space to discussing
the economic situation. This went against Friedman’s recommendations.
In the ‘Vorschlige zur Geldmengenpolitik in 1976 report of late 1975, it was
argued that a policy of constant money supply growth rates should be rejected
because of Switzerland’s heavy exposure to international markets. It was not
until the proposal for 1981 (now in respect of M,) that an attempt was made
to adopt a medium-term approach: “It became increasingly clear that short-
term changes in monetary policy had no great effect on macroeconomic
variables.” 147

In the first three years of money supply policy, the Governing Board fol-
lowed the recommendations of the working group. On the other hand, in late
1977, because of the sharp decline in the exchange rate for the dollar and
especially the German mark, it rightly decided initially to set a growth rate
for 1978 of 4 percent (instead of the proposed 3.5 percent), which a short time
later was revised upwards to 5 percent “in view of the extreme developments
in the foreign exchange market”. Leutwiler was afraid that “the announce-
ment of a reduction in the money supply target from 5 percent in the year just
coming to an end to 4 percent [for] 1978 [might] be interpreted by the public
as a restrictive SNB policy and strengthen or increase expectations of a per-
sistently firm or even firmer stance on the Swiss franc exchange rate.” 48

The money supply growth rates proposed by the working group and the
Research unit, as well as those adopted by the Governing Board, are shown in
table 2.1, together with the actual movements. Although the actual growth
rates for M, both undershot and overshot the target rates from 1975 to 1977,
that is not true for the averages for this period, which were 5.3 percent (target)
and 5.7 percent (actual), i.e. a difference of only 0.4 percentage points. The
fact that the targeted reduction in the rate of inflation was achieved (cf. graph

2.7) is much more important.

146 SNB, Schiltknecht retrospection (1985).
147 SNB, Schiltknecht retrospection (1985), p. 16.
148 SNB, Minutes of the Governing Board (1977), 1 December, no. 879/1; 15 December, no. 916.
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Table 2.1
SNB money supply targets and actual outturns

Year Economics unit Governing Board Actual growth’

proposal money supply target

M2 Mo34 M2 Mo3#4 M2 M3
1975 6.0% - 6% 6% 4.0% 59%
1976 5.0% - 6% max. 0% 7.8% 3.7%
1977 5.0% - 5% - 53% 3.1%
1978 35% - 5% - 16.6% 15.0%
1979 If German mark between: No money supply target 85% 6.7%

—0.85 and 0.89 francs: quantified

exchange rate policy with
expansionary money
supply policy

-0.89 and 0.96 francs:
N\1Z 5%

—0.96 and 1.00 francs:
exchange rate policy with
restrictive money supply

policy
1980 - 4% - 4% -9.0% -7.8%
1981 - 4% - 4% -3.6% -0.5%
1982 - 4% - 3% 3.0% 2.6%
1983 - 3% - 3% 7.6% 3.6%

1 The actual rates of change have been calculated on the basis of annual means (monetary base:
means of monthly averages; money supply M;: means of end-of-month values).

2 Money supply M4 = currency in circulation (excluding balances at banks, Swiss Post and the Confeder-
ation) + current account balances of trade, industry and other depositors (but excluding banks) at the
SNB + Swiss franc sight deposits at banks + postal cheque account balances (excluding balances of banks
and the Confederation).

3 Monetary base Mg = currency in circulation + current account balances of domestic banks and
financial companies at the SNB (end-of-month adjusted monetary base = Mo — end-of-month credits).

4 From 1980: Growth rates of end-of-month adjusted monetary base.

Sources: SNB, Monthly Statistical Bulletin (various years); SNB, Vorschldge zur Geldmengenpolitik
(various years); SNB, Annual Report (various years).

The rise in the Swiss franc’s exchange rate caused problems, however. The
main problem was the franc’s appreciation against the German mark and
the other currencies that had joined it, first in the European currency snake
and then as of 1979 in the EMS, since by far and away the largest share of
Swiss exports was destined for those currencies’ countries. The fall in the
value of the German mark against the Swiss franc from 1973 to 1978 was
indeed dramatic (cf. graph 2.8). While the franc, even measured in terms of
the relative cost of living, had initially been undervalued, it now started
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becoming increasingly overvalued. At times during 1978, the mark fell below
80 Swiss centimes.

Historically, such an ‘overshooting’ of flexible exchange rates'*” compared
to purchasing power parity is nothing unusual and is observable as far back as
the seventeenth century.!*® Nevertheless, it is surprising that in the case of the
Swiss franc, unlike other currencies, there was no correction of the trend even
in the long term, even up to 2006.

After decades of fixed exchange rates, the overvaluation of the Swiss franc
came as a surprise for the National Bank’s Governing Board, even though
there had been warnings of such a development from academics. For instance,
a letter sent to SNB Chairman Leutwiler in October 1976 pointed out that,
according to historical studies, quite long-lasting fluctuations of 20-30 per-
cent around purchasing power parity could be expected. For a small country,
a stability-oriented monetary and credit policy would experience particular
difficulties if its currency were overvalued. “Whereas the inflation rate [...]
falls, the export industry and employment come under exceptionally strong
pressure [...]. Finally, strong political forces [...] can be expected to press for
the stable monetary policy to be abandoned.” The targeted inflation rate could
also be achieved by an appropriate exchange rate policy, for which details were
proposed.’™ In November 1976, this proposal was discussed with the Chair-
man and staff of the SNB by a small group of professors who were invited by
the SNB at irregular intervals to informal discussions about monetary policy,
only for Leutwiler to turn it down.

