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[Supplement to International Financial News Survey, vol. XVII, No. 23 (Inter-
national Monetary Fund), June 11, 1965]

THE INTERNATIONAL MONETARY SYSTEM AND
INTERNATIONAL LIQUIDITY

Address by the Managing Director of the International Monetary
Fund, Mr. Pierre-Paul Schweitzer, at the Institut d’Etudes
Bancaires et Financiéres, Paris, June 2, 1965

The subject on which you have asked me to speak today—“The Inter-
national Monetary System and International Liquidity”—is one that
has increasingly occupied the minds of economists and international
financial authorities in the recent past. There have been many studies
and plans, many statements of national objectives, and vigorous ex-
changes of views. We are now approaching the time, I hope, when
it will be possible to attempt a further step—to arrive at a fairly clear
international consensus of the directions in which we ought to move in
this important field. I therefore welcome the opportunity to speak
to you on this subject.

Our plans for the future must, I believe, be based on our answers to
three basic questions: First, what is the nature of the international
monetary system, and what do we want to accomplish through it? Sec-
ond, to what extent has the present system succeeded, and to what ex-
tent has it failed, to accomplish these ends? Finally, what are some of
the ways in which the international monetary system can be improved ¢
My remarks will deal with these three questions.

The international monetary system, in its widest sense, includes the
broad network of banking and commercial practices through which
day-to-day international transactions are undertaken. The pricing
of international shipments, the extension of credit, and the settlement
of accounts take place in terms of many currencies. Mainly, these are
the currencies of Western Europe and the United States, and more par-
ticularly, within that group, the major “trading currencies”: the U.S.
dollar and the pound sterling.

The predominance of the currencies of major trading countries is not
surprising. A country with a very large world trade will develop 2
network of banking arrangements necessary for conducting that trade.
The facilities and experience offered by these arrangements are then
available, not only to transact the trade and related payments between
that country and its trading partners but also those between other
countries. The fact that a large trading country is also likely to have
a well-established money market, and to be an important source of
capital, further extends the use of its currency. For these and other
reasons, such a country is likely to have long-established relationships
with many other countries, causing them to look to it as the center
of their own international financial arrangements. In a basic sense,
therefore, the international monetary system tends to be founded on
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the currencies of a cluster of countries which loom large in the total
trade of the world. I shall return to this point later, when discussing
the reserve currency system.

SCOPE OF THE PRESENT SYSTEM

In terms of the discussion which concerns us tonight, however, what
is meant by the international monetary system is the complex of inter-
national rules and understandings which have been created largely on
the basis of these traditional mechanisms and practices, in an effort to
ensure, by international agreement, a fair and efficient method of
conducting international financial transactions.

It includes, for example, the par value system which is embodied
in the Articles of Agreement of the International Monetary Fund
(IMF), under which a country maintains a fixed value of its currency
relative to gold and to other currencies, with alteration of the value
being reserved to circumstances of fundamental disequilibrium and
generally requiring the prior consent of the Fund. It comprises also
those provisions of the Articles of Agreement of the Fund and of the
General Agreement on Tariffs and Trade (GATT) under which re-
strictions on trade and on current payments are generally allowable
only in situations of balance of payments difficulties and are subjected
to international control. It comprises the provisions of the Fund de-
signed to foster the interconvertibility of currencies. In addition, we
must bring under the concept of the international monetary system all
those de facto practical arrangements which give life and reality to the
legal provisions. For example, there is the practice whereby most coun-
tries, including all the main industrial countries, stabilize their rates of
exchange by buying and selling dollars on the exchange market, while a
number of other countries achieve the same result by pegging on ster-
ling or on the French franc. There is also a fairly widespread de facto
liberalization of capital movements by the industrial countries, a
liberalization which, I must add, has recently shown signs of being
reversed.

Finally—and this is what many people have particularly in mind
when they speak of the international monetary system—there are the
arrangements under which countries hold their external reserves in the
form partly of gold, partly of convertible currencies, such as the dollar,
sterling, or the French frane, and partly of claims on the IMF. The
function of these reserves, supplemented by the network of bilateral
credit arrangements established between many of the national mone-
tary authorities, is to make it possible for countries to finance their
balance of payments deficits; and the volume, the distribution, and
the manner in which these reserves are made available have obviously
an important bearing on that aspect of the international monetary
svstem which is concerned with the adjustment of the disequilibria
that have given rise to those deficits.

That, in brief, is what the international monetary systemis. Iturn
now to the question of its function—of what we expect it to do.
Sometimes people speak as if the sole desideratum of such a system
were to ensure that any disturbances in balance of payments equilibria
be eliminated as quickly as possible. This emphasis on adjustment of
payments deficits or surpluses is understandable, for adjustment has
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frequently been too slow ; nevertheless, it is an oversimplified presenta-
tion of the problem. It is not enough that international payments
should balance. The question is, what sort of balance and at what
cost will it be achieved? Practically speaking, what we have to aim
at is a balance achieved with the least possible sacrifice of the following
generally accepted objectives: first, full employment and a steady rate
of growth; second, the avoidance of excessive price increases; third,
the maintenance of the maximum degree of freedom in international
trade and current transactions generally; and fourth, the avoidance,
so far as possible, of distortions in the international flow of capital and
financing. Some would add exchange stability as a fifth objective in
its own right, and its promotion is one of the purposes of the Fund.
It is also a means to the attainment of the other objectives.

When disequilibria occur in international payments, they give rise
to international reserve movements and other forms of official financ-
ing. Such financing, when it is excessive in amount or in duration,
will itself constitute a distortion in the flow of real resources, and that
should be avoided. However, deficits and surpluses should not be
eliminated too abruptly and at too great a cost in terms of the other
objectives I have mentioned.

COMPARISON WITH THE GOLD STANDARD

Some who stress the importance of prompt correction of payments
imbalances cite the mechanism of the gold standard. If there could
in these times be such a standard, working as smoothly as its theo-
retical formulation suggests, it would indeed be a quick and relatively
automatic regulator of imbalances. The supply of money in each coun-
try would be geared more or less closely to the inflow and outflow of
gold. Countries with a tendency to payments deficit would find their
money supply and their prices falling and their competitiveness in-
creasing, while countries with a tendency to surplus would experience
precisely the opposite effects. Under these conditions, disequilibria
would not last long, and the needed amount of official financing in the
form of reserve movements would be very limited.

1 should like to make two related observations on this picture of the
operation of the gold standard. Before World War I, when sterling
was the great world currency, the sensitivity of sterling to gold move-
ments and to changes in interest rates provided an adjustment mecha-
nism which, for part of the world at least, performed the classical
functions of the gold standard. But even those who place great em-
phasis on gold recognize that the system which operated before 1914
entailed difficult and harsh internal adjustment processes. It is there-
fore important to keep in mind—when considering such mechanical
regulating devices—that when the gold standard was in operation, its
successes 1n terms of external balance were attained at the expense of
the other objectives I have mentioned.

My second observation is that in the world of today national author-
ities must be expected to place a higher priority on the management of
the internal economy than was done in earlier times. Public under-
standing that unemployment and economic stagnation can be over-
come by public policy, and that they need not be suffered as condi-
tions beyond the control of man, is one of the most potent forces of the
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modern world. It is derived from, and it has stimulated, the develop-
ment of techniques for managing the internal monetary situation and,
beyond it, the national economy. The result has been that high em-
ployment and growth rates have been established as firm and attain-
able social goals in every country, and every government seeks to equip
itself with the tools of monetary and economic management which will
allow it to attain those goals. Countries reject the concept, implied in
the gold standard, that deflation and economic stagnation, or inflation
and overheating of the economy, must be accepted in the interests of
external equilibrium; and in very many countries, the most pressing
task of national financial authorities is to accommodate the public’s
demands for high employment, economic growth, and price stability,
and to do so while maintaining internal and external balance. Within
any context of monetary and economic management, circumstances will
often arise in which countries will be faced with difficult choices among
several external and internal policy objectives. Deficit countries may
have to choose degrees of deflation and stagnation in their economic
life, or adjustment in their exchange rates, or the adoption of restric-
tions of one kind or another on imports and on the outflow of capital.
Surplus countries may be forced to choose between inflationary pres-
sure, or revaluation of their exchange rates, or the adoption of steps to
restrict the inflow and to promote an outflow of capital.

ACHIEVEMENTS OF PRESENT SYSTEM

The international monetary system of today is thus a complex
instrument, with the equally complex objective of attaining simul-
taneously, for each of a very large number of countries, an appropriate
balance among a number of internal and external objectives. How
well has the system served to attain this balance? That is the second
question I should like to consider.

A broad distinction must be made, in this respect, between the devel-
oping countries and the industrial countries. Within each group
there have been varying degrees of success. By and large, however,
the developing countries have found it difficult to achieve simultane-
ously the goals of rapid growth and internal and external stability.
Restriction on imports, on payments for invisibles and on capital
movements have often been resorted to; exchange rates have depre-
ciated ; and internal imbalances have interfered with the expansion of
the economy. This has happily not been the universal picture of the
past 15 or 20 years, but it has been a common one. It is gratifying to
note, however, that in recent years there has been a growing awareness
of the contribution which stability can make to sustained growth, and
many developing countries are showing a determination to stabilize
their internal and external economies to provide a basis for economic
development.

With respect to the industrial countries, on the other hand, the
system has, until recent years, worked with a very high degree of
success, with much of the credit going to national governments which
have been remarkably successful in pursuing policies of full employ-
ment, to the United States for the generous aid which it furnished
toward the reconstruction of the European economy, and to the co-
operative actions of the industrial countries within the framework of
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the Organization for European Economic Cooperation (OEEC), the
Organization for Economic Cooperation and Development (OECD),
and the European Economic Community (EEC). Between 1950 and
1964, production in the industrial countries expanded at a rate of more
than 5 percent per annum and the labor force by 1.5 percent per
annum; since 1950 the large pockets of structural unemployment
which at one time existed in most European countries, and which
seemed likely to persist, have been largely absorbed.

At the same time, comparable and related progress has been made
by the industrial countries in the removal of barriers to trade and in
shifting from bilateral to multilateral payments. It is true that in-
flationary pressures have been felt, and that the cost of living in indus-
trial countries has increased over the same period by 8 percent per
annum. This, however, has been due much less to any deficiencies in
the international monetary system than to the inherent difficulty in-
volved in reconciling full employment with price stability, a difficulty
which is evoking attempts at establishing what in recent years have
come to be known as nationally agreed “incomes policies.”

These impressive results have been achieved with rather slight use
in the industrial countries of the instruments of balance of payments
adjustment that were provided for at Bretton Woods. With the ex-
ception of one large-scale and widespread devaluation in 1949, which
could be considered a part of the postwar readjustment process, there
has been relatively little change in agreed par values. Among the
more industrialized countries of the OECD, changes have been limited
to individual devaluations by France and Canada, and one small reval-
uation of the deutsche mark and the guilder. Similarly, the instru-
ment of quantitative restriction on imports, which was provided for
in the GATT as a permanently recurrent, though temporary, facility
for meeting balance of payments difficulties, has in fact been prac-
tically abandoned by countries once they have succeeded in dismantling
controls. Indeed, attempts at achieving a substitute for balance of
payments restrictions on imports in the form of temporary import
surcharges have not been too well received. Finally, restrictions on
capital payments, which were not placed under the same requirements
of Fund approval as restrictions on current payments, have been
subject to a widespread and substantial dismantling, although this
tendency to liberalization in the capital field has recently been falter-
ing and retrogressing.

On the other hand, the industrial countries have applied the instru-
ment of monetary policy or, more generally, internal financial policy,
for balance of payments purposes te a much greater extent than might
have been anticipated at the time of the Bretton Woods Conference.
This has been attributable in part to certain favorable features in the
general economic environment ; namely, the fact that, in a general en-
vironment of high demand and expanding output, countries have found
that they could correct their incipient balance of payments deficits
rather easily by merely bringing about a temporary pause in the proc-
ess of expansion. Also, the industrial countries of continental Europe,
which started after World War IT with little or nothing in the way of
reserves, have experienced the fastest growth in productivity and com-
petitiveness and have gained reserves, largely from the United States.
The latter country, on the other hand, until recent years experienced no
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real tension in its balance of payments, first because its reserves at the
end of the war were very large, and second because other countries, as
they accumulated reserves, were willing to hold a substantial portion of
the increase in dollars.

There has thus been a mixture in the degree of success which coun-
tries have had in reaching the objectives that the international mone-
tary system seeks to promote. The combination of growth and inter-
nal and external stability has for many countries not been easy to
achieve, and this has in large measure reflected urgent programs for
raising low standards of living. Largely because of a more fortunate
economic and financial position, the efforts of the industrial countries
to achieve a balanced internal growth without external distortions
have, on the other hand, been very successful. Even for these coun-
tries, however, weaknesses in the system have manifested themselves in
the last few years and have given rise to proposals for reform.

WEAKNESSES IN PRESENT SYSTEM

It is convenient to begin a review of these weaknesses with capital
movements. The Articles of Agreement of the Fund leave control
over capital movements almost entirely to the discretion of national
governments. Later on, a view that had been dominant before 1930
began to gain ground : the view that freedom of capital movements was
highly desirable in itself, and that the movement of short-term funds
might be regarded as an equilibrating factor in international payments
which would diminish the need for reserves. In fact, the period since
the late 1950’s, especially after main European currencies became con-
vertible, has been characterized by a massive revival of capital move-
ments among the industrial countries, in particular—but not only—
from the United States to Europe. The so-called Euro-dollar market
has become a large pool of short-term funds connecting the money
markets of many countries and influencing them all. Long-term
capital markets have also become more closely linked through direct
investment, through dollar loans issued in European markets, and
through other channels. These new developments represent a remark-
able step in the direction of the financial integration of the industrial
economies, and it is not surprising that these sudden and very large
changes have brought about a swing in the other direction in the pendu-
lum of opinion, toward emphasizing that the mobility of international
short-term funds inevitably hampers countries in the use of monetary
or credit policy for domestic purposes. The massive movement of long-
term as well as short-term funds from the United States to European
countries has caused persistent balance of payments problems for the
former, while accentuating the difficulties which the latter have ex-
perienced in containing domestic inflationary pressures. Another
aspect now emphasized is that mobile funds play a disequilibrating
at least as often as an equilibrating role, especially if there appears
to be any prospect of exchange appreciation or depreciation on the
horizon.

As a reaction to these developments, we have witnessed a tendency
on the part of several surplus countries to limit the inflow of foreign
funds, and on the part of deficit countries to discourage their outflow
by fiscal measures, such as the interest equalization tax and by more
direct formal and informal measures. The right way of dealing with
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capital movements indeed presents some very difficult problems. It is
difficult to judge to what extent they are a response to speculative or
other temporary factors, to what extent a response to considerations
of fiscal evasion, and to what extent a persistent and fundamentally
sound tendency for capital to seek the highest real return—a tendency
to which other elements in the balance of payments should in fact
adjust.

The unexpected magnitude of capital movements in recent years
thus presents a new area of problems which confront the international
monetary system. Should these capital flows be considered as mere
temporary phenomena and be financed by movements in reserves?
Should it be expected that trade balances will be radically changed to
accommodate them? Or should they be limited in some way by
controls?

One thing does, however, seem clear, and it has been emphasized by
the reaction of some countries to the recent U.S. interest equalization
tax and other measures related to capital movements: the continued
substantial dependence of the world in general on the U.S. money mar-
ket has allowed an element of imbalance to persist in the system. The
TUnited States was, immediately after the war, the preponderant source
of many physical goods, international aid, and investment capital.
With recovery and prosperity, the European countries have been able
to make increasing contributions to the world’s exports and to inter-
national aid programs. They have now, I think, to make all feasible
progress in becoming net exporters of capital.

Another element which adds to the difficulties of managing the inter-
naltional monetary system today is that changes in price levels cannot
be counted upon as a quick or reliable equilibrating force between defi-
cit and surplus countries. T have noted earlier the social forces which
are arrayed against deflation. Modern conditions make it very diffi-
cult for deficit countries to do more than keep their price levels con-
stant without giving rise to substantial underemployment of labor
and plant. The fairly stable level of prices maintained in the United
States in the past few years has, in fact, prevented difficult problems
from becoming much more difficult. On the other hand, there is an
equally understandable feeling in surplus countries that any addition,
through their payments surpluses, to inflationary pressures already
present in their economies should be resisted. Thus, whether or not
price adjustments played a large equilibrating role in the past, it is
clear that there are limits to what can be expected in this direction in
the deficit countries, and there will be strong resistance in the surplus
countries to achieving balance through price movements. This would
be particularly true if imbalances were large and there were a need for
fairly rapid equilibrating movements.

RESERVES AND INTERNATIONAL LIQUIDITY

The dissatisfaction with the operation of the international monetary
system which has captured most of the limelight in recent years has
been addressed mainly to the arrangements under which the world is
provided with international liquidity and reserves, and in particular
the practice sometimes referred to as the gold exchange standard,
under which countries may—and very generally do—hold one or two
foreign currencies in their reserves along with gold. Recent attacks
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have been made on this system largely because of the manner in which
it creates liquidity. Before discussing the advantages and disad-
vantages of this system, therefore, I must say some introductory words
about liquidity generally.

A country’s external or international liquidity, which may take the
form of reserves or credit facilities, represents all those resources to
which it has ready access for the purpose of financing its balance of
payments deficits. If there is too much international liquidity in the
world—and particularly if there is too much in the possession of
countries that are likely to incur deficits—financial authorities are
likely to worry too little about possible deficits. They may pursue
overexpansive financial policies and generate excessive inflationary
pressure, and countries with a tendency to a balance of payments sur-
plus may find themselves providing real resources to deficit countries
on an excessive scale because balance of payments financing is too easy
and cheap. If there is too little international liquidity in the world,
deficit countries will have too little time to adjust themselves in a de-
sirable way to the disequilibria which develop, and will be forced to
impose restrictions on trade and capital movements, as well as unduly
restrictive financial policies. As a result, the growth in world produc-
tion may be hampered and the prices of primary E)I'Oducts depressed.

To what extent these various consequences will ensue depends in
part on the composition, as well as on the quantity and the distribu-
tion, of the international liquidity which is available. We in the
Fund find it useful to distinguish between unconditional liquidity,
which is freely available to a country in the form of reserves, and
conditional liquidity, whose availability is subject to the adoption of
appropriate policies designed to achieve or maintain payments bal-
ance. Countries hold significant amounts of unconditional liquidity
in the form of Fund gold tranches, and the Fund is much the largest
provider of conditional liquidity in the form of drawing rights under
the credit tranches. We consider it to be in the interest of all countries
that this latter type of liquidity should be available in substantial
supply, so as to permit countries facing deficits to have sufficient time
to make necessary adjustments, while maintaining economic activity
at a high level and keeping international trade and payments as free
as possible from restrictions. This means that the quotas of the Fund
should be adequate to meet justifiable demands for temporary as-
sistance.

GOLD EXCHANGE STANDARD

I turn now to the question of the ways in which countries acquire
unconditional reserves and, in particular, the practice known as the
gold exchange standard, under which countries, according to their own
desires, hold in their reserves varying amounts of foreign currencies
which are directly or indirectly convertible into gold. At the outset
of my remarks tonight, I mentioned that most international payments
are conducted in the currencies of the great trading nations. It is
not surprising that, often without conscious planning, there should
have been an evolution from maintaining working balances in such
currencies to holding reserves in them. The holding of currency
rather than gold is both economical and convenient, since market op-
erations can be conducted only in a currency moving in the stream of
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international banking and trade transactions. For these reasons,
balances were often built up in what have come to be known as reserve
currencies. To the extent that deficits of the great trading countries
are settled by increases in foreign holdings of their currencies, new
liquidity is created.

It is becoming more and more widely recognized that this practice
is becoming inadequate as a method of ensuring an adequate growth
in world reserves, and this recognition legitimately lies at the heart
of the continuing search for ways to strengthen the international
monetary system. At the same time, however, I must say that some
of the arguments advanced in criticism of the gold exchange standard
seem to me of doubtful relevance. For example, it is argued that the
system provides an unfair advantage to one or two reserve-center
countries in that it permits them to finance their balance of payments
deficits painlessly and automatically. There is some truth in this
argument, but it has been overstated. The real point is rather that,
as long as a reserve-center country is strong and enjoys unquestioned
confidence, it can finance a proportion—though seldom the totality—
of its balance of payments deficit in the form of an accumulation of
liabilities to foreign monetary holders; but that as soon as this process
has come to a point at which confidence is weakened, the pressures on
the reserve-center country will become at least as strong as, if not
stronger than, the pressures on the nonreserve countries.

We now come to what I do think is a valid point of objection to any
system which would rely to a very large extent on changes in holdings
of reserve currencies to achieve the adjustment of external imbalances.
The supply of reserves created in this way would depend on the some-
what accidental circumstance of whether the reserve-center countries
happened to be running deficits or surpluses, and also on whether
there did or did not happen to be full confidence in the future value
of their currencies. Thus, while I see an important role to be played
by reserve currencies, this does not mean that they should continue
to be relied upon as a major source of reserves for future needs. All
prognostication in this field is extremely hazardous, but I see no reason
to depart from the view, expressed in the last annual report of the
Fund, that over the next decade or so it seems unlikely that the growth
in reserves from gold production and from the accumulation of re-
serve currencies will suffice to meet the growing need for reserves that
may be expected to occur as international transactions continue to
increase.

There is wide agreement that there is no urgent need for additional
international liquidity. However, the situation would alter if the
measures recently taken to strengthen the balance of payments of the
United Kingdom, and even more importantly that of the United
States, are successful ; this development would eliminate an important
source from which liquidity has been provided in the recent past.
Moreover, in dealing with matters such as this, which are vitally im-
portant to millions of people, it is always prudent to have agreed on
a course of action well before the need for action itself arises. It is
not too early to search for the best ways to meet demands for addi-
tional liquidity, as and when they may arise in the future. I turn,
therefore, to this aspect of the question of how the international mone-
tary system can be improved.
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IMPROVING THE PRESENT SYSTEM

It would be well, first, to consider the point that the present mech-
anisms by which reserves are created are in large part arbitrary. They
have no particular tendency so to adjust the volume of reserves as to
promote the most satisfactory development of the world economy.
This does not mean, in my opinion, that one should seek to replace
the practice of holding reserve assets in the form of currency by some
new and agreed mechanism for creating world fiduciary reserves on a
multilateral basis. I do indeed believe that there is need to continue
developing multilateral facilities. But our aim should be to supple-
ment and not to supplant the existing system. This process will be
greatly facilitated if the payments positions of the United States and
the United Kingdom are corrected. It may then be expected that
aggregate official holdings of sterling and dollars will be a relatively
stable element in world reserves. Under those conditions, the evolving
mechanism can continue to be based on the free choice by monetary
authorities in their decisions whether or to what extent they are going
to hold gold or foreign exchange and the kind of foreign exchange they
are going to hold; this free choice expresses genuine differences in
countries’ circumstances and needs. At the same time, the evolving
fiduciary instrument (and the Fund itself already provides one such
Instrument) created by multilateral agreement can be developed along-
side of and in harmony with familiar reserve assets, such as gold and
national currencies.

In a situation in which holdings of dollars and sterling were rea-
sonably stable, I would venture to guess that there would be no point
in pressing forward in response to proposals that have sometimes
been made that existing dollar and sterling balances be transferred
wholesale to the Fund in exchange for gold-guaranteed claims on that
institution. Of course, any drawing on the Fund by a reserve center
results, directly or indirectly, in an merease of countries’ claims on the
Fund and a reduction in their claims on the reserve centers. The
recent massive transaction of the Fund with the United Kingdom
isa case in point and it shows that, within the framework of the Fund’s
present operations, it is feasible to relieve pressure on the reserve
centers and reduce outstanding balances in reserve currencies when
and insofar asthat is appropriate.

It has been suggested by some economists that countries, or at least
the main industrial countries, should cease to hold foreign currencies
in their reserves. As they recognize, this would involve a substantial
depletion of international liquidity—indeed, a very substantial deple-
tion if most official dollar and sterling holders were to cease holding
those currencies. Their proposal therefore is to counteract this by a
large once-for-all increase in the price of gold in terms of all the princi-
pal currencies. Sometimes a doubling in the price of gold is suggested.
A chance of this magnitude, though it would involve great inequities,
would probably give a substantial stimulus to the production of gold
and result, for a time, in a proportionate rate of growth of reserves
(which would then consist entirely of gold) greater than that which
has been experienced over the last decade or so in monetary gold stocks.
However, nothing in the system of reserve creation would be funda-
mentally improved. Reserves might rise faster; they might even rise
too fast for a time; or they might still not rise fast enough to meet the
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need for them. There is no means of telling. For example, there
might be an initial dishoarding of substantial sums of gold, which
would swell official reserves. But how long, or how extensive, this dis-
hoarding would prove to be can only be conjectured. Sooner or later,
the increase in the price of gold would undoubtedly provide a power-
ful stimulus to the practice of private hoarding in the hopes of a fur-
ther increase. Indeed, this would not be unreasonable; for if the only
instrument available to control the level and growth of reserves is a
change in the price of gold, it is natural to assume that this instrument
would, from time to time, be used. It is not evident that monetary dis-
cipline would be enhanced by a system which could so readily write up
the reserve base. I cannot believe that a system which would give such
strong encouragement to speculative factors is the best that we can
devise by way of rational control over the volume of international
liquidity.

There has been much debate about how the means available to the m-
ternational monetary system to expand liquidity can best be evolved.
Broadly speaking, two main alternatives attract most attention. One
is that some new institution or arrangement should be set up, confined
for example to the main industrial countries or in any event to a
Iimited group. The other approach proceeds by way of developing the
functions of an existing institution of worldwide scope; namely,
the International Monetary Fund. I should like to outline for you
some of the reasons why I lean toward the second alternative.

THE FUND AND INTERNATIONAL LIQUIDITY

In the first place, the Fund is already equipped to finance the tempo-
ary balance of payments deficits of its members, including those of the
industrial countries, by a mixture of conditional and unconditional
liquidity. Its activities in this field extend to the earliest days of its
operations, and its assistance has been of considerable magnitude. In-
deed, since 1947, more than $7 billion has been made available to indus-
trial countries in the form of drawings. Assistance was given to the
United States in recent years in the form of the repayment of dollars
drawn from the Fund in earlier years; and the drawing by Italy in
1964 took the form of mobilizing the virtually unconditional liquidity
which had been created by earlier drawings of lire. The recent draw-
ings by the United Kingdom have demonstrated the ability to mobilize
additional sums of conditional liquidity, against which the creditor
countries acquired reserve assets in the form of reserve positions in the
Fund plus $650 million of gold. All these activities to assist indi-
vidual industrial countries have been important in themselves; but
what seems to me to be more important is the evidence they bear that
the Fund is ideally situated to perform the complementary role of
evolving new forms of liquidity. It has already,in fact, done so in the
instances I have cited.

A second advantage of operating through tlie Fund lies in the va-
riety and flexibility of the methods of creating reserve assets that are
open to it. For example, there can be in the Fund a further develop-
ment of a variety of liquidity-creating facilities—some automatic,
some conditional, some bearing interest and some not, some open to
all members and some possibility limited to members able to meet
certain tests or to make certain contributions.
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I turn now to some even more important considerations. It seems
to me highly desirable, from the standpoint of the maintenance of
good relations and a spirit of cooperation between countries at all
stages of development, that the richer nations of the world should not
appear to be clubbing together to create reserves—out of nothing as it
were—Tfor themselves alone. By entrusting this function to the Fund,
all countries, in proportion to their roles in the world, can be given
their due share in the control over the creation of reserves and a due
participation in the benefits of such creation. The needs of all the
prospective countries—developing countries as well as industrial coun-
tries—can more readily be dealt with in a forum that is worldwide.
But the vital interests of prospective creditors are also protected, as
they must be in any financial institution. Creditor countries share
importantly in the decisions of the Fund, including of course its deci-
sions on the use of its resources. It need not be feared that countries
urgently needing resources for development, or for other purposes,
would run away with the process of reserve creation or that creditor
countries Woulcf, be faced with burdens they were not willing to assume.
The Fund has amply demonstrated that it can administer a worldwide
pool of resources guided by policies which assure that the resources
will be properly used.