However, the Swiss franc continued to appreciate. Political pressure on the
SNB mounted. In February 1978, Leutwiler noted that “the unfavourable re-
ports from Swiss business and industry are increasing and the SNB is receiving
more and more letters complaining about exchange rate developments”. And
in September, he reported that “considerable bitterness has built up in indus-
try against the banks that are flourishing. Various firms have apparently been
forced to abandon entire production facilities because of the exchange rate.” !>
The National Council was becoming visibly restive. In September, for instance,

149 Dornbusch (1976).

150 Bernholz (1982, 2005); Bernholz, Girtner and Heri (1985).

151 Bernholz to Leutwiler (1976). Cf. also paper by Bernholz and Kugler, in: SNB, Exchange rate
developments (1978). In a research project commissioned by the SNB entitled Wechsel-
kurse, Rezession und Exportwirtschaft the Swiss Institute for Foreign Trade, Structural and
Market Research in St Gallen had already advanced the theory in 1975 that “towards the
end of 1974, the central bank [had] too clearly preferred money supply policy over exchange
rate policy”. Cf. SNB, Minutes of the Governing Board (1975), 18 December, no. 1395/1.

152 SNB, Minutes of the Governing Board (1978), 13 February, no. 142; 21 September, no. 630.
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Graph 2.8
Exchange rate and purchasing power parity (cost of living)
Switzerland - Germany, 1953-2006
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Sources: IMF (various years); calculations by the author.

the Social Democrats formally asked the Federal Council “what specific
employment measures [...] it is preparing and whether it is also prepared to
rethink our present domestic and external monetary policy (joining the
snake, tying the Swiss franc to the German mark and more besides).”!53 The
Governing Board tried in vain to master the situation by tightening inward
exchange controls even further and taking discretionary measures. Even-
tually, Research unit members Schiltknecht and Rich decided in September
1978, out of concern that “political pressure to reintroduce a two-tier foreign
exchange market or bring in new exchange controls could become so great
that control might be taken away from the National Bank”, to make the fol-
lowing recommendation to the Governing Board: “It is hereby announced
that the German mark rate shall be fixed between 84 and 100 Swiss francs
[per 100 German marks] and that the National Bank is prepared to intervene
until such time as the German mark rate has risen to 84 francs.”!>* Leutwiler
summoned Schiltknecht and asked whether he would also agree to the an-
nouncement of a target of well over 80, to which Schiltknecht answered in the

153 SNB, Minutes of the Governing Board (1978), 21 September, no. 626.
154 SNB, Improvement in exchange rate situation (1978).
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affirmative. There was no longer any mention of the upper limit.'* The target
was announced and the plan went ahead on 29 September 1978. Success began
to ensue within a few days. The exchange rate for the German mark rose
appreciably, and by 1980 was exceeding 90 francs per 100 marks.

The exchange rate problems were thus solved through standard market
mechanisms; the money supply policy, on the other hand, proved a failure for
the time being. The monetary aggregates increased sharply (cf. table 2.1) and,
with the usual time lag of three years, inflation rose steeply (cf. graph 2.7).
The reasons for these developments are disputed. In retrospect, Leutwiler ap-
parently considered the transition to an exchange rate target to have been a
crucial mistake.®® In Schiltknecht’s opinion, the increase in the money supply
was not reduced later by as much as the Research unit would have liked. “The
Governing Board told us we were completely out of touch with reality if we
thought there would be any risk of inflation with an exchange rate of 82 or
83 [centimes] to the German mark.”!*” Kugler and Rich share Schiltknecht’s
view: “The SNB should have abandoned the temporary exchange rate target
in the third quarter of 1979. To preserve price stability, the SNB should have
lowered M, substantially over the subsequent six quarters before returning to
normal M, growth in the range of 3 to 5 percent in the middle of 1981.” They
stress that “both factors mentioned above — tardy elimination of the mon-
etary overhang and a flawed approach to monetary targeting — accounted for
the rise of inflation in 1981”.'¢ In arriving at this verdict, they start by asking
the question of whether a better outcome would have been achieved if the
National Bank had already then operated a monetary policy with an inflation
target and had used interest rates to control inflation. They conclude that this
would have been the case if, from 1979 onwards, the SNB had relied on infla-
tion forecasting combined with an inflation target of 3 percent instead of on a
money supply target.!>

The Research unit reacted to the failure of the money supply policy by
proposing a combined exchange rate and money supply policy for 1979 (cf.
table 2.1). It did, however, also propose tolerating a non-recurring additional
increase in M, by 7 percent, since there had been a systematic increase in
demand for money. The reason for this lay in the transition to a system of
flexible exchange rates and in the fall in interest rates due to lower inflation

155 SNB, Schiltknecht retrospection (1985), p. 14.
156 Schiltknecht (1994), p.65.

157 SNB, Schiltknecht interview (2004).

158 Kugler and Rich (2002), p.266.

159 Ibid.
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expectations.'®® If the proposed policy had been adopted, inflation in the
following years would probably have been lower, but the Governing Board
rejected the proposal as being too complicated and did not set a money supply
target for 1979 at all.

For 1980, the Economics unit proposed switching from M, to My as the
target variable, since “exchange rate expectations may influence the money
supply directly, i.e. without any expansion of the monetary base”. Because
the situation in the foreign exchange market had stabilised, “there [was] no
longer any justification for an unbalanced gearing of monetary policy to the
exchange rate”.'® When it came to setting the target of 4 percent, however, a
dubious method was employed: the monetary base in the two middle weeks
of November was taken as the basis, since otherwise the average monetary
base for 1980 would have been below that of 1979. The Governing Board
agreed to this. By and large, it also followed the Economics unit’s proposals
for the next three years and therefore once again used annual averages as
reference figures (cf. table 2.1). However, the proposal for 1981 was not in fact
implemented (cf. graph 2.6). “Some [members of the Governing Board]
wanted to bring inflation back under control again by means of a restrictive
policy. The price of this policy was the recession of 1982/1983. It did none-
theless allow inflation to be brought back under control again. Not unexpect-
edly, the over-restrictive policy brought with it problems on the exchange
rate front [...].”'62 This led to the preparation of a strategy that corresponded
to the Research unit’s proposal for 1979. “The exchange rate strategy was
never employed, however, since the foreign exchange market, being aware of
the existence of such a strategy, did not allow the Swiss franc exchange rate to
rise any further.”!%> The SNB retained the monetary base as an intermediate
target in the 1980s. On the basis of an econometric study, Nicolas Cuche
concludes: “Our results state that the period before 1980 [1978/1979] was
conducted following an exchange rate targeting strategy. During the eighties,
bank reserves targeting was the leading strategy. We call this the golden age
of monetary targeting.” 64

160 SNB, Money supply policy for 1979 (1978). An econometric study confirmed that the
transition to flexible exchange rates had caused a change in demand for money: Kohli (1985).