I would not like, toward the end of a rather long speech to deal ex-
tensively with details about the precise methods whereby the Fund
could create reserves—and, as a matter of fact, these details are not in
themselves very important from a broad point of view. In principle,
these methods are analogous to those which a domestic banking system
can use to expand liquiaity within a country. First, banks can pro-
vide assured borrowing facilities which constitute liquidity in" the
hands of the holder; second, they can acquire assets, be it in the form of
loans or investments, thus putting money into the economy in the form
of new deposits.

The methods of reserve creation that might be applied by the
Fund—or indeed any other institution set up for the purpose—would
be essentially similar. I have already mentioned that countries now
have virtually automatic drawing facilities in the so-called gold
tranche, which corresponds to the resources in gold that they have
made available to the Fund plus the net disbursement of their cur-
rencies by the Fund. To create additional liquidity, the Fund could
allow countries to draw with the same degree of freedom some amount
of the quota beyond the gold tranche; or the Fund could expand the
reserve positions of countries in the Fund by acquiring certain special
assets, of a type which it does not hold at present; and to finance these
assets, it could issue loan claims to countries that would be prepared
to add to their reserves in this form.

The new reserves which the Fund could thus create could be given
features that would make them qualify as reserve assets of central
banks, together with gold and the major reserve currencies. These
claims could have a gold guarantee, and they could, in whole or in
part, bear interest. They would be liquid claims that could be used
on demand in case of need. In many respects, they could be similar
to the claims on the Fund that eight industrial countries now already
hold under the General Arrangements To Borrow, so that they would
constitute a reserve asset already familiar to the monetary authorities
in leading countries.
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So much for the possible characteristics of new reserve assets, i.e.,
the new liabilities of the Fund. There are many ways in which the
matching new assets of the Fund could be arranged. They might be
arranged in the same countries that were acquiring the new Fund
liabilities by a simple exchange of claims between the Fund and some
or all of its members—in amounts that might be in proportion to quota
or on some other principle. They might also take the form of pur-
chases by the Fund of the liabilities of institutions, such as the Inter-
national Bank for Reconstruction and Development, which would, in
turn, invest the resources so obtained in member countries.

There are technical differences among these various techniques, but
in the end they are not of overwhelming importance and the primary
issues to be decided are essentially these: (1) How can an equitable
distribution be achieved of the additional purchasing power that is
created by any international action to increase liquidity ; and (2) how
can the decisions on these questions be made in a manner that ade-
quately takes account of the varying interest of countries?

T have discussed with you, rather frankly, a number of ideas, some
of which only a few years ago would have been considered exceedingly
unorthodox. I have done so partly because I think that the inter-
national monetary system, as it exists today, is sufficiently strong, so
that we can afford to consider in a calm and dispassionate manner the
possibilities of amending and improving it. 1 have done so also, as
T indicated at the beginning of this statement, because I think it im-
portant to work toward a clearer international consensus of the
directions for future action.

(Nore—This is a translation of the address that Mr. Schweitzer
delivered in French.)
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INTERNATIONAL LIQUIDITY*

(By Frederick L. Deming, Under Secretary of the Treasury for
Monetary Affairs)

Fifteen days ago, the Prime Minister of Great Britain, Mr. Harold
Wilson, devoted a section of his major public speech in New York
to consideration of international liquidity. He took the view that the
world should push forward promptly in comprehensive planning
to avoid a liquidity squeeze which might result from the disappear-
ance of the U.S. balance of payments deficit.

Some weeks ago, President de Gaulle suggested that the world
should return to a gold standard system, and Mr. Jacques Rueff, a
well-known French economist, has recently proposed the same course
of action, with the additional suggestion that the price of gold be
doubled in order that reversion to a gold standard system might take
place without drastic deflationary consequences for the world economy.

The President of the German Bundesbank, Karl Blessing, recently
endorsed the present international monetary system but suggested the
possible desirability of standardizing the composition of national re-
serves by agreeing on an appropriate ratio between holdings of gold
and reserve currencies.

Former Secretary of the Treasury Donglas Dillon in his last press
conference suggested that one of the major questions with which his
successor would have to wrestle would be that of the future adequacy
of world liquidity. Secretary Fowler has agreed “that the greatest
challenge in this area is to work out a steadily improving interna-
tional monetary system so as to facilitate a continuing expansion of
trade and economic development in the free world.”

The U.S. position with respect to the liquidity issue has been made
very clear by President Johnson, who said in his message to Congress
on the balance of payments:

The measures I have proposed in this message will hasten our progress toward
international balance without damage to our security abroad or our prosperity
at home. But our international monetary responsibilities will not end with our
deficit. Healthy growth of the free world economy requires orderly but continu-
ing expansion of the world’s monetary reserves,

During the past decade, our deficits have helped meet that need. The flow of
deficit dollars into foreign central banks has made up about half of the increase in
free world reserves. As we eliminate that flow, a shortage of reserves could
emerge. We need to continue our work on the development of supplementary
sources of reserves to head off that threat.

We must press forward with our studies and beyond, to action—evolving
arrangements which will continue to meet the needs of a fast-growing world
economy. Unless we make timely progress, international monetary difficulties

will exercise a stubborn and increasingly frustrating drag on our policies for
prosperity and progress at home and throughout the world.

*An address at the Ohio State University in connection with “Distinguished Lecturers
in Monetary Policy.” jointly sponsored by the university and the Ohio Bankers Association,
Columbus, Ohio, Apr. 29, 1965.
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Today I would like to discuss with you just what it is that all of
these distinguished people are talking about and why there is this gen-
eral and widespread interest in international liquidity.

We might start with a very simple statement as to the purpose of in-
ternational reserves. Their primary purpose is to permit a country to
ride through any balance of payments deficit while making an orderly
adjustment of its international and domestic policies to restore balance
of payments equilibrium. In this, the purpose of international re-
serves is very similar to the purpose of individuals and businesses in
setting aside and holding liquid assets for an emergency. A compli-
cation with which I shall not deal today is that international reserves
in many countries play an additional role as partial determinants of
the domestic money supply.

International reserves, of course, are not held in the same form as
the reserves of a private business. The traditional reserves of nations
are gold and reserve currencies. A reserve currency, if you will excuse
the tautology, is a currency which, by general agreement, nations are
prepared to hold in their reserves. The dollar is today the major re- -
serve currency. The pound sterling is held rather widely, particularly
by sterling area countries, and the French franc is regarded as a re-
serve currency in some parts of Africa. Each nation makes
its own deciston as to what it will regard as a reserve cur-
rency. It bases its decision on the extent to which that cur-
rency can be widely used in international transactions, the confidence
it has in the stability of that currency in terms of gold and in terms
of goods, and the ease with which it may invest and disinvest both its
working balances and additional holdings of the currency in question.

The status of the dollar as a reserve currency developed over the
years, particularly since the Second World War, from the voluntary
decision of many countries that this was the currency which best met
their needs as a reserve asset. The reserve currency status of the dol-
lar is greatly buttressed by the fact that the United States is the only
country which stands ready to deliver gold at the fixed price of $35 an
ounce to foreign monetary authorities upon request.

But international liquidity has broader dimensions than gold and
reserve currencies. When representatives of the Group of Ten—lead-
ing industrial countries—began a couple of years ago to study what has
come to be called the “liquidity problem,” they placed emphasis upon
a broad liquidity spectrum which shaded from owned reserves through
certain credit availabilities.

It was agreed that the first additional asset to be included in the
broader liquidity concept should be the “gold tranche” position of
member countries in the International Monetary Fund. The Inter-
national Monetary Fund has 102 member countries, and each of these
has a quota for which it has paid one-quarter in gold and three-quarters
in its own national currency. As a result, one-quarter of its quota
in the Fund is referred to as its “gold tranche” rights. Any member
country is entitled to borrow from the Fund, virtually without ques-
tion, any currency it may need up to the amount of its gold tranche
position. There 1s general agreement, accordingly, that the aggregate
of gold tranche positions in the Fund, amounting to approximately
$4 billion, should appropriately be considered an element in interna-
tional liquidity. I might mention, parenthetically, that such gold
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tranche positions will be increased to $5 billion when the 25 percent
increase in Fund quotas now underway has been completed. '

There are other forms of international credit about as liquid as
gold tranche positions in the Fund. In the last four or five years,
a network of short-term credit facilities has been created among mone-
tary authorities and central banks of the highly industrialized coun-
tries. These are generally referred to as “swap” lines. They consist
of agreements that the authorities of one country will make its cur-
rency available to its swap partners up to agreed amounts, usually for
an initial period of 90 days. If, for example, Italy should find itself
in need of dollar currency, it could deposit lire to the account of the
Federal Reserve System and the Federal Reserve System would deposit
an equivalent sum in dollars to the credit of the Italian authorities.
These agreements represent a highly liquid asset for the countries con-
cerned. Swap lines can be activated on only a few hours’ notice, and
many of them have been so activated throughout the network in many
directionsin recent years. The total of swap agreements at the present
time throughout the network amounts to more than $214 billion.

Another substantial element in international liquidity is represented
by special Government bonds which the United States has issued to
certain of its creditors in recent years to help finance the U.S. balance
of payments deficit. These may be denominated in the currency of
the holder and are convertible at short notice by the holders into cash.
Foreign currency bonds now outstanding amount to $1.1 billion. For-
eign monetary authorities holding these bonds regard them either as
part of their reserve assets or as an asset similar to reserves.

In considering international liquidity, it is also appropriate to take
into account the availability of credit from the International Mone-
tary Fund beyond the gold tranche positions. As I have said, one-
quarter of a country’s quota represents its gold tranche; the full
quota itself represents the drawing rights beyond the gold tranche.
These borrowing rights are not so antomatic as gold tranche drawing
rights and, hence, not so highly liquid. Consequently, they are not
generally regarded as reserves. However, they are available in ac-
cordance with well understood standards and have been widely used
for many years. They represent an important element in total inter-
national liquidity.

The report of the Deputies of the Group of Ten, released in August
of last year, following their study, brought out several interesting
points relative to the growth of international liquidity, as the report
defined it, during the 10 years from 1954 to 1963. As noted, they dealt
with international liquidity as being a spectrum divided into two broad
categories: “reserves” and ‘“credit facilities.” The dividing line be-
tween these two closely related classifications was fixed in this manner.
Credit availabilities that had not been utilized were, broadly speaking,
treated as “credit facilities,” and these might be available to potential
deficit countries in the future, subject to individual credit arrange-
ments. Reserve assets represented the claims of creditor countries
that had been established by the extensions of credit to others in the
past on their part, through the International Monetary Fund or di-
rectly, and that could readily be mobilized for their own use in case
they, in their turn, needed foreign exchange resources. This latter
category included also the gold tranche claims on the Fund acquired
by past subscriptions of gold to the IMF.
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During the 10-year period, the reserves of all the countries in the
free world rose about $17 billion or nearly a third. Gold accounted for
nearly $6 billion. Foreign exchange, principally in the form of dollars
and sterling, rose nearly $8 billion, and $3 billion was contributed by
increased claims on the Fund and by the use of bilateral credit
facilities.

You will note that only about a third of the total addition to re-
serves, defined broadly to include the reserve assets noted, was pro-
vided by gold. At the end of 1963, countries held in their reserves
about $40 billion in gold or about 57 percent of the total reserves of $70
billion. $25 billion was held in the form of foreign exchange, one-half
in sterling, and one-half in dollars. These foreign exchange holdings
were official reserves and take no account of some $15 billion in liquid
assets held by nonofficial private entities, almost entirely as claims in
dollars or sterling.

Apart from the global picture, it is useful to pause a moment to look
at the regional aspects of this growth in reserves. During the 10-year
period, the eight major nonreserve currency countries of the Group of
Ten and Switzerland acquired $1814 billion of reserve assets, or $114
billion more than the world as a whole. This group of countries in-
cludes the major part of a persistent surplus area in continental Eu-
rope, which has had an unexampled prosperity and an unprecedentedly
strong balance-of-payments position. Moreover, this group of coun-
tries acquired nearly $11 billion in gold, nearly twice the total of new
gold supplies available for monetary use in the world as a whole. They
were able to do so through a substantial redistribution of the gold
reserves of the United States.

This was the pattern of the 10 years prior to the study undertaken

by the Group of Ten in 1964. Against this pattern, the Ministers and
Governors concluded that-—
For the international monetary system as a whole, supplies of gold and reserve
currencies are fully adequate for the present and are likely to be for the imme-
diate future. These reserves are supplemented by a broad range of credit facil-
ities. The continuing growth of world trade and payments is likely to entail a
need for larger international liguidity. This need may be met by an expansion
of credit facilities and, in the longer run, may possibly call for some new form
of reserve asset.

The Ministers and Governors of the Group of Ten then took several
decisions looking toward the future of the monetary system. They
undertook a thorough study of the measures and instruments best suited
for avoiding and correcting large and persistent international imbal-
ances, compatibly with the pursuit of essential internal objectives.
They recommended a procedure for “multilateral surveillance” of the
ways and means of financing balance of payments disequilibria. Look-
ing further into the future, since there was a possibility that the sup-
ply of gold and foreign exchange reserves may prove to be inadequate
for the overall reserve needs of the world economy, they authorized a
study group to examine various proposals regarding the creation of
reserve assets either through the IMF or otherwise. Finally, they
agreed that they would support a moderate general increase in quotas
of the IMF.

It might be asked why there was so much concern regarding the
future of international liquidity when reserves had increased so rap-
idly in the previous 10 years. The eight members of the Group of
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Ten and Switzerland nearly tripled their reserves during the 10-year
period, 1954 to 1963. In fact, some of these countries consider that
the growth in their reserves has been excessive and has been a contribu-
ting factor to inflationary pressures on the European Continent. Thus,
they are particularly concerned that the growth in reserves not be ex-
cessive in the future, as a result of continuing deficits in the U.S. bal-
ance of payments.

At the same time, they join with the United States in recognizing
that there may be conditions in the future, given the remarkably vig-
orous expansion of world trade and investment, when annual supplies
of new monetary gold would alone be insufficient to provide an ade-
quate secular growth in reserves. You will recall that new gold sup-
plied only about one-third of the 10-year growth in reserve assets.