161 SNB, Monetary policy for 1980 (1979).

162 SNB, Schiltknecht retrospection (1985), p. 16.

163 Ibid.

164 Cuche (2000), p.109.
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2.4.3 The extension of inward exchange controls

The revaluation of the Swiss franc on 9 May 1971 had not been sufficient to
eliminate the excess supply of foreign currency. The National Bank, together
with the Federal Council, therefore retained the inward exchange controls and
credit rationing. That also remained the case when Switzerland finally moved
over to a system of flexible exchange rates on 23 January 1973. Although it
would have been possible to restore equilibrium to the foreign exchange mar-
kets, the value of the Swiss franc could have leapt to such a high level that the
export industry would have had to cut its selling prices to what the SNB and
the federal authorities considered an intolerably low level in order to remain
competitive. To avoid this if at all possible, the authorities continued to rely on
the largely ineffectual inward exchange control measures. For instance, 8 Oc-
tober 1971 saw the promulgation of a federal decree on the protection of the
currency, which by rights should probably have been called the federal decree
on the protection of the export industry and employment. For the currency
was in no danger at all, but was rising steadily against other currencies. Further
Federal Council decisions followed in quick succession, often preceded by
corresponding SNB gentlemen’s agreements with the banks in particular. They
ranged from a ban on foreign funds being invested in domestic securities and
real estate through a ban on paying interest on short-term, non-resident Swiss
franc deposits, which were also made subject to negative interest (coyly referred
to as a ‘commission’), to the imposition of minimum reserve requirements on
non-resident funds held with the banks. In addition, since domestic lending
was rationed by quotas, it also became necessary to make borrowing abroad by
residents subject to an SNB authorisation requirement. This gave rise to con-
siderable paperwork for the authorities, companies and private individuals.
In the years 1973/1974, for example, the SNB had to handle 716 applications
to borrow abroad, of which it approved 638 (cf. table A 2.4). The Governing
Board, therefore, had to deal with such applications at virtually every meeting.
Of 133 applications to use such loans within Switzerland, only 70 were ap-
proved, since the SNB wanted to prevent an increase in the monetary base.
Considerable amounts were involved here: in 1973/1974, for example, the ap-
plications totalled 503 million Swiss francs (cf. table A 2.5). Although (so far
as is known) there were not any arbitrary decisions as there had been in the
1940s, the decisions frequently involved considerations that had nothing to do
with monetary policy. For example, applications from the Kaiseraugst nuclear
power group for interim financing for its Leibstadt plant construction project
were approved because of the importance of the country’s energy supplies.
An application from Gulf Oil Switzerland to extend the period allowed to pay
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foreign suppliers was approved because of the difficult position in which the
company found itself — and also in the alleged interest of safeguarding Switzer-
land’s petrol supplies. Another exception was made when the SNB complied
with a request to reconsider an application from the subsidiary of Telesystems
Holding to finance the construction of a cable TV community antenna in Swit-
zerland, in order to prevent construction work from being suspended.!¢>

It is not the purpose of this contribution to discuss all the inward exchange
control measures in detail.'® It should merely be noted that, according to
Schiltknecht, the Governing Board expressly refrained from asking the Re-
search unit for their opinion since it was well aware that the unit did not ap-
prove. However, Schiltknecht does stress that such measures were later adopted
by the Governing Board for tactical reasons as well, in order to protect mon-
etary policy from political influences.'”” It is also significant that in 1973,
in view of the rise in the Swiss franc exchange rate, the Governing Board
commissioned John Lademann to produce strictly confidential “thoughts on
the introduction of exchange control measures in Switzerland”. The purpose
was “to ward off undesirable inflows of funds from abroad, i.e. negative ex-
change controls [...] intended as a last resort if all less aggressive defensive
measures [...] have proved inadequate and it is essential to ensure the sur-
vival of the Swiss export industry (including tourism)”.!%® Even the possibility
of splitting the foreign exchange market into two, as had already been pre-
pared in August 1971, was discussed again. In his report, Lademann referred
to various difficulties that arose in connection with the transition of all major
currencies to convertibility and flexible exchange rates compared to earlier
times: “Should the National Bank acquire the excess supply of foreign ex-
change at a fixed rate? Should this rate be fixed in relation to the US dollar?
This would mean that the Swiss franc [...] would follow the fluctuations of
the dollar in relation to the other currencies.”'®

It was probably because of such problems that the Governing Board re-
frained from introducing ‘negative’ exchange controls, which would have
made all purchases of Swiss francs subject to approval by the authorities. It
preferred a further tightening of the existing inward exchange controls by
way of gentlemen’s agreements and federal government ordinances. These

165 SNB, Minutes of the Governing Board (1973), 22 March, no. 196; 5 April, no. 243; 23 August,
no. 563; (1974), 30 May, no. 476; 18 July, no. 660; 25 July, no. 675.

166 For more on this subject, cf. SNB (1982), pp. 131140, 226229, where these measures have
already been critically assessed.

167 SNB, Schiltknecht interview (2004).

168 SNB, Exchange controls (1974), pp. 6-7.

169 Ibid.
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measures were relaxed for limited periods, depending on the exchange rate
situation.