The United States also looks forward to a changing situation; it is
not in our interest to continue substantial balance of payments deficits,
to pay out increasing amounts of dollars to the rest of the world, and
then to be faced with financing a substantial part of that deficit in
gold because other countries no longer wish to accumulate important
amounts of dollars in their reserves. There is certainly no fixed or
absolute level or ratio of our short-term dollar liabilities to our gold
reserves. But officially held dollar claims of a liquid character are
now just about equal to our gold reserves. They have been rising for
about 15 years, and rising quite sharply since 1958. It Is quite es-
sential that we bring this long series of balance of payments deficits
to a halt. In doing so, we will also stop the process of providing gold
and dollar reserves to the rest of the world.

When this happens, there may be a question as to how to pro-
vide supplementary reserves in some form, to add to gold and the
existing holdings of dollars and sterling exchange. It is, in my view,
unrealistic to assume that the world can or should attempt to do away
with these existing foreign exchange holdings. The gold exchange
standard in itself is a useful and meritorious instrument. But, at the
same time, we must exercise moderation in its use, and realize that it
has been overstrained by the size and persistence of U.S. deficits, and
the resulting supply of dollars.

It is no secret that some European countries feel that the long-con-
tinued deficit of the United States has been at best made possible and
at worst encouraged and stimulated by the ability of the United States
to finance a very substantial portion of its deficit during the past 7
years by paying out dollars that have been added to foreign reserves.
If the U.S. deficit had been settled entirely in gold, they assert, the
United States would have taken earlier and more rigorous steps to
bring its payments into equilibrium.

Accordingly, some of these countries are prepared to argue that the
international monetary system at the present time is experiencing a
surplus of liquidity, not a shortage. This is perhaps the basis for the
suggestion of President de Gaulle that the world should return to a
gold standard system. A return to a gold standard would imply a
sharp curtailment of world reserves and world liquidity and would
carry the threat of worldwide deflation. I need not—for this audi-
ence—spell out the detailed mechanism by which this would come
about. I mentioned Jacques Rueff, who recently expressed his sup-
port for a return to the gold standard in public statements in the
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United States. Recognizing that this alone would create dangerous
deflationary pressures, he couples his proposal with the suggestion that
the price of gold be doubled and that the United States then pay off
its liquid liabilities to foreign central banks in gold at the new price.
That would mean redeeming some $14.5 billion of dollar reserves of
foreign official holders at a rate of $70 for an ounce of gold rather
than the existing $35 per ounce. The United States would be left at
the end of the operation with gold reserves near the present level,
according to the new valuation, and would have wiped out its official
liabilities to foreign monetary authorities.

Such a proposal is thoroughly unacceptable to the United States.
It combines the proposal that the world once again accept automatic
regulation of its money supply according to the vagaries of world gold
production with the proposal that the implied and stated commitments
of the gold exchange standard be repudiated to the advantage of a few
and the disadvantage of many. It is easy to see how it might be
appealing to the major gold-producing countries, including the Union
of South Africa and the U.S.S.R., and to some countries holding a high
proportion of their reserves in gold. It would, of course, be discrimi-
natory against countries which have kept a substantial fraction of
their reserves in the form of reserve currencies. Our commitment to
maintain the fixed parity of $35 an ounce between gold and dollars is
basic to the stability of the world monetary system. President John-
son has reiterated our unchanging determination to maintain this

arity.
P \Vg share fully, however, the European view that our balance of
payments deficit should be promptly corrected. We do not believe
that the existence of the present monetary system has weakened our
resolve to eliminate our balance of payments deficit. We have, how-
ever, insisted that the deficit be eliminated by measures which would
have a minimum impact both on the rate of economic growth in our
own country and on the continued economic prosperity of the rest of
the free world. We have ruled out measures which would have denied
our responsibilities in defense of the free world or in the economic
development of less developed countries—and we have done so in the
interest of free men everywhere. Our deep reluctance to adopt more
restrictive monetary or fiscal policies at home has derived from the
nnshakable conviction that a strong and growing economy in the
United States is a prerequisite both to lasting correction of our balance
of payments difficulties and to continued prosperity in the Western
World.

I shall not digress at any length to review the extent to which our
balance of payments position has, in fact, been strengthened in recent
years. The splendid record of price stability which we have main-
tained through 50 months of steady economic growth has established
for us a strong competitive position in world trade and our trade bal-
ance is highly favorable. We have reduced the balance of payments
impact of our military and foreign aid operations without retreating
from our commitments in these areas. More recently, measures have
been taken to dampen the outflow of capital from the United States
by means of the voluntary cooperation of the banking system and the
business community. The United States will, however, continue to
be an important source of productive capital.
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Before I resume commenting briefly on what I think will be the
principal issues to be decided as we cooperate in working out arrange-
ments to assure that adequate world liquidity will be maintained
when our deficit has been corrected, I should acknowledge that
there is a school of thought—and one which appears to be quite
strong in academic circles—that believes in solving the liquidity prob-
lem not by increasing liquidity but by reducing the need for liquidity.
Members of that school are the advocates of floating exchange rates.
They hold that fixed exchange rates alone create the need for large
reserves. More importantly, perhaps, they feel that fixed exchange
rates constitute a restraining influence preventing individual countries
from following domestic policies which might be deemed appropriate
for domestic aims. If exchange rates were free to move up and down
in the market, a balance of payments deficit would be reflected in a
cheapening of the country’s currency rather than in a loss of reserves.
The cheapening of the currency, in turn, the argument runs, would
bring about adjustments in the trade pattern—lower imports and
higher exports, among other changes-—which would restore balance
of payments equilibrium. No country would need to hold large re-
serves and each country could choose 1ts internal monetary and fiscal
policies according to its own system of priorities and without regard
for balance of payments effects.

I am not going to try to argue the case for or against floating rafes.
I would admit, as any student of economics will admit, that the theo-
retical arguments for floating exchange rates can be presented with
great precision and appeal. Operation of the system in a world of
imperfect knowledge, imperfect governmental and monetary institu-
tions, and conflicting national ambitions and policies would be some-
thing else again. I will merely express the opinion, which is shared
by an overwhelming majority of commercial and financial interests,
that such a system, in practice, would prove extremely disruptive to
world trade and financial transactions. The Ministers and Governors
of the Group of Ten have ruled out consideration of any such system
and the International Monetary Fund has operated for nearly 20 years
in defense of a regime of generally fixed exchange rates, with indi-
vidual exchange rate adjustments regarded as appropriate from time
to time, when 1ndividual countries have fallen into a position of funda-
mental disequilibrium.

As we consider possible methods for assuring adequate liquidity in
the future, the next question is whether some new #ype of asset should
be created or whether liquidity needs can be met by further develop-
ment and refinement of existing credit mechanisms.

On the credit side, agreement has already been reached, in principle,
on a 25-percent increase in International Monetary Fund quotas. Isay
“in principle” because, while more than 80 percent of the membership
favored the increase, each member must now determine for itself, in
accordance with its own legislative procedures, whether it will accept
its appropriate share of such increase. The U.S. administration is
seeking congressional approval for an increase of $1,085 million in the
U.S. quota. The House of Representatives voted favorably on this
bill on Tuesday of this week. We are confident that the total of ag-
gregate quotas in the Fund will be increased from about $16 billion to
about $21 billion when this operation has been completed. That will
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provide an appreciable addition for international liquidity in the form
of credit facihities.

The most intriguing aspect of the liquidity question, however, doubt-
less lies in efforts to devise a new type of reserve asset. I mentioned
that the Deputies of the Group of Ten, in their report to Ministers,
announced that they had established a “Study Group on the Creation
of Reserve Assets” to study the problem which its name implies. The
Group is meeting periodically. It is expected to present to the Dep-
uties some time this summer a study which will “assemble the elements
necessary for evaluation of the various proposals” which have been put
forward.

I cannot speak in detail about the work of this Group. But its terms
of reference are public information. The Deputies to the Group of
Ten spoke of two types of proposals—

One, the introduction, through an agreement among the mem-
ber countries of the Group, of a new reserve asset which would
be created according to appraised overall needs for reserves;

And the other based on the acceptance of gold tranche or similar
claims on the (International Monetary) Fund as a form of inter-
national asset, the volume of which would, if necessary, be enlarged
to meet an agreed need.

Proposals of the first type vary substantially in detail. Essentially,
however, these schemes provide that a limited group of countries, by
depositing their own currencies or gold, establish a central pool of
monetary resources which would provide the backing for a new reserve
unit. Members would receive in exchange for their respective sub-
scriptions an equal value of reserve units. These would represent pro-
portionate claims upon the aggregate pool of resources and these claims
or units would be transferable among the members in settlement of sur-
pluses or deficits. The reserve unit itself would be held or used much
as gold is now held in reserves or used in international settlements. By
agreement among the members, it would assume the nature of gold; it
would be held as reserves; its value would be fixed in terms of gold;
and its acceptance by any member would be automatic according to
stipulated conditions.

For example, some proposals would call for creation of a limited
amount of reserve units and for the use of these units in fixed pro-
portion with gold in making all settlements among members. The
economic effect would be little different from the gold standard itself.
It would operate like the gold standard with some reserve units added.
Like a return to the gold standard itself, it could call into question the
continuing usefulness of reserve currency holdings and would probably
encourage the conversion of some holdings into gold. To the extent
such conversions should occur, the world would face a decline in total
world liquidity, rather than an increase.

A second important condition would be that dealing with the man-
ner in which decisions would be made for increasing or, if necessary,
decreasing the amount of units in existence. To oversimplify, it would
be in the apparent interest of creditor countries to resist—and of debtor
countries to favor—the creation of additional units. If new issues
were to be subject to a unanimous agreement, which is to say if any
country could veto an expansion or a contraction, it would hardly be
accurate to say that decisions regarding the adequacy of international
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liquidity had been placed under international control in any meaning-
ful way.

Theyimportance of the conditions which might govern creation of
new assets would be no less if new reserve assets should be created in
the International Monetary Fund. Proposals of this type call for
creation of claims on the Fund that can be drawn upon at will to meet
balance of payments deficits. For example, automatic drawing rights
could be accorded against some part of the existing credit tranches
in the Fund. Another proposal is that the Fund might be authorized
to invest some of its holgjngs of currencies in member countries, there-
by providing those countries with assets usable internationally.

Again, a number of questions would have to be considered. Would
operation of the normal weighted voting procedures in the Fund serve
the interests of creditor and debtor countries equitably?  Should
reserve assets be created for all countries or for only those countries
that might be expected to be in both surplus and deficit over a period
of years?

IYIowever additional reserves are created, their use implies a credit
operation. The original creation could take the form for each par-
ticipating country of an equal increase in its liabilities and in its as-
sets—the latter becoming, by terms of the agreement, an international
reserve asset. There would be no real economic impact at this stage.
But as soon as the newly created asset or unit began to be used, those
surplus countries which accumulated the unit would be extending
credit to the deficit countries. And the extension of credit from one
country to another reflects the transfer of real assets. The surplus
country forgoes present consumption in exchange for higher reserves,
or for future potential consumption. A creditor country has, of
course, considerable freedom of action in controlling the credit it will
extend. There are many acceptable ways in which a balance of pay-
ments surplus can be reduced. Study of the adjustment process to
determine appropriate policies to be followed—both by deficit coun-
tries to correct their deficits and by surplus countries to reduce their
surpluses—is another area to which the Group of Ten is giving atten-
tion.

With respect to the deficit countries, no country can expect to receive
unlimited automatic credit from its trading partners. The search for
assurance that adequate international liquidity will be maintained in
the future will not in any sense be a search for automatic credit for
persistent debtors.

I have mentioned a few of the issues connected with the liquidity
discussions without giving any clear indication of what the answers
should be. The answers must await continued hard study and, at an
appropriate stage, perhaps hard negotiations. I will advance only
three questions for your consideration at this time.

First, how can we make certain that any new scheme will be entirely
compatible with the evolution of the existing system? This will re-
quire that nations should not be penalized, nor benefited, as a result
of the composition of their reserves, when and if some new liquidity
asset is developed.

Second, how can we assure that any new system will increase and not
reduce world liquidity? World liquidity would be reduced to the ex-
tent that existing reserve currency holdings are converted into gold.
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What, then, should be our attitude toward proposals which might
stimulate such conversion or cast doubt upon the stability or the con-
vertibility of existing reserve currency holdings?

Third, how can we make sure that any new system will maintain
machinery for giving appropriate weight to the views of both creditor
and debtor countries? Should it be subject to the arbitrary control
of either, or to the veto of a single country?

These are three broad questions, among many, that will need to be
kept in mind as we proceed to examine most carefully the various
ideas that have been or may be suggested. We are conscious that the
creation of any new type of reserve asset by international agreement
would be a step of profound significance. We must be sure that it is
a step in the right direction. The mechanism of the international
monetary system is an intricate and complicated mechanism, the suc-
cessful functioning of which is of worldwide concern. We must make
certain that any adjustments made in that mechanism will be the best
that experience and intelligence and concern for the welfare of all
nations can devise.



EXCERPTS FROM THE REMARKS OF HON. MERLYN N.
TRUED, ASSISTANT SECRETARY FOR INTERNATIONAL
AFFAIRS, U.S. TREASURY, BEFORE THE INSTITUTE OF
HIGHER STUDIES, UNIVERSITY OF NAVARRO, BARCE-
LONA, SPAIN, JUNE 16, 1965

* * * * * * *

It is quite clear that a correction of the U.S. balance-of-payments
position is necessary if attention is to be turned in meaningful fashion
toward further reinforcement of the payments system. But we will
achieve this correction and we will share, along with other nations
of the free world, the clear responsibility to assure that the payments
system remains adequate and responsive to emerging needs.

As T have noted earlier, the vast gains made over the two decades
since World War II have been facilitated by a payments system that
has been highly flexible and adaptive. The payments system has had
the benefit of using a monetary unit, the dollar, which can slide smooth-
ly through the exchange markets, through private hands and through
official channels—a fact which, I suggest, is of great importance to
the private sector.