Inward exchange controls reached their peak in 1978 in line with the
growing overvaluation of the Swiss franc (cf. graph 2.8), before the Govern-
ing Board decided to switch from the money supply target to an exchange rate
target. In February and March 1978, the discount rate and Lombard rate were
cut to an all-time low. The commission (negative interest rate), which by now
stood at ten percent per quarter, was widened to include all non-resident Swiss
franc balances with banks of more than 5 million francs, irrespective of their
date of origin, and was also extended to those of foreign central banks. The
volume of non-residents’ forward Swiss franc contracts with a maturity of up
to ten days could not exceed a maximum of 10 percent of the amounts out-
standing as of 31 October 1974, while those with a maturity of eleven days
or more could not exceed 40 percent. The acquisition of domestic securities
by non-residents was prohibited. The importing of foreign banknotes to the
value of more than 20,000 Swiss francs within three months was prohibited
in order to prevent circumvention of the negative interest rate. The banks had
to cover their foreign currency liabilities by corresponding claims for the
same amount. Even the introduction of a tax on foreign exchange trading (the
so-called “Tobin tax’) was considered by the Governing Board.'”® The SNB
was the driving force behind all these measures and even drafted the word-
ing of the corresponding Federal Council ordinances.!”! These developments,
too, confirm the aforementioned theory of Ludwig von Mises that state inter-
vention in the markets is always bound to escalate.

Although these measures could not prevent the overvaluation of the Swiss
franc, they were maintained, or even tightened, until the setting of the ex-
change rate target of at least 80 centimes to the mark. At the same time as this
decision, the authorities even sought to reach an agreement with the major
industrial companies whereby they would have had to invest half their liquid
assets abroad.!”? It obviously took the success of the exchange rate policy to
convince the Governing Board of the ineffectiveness of inward exchange con-
trols. The relevant provisions were gradually abolished from 1979 onwards.

In addition to the inward exchange controls, the Federal Council and
Governing Board also took discretionary measures to support disadvantaged
industries. For instance, under the credit rationing agreement of 12 March

170 SNB, Minutes of the Governing Board (1975), 25 June, no. 721; (1978), 23 February,
nos. 141 and 142; 2 March, no. 164.

171 SNB, Minutes of the Governing Board (1978), 23 February, no. 142.

172 SNB, Minutes of the Governing Board (1978), 29 September, no. 636.
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1973, the Federal Council granted the subsidised housing construction sector
a hardship quota of 200 million Swiss francs. On 8 January 1973, loans for
‘non-luxury’ housing construction and infrastructure building works were
exempted from credit rationing. In 1975, the Governing Board came to the
surprising conclusion (for a central bank) that equality of treatment of differ-
ent branches of industry was no longer appropriate because of the different
situations they were in. “In these circumstances it appears advisable to shift
the emphasis from global to targeted measures [...]. For these purposes it can
be assumed that the initiative must be taken by the SNB.”'”> The Governing
Board therefore not only undertook to rediscount bills for these industries,
but also entered into agreements with the bodies representing their interests,
which made it possible for their affiliated companies to conclude forward
foreign exchange deals in US dollars and German marks at preferential rates.
As early as 23 September 1975, the profit that the SNB had forgone in this way,
and the corresponding subsidy, amounted to around 356,000 Swiss francs.
Similar agreements were also concluded with other industries later.'”* In
March 1978, the timber industry was promised a forward foreign exchange
deal subsidy of up to 100 million Swiss francs at the request of the Professional
Timber Merchants’ Association. Finally, in September 1978, the SNB decided
to extend the preferential rate forward contract scheme to the whole of the
industrial sector and the foreign transactions of hotels, and to supplement for-
ward contracts with options contracts.!” Following the switch to the exchange
rate target on 29 September 1978, all these measures became redundant.

2.4.4 Switzerland’s involvement in international monetary measures

Even after the failure of the Bretton Woods system, international cooper-
ation in monetary policy remained important. In Switzerland’s case, its inter-
est in preserving the system and trying to encourage capital outflows in order
to prevent an excessive increase in the monetary base now gave way to con-
cern about exchange rate movements and its wish to play a part in preventing
international monetary and financial crises. Since at times of such crises
Switzerland was a preferred destination of flight capital, under a system of
flexible exchange rates they were bound to result in an even greater overvalu-
ation of the Swiss franc.

173 SNB, Minutes of the Governing Board (1975), 6 March, no. 284.

174 SNB, Minutes of the Governing Board (1975), 6 March, no. 284; 1 May, no. 489; 25 June,
no. 721; 24 July, no. 830; (1976), 26 February, no. 197; 4 March, no. 226; 25 March, no. 312;
20 October, no. 923; 1 December, no. 1055.

175 SNB, Minutes of the Governing Board (1978), 29 September, no. 636.
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Measures to support the Italian lira and the British pound were initially
the main feature of monetary cooperation in the 1970s. The weakness of the
pound was attributable, among other things, to the aforementioned loss of its
status as a reserve currency. The international support was intended to help
to steer this process in an orderly fashion.!”

Then there was the assistance given to countries experiencing a sharp de-
terioration in their balance of payments due to the two massive increases in
the price of oil. All these initiatives show how the international monetary
assistance provided by the IMF, BIS and G10 was shifting away from the de-
veloped nations and towards the developing countries. This shift typified the
following decades, and the new support measures experienced their first high
point in 1982/1983 when financial crises were triggered by the indebtedness of
developing and emerging market economies, especially Mexico.

The National Bank was heavily involved in virtually all of these oper-
ations, with the Confederation largely guaranteeing the longer-term loans
against any default. Table 2.2 shows the considerable extent of the SNB’s loan
commitments. The total amount of undrawn commitments and outstanding
credit balances as at 30 April 1981 stood at around 14.7 billion Swiss francs.

In the light of these events, it was repeatedly asked whether the SNB’s major
commitment was justified. This was the case, for example, in 1977, in connec-
tion with Switzerland’s participation in a new IMF credit facility which was
intended to help countries that had fallen into serious balance of payments
difficulties because of the sharp increase in oil prices caused by decisions made
by the Organization of the Petroleum Exporting Countries (OPEC). During
the negotiations on the new facility, Switzerland was put under heavy pressure
to contribute 650 million SDRs (one SDR at that time equalled 1.1 US dollars).
Leutwiler reported to his colleagues on the Governing Board that this amount
had been too high, but that he had eventually agreed to it at the urgent plead-
ing of US Treasury Secretary Michael Blumenthal. He stressed that, for Swit-
zerland, this represented a considerable gain in prestige. Leutwiler’s request
was then approved by the Governing Board without any hesitation.'””