In any event, in looking forward certain broad-range possibilities
are clearly evident. It would seem useful in considering future de-
velopments to give attention first to the possible needs in the private
sector in order to insure that the financing needs of trade are fully
met. As I noted earlier, dollar holdings in the hands of private for-
eigners have about doubled over the past decade, roughly the same
change that has taken place in world trade. This contrasts sharply
with the experience in the second decade after World War I—a testa-
ment to the worth of an entirely different approach by the free na-
tions to their interrelationships.

What has been accomplished over the past 20 years reflects a high
degree of cooperation among the free world’s nations. It seemsto me
quite evident that cooperation must continue if the future is to prove
equally rewarding. All have a responsibility for making the system
perform well and there is no automatic answer for the widely differ-
ing and increasingly complex problems that face us both individually
and collectively. Certainly it may be expected that one country or
another will, in the future as in the past, be able for a time to follow
apath widely divergent from the mainstream of thinking among finan-
cial officials generally. But for many nations to ignore the basic need
for cooperation and a sharing of responsibility is to invite trade-shat-
tering results and serious deterioration in standards of living gen-
erally—a situation unattractive to contemplate.

Given a minimum of cooperative and responsible action in the future
as in the past, the outlook is highly promising.

We are, of course, particularly conscious of the role of the dollar as
a currency facilitating the international exchange of goods and serv-
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ices. Similarly, we are conscious of the great need, over time, to in-
spire confidence in its stable value and its unrestricted use for wide-
ranging, useful purposes. In concentrating attention upon official
reserves, their needs and composition, we must remain also keenly
aware of the day-to-day needs of private trade, and remember that
official confidence can mirror as well as affect private confidence.

In viewing these private needs, it is difficult to conceive of—account-
ing, perhaps, for the fact that no one has suggested it, so far as I
know—the introduction into the system of a totally new or arbitrary
unit which could serve quite as well as a national currency, dealt in
and held by financial institutions and traders as a matter of course and
as part of their normal working requirements. Indeed, I would firmly
expect the dollar to continue to serve as the world’s primary trading
currency, and I see no insuperable difficulties in assuring its availabil-
ity to meet private balance requirements.

This role of the dollar in past years is highlighted when one com-
pares the results on the U.S. balance of payments as presently calcu-
lated with alternative methods. As you may know, we in the U.S. Gov-
ernment are now studying one possible alternative, the official settle-
ments concept, that has been recommended by a committee of distin-
guished economists, bankers, and businessmen headed by Dr. E. M.
Bernstein. If this alternative method were used, the deficits over the
past 5 years would have totaled about $1214 billion rather than $17
billion, and the trend would have been distinctly downward from $3.5
billion in 1960 to $1.5 billion in 1964 instead of remaining in the area
of over $3 billion.

Although these private holdings of dollars have increased substan-
tially over the years, the rate of increase from year to year has fluctu-
ated sharply, and we must be conscious of the potential shiftability of
the dollar between private and official hands. For this and other rea-
sons as well, the use of the dollar as a trading currency does imply a
special responsibility for the United States in maintaining ample in-
ternational resources and, more broadly, there is sure to be a related
need for higher official reserve availability.

Gold, quite clearly, will not fully meet this need—although some
further refinement and strengthening of official operations in gold
might well serve to secure an increased proportion of new production
for official holdings, the place where gold serves its most useful pur-
pose. But one can predict that gold will not prove adequate, and one
may with equal confidence predict that the United States might find
1t either inconvenient or perhaps embarrassing to run a deficit—at the
expense of its own net reserve position—simply to supply official re-
serves needed by “the rest of the world.” Other possibilities, there-
fore, have been explored and are being explored, most notably in the
International Monetary Fund and the Group of Ten.

To the extent that the problem is viewed as one of assuring that
financing is available to deal with short-lived fluctuations in private
balances or recurrent swings in balance-of-payments positions, the
solution could, at least largely, lie in the range of improved credit
availability. Some further reinforcement in the International Mone-
tary Fund’s resources could well serve this purpose. A reinforcement
of the Fund’s resources could serve over time to contribute to a secular
growth in reserve availabilities, if, for example, ways could be found
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to substitute a relatively dormant gold certificate for the gold pay-
ments now made to the Fund at the time of a quota enlargement.

Another means of reducing the impact of U.S. payments surpluses
on liquidity needs would lie in the accumulation by the United States
of holdings of other foreign exchange. To some people this seems
a simple matter of reciprocity. If others build up their holdings of
dollars when the United States is in deficit, why shouldn’t the United
States build up its holdings of foreign currencies when it is in surplus?
The extent to which such holdings could increase depends upon a
number of factors, but this possibility should not be overlooked. Given
a willingness on the part of other countries to permit their currencies
to be effectively convertible, and with greatly improved chances that
the currency instability of the past will not be characteristic of the
future, there is good reason to assume that some addition to liquidity
could be carried out in this manner. The reluctance of countries to
have their currencies so held, partly because of a lack of market
which provides ready investment facilities and partly because of
other institutional controls over market activity, might well, hope-
fully, decline in the future. And if some of the major currencies
abroad were to become more closely linked and perhaps even a uni-
form currency devised, the potentiality of this course of action might
be improved.

Some further reinforcement of the system might be possible as a
result of concerted action to devise supplementary assets to be held
in official reserves. Perhaps the key to a successful search in this
regard lies in constructing various types of assets with differing char-
acteristics as regards the earnings from holding the asset, the maturity
and liquidity of the asset and the degree of formalized assurance
against change in its exchange vziue. By being able to select from a
range of portfolio possibilities, tne willingness of financial authori-
ties to hold higher amounts of aggregate reserves might be increased.
The possibilities are quite numerous but certainly a vast proliferation
of supplementary assets should be avoided in the interest of an orderly
and efficient system.

As you know, the methods of creating reserve assets have been under
study by a committee of the Group of Ten. In seeking to determine
whether and when new types of assets might be appropriately fash-
ioned, a related study is also of importance. This study is one that
explores the mechanism by which countries adjust to imbalance in their
positions. The need for aggregate reserves of a particular size de-
pends in good part upon the depth and tenacity with which imbalances
In a particular country’s position occurs, as well as the availability,
character, and magnitude of credit facilities. To the extent that mar-
ket instruments, techniques, and institutions, along with fiscal and
monetary policies, are fully available to deal with maximum effective-
ness in solving deficit or surplus problems, the need for increased
reserve assets in official reserves is reduced.

The challenge of insuring a payments system that performs equally
as well in the next two decades as it has m the past two decades is a
real one. And I would not, in concentrating upon these possibilities,
wish to exclude an appropriate role for bilateral instruments and
techniques that serve importantly to safeguard against abrupt and
serious threats to stability in the foreign exchange markets or serve to
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meet the needs of the two parties concerned in the particular circum-
stances that might prevail at a given time. Certainly, these tech-
niques, some of which have been introduced into the system with
immense benefit, will also continue as an appropriate facet of the
system.

As we consider possible improvements in the payments system of
the future, it is important that we alertly avoid falling into the trap
of thinking that completely formalized arrangements are always more
dependable than the less formal, or that rigid guidelines always assure
greater stability than would less rigid, more adaptable rules. The
flexible and adaptable payments system of the past and present, re-
sponsive to emerging needs, as I have pointed out, has facilitated vast
progress. In viewing future arrangements to correct any weaknesses,
the strengths and the stability of that system should not be cast lightly
aside. A degree of responsiveness and flexibility must be retained—
to help insure that needless rigidity does not bring abrupt and shat-
tering points of conflict.



EXCERPTS FROM REMARKS BY HON. FREDERICK L.
DEMING, UNDER SECRETARY OF THE TREASURY FOR
MONETARY AFFAIRS, AT THE ANNUAL CONVENTION
OF THE WASHINGTON STATE BANKERS’ ASSOCIA-
TION, TAKOMA, WASH., JUNE 22, 1965

INTERNATIONAL BANKING IN RELATION TO THE BALANCE OF PAYMENTS
AND TO INTERNATIONAL LIQUIDITY

* * * & * * #*

Actually the growth in liquidity in the past 10 years has been con-
centrated largely in the surplus industrial countries. When we look
at the position of international reserves and their recent growth, we
are struck at once by the really phenomenal enlargement, of reserves
in the industrial countries, excluding the United States and the United
Kingdom. From the end of 1953 to the end of 1964, the gold and
foreign exchange reserves of eight leading industrial countries in the
Group of Ten and Switzerland rose from $10.6 to $27.6 billion, or by
$17 billion. This amounted to nearly tripling their total reserves.

Moreover, during this period, while these countries increased their
reserves in gold and foreign exchange, the rest of the world lost about
%3 billion of reserves in this form.

It is especially worthy of note that the demand of these countries
for gold to add to their reserves, at $12 billion, was about twice the
availability of new monetary gold supplies for the world as a whole.
This was made possible only by large-scale transfers of gold to them
from U.S. reserves.

T do not attempt today more than to sketch out some of the relation-
ships between international capital flows and our balance-of-payments
and liquidity problems. As and when our balance of payments shows
continuing strength, some of the uncertainties that have to date sur-
rounded the liquidity problem should begin to clear. We can then
see what we face, once the all-embracing screen of the massive U.S.
deficit has been lifted and moved aside. The essential questions that
will have to be answered are: What will be the reserve needs of the
world? How much will the major industrial countries require in the
form of gold, and what will they be willing to take into their reserves
in addition to gold ?

There are a number of technical possibilities for creating additional
reserve assets to meet these or other situations in the future. They in-
volve essentially an agreement or understanding among monetary au-
thorities to treat a particular type of credit claim, either on another
country or on an institution, as a monetary reserve asset.

One method, frequently mentioned, is the further extension of the
technique of reciprocal acquisition of currencies, as in the short-term
swaps of the Federal Reserve, but for a long term. Each country then
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regards its claim on the other partner as a reserve asset. The countries
could also issue special securities to each other, with appropriate pro-
visions as to maturity, interest rates, and exchange protection,

Another approach would be a further evolution of the present
reserve claims on the International Monetary Fund. These claims
are drawing rights that countries have obtained, and can use virtually
at will, as a result either of having paid gold subscriptions to the Fund,
or from the use of their currencies by the Fund to extend credits to
other countries. The Managing Director of the Fund, Mr. Schweitzer,
has recently indicated how this might be done, either by increasing
the present readily available drawing rights or by creating special
claims on the Fund to be used as reserve assets.

Other suggestions have been made involving more restrictive pro-
cedures, both as to participation and governing rules. I do not pro-
pose to comment in any detail on any of these approaches. However,
I would like to underline some of the characteristics of any approach
which seem to me especially significant.

First, additional or new reserve assets should be accepted as such
by the major industrial countries. Secondly, they should be held
as reserve assets without directly or indirectly leading to a reduction
in reserve currencies or other supplements to gold reserves. That is,
they should not accentuate demands on gold. Thirdly, the method
of providing additional reserves should be in general evolutionary, in
the sense of general public acceptance with a minimal disturbance of
financial and exchange markets and with especial care to avoid en-
couragement to gold hoarding and gold speculation. Fourth, a bal-
ance would have to be achieved between the fears of some that creation
of international reserves becomes too easy, with a general overexpan-
sionary effect on world supplies of money and credit, and those who
fear that international decisions would be too cumbersome and too
restrictive. There are, of course, many other questions that might
divide proponents of this or that technique, or appeal to particular
countries, including the always important questions of who partici-
pates in the benefits and responsibilities of reserve creation, and how
they are shared.

Reserve assets, once created, in a satisfactory way or ways, cowa
be shifted from country to country and earned or borrowed in ways
similar to gold, reserve currencies, or existing claims on the Fund.
That is, they could make possible the simultaneous existence of sur-
pluses among the major countries, including the United States, in
excess of new monetary gold supplies, and without redistribution of
existing gold reserves or cancellation of other reserve assets. They
would then be true supplements to existing reserves.

A consensus may not emerge easily or quickly. For the worla
has to date relied essentially on gold and reserve currencies, and the
public everywhere tends to be cautious and pragmatic in monetary
matters. Money is peculiarly sensitive to public acceptance and pub-
lic confidence.

We shall not find answers to these questions overnight. Indeed,
the answers can probably evolve only as they are shaped and molded
by the actual course of monetary history in the making. What we
must insure is that the monetary authorities of the world have a com-
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mon awareness of the type of problem which may arise as dollars be-
come more scarce and have a common objective of shaping the evolving
international monetary system in a cooperative way to the benefit of

the sound economic aspirations of developed and developing nations
alike.



THE FUTURE OF THE DOLLAR AS INTERNATIONAL
MONEY i

(James Tobin, professor of economics, Yale University, Carl Snyder
Memorial Lecture, University of California, Santa Barbara, March
93, 1965)

As General de Gaulle has characteristically reminded us in his
February 4 press conference, the U.S. dollar occupies a unique position
among national currencies. It is used as money throughout the world,
not just in the country of issue. Will the dollar continue to perform
this special international role, lately called into question by events
as well as by the General? Does the United States have a national
interest in the perpetuation of this external use of its currency? In
what alternative ways could the international functions of the dollar
be performed? These are the questions I should like to discuss with
you this afternoon.

Foreign users of dollars are both private (banks, businesses, and
individuals) and official (central banks, governments, and inter-
national institutions). I shall discuss both. ~ For reasons that I shall
develop, I believe there are good prospects for continuation and even
expansion of private uses of dollars. However, I think the dollar is
likely to lose, sooner or later, its position as a “reserve currency” for
central banks and governments. I will explain why I feel we should
not be dismayed by this development, and I shall discuss some sug-
gestions for replacing the dollar in the international monetary system.

Today, foreign holdings of dollars amount to $24 billion, of which
private holdings represent $11 billion and official holdings $13 billion.
I exclude international institutions, which hold another $5 billion.
L refer to foreign holdings of dollars, but of course I do not mean
dollars in the literal sense of coin and currency. Very little takes that
form. Rather, I am speaking of obligations to foreigners payable
on demand or within a year by U.S. banks or the U.S. Treasury. In-
creases in these liquid short-term liabilities to foreigners are what we
count, together with outflows of gold, as deficits in our balance of
payments.

FOREIGN PRIVATE DOLLAR HOLDINGS

Why do private banks, businesses, and individuals abroad hold
dollars rather than their own national currencies? Sometimes, of
course, they are speculating that their own currency may depreciate
in value. Normally however, these dollar holdings are working bal-
ances, maintained in preparation for making future dollar payments.
They are analogous to the working bank balances of American house-
holds or corporations. The dollar is the unit of account, and medium
of exchange, not only for the $40 billion of annual payments by for-
eigners to U.S. residents but for many other transactions in which
neither party is a U.S. resident.
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The dollar plays this role for several reasons. One is simply the
size of the country and of its transactions with the rest of the world.
Another is historical. After the Second World War, the dollar and
the Swiss franc were the only currencies convertible on demand into
any other national currency. Other currencies were subject to all
kinds of exchange controls, and to considerable risks of devaluation.
The dollar’s value was assured, and less by U.S. possession of almost
all the world’s monetary gold in the free world than by the seemingly
inexhaustible appetite of foreign countries for U.S. products. In
these circumstances it was natural for exporters and importers, lend-
ers and borrowers, to make their contracts in dollars. A third reason
is the high state of organization and efficiency of U.S. financial insti-
tutions and financial markets. The holder of a working balance
naturally seeks to earn some interest return on his funds. Likewise,
he wishes to be able to put funds in or take them out at any time con-
veniently, inexpensively, and quickly. The only places which really
offer such facilities, through banks and a short-term money market,
are New York and London. The checkered career of sterling since
1931 has confined its use as international money pretty much to the
“gterling area,” composed mainly of Commonwealth and ex-Common-
wealth countries.

THE EURO-DOLLAR MARKET

During recent years, it is true, strong competition with New York
has developed in London and elsewhere in Europe. The new insti-
tutions and markets pay the dollar the sincerest kind of flattery. For
they deal in “Euro-dollars”; ie., short-term liabilities to pay dollars
undertaken by foreigners rather than by American residents. When
the debtor is a reputable London bank, his promise to pay dollars is
virtually as good as “real” dollars in New York.

Euro-dollars are substitutes for real dollars just as bank deposits are
substitutes for the coin and currency which they are obligations to
pay. Thus the development of Euro-dollars has reduced world de-
mand for dollars. Not of course one for one. Banks and other deal-
ers who have undertaken Euro-dollar obligations presumably keep
some genuine New York dollars as reserves. Otherwise they might
have to scramble to raise the dollars needed to meet their dollar-denom-
inated obligations when they come due.

Of course they make loans expressed in dollars too. But, as in any
banking operations, the loans are less liquid and more risky, as well
as higher yielding, than the deposits. This difference is responsible
both for the profit in the operation and for the need for fractional
reserves. I don’t know what the reserve fraction is in the Euro-dollar
market, but it is probably quite low. Even if it were as high as one-
fifth, every Euro-dollar substituted for a real dollar in international
working balances would mean a net reduction of 80 cents in the de-
mand for dollars.

The major attraction of Euro-dollars has been that they pay a higher
interest rate than deposits in New York or U.S. Treasury bills. At
the same time, Euro-dollar market banks are able to make loans at
rates competitive with U.S. lenders. The profit opportunity which
has called forth the Euro-dollar market is the gap between deposit
interest rates and loan interest rates in the United States. This gap
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was in part due to the legal ceiling imposed in the United States on
the rates commercial banks may pay on time deposits. Although the
Federal Reserve has raised this ceiling in several steps over the past
3 years, it still handicaps the United States in the international com-
petition for funds. The ceiling should be abandoned altogether.

So far as foreign demand for dollars is concerned, the obvious re-
duction due to substitution of Euro-dollars is offset only to the extent
fractional dollar reserves are held against Euro-dollars which are sub-
stituted for holdings of other national currencies. The offset cannot
be large, although I do not know of any successful attempts to pierce
the mysteries of the Euro-dollar market and measure these effects.

The economy of dollars accomplished by the Euro-dollar market is
by its nature a once-for-all phenomenon. The dollar may already have
survived the main blow it is going to suffer from this source. Once the
initial profit opportunity is exploited—and Euro-dollar rate margins
are very narrow now—the market will grow at roughly the same pace
as the world economy, and so will its need for genuine dollar reserves.

Besides the competition of Euro-dollars, adverse speculation has
reduced private demand for dollars in recent years. In spite of these
two disadvantages, private dollar holdings abroad have been rising
by about $1 billion a year. This seems to me impressive testimony of
the strength of the world economy’s normal demands for dollars for
working balances. In satisfying these demands, we can probably run
a balance-of-payments deficit, according to the Commerce Department
definition of the term, of $1.5 billion a year without putting the dollar
under pressure in the foreign exchange markets

OFFICIAL DOLLAR HOLDINGS

T turn now to the official use of dollars. Some official holdings are
working balances, similar to the private holdings I have juxt been dis-
cussing. The central banks of other countries are committed, under the
articles of agreement of the International Monetary Fund, to maintuin
the values of their currencies in the foreign exchange markets within 1
percent. of the declared official parities. They do this by buying or
selling dollars for their own currencies. They have working balances
of dollars both as a result of and in anticipation of their interventions
in the exchange markets.

But the current dollar holdings of foreign central banks and gov-
ernments greatly exceed their needs for working balances. The dollar
has been used as a reserve currency, and the bulk of official holdings
abroad represent reserves which nations hold against adverse develop-
ments which threaten their exchange rates or their ability to pay for
needed imports.

Gold is the most important reserve asset. But, especially after the
Second World War, many nations began to use dollars in place of gold
or in combination with gold. Dollars could earn interest; they were
directly usable in the foreign exchange markets; they were convertible
into gold at the U.S. Treasury; they commanded American goods and
services. Until the late fifties, therefore, the United States could
count on foreign central banks to hold gladly any dollars which came
their way. Inthose years, asin the sixties, the United States regularly
ran balance-of-payments deficits. But no one noticed them, because
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they provided foreign countries with reserves in a quantity and a form
they wanted.

This buildup of dollar reserves, moreover, served an important inter-
national purpose. Without them, Europe and the rest of the world
could have built up their own reserves only by depleting the U.S. gold
stock. This would have forced the United States to take, early in the
postwar period, deflationary and restrictive measures. New gold pro-
duction is not able to keep pace with the demand for reserves in a grow-
ing world economy.

The reserve currency system grew like Topsy ; it was never deliber-
ately and consciously created. But its internal logic is that foreign
countries will accept unlimited quantities of dollars in payment for
their goods and their properties. As General de Gaulle and his un-
official monetary adviser, M. Jacques Rueff, have so eloquently pointed
out, the principle of the reserve currency system is indefensible. It
is as if an individual citizen of the United States had the power to
print dollar bills for his own use. We have long since centralized and
nationalized the power to create national currency. For similar rea-
sons General de (ga.ul]e 1s unassailable when he asks that international
money “not bear the mark of any individual country.”

Of course the reserve currency system has not been operating ac-
cording to its internal logic in recent years. On the contrary, the
United States has been faced ever since 1960, at the latest, with the
distinct possibility that General de Gaulle and others will ask us to
convert into gold not only the dollars currently accruing to them but
also those which they happily accepted in the halcyon days of the re-
serve currency system. This has made our supposedly privileged
position much less comfortable, to say the least, than it would be if
dollars really continued to be the unquestioned equivalent of gold.

I do not think it is simply nationalistic bias that leads me to assert
that the United States did not abuse the privileged position of owning
a printing press for international money. We did not flood Europe
with worthless paper, forcing them into inflation while we carted
home the products of their toil and thrift. On the whole, we used
our international monetary privilege to finance the responsibilities we
had assumed in the common defense of the West and 1n assistance to
the underdeveloped world.

It is true that American investors have been acquiring large and
presumably profitable industrial and commercial interests in Europe.
As a nation, we have financed these acquisitions by pouring dollars
into European central banks. It would be hard to judge whether this
1s an abuse of the reserve currency system, or whether it is a result of
the formation of a customs union which at the same time attracts
American capital and excludes American exports. But in any event
a European country with nationalistic objections to the U.S. capital
invasion can handle the problem by direct measures. Were the inter-
national monetary system otherwise satisfactory, the fact that it has
facilitated this movement of capital would not be a reason for chang-
ing it. Indeed facilitation of capital movements is one of the princi-
pal raisons d’étre of the system of fixed exchange rates.

But it is really beside the point to argue whether or not the United
States has abused, or is abusing, its reserve currency status. General
de Gaulle’s monetary restlessness is of a piece with his general rest-
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lessness, shared in some measure by other European governments.
Europe will no longer accept without question and participation U.S.
international leadership, no matter how benevolent. We will un-
doubtedly have to construct more symmetrical arrangements for
making nternational decisions and sharing international respon-
sibilities in the fields of defense and foreign aid, as well as more
symmetrical international monetary arrangements.

Some countries, particularly those in the Western Hemisphere,
may continue to find it in their interest to hold the bulk of their re-
serves in dollars because of their close trading ties with the United
States. Similar arrangements exist within the sterling area, and
within the franc zone, which includes most of France’s former depend-
encies in Africa.

In particular, the United States and Canada may find it in their
mutual interest to move toward a monetary union. We would give
Canada a large line of credit ; in return Canada would agree to hold all
its reserves, above a minimal gold stock, in U.S. dollars. This would
formalize what is already true; i.e., that a consolidated North Ameri-
can balance of payments is of much greater relevance to the strength
of the two dollars than their separate accounts. Capital outflows
across our northern border should not really be a cause for concern
about the U.S. dollar, as they are in present statistical practice. Such
outflows tend to be offset sooner or later by Canadian imports from
the United States or by increased holdings of dollars by the Bank of
Canada.

Outside a “dollar area,” however, I believe that we in the United
States must face squarely the inevitable prospect that other countries
will cease to hold dollars as official reserves above minimal working
balances. They will insist on a more symmetrical or neutral interna-
tional money. Recent French conversions of dollars into gold are a
dramatic indication. Perhaps the handwriting on the wall can be read
even more clearly from the unobtrusive way in which Germany, which
has no political reason to embarrass the United States, has been stead-
ily reducing the dollar content of its reserves. And even when con-
versions are not made, the threat hangs over our heads like the sword
of Damocles and forces us to take all kinds of measures which conflict
with U.S. foreign and domestic policy.

ALTERNATIVES TO THE RESERVE CCRRENCY SYSTEM

What could take the place of the dollar in official reserves? And
how could the transition to a new kind of international money be
arranged ?

THE GOLD STANDARD

One proposal, of course, is to adopt a pure gold standard. Nations
would hold only gold metal as international reserves. Balance-of-
payments deficits resulting in claims by one central bank upon another
would be settled in gold. Presumably central banks and governments
might extend each other credit. But deficit countries would have no
automatic or presumptive rights to such credit. This is the system
favored by Jacques Rueff, among others.

Any abrupt institution of the gold standard would involve massive
conversion of dollars into gold. U.S. gross reserves would drastically
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decline, and total world reserves would contract by an equivalent
amount. To avoid this shock, most advocates of the gold standard
solution favor an increase in the price of gold in terms of all currencies.
By marking up the value of its gold stock by 6624 percent, the United
States would be able to pay off $10 billion of its short-term debts in
gold and still have, as now, $15 billion in gold reserves. QOther coun-
tries’ reserves would be increased by two-thirds of their current gold
stocks. Most gold standard advocates would regard this expansion
of world reserves as inflationary. They would prefer an increase in
gold price of the order of 3314 percent, which would be just sufficient
to enable reserve currency holdings outside the currency “areas” to be
replaced by gold without changing the total of world reserves. In
this case the United States would have only $10 billion in gold left
after the two operations, revaluation of our stock to $20 billion and
conversion of $10 billion of outstanding dollars. Our loss of $5 billion
in reserves would be balanced by increases in the reserves of other
countries.

All major governments have repeatedly opposed this solution and
expressed their determination to avoid it. The main national bene-
ficiaries would be Scuth Africa and the Soviet Union, the principal
gold producers. The main private beneficiaries would be the gold
specul%tors and hoarders who have already caused so much trouble.
A rise in the gold price now would encourage similar speculation and
hoarding some time in the future. It would put more world resources
into an essentially wasteful activity, and even so there would be little
prospect that gold production would augment reserves at a sufficiently
rapid or regular rate to meet the needs of an expanding world economy.
Surely in this day and age man can contrive a better solution than to
reenforce the ancient irrational myth of gold.

THE COLLECTIVE RESERVE UNIT

The French Government has promoted discussion of one alternative
scheme, the collective reserve unit or CRU, and I suspect this, rather
than a literal metallic gold standard, was in the back of General de
Gaulle’s mind. In its essence the proposal would increase the value
of gold in official monetary gold stocks, but not the value of unmined
or privately hoarded gold. CRU’s, which may be regarded as paper
gold, would be issued to participating nations roughly in proportion
to their gold stocks. They would be issued by an agent—the French
propose the Bank of International Settlements in Basle—with whom
the participating countries would deposit equivalent amounts of their
own currency. Thus a CRU would represent, say 50 cents in U.S.
dollars, 10 cents in French francs, 12 cents in German marks, and so on.
Deficits would be settled in gold-cum-CRU’s in fixed proportions cor-
responding to their shares in aggregate reserves.

CRU’s would replace dollars in monetary reserves. Assuming the
initial issue was designed to change the form but not the total of
reserves, it would be about one-third of the aggregate monetary gold
stock and have the same effect on U.S. and foreign reserve positions as
a 33Y4-percent increase in the price of gold.

The CRU proposal has two great merits. It would be a truly in-
ternational fiduciary money, based on a portfolio of national curren-
cies rather than any single national money. It is vastly superior to
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gold, because no resources need be wasted in producing it; and its
supply can be deliberately controlled rather than left to the accidents
of mining economics and technology and the whims of private hoarders
and the %oviet Union. Nevertheless, the proposal has decisive dis-
advantages for the world, and particularly for the United States.

First, the French wish to confine the participating group of nations
to a big boys’ club—10 or 12 leading monetary powers. These coun-
tries would print more money for themselves, and from this new mine
of paper gold the rest of the world would benefit only indirectly.
There already exists a worldwide monetary organization, the Interna-
tional Monetary Fund. The French proposal would diminish its
importance by entrusting the most important monetary function to
a select group, outside or only nominally inside the Fund.