On the other hand, a visit from the Head of the Economic and Monetary
Affairs section of the FDF, Daniel Kaeser, did cause the Governing Board
some apprehension. Kaeser expressed his concern about the growing role
of the SNB in international monetary cooperation and enquired whether
the SNB was not exceeding its statutory boundaries, since the loans now

176 SNB, Minutes of the Governing Board (1976), 30 December, no. 1145.
177 SNB, Minutes of the Governing Board (1977), 11 August, no. 579.
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Table 2.2
SNB's international loan commitments as at 30 April 1981

Undrawn Outstanding credit Total
commitments balances

Fed New York swap 4,000 million US dollars

4,000 million US dollars

BIS swap 600 million US dollars - 600 million US dollars
Bank of Japan swap 200 billion yen - 200 billion yen
GAB 865 million Swiss francs — 865 million Swiss francs
IMF oil facility - 104.4 million SDRs 104.4 million SDRs
Witteveen facility ~ 473.6 million SDRs 176.4 million SDRs 650 million SDRs
(IMF)
Portugal - 30 million US dollars 30 million US dollars
Turkey - 45.5 million US dollars  45.5 million US dollars
Eastern European - 270 million US dollars 270 million US dollars
central banks
Total’ 13,183 million 1,377 million 14,726 million

Swiss francs Swiss francs Swiss francs

1 1 SDR =2.42 Swiss francs, 1 US dollar = 2.02 Swiss francs, 100 yen = 0.94 Swiss francs.

Source: SNB, Cooperation (1981).

amounted to 3 billion Swiss francs. Either a federal decree or revision of the
draft amendment to the National Bank Act was necessary, he asserted.
Leutwiler expressed surprise at this intervention, since the FDF chief had
never voiced any criticism up to this time. Moreover, the SNB’s legal advisor
took the view that its actions up to then had been legally permissible, although
it had admittedly exploited all the scope available to it.!”8

A further problem arose in connection with the growing loss on the
foreign exchange reserves: they were denominated almost exclusively in US
dollars, and the dollar was continuing to depreciate. On 16 June 1977, for
instance, of SNB dollar reserves of 4.3 billion Swiss francs, 3.6 billion were
not hedged against exchange rate swings.'”” Even if they had been hedged,
this would not have offered complete protection against currency losses.
The reason for this being that, back in early 1975, following negotiations
with Charles Coombs from the Federal Reserve Bank of New York, Fritz
Leutwiler had been prepared to conclude a supplementary agreement to the
1962 agreement whereby exchange rate gains and losses incurred by the US

178 Ibid.
179 SNB, Minutes of the Governing Board (1977), 16 July, no. 440.
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in obtaining francs in order to settle swaps would be split 50:50 between
the SNB and the Federal Reserve Bank of New York.!®® This arrangement
was also extended to cover the Roosa bonds denominated in Swiss francs.
However, since the exchange rate losses were all one-way at the time, the
SNB’s hedges against changes in the dollar exchange rate were only 50 per-
cent effective.

2.5 Conclusion

The National Bank’s policy in the years from 1945 to 1982 may be summed
up as follows: until the collapse of the Bretton Woods system, the SNB’s over-
riding objective was to preserve a system of fixed exchange rates based on a
gold-backed currency. At the same time, the National Bank was striving to
keep inflation as low as possible and to maintain the competitiveness of the
Swiss export industry. This was bound to lead to contradictions. The Swiss
franc exchange rate derived from gold parities was too low, and until the tran-
sition to flexible exchange rates in 1973, this led to a persistent balance of
payments surplus, which in turn jeopardised the objective of price stability.
To begin with, the SNB and the Confederation tried to counter these conflict-
ing objectives by creating a two-tier foreign exchange market for the dollar,
introducing stringent inward exchange controls and setting export quotas.
Following the devaluation of the pound and other currencies in 1949, the
two-tier market for the dollar was abolished, and when Switzerland joined
the EPU, it succeeded in breaking out of the isolation and bilateralism of
the immediate post-war years. Late 1958 finally saw the establishment of a
multilateral system, with free convertibility of the major currencies for non-
residents under the Bretton Woods system.

Although Switzerland was not a member of the IMF until 1992, the SNB
and the government, encouraged by proposals from the BIS and inspired by
the creative ideas of Max Iklé, participated in international lending operations
conducted in accordance with standard market principles. This helped re-
duce the scale of exchanges of dollars into gold at the US Treasury as well as
the growth of the Swiss money supply. At the same time, the foreign currency
loans helped to uphold the Bretton Woods system and made it possible for the
SNB to cooperate with the G10. The result was the development of an impor-
tant alternative to the existing inward exchange controls. The price that had
to be paid for this alternative approach subsequently came in the form of
losses on the dollar reserves that had not been exchanged into gold. The

180 SNB, Minutes of the Governing Board (1975), 3 January, no. 7.
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Governing Board was also well aware of the foreign currency risk on the dollar
holdings, as clearly emerges from the words of its Chairman Fritz Leutwiler.!8!
The revaluation of the Swiss franc in May 1971 was another step taken in
accordance with standard market principles, although — as tends to be the
case under such conditions — it was too little too late. Despite the transition
to flexible exchange rates, inward exchange controls remained in place for a
long time afterwards because of the Swiss franc’s continuing appreciation. At
the same time, however, a strategy for managing the money supply was devel-
oped from 1974 onwards. This became the main pillar of monetary policy
when membership of the European currency snake proved impossible in 1975.
However, a conflict soon began to emerge between a money supply policy
geared towards price stability and the attempt to prevent an overvaluation of
the franc. Such a conflict is typical of a small, stability-oriented country. After
the inward exchange controls had proved ineffectual, it led to a temporary but
successful switch from a money supply target to an exchange rate target in
1978. Thereafter, the inward exchange controls were rapidly lifted. The con-
flicting objectives remain, but given that monetary policy is now based on in-
flation forecasts and interest rate management — and following the introduc-
tion of the euro — the conflict has become less apparent (cf. graph 2.8).

During the whole period under review, the National Bank jealously
guarded its independence. Although it played a subordinate role at the time of
fixed exchange rates — since inflation was primarily determined by the policies
of the reserve currency country, the United States — the transition to flexible
exchange rates pushed this independence to the fore, as the SNB now assumed
full control of monetary policy. Since then, its independence has been sub-
stantiated not only by historical documents and (by international standards)
comparatively low inflation (cf. graph 2.1), but also by econometric research
conducted from the perspective of the ‘new political economy’.'®? Despite all
the shortcomings discussed here, Switzerland’s low inflation rates compared
to those of other countries suggest that the SNB’s policies have in fact been a
notable success.

181 SNB, Minutes of the Governing Board (1973), 6 December, no. 872.
182 Jeitziner (1999).
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2.6 Appendix: Tables

Table A2.1
Applications to buy and sell at official and financial dollar exchange rate in 1946/1947

Number of applications Rejected Partially approved Approved  Total

Applications to sell US dollars deriving from transfers of capital

Banks 10 5 6 21
Confederation, cantons, municipalities 3 - 4
Manufacturing companies 3 3 4 10
Non-resident industry 2 2 2

Tourism sector 5 - 2 7
Resident individuals 9 5 8 22
Non-resident individuals 4 1 3

International organisations - 2 7 9
US agencies 5 1 5 1
Other 22 17 26 65
Total 63 36 67 166
Applications to sell US dollars deriving from additional sales of goods

Total 28 11 12 51
Applications to buy US dollars in the financial dollar market

Manufacturing companies 3 1 - 4
Other 2 2 - 4
Total 5 3 -

Total 96 50 79 225

Source: SNB, Minutes of the Governing Board (1946, 1947).
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Table A 2.2

Value of applications approved in 1946/1947

Transactions Amount (in thou- Number of
sands of US dollars)  applications

US dollars offered for sale’ 35,889 138

US dollars accepted by the SNB' 19,149 91

Profits for applicants as a result of applications Profit (in thousands ~ Number of

being approved'’ of Swiss francs) applications

On dollars accepted by the SNB2: 3.4 8,383 91

of which on dollars deriving from transfers of capital 7,643 84

On authorised purchases of dollars in the 30 1

financial dollar market

Total 8,413 92

1 The only applications that could be taken into account were those for which a specific sum offered for
sale to the SNB was available. Additional dollars offered for sale by the tourist industry and certain

goods quotas were not included in the calculation.

2 Profit relative to the dollars being converted in the financial dollar market. For dollars accepted by
the SNB, the following rates were assumed (Swiss francs per US dollar): 1946: 4.28; 1947, 1st quarter:
4.25, 2nd to 4th quarter: 4.24. For financial dollar rates, the only rates available are reporting date

values for 1946 and monthly average rates for 1947.

3 Fordollars converted at the rate for banknotes, the profit would have been around 9.5 million

Swiss francs.

4 Fordollars accepted in the form of monthly instalments, the average rate for the remaining months

up to the end of 1947 has been applied to the total amount of dollars accepted in this period.

Sources: SNB, Minutes of the Governing Board (1946, 1947); Kach (1954).

Table A 2.3.1

Number of applications to import and export gold in 1948

Applica- Rejected Approved subject  Approved No Total
tions to conditions® decision

Number Inkg  Number Inkg Number In kg Number  Number Inkg

of appli- of fine of appli- of fine of appli- of fine ofappli- of appli- of fine

cations gold  cations  gold cations  gold cations  cations  gold
Gold 15 815- 107 3,667- 27 16,251 - 149 20,733-
imports 816 3,875 20,942
Gold 18 218- 8 168 288 8,422- 5 319 8,808
exports 219 8,513 8,900
Total 33 115 315 5 468

For footnote and source, cf. table A 2.3.2.
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Table A 2.3.2
Value of gold export applications in 19482

In thousands of Swiss francs

Gold export Rejected Approved subject Approved
applications to conditions’
Maximum Market ~ Maximum Market Maximum Market
price? value* price value price value
Coins® 650-655 994-997 133 203 4,758-5,516 7,164-8,279
Gold ingots 74 95 712 916 36,764 47,342
Fine gold 393 506 - - 413 532
Others - - - - 89 115
Total 1,122 1,598 844 1,120 42,783 56,268

1 Approvals were sometimes made conditional upon the country of destination being stated (e.g. gold
exported to Spain and not to Tangier), import approval from the country of destination having been
received, and the like.

2 Altogether, 468 import and export applications were filed (excluding applications submitted more
than once). The calculation disregarded one application that could not be allocated to a category,
since it was an assignment of gold that had already been imported; cf. SNB, Minutes of the Gov-
erning Board (1948), 8 January, no. 3/5 (37.5 kilograms of bullion). The estimate of the value of the
export applications disregarded two applications that were approved, since the same amounts
were being imported and exported by the same applicant at the same time; cf. SNB, Minutes of the
Governing Board (1948), 12 February, no. 191 (import application no. 17 and export application
no. 62: 7,000 kilograms of fine gold for resmelting); and SNB, Minutes of the Governing Board
(1948), 25 November, no. 1400 (applications nos. 179 and 686: 413 gold pieces and 289 large gold
plates). Also excluded were sundry gold coins for which no further details were available.

3 Cf. Ordinance on dealing in gold (1943).

The estimates were based on the gold price data as at 31 December 1948 in Paris, cf. Management
and valuation of gold (1949). In the case of coins for which no data were available, an average
market value of 7.12 Swiss francs per gram of coin was assumed.

5  With dollar and sterling data and the like, it was sometimes not clear whether the gold content
of the coins was that of mintings dating to before the 1933 devaluation (assumed when converting
into kilograms of fine gold) or whether it refers to a quantity of gold (assumed to be bullion)
to the value of a particular sum in dollars. For this variant, the parity value of the dollar after the
devaluation has been taken and the value then converted into kilograms of fine gold. This value
has also been taken as the basis for the maximum price and the estimate of the market value.