Second, replacement of existing dollar holdings with CRU’s, of
which the dollar component if only fractional, inflicts on the United
States a considerable loss of total reserves. As I argued above, the
United States need have no apologies for the past. Its deficits were
incurred for good international purposes and were essential to the
international monetary system. We should insist that any new system
consolidate the past without penalizing the United States. The first
installment of CRU’s should be backed 100 percent by the dollars they
replace in foreign reserves.

Third, the proposal has a restrictive and deflationary spirit and bias.
This is not intrinsic to the proposal but reflects the French view that
the current total of world reserves will be adequate for some time to
come. They wish the new system to function like the gold standard
described above, in which countries have very little access to credit
to relieve the necessity of settling deficits with metallic or paper gold.

In principle, the participating countries could regulate the supply
of world reserves by agreeing to issue themselves from time to time
new CRU's, in the agreed national proportions. But since this would
require a unanimous vote, doubts would probably be resolved by doing
nothing.

THE INTERNATIONAL MONETARY FUND

The major alternative is to replace dollars with credits against the
International Monetary Fund. The Fund already is a pool of national
currencies from which members can draw. Some of their drawing
rights are automatic; these should be, and increasingly are, regarded
by member countries as international reserves on virtually the same
plane as gold and reserve currencies.

These automatic rights arise in two ways. First, 25 percent of
members’ quotas are subscribed in gold, the remainder in their own
currencies. The gold “tranche” is automatically available. The total
of gold tranche rights is now about $3.5 billion, and it will rise to
about $4.5 billion under the 25-percent, increase in Fund quotas which
has just been negotiated. Gold tranche drawing rights do not aug-
ment world reserves, since they only replace the gold paid into the
Fund by member governments.

Second, a fiduciary creation of automatic drawing rights occurs as
a byproduct of Fund lending operations. For example, in the past
when the Fund lent dollars to other members, typically underde-
veloped countries, the United States obtained new automatic drawing
rights—so-called pre- or super-gold-tranche rights—in equal amount.
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To the extent that the borrowing countries were using not solely the
gold tranche of their quotas, but the nonautomatic credit tranches,
the new automatic rights created for the United States were not offset
by any reduction in the automatic rights of other members. In recent
years the United States was able to use more than $1 billion of rights
previously accumulated in this way to finance its balance-of-payments
deficits. At present, the net automatic rights of Fund members
created in this way amount to about half a billion dollars.

There are several ways in which the IMF could create more reserves
than it has in the past. One is to make another 25 percent of quotas,
the first “credit tranche,” as automatic as the gold tranche. This would
increase world reserves by more than $4 billion initially. It would also
mean that future increases in quotas would add to world reserves more
than they subtract in gold subscriptions.

A second device, which also has considerable appeal to me, is for the
Fund to engage in investment operations. The Fund would purchase
national currencies with pre-gold-tranche drawing rights. Members
would share in their purchases in fixed proportions, probably governea
by their relative quotas in the Fund. Fixing the proportions has the
advantage of avoiding highly arbitrary political decisions each time
an operation is undertaken. It makes these reserve creating invest-
ments essentially neutral monetary operations, like the open-market
operations of national central banks. They would be clearly distinct
from extensions of credit to help individual countries, which are anal-
ogous to the discounting functions of national central banks.

There may be objections to Fund investments in the obligations of
members with inconvertible currencies, which are not usable in Fund
drawings. To meet these objections while still giving the under-
developed world a share in the benefits of Fund reserve creation, an
appropriate proportion of Fund investments could be reserved for pur-
chase of the obligations of the International Bank or its affiliates.

Finally, it is essential to avoid total inaction whenever there is dis-
agreement. Therefore, it should be provided that, unless the Fund
board specifically votes to do otherwise, Fund investments in any year
should be sufficient to make total automatic drawing rights grow by an
agreed percentage. The chosen figure should be designed to make
total world reserves, including gold as well as IMF credits, expand
along with world trade and production.

Simultaneously, the usefulness of automatic drawing rights on the
Fund could be increased by making them directly transferable between
members. At present they can be shifted from one member to another
only with the intervention of the somewhat cumbersome currency-
drawing procedures of the IMF.

As just outlined, the proposal does not solve the transitional prob-
lem of consolidating existing dollar balances. This too could be done
by the Fund, through an initial purchase of dollars from the countries
now holding them. Or, it could be done separately, outside the TMF,
by funding our current short-term dollar debts into long-term debts
payable in the other country’s currency. The attractiveness of this
funding could be enhanced by providing that the lending country could
cash them early, with the United States, another country, or the Fund,
in case it encountered balance-of-payments difficulties of its own.

The proposal for Fund investment in a package of national cur-
rencies and World Bank bonds has obvious kinship with the CRU
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idea. But 1t avoids the disadvantages of the CRU. It islocated in an
established worldwide organization, and all countries share in its bene-
fits. It does not replace existing dollar balances in a manner unfair
and injurious to the United States; this consolidation must be sepa-
rately managed. The IMF investment proposal is flexible, and it does
not have a deflationary or restrictive bias.

The creation of international money, for circulation among central
banks, is entirely feasible. The institutional setting for this develop-
ment already exists in the International Monetary Fund. The way is
there; what is needed is the will. Progress is blocked, on the one hand,
by French distrust of money creation in the TMF and, on the other
khand, by U.S. insistence on the sanctity of the dollar’s status as a re-
serve currency. In my view, the United States should now be willing
to accept an orderly consolidation of dollar balances, in return for new
arrangements to provide reserves through the IMF.

The United States no longer has blank-check privileges, and official
holders of dollars are restless and unhappy. Nevertheless the U.S.
Government continues to insist that we will consider no reform of in-
ternational monetary arrangements which threatens the reserve cur-
rency position of the dollar. This insistence has contributed to the
current impasse in international discussion of monetary reform. But
it has not, of course, prevented the dollar’s reserve currency status
from eroding anyway.

The reluctance of U.S. financial circles to accept a solution which
recognizes the decline in the reserve currency status of the dollar seems
to be based on a misunderstanding. It is feared that such a solution
will also displace the dollar from its role as the principal medium of
exchange in private international transactions. This would lose New
York and the country some financial business and income, and the Na-
tion would no longer enjoy the ability to finance payments deficits
from the yearly increment of private foreign demand for dollar work-
ing balances.

But no one is proposing to create an international money for private
circulation, There the dollar will remain unchallenged, save for the
imitative competion of the Euro-dollar. The sources of its advan-
tages, which I tried to explain above, are in no way dependent on the
dollar’s continued use as an official reserve currency. Indeed, any in-
ternational monetary reform which removes the danger of a run from
dollars into gold can only strengthen the world’s private demand for
dollars. More important, it can free U.S. policy from our current ob-
sessive concern with gold.



THE U.S. BALANCE OF PAYMENTS AND
INTERNATIONAL LIQUIDITY

(By Edward M. Bernstein, June 18, 1965)
SUMMARY AND CONCLUSIONS

The measures taken by the United States to restore its balance of
payments are already having a great effect on the international money
market. Once the U.S. deficit is eliminated, there will be no net
addition of dollars to monetary reserves. If monetary reserves do not
grow over a period of years, this would place a severe strain on the
international monetary system. That is why steps must be taken soon
to assure the steady growth of monetary reserves on the scale which is
essential to an expanding world economy.

The need for monetary reserves has been reasonably well met by gold
and foreign exchange, supplemented by reserve credit from the Fund.
But the mcrease of reserves over the past 30 years has been due to
special factors that cannot recur. These are the change in the price of
gold from 1931 to 1936, the wartime accumulation of sterling balances,
and the sharp rise in foreign dollar holdings as a consequence of the
U.S. payments deficit since 1950. While the prolonged deficit of the
United States had the beneficial effect of creating additional reserves
and of redistributing reserves on a massive scale, it must be eliminated.

Since 1958, the gold reserves of all countries excluding the United
States increased by nearly $11 billion. In the same period, the U.S.
gold reserves decreased by $7.4 billion. From 1958 to 1964, the for-
eign exchange reserves of these countries increased by about $6.5 bil-
lion, while U.S. reserve liabilities increased by about the same amount.
These reserves have gone to the surplus countries of continental
Europe. At present, 1t can be said that aggregate reserves are ade-
quate although not excessive. Once the U.S. balance of payments is
restored, the growth of reserves will be sharply curtailed. Some other
means must be found for providing a steady but not excessive growth
of monetary reserves.

It has been suggested that the Fund be changed into an institution
that would create monetary reserves through loans and investments.
The creation of reserves by the Fund would be wholly at variance with
the principles on which it was established. The Fund agreement states
that its transactions are limited to providing currencies it holds to
members in exchange for their own currencies or gold. The obligation
of members of the Fund to provide it with resources for reserve credit
is limited to their quota subscriptions, although the Fund may propose
to a member that it lend its currency to the Fund. In any case,1t would
not be desirable to amend the Fund agreement to permit it to create
reserves.

The best way of assuring an adequate growth of monetary reserves
is by establishing a composite gold standard based on gold and Re-
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serve Units consisting of the currencies of the Group of Ten and Swit-
zerland. Each participant would be required to match its holdings
of gold with Reserve Units in the ratio of $2 in gold to 1 reserve unit
and to convert balances of its currency held by other participants in
this ratio. The Fund should be a party to an agreement to establish
a composite gold standard and it should be allotted 25 percent of the
Reserve Units created. This would be a recognition of the Fund as the
central international monetary institution and it would enable the
Fund to perform more effectively its function as the principal source
of reserve credit.

THE TU.S. BALANCE OF PAYMENTS AND INTERNATIONAL LIQUIDITY !

L'ffect of the U.S. payments program

The balance of payments of the United States has far-reaching
effects on other countries and on the international monetary system.
The special importance of the U.S. balance of payments to the world
economy does not derive solely from the large trade of the United
States, which is, of course, of great consequence to many countries.
It is due, rather, to the predominant position of the United States
as an international banking center, the large holdings of dollars as
monetary reserve, and the wide use of dollars in international settle-
ments. For these reasons, a payments problem in other countries in-
evitably has some impact on the United States as other countries draw
on their dollar reserves and seek dollar credits to help meet their
payments deficits. Even more important, when the United States takes
measures to restore its balance of payments, the impact is certain to be
enormous on international money markets and on monetary reserves.

After sustaining a large and prolonged deficit in its balance of pay-
ments, the United States is ungertaking a voluntary program to re-
strain capital outflow. One feature of the U.S. program 1s to reduce
the amount of net bank credit extended to foreigners from about $2.1
billion in 1964 to about $550 million in 1965. Another feature of this
program is to have U.S. nonbank concerns withdraw liquid funds from
abroad, so that instead of sending $600 million to foreign financial
centers, as they did in 1964, they may bring back an almost equal sum
in 1965. The U.S. program for restraining capital outflow is already
having a great impact on the international money market.

The success of the program for limiting the outflow of capital from
the United States is evident in the sharp improvement in the U.S.
balance of payments. Preliminary reports indicate that there was no
deficit in March, April, and May, and the U.S. monetary authorities
are determined to maintain a balanced payments position or a surplus
nereafter. Asthe U.S. payments deficit has been the principal source
of the growth of reserves in recent years, it is possible that the mone-
tary reserves of all countries outside the Soviet bloc will not increase
at all in 1965, even after allowing for gold payments to the Interna-
tional Monetary Fund in connection with the present increase of
quotas.

From the point of view of the United States and of the world econ-
omy, it is essential to restore the U.S. balance of payments promptly.

1This paper presents the substance of three speeches by Mr. Bernstein in London (May
25), Paris (June 1), and New York (June 11),
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Nevertheless, the problems that are emerging must be recognized and
they must be dealt with promptly. There is no reason for believing
that the pressure on the international money market or the decline in
aggregate monetary reserves will cause a crisis in the world economy.
But the severe tightening of international credit can cause difficulty in
financing world trade and payments in the course of the next few
months. This is an urgent problem. The best solution would be for
the surplus countries of continental Europe to ease their credit restric-
tions sufliciently to supply part of the demand for credit that will be
diverted from the international money market to national money mar-
kets. It is less urgent but even more important to strengthen the
international monetary system in the near future. Since 1949, there
have been 2 or 8 years in which the increase in monetary reserves has
been negligible without adverse effects. What is important about
monetary reserves is not how much they increase in any given year,
but whether the average rate of growth is adequate over a period of
years. That is why steps must be taken soon to assure the steady
growth of monetary reserves on the scale which is essential to an ex-
panding world economy.

Growth of monetary reserves, 1928-64

On the whole, despite difficulties experienced by some countries, the
present international monetary system has worked very well. The
need for monetary reserves has been reasonably well met by gold, dol-
lars, sterling, and other foreign exchange, and reserve credit has been
available on a generous scale from the International Monetary Fund
and from arrangements made by the leading industrial countries with
each other. Under the circumstances, it may be asked why any change
isneeded in the present system of providing monetary reserves. There
are some countries that believe that the wide use of dollars and sterling
as monetary reserves has certain basic defects, that it introduces an
inflationary bias into the world economy, and that it may become the
source of serious monetary instability. Whatever the merits of these
views, the fact is that the present method of providing monetary re-
serves is excessively dependent on deficits in the U.S. balance of pay-
ments and that it is not in the interest of the United States or of other
countries to permit the indefinite maintenance of such a deficit.

Although no conscious effort was made in the past to provide for
the systematic growth of monetary reserves, there has been a large,
and certainly an adequate, increase of monetary reserves over the past
30 years. There is no evidence that the present monetary reserves of
all countries outside the Soviet bloc, consisting of nearly $41 billion
of gold and about $24 billion of foreign exchange, is insufficient for
the present level of world trade and payments. The enormous growth
of trade in the postwar period is a clear indication that the expansion
of the world economy has not been held back by a lack of reserves.
The world is probably better provided with reserves today than at
any time in the past 50 years, except for the brief period from 1934 to
1939. But this growth of reserves has been of an unusual character,
dependent on special circumstances that cannot recur. This can be
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seen from the factors that have contributed to the growth of monetary
reserves since the great depression of the 1930’s.