6 Including coins in kilograms, rolled gold, dental gold, gold plates, etc.

Source: SNB, Minutes of the Governing Board (1948). For the calculation basis of the estimates presented
here, readers are referred to the SNB archives.
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Table A2.4
Number of applications to borrow abroad in 1973/1974

Number of borrowing applications For Swiss francs ~ For foreign Total
currencies

Applications approved 129 509 638
of which for funds to be used

in Switzerland’ 123 10 133
Applications rejected 69 9 78
of which for funds to be used

in Switzerland" 56 7 63
Total 198 518 716
of which for funds to be used

in Switzerland’ 179 17 196

1 Including borrowing applications stating that the funds were to be used both in Switzerland
and abroad.

Source: SNB, Minutes of the Governing Board (1973, 1974).

Table A2.5
Value of foreign borrowings for use of funds in Switzerland in 1973/19741

Borrowing applications For Swiss francs For foreign currencies?
Amount (in millions Number  Amount (in millions Number
of Swiss francs) of Swiss francs)

Applications approved 399.57 78 1.56 5

Applications rejected 103.54 41 11.94

Total 503.11 119 13.49 10

1 The only applications that have been taken into account here are those that specified a particular
sum for use of the funds in Switzerland and constituted actual new borrowings (i.e. excluding
renewals of existing loans, loans for the repayment of other loans, applications to amend or set time
limits for payment and applications to accept one-off premiums). Applications to accept advance
payments have been included.

2 Only foreign currency borrowings where the proceeds were intended to be used in Switzerland.
The Swiss franc amount has been calculated on the basis of the average rate for the month in which
the application was assessed. Of the five applications that were approved, three involved German
marks and two US dollars.

Source: SNB, Minutes of the Governing Board (1973, 1974).
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Developments in the international economy

FEveELINE RUuOss AND MATHIAS ZURLINDEN

3.1 Introduction

In the last twenty-five years of the Swiss National Bank’s hundred-year
history, two trends in the international economy stand out: the worldwide
economic integration we now refer to as globalisation, and the sharp fall in
inflation from high levels. Both developments are remarkable because they
could hardly have been predicted a quarter of a century ago. At that time, in-
flation was deeply entrenched, the danger of protectionism appeared to be
growing, and international relations were still overshadowed by the Cold War.

The decline in inflation to levels last seen in the early 1960s was primarily
the consequence of more rigorous monetary policies. Restoring price stability
promised not only to eliminate the costs of inflation, but also to facilitate a
return to stronger, more stable economic growth. In time, these expectations
were largely fulfilled. After a severe recession in the early 1980s, economic
growth recovered and economic fluctuations progressively diminished. Inso-
far as successful anti-inflationary policies restored public confidence in mon-
etary policy and stabilised inflationary expectations at a low level, they made
a vital contribution to this favourable outcome.

Two factors prompted the advance of globalisation. First, there was the role
of technological progress, in particular the rapid expansion of information
and communication technologies (ICT); there is hardly an area of economic
or everyday life that has not been affected by this. One consequence of this
development was the headlong drop in the cost of transport and communica-
tion,which made it possible for firms to compete on a global scale and to manu-
facture their products anywhere in the world. Besides technological progress,
globalisation was also fuelled by political developments and changes. The fall
of the Berlin Wall in 1989 signalled the end of the Cold War and the beginning
of the reintegration of the former Eastern Bloc countries into the global econ-
omy. After decades of isolation and centralised planning, the countries of
Central and Eastern Europe opened up their economies and reintroduced
free market principles. Similarly, many developing countries that had sought
to follow a middle way between capitalism and socialism during the Cold
War started to restructure their economies. Developments in the Western
industrialised nations were less dramatic, but here, too, wide-ranging reforms
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removed many restrictions on the free flow of goods and capital. The conclu-
sion of the Uruguay Round of the General Agreement on Tariffs and Trade
(GATT) in 1993 was a milestone in the development of world trade. In addi-
tion to the creation of the World Trade Organization (WTO), the agreement
further lowered tariffs on industrial goods and extended GATT rules to impor-
tant areas of economic activity, including services, investment and intellectual
property. In a parallel development, there was a notable increase in the number
of regional trade agreements in the Americas, Asia and Europe. The process of
integration has advanced farthest in Europe, where the European Union (EU)
has gradually expanded to twenty-five members and realised other ambitious
integration targets, such as the creation of a single internal market (1985-1992)
and the introduction of the euro as a new currency (1999).

The increased interaction of national economic systems is reflected in the
enormous growth in international trade and international flows of capital.
World trade has expanded about twice as fast as output, with exports as a
percentage of gross domestic product (GDP) growing from approximately
20 percent to 30 percent in the past twenty-five years. The growth in cross-
border capital flows is even greater. Nonetheless, it is easy to exaggerate the
current level of globalisation. The integration of a number of important mar-
kets (notably the labour market, but also agriculture and services) is still rela-
tively weak. Even the level of integration of capital markets is lower than often
assumed; households, for instance, still have a pronounced preference for
domestic investments. Moreover, there have been other periods in history
when economic integration was high. What is different about the current
wave of globalisation is the large number of countries involved and the fact
that, owing to greater specialisation, the proportion of international trade
within the same sector or company is much greater than in the past. Apart
from this, however, integration in some areas has hardly progressed beyond
what it was before the First World War. The ratio of net capital flows to global
gross national product, for example, was higher then than it is today, and
labour markets were more open. Two world wars and the Great Depression
took their toll on this liberal international economic system. In many ways,
the development in the West since 1945, and in the rest of the world since
1989, has picked up the thread broken in 1914.

Globalisation has facilitated a more efficient international division of
labour and a better allocation of global savings to promising investment
projects. Inasmuch, it has had a positive effect on global economic growth. As
with all structural change, however, some people profit more than others, and
in many cases the costs are felt long before the benefits. As a result of this,



3 Developments in the international economy

there has also been a great deal of resistance to globalisation — not least in the
old industrialised countries, which face fierce new competition. In the late
1990s, an anti-globalisation movement made the headlines, with a series of
militant protests. The globalisation process continued, however. A crucial
factor in this outcome may have been the awareness among the general public
that the countries that had turned their backs on the international economy
after World War II were far less successful at improving their living standards
than those that embraced openness and integration.

3.2 Cyclical fluctuations

In the period between 1980 and 2005, short-term fluctuations in economic
activity were fairly closely synchronised across countries. This confirms a
fundamental feature of earlier business cycles in the twentieth century. In
most industrialised countries, economic growth was interrupted in the early
1980s and early 1990s, and again shortly after the turn of the millennium, by
a few quarters of falling production and rising unemployment. Some coun-
tries managed to avoid such a contraction, but even in these cases, economic
growth slowed. The picture in the rest of the world — the emerging markets
and the developing countries — is similar. Although economic output in coun-
tries with a high trend growth in production seldom actually fell, the ups and
downs in the growth rates were closely linked with the corresponding devel-
opments in industrialised countries.

With cyclical fluctuations running more or less in parallel across a broad
range of countries, economic developments in the major industrialised na-
tions (United States, Japan, Germany, France, United Kingdom, Italy and
Canada) may be seen as representative of those in the global economy. At the
beginning of the 1980s, this group of countries went through a severe reces-
sion. The reasons are generally taken to be soaring oil prices and the restric-
tive monetary policies adopted by central banks to combat high inflation.
A crucial event in this respect was the change in US monetary policy in Octo-
ber 1979, after which the Federal Reserve focused on drastically and perman-
ently reducing inflation. In the first quarter of 1980, the US economy ceased
expanding. After a sharp recession lasting two quarters, production recov-
ered strongly before contracting again between the third quarter of 1981 and
the third quarter of 1982.!

1 The dating of the phases of expansion and contraction is based on Harding and Pagan (2002)
using data for quarterly real GDP. Measured in quarters, an expansion phase is defined as
lasting from the local trough to the next peak and a contraction phase from the local peak to
the next trough.
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Of the other major industrialised countries, the UK and Canada also
experienced a recession. In the UK, real GDP started contracting in 1979 and
continued into the first quarter of 1981. In Canada, as in Germany and Italy,
the pattern was similar to that in the US, namely two successive contractions
of short duration. In continental Europe, Germany recorded the greatest
decline in output, while Italy and France got off relatively lightly. Japan ex-
perienced only a slowdown rather than a classic recession in which a nation’s
real GDP shrinks.

The subsequent recovery in the US lasted from the fourth quarter of 1982
to the second quarter of 1990. In some European countries, growth resumed
earlier, but gathered strength only when the US economy rebounded. Moder-
ate levels of inflation helped to prolong the expansion. Initially, inflation rates
declined to very low levels and only began to rise again in 1987 — at first mod-
erately, but then more briskly. In addition, the prices of oil and other com-
modities were falling. After peaking at almost 45 US dollars per barrel in the
autumn of 1980, the price of crude oil dropped to 11 US dollars in the autumn
of 1986. At this point, the price in real terms was lower than before the Or-
ganization of the Petroleum Exporting Countries (OPEC) raised oil prices
drastically in the early 1970s.

This long period of expansion in the 1980s was by no means free of dis-
ruptions. The first blow was the international debt crisis in the summer of
1982. This was triggered by Mexico, which had large and growing budget and
current account deficits. The crisis quickly spread to other heavily indebted
countries, whose economies suffered from similar weaknesses. Rapid inter-
vention by the International Monetary Fund (IMF) and the central banks of
the industrialised countries successfully defused the Mexican crisis, but large
debts continued to burden the afflicted countries for many years. Then, in
October 1987, the crash in share prices on the New York Stock Exchange
rocked international financial markets. Within a few weeks, equity prices in
most countries fell by between 30 and 50 percent from their highs of that year,
prompting comparisons with the stock market crash of 1929 and the Great
Depression. However, fears that this would adversely affect the international
economy were not borne out, due to some extent to the decision by the central
banks of industrialised countries to increase liquidity. In the next two years,
economic growth picked up almost everywhere — as did inflation. In some
countries, this resulted in overheating, accompanied by speculative bubbles
in property markets and a sharp rise in inflation.

The global economy peaked at the beginning of the 1990s, after which
growth slowed noticeably. Besides tighter monetary policies, a major contrib-
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utory factor to sluggish growth was the crisis in the Persian Gulf, triggered by
Iraq’s invasion of Kuwait in early August 1990. Oil prices jumped, but the
crisis was resolved about six months later when a coalition of armed forces led
by the US liberated Kuwait after a short campaign. In contrast to the reces-
sion in the early 1980s, the recession in the early 1990s was far from syn-
chronised across countries. In the US, production fell between the second
quarter of 1990 and the first quarter of 1991. The contraction was short and
the cumulative decline in real GDP was much smaller than in the two reces-
sions between 1980 and 1982. The UK and Canada slipped into a recession at
the same time as the US. Although the contraction in these two countries was
sharper than that in the US, it was not as severe as the downturns both had
experienced at the beginning of the 1980s. Continental Europe, by contrast,
continued to expand for a while — an important contributory factor being the
revolutions in Eastern Europe. After the fall of the Berlin Wall on 9 Novem-
ber 1989, Germany achieved first economic and then political unification (on
1 July and 1 October 1990 respectively). To support the five new federal states,
the German government adopted a financial stimulus package and loosened
fiscal policy — steps from which the other European economies also benefited.
As a result, the expansion phase did not peak in Germany, or in France and
Italy, until the first quarter of 1992. The subsequent contraction in these three
countries lasted an average of five quarters. In all cases, output fell further
than in the US. Unlike the US, the UK and Canada, the recession in continen-
tal Europe was not noticeably milder than that in the early 1980