In 1928, the world stock of monetary gold, excluding the reserves of
countries now in the Soviet bloc, was just under $10 billion. The
amount of reserves in the form of foreign exchange was about $2.5
billion. By 1938, the world stock of monetary gold had increased
to nearly $25 billion, but foreign exchange reserves were down to $2
billion. The large increase in the dollar amount of gold reserves was
due to two factors—a 70-percent increase in the dollar price of gold
and a 50-percent increase in the volume of monetary gold. Actually,
the increase in the physical volume of gold was not notably large in
these 10 years (about 4 percent a year), despite the much higher price
of gold. This is the first special factor that brought about a large
increase in monetary reserves.

From 1938 to 1950, the growth in gold reserves was relatively mod-
erate—over one-third in 12 years (about 2.5 percent a year). In the
same period, however, the foreign exchange reserves of all countries in-
creased from about $2 billion to about $13 billion. Most of this in-
crease was in the form of sterling. During the war, other countries,
and particularly those of the sterling area, accumulated about £4,000
million in sterling, nearly all of which went into monetary reserves.
This was the counterpart of the huge wartime expenditures
of the United Kingdom abroad—for war materials and for military
operations in the Far East, the Middle East, and Europe. This is
the second special factor that brought about a large increase in mone-
tary reserves.

From 1950 to 1964, the gold reserves of all countries out-
side the Communist bloc increased by about $7 billion—
just over 20 percent in 14 years (less than 1.5 percent a
year). However, the increase of foreign exchange reserves in the
same period was over $11 billion. There was no increase in the holding
of sterling as reserves—in fact, official holdings of sterling declined
over these years. Nearly all of the increase in foreign exchange re-
serves was 1n the form of dollars and was attributable to the U.S. pay-
ments deficit. This is the third special factor that brought about a
large increase in monetary reserves.

The causes and the effects of the once-for-all increase of reserves in
gold, sterling and dollars show why this cannot recur. The general
devaluation of currencies in terms of gold from 1931 to 1936 was the
result of the independent efforts of the large industrial countries to
halt the worldwide deflation. It was the only way that they could
cope with the great depression because the scope of other national
policies was severely restricted and international monetary coopera-
tion was virtually nonexistent. The large accumulation of sterling
from 1939 to 1946 was wholly caused by the exigencies of war. It has
left the United Kingdom with a heavy burden of indebtedness and a
greatly weakened reserve position. The increase of dollar reserves
from 1950 to 1964 was the consequence of a prolonged payments deficit
the elimination of which was too long delayed. While this greatly
reduced U.S. reserves, it had the beneficial effect of creating additional
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reserves needed by the world economy and of redistributing gold and
dollar reserves on a massive scale.

GOLD AND FOREIGN EXCHANGE RESERVES, 1913-64
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U.S. payments deficits and reserves

When the international payments of the United States for imports
of goods and services, personal remittances, private capital outflow and
U.S. Government grants and credits exceed the receipts from exports
of goods and services and capital inflow, the excess accrues as dollars
to the monetary authorities of other countries. Some of these dollars
are converted into gold and the rest is retained by the monetary
authorities. In either case, the reserves of the surplus countries are
increased as a consequence of the U.S. deficit. In the 7 years from
1958 to 1964, the gold reserves of all countries outside the Soviet bloc,
but excluding the United States, increased by nearly $11 billion. Of
this, about $§.4 billion came from the decrease in U.S. reserves, with-
out allowing for the U.S. industrial consumption of gold. The im-
portance of the U.S. deficit was even greater, proportionately, in the
growth of foreign exchange reserves. From 1958 to 1964, the foreign
exchange reserves of all countries outside the Soviet bloc, but ex-
cluding the United States, increased by nearly $6.5 billion. In the
same period, the short-term claims of the official institutions of other
countries, in dollar assets held in the U.S. money market, increased
by about the same amount. There was also a considerable improve-
ment in the net position of other countries in the International Mone-
tary Fund and a deterioration in the U.S. position in the Fund.

This has been accompanied by an almost revolutionary change in
the distribution of monetary reserves, particularly in the form of
gold. At the end of 1949, the United States held 73 percent of the
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gold reserves and about 56 percent of the total gold and foreign ex-
change reserves of all countries outside the Soviet bloc. At the end
of 1957, the last year in which the United States had a payments sur-
plus, it held 61 percent of the gold and 42 percent of the gold and
foreign exchange reserves of these countries. From 1958 to 1964, the
U.S. share of total reserves decreased further to 37 percent of the
gold and about 24 percent of the gold and foreign exchange reserves
of all countries outside the Soviet bloc.
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The redistribution of monetary reserves, and particularly of gold,
has been very uneven. Some important trading and financial cen-
ters, including the United Kingdom, have had little or no increase in
reserves. On the other hand, the reserve position of the large indus-
trial countries of continental Europe has improved about as much as
that of the United State deteriorated. Their gold reserves increased
more than those of the United States decreased, as they absorbed a
major part of the newly mined gold and gold sales of the Soviet Union
as well as most of the gold transfers from the United States. But
their foreign exchange reserves, predominantly in dollars, increased
considerably less than the rise in U.S. reserve liabilities. The redis-
tribution of reserves reflects not only the great strength of the pay-
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ments position of the large industrial countries of continental Europe,
but the importance most of them attach to holding their reserves in
gold.

CHANGE IN RESERVE POSITION
1958 to 1964
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It has been said that as a consequence of the U.S. deficit, the surplus
countries have been compelled to accumulate unwanted reserves. If
this implies that these countries now have a larger proportion of total
monetary reserves than they have traditionally held in the past or
more than they need, the statement is not true for some of the Euro-
pean countries. France and Germany now hold a smaller proportion
of the total monetary gold stock than they did in 1914. "And their
gold and foreign exchange reserves at the end of 1964 were a far
smaller proportion of total monetary reserves than they were 50 years
ago. Itisdifficult to see how it can be said that the reserves of France
and Germany are excessive in relation to their role in the world
economy.

Italy and Belgium were moderately large holders of gold before
World War I and their present gold reserves are not a significantly
different proportion of the total monetary gold stock than they were
then. .\t the end of 1964, Ttaly held 5.2 percent of the total monetary
gold outside the Soviet bloc compared with 8.7 percent at the end of
1913. The gold reserves of Belgium at the end of 1964 were only 3.6
percent of the total monetary gold stock compared with 4.1 percent
at the end of 1913. If allowance is made for their foreign exchange
reserves, the proportion of total monetary reserves would be slightly
higher for Italy and slightly lower for Belgium than for gold reserves
alone.

The two countries with the largest proportionate increase in gold
reserves are Switzerland and the Netherlands. In 1913, they had a
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negligible part of the world monetary gold stock—only 1.3 percent of
the total outside the present Soviet bloc. At the end of 1964, they held
about 10.8 percent of the total gold reserves and about 7.9 percent of
the total gold and foreign exchange reserves of all countries. As these
figures indicate, Switzerland and the Netherlands are holders of gold
rather than foreign exchange.

Japan, Canada, and Sweden hold their reserves predominantly n
foreign exchange. Nevertheless, they now hold a somewhat larger
proportion of total gold reserves than they did 50 years ago. At the
end of 1913, Japan, Canada, and Sweden held about 2.4 percent of the
total monetary gold stock outside the present Soviet bloc. At the end
of 1964, their gold reserves were 3.7 percent of the world total. Their
holdings of gold and foreign exchange reserves at the end of 1964,
however, were a much larger proportion of total monetary reserves
than they had been before World War L.

After allowance is made for the relatively small reserves of some of
the largest countries, including the United Kingdom and the United
States, it is reasonable to conclude that aggregate monetary reserves
are adequate although not significantly in excess of the needs of the
world economy. But the maintenance of the steady growth in ag-
gregate monetary reserves in recent years hasbeen possible only because
of the prolonged deficit in the U.S. balance of payments. As a prac-
tical matter, the U.S. deficit, as measured by reserve transactions, has
not really been as large as shown by the deficit published in the U.S.
statistics. Furthermore, during the past 5 years over $4 billion of
the U.S. deficit was due to net payments on unrecorded transactions,
a considerable part of which must have been the repatriation of un-
disclosed European funds held in the United States. Such capital
movements into and out of the United States in the past 30 years have
been mainly in response to changes in the economic and political en-
vironment in Europe. The United States can reasonably say that these
undisclosed capital movements have exaggerated the U.S. surplus in
the past and they have exaggerated the U.S. deficit in recent years.



Gold reserves of large industrial countries, yearend 1913-6/

Million dollars Percent of world total
1913 1928 1938 1948 1958 1964 1913 1928 1938 1948 1958 1964

United States._.__. 1,905 3,748 14, 512 24, 300 20, 583 15,471 26.4 38.4 59.4 73.8 54.1 37.9
United Kingdom 830 784 , 690 1,611 2, 807 2,136 1.5 7.7 1.0 4.8 7.4 5.2
France 1,200 1,254 2,430 548 750 3,729 16.6 12.9 9.9 1.7 2.0 9.1
Germany.. .- 916 650 29 |ooa_. 2, 639 4,248 12.7 6.7 1S N [N 7.0 10. 4
Italy ——- 266 266 193 96 1,086 2,107 3.7 2.7 .8 .3 2.9 5.2
Belgium. - 296 126 581 624 1,270 1,451 4.1 1.3 2.4 1.9 3.3 3.6
Netherlands. . _.__ 61 175 998 167 1,050 1,688 .8 1.8 4.0 .5 2.8 4.1
Switzerland 33 103 701 1,387 1,925 2,725 .5 11 2.9 4.2 5.0 6.7
Japan. 3 541 164 54 3 0 5.6 .7 0 .1 .7
Canada. - oo e 143 114 192 401 1,078 1,026 2.0 1.2 .8 1.2 2.8 2.5
Sweden. . 28 63 321 81 204 .4 .6 1.3 .2 .5 L&

Total. . 5, 679 7,786 22, 809 29,317 33,445 35,074 78.7 79.9 93.3 88.7 88.0 85.8
World t__ - 7,228 9, 745 24, 444 33,005 38,030 40,870 |- oo -

1 World total excluding countries now outside the Soviet bloc.

Source: Report of the Director of the U.8. Mint, 1915; Banking and Monetary Sta-
tistics, Federal Reserve Board, 1943; International Financial Statistics, June 1965,
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For the world as a whole, as distinguished from the surplus coun-
tries of continental Europe, the growth of reserves has actually been
at a moderate rate in recent years. From 1958 to 1964, the gold and
foreign exchange reserves of all countries outside the Soviet bloc in-
creased by nearly $10.5 billion, of which about $3.5 billion was in
gold. This is an average annual increase of 2.5 percent in the gold
and foreign exchange reserves of all countries. In a sense, therefore,
the U.S. deficit provided about the proper amount of foreign exchange
reserves to supplement the growth of gold reserves. When the U%.
deficit is eliminated, the increase of monetary reserves will be limited
to that part of the newly mined gold and gold sales of the Soviet
Union which does not go into private hoards and industrial uses. As
this has averaged about $600 million a year, it would mean a growth
of about 1 percent per annum in total monetary reserves for all coun-
tries outside the Soviet bloc. Clearly, it will be necessary to devise
some other means of providing reserves to add to present holdings of
gold and foreign exchange.

Methods of providing new reserves

There is widespread agreement that the present system of providing
reserves should be placed on a more rational basis. There is some
difference of opinion regarding the urgency of such a step, although
clearly it cannot be delayed beyond the next year or two. The simplest
method of dealing with the reserve problem would be to make greater
use of the International Monetary Fund, enlarging its resources at a
regular rate. In effect, the need for reserves would then be met by
greater reliance on reserve credit from the Fund. For countries that
cannot, afford to hold adequate reserves of their own, which means
virtually all of the underdeveloped countries, such a method of meet-
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ing their reserve needs would be completely satisfactory. On the other
hand, it is not feasible for the large industrial countries to depend too
much on reserve credit. They need adequate reserves of their own,
not only to meet their ordinary balance-of-payments deficits, but to
finance short-term movements of liquid funds, and to convert balances
of their currencies held by other countries. In fact, the reserve needs
of the large industrial countries can be met only through the creation
of new reserve assets that could be used with gold in international
settlements.

Tt is sometimes said that the gold tranche is equivalent to a country’s
own reserves and that the large industrial countries can increase their
own reserves through the maintenance of a creditor position in the
Fund. Actually, the gold tranche is not precisely equivalent to a
country’s own reserves. Drawings on the gold tranche, although
readily available to members, must be repaid in 3 to 5 years. But the
supergold tranche, the net creditor position in excess of 25 percent
of the quota, is fully equivalent to a country’s own reserves. Un-
fortunately (the aggregate amount of the supergold tranche of the
large industrial countries cannot be significant. This is because their
supergold tranche is the counterpart of the net debtor position of
all other members of the Fund. Unless these other countries are
continually in debt to the Fund for large amounts—a practice wholly
in contradiction to the use of the Fund as a revolving source of reserve
credit—the aggregate supergold tranche of the large industrial coun-
tries will ordinarily be small. At the end of April 1965, the net
drawings of the less-developed countries were less than $1.4 billion
and the net drawings of all countries, other than the large industrial
countries, amounted to only $1.5 bilhon. This indicates the limited
character of the supergold tranche as a source of reserves for the large
industrial countries.

If the Fund is to become a source of owned reserves, it would have to
be through a radical change in its present structure and operations.
Professor Triffin has proposed that the Fund be reorganized as a
world central bank with the power to create reserves. The present
system of quotas would be abolished and the Fund would instead
create international monetary reserves through loans and open market
operations, in much the same way as national central banks now
create domestic money. Mr. Stamp has proposed that the Fund create
a steady growth of reserves by acquiring the securities of the World
Bank, thus at the same time providing this institution and its affiliates
with loanable funds. The Fund staff is now supporting the view that
the Fund should become a reserve-creating institution.

The creation of reserves by the Fund would be wholly at variance
with the principles on which it was established. The two basic prin-
ciples adopted at Bretton Woods are the passivity of the Fund and the
limited obligation of a member to provide it with resources. Article
V, section 2 of the Fund Agreement states:

Except as otherwise provided. operations on the account of the Fund shall be
limited to transactions for the purpose of supplying a member on the initiative of

such member, with the currency of another member in exchange for gold or for the
currency of the member desiring to make the purchase.
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The obligation of a member to provide resources to the Fund is
limited to its quota subscription, although under Article VII, sec-
tion 2 of the Fund may

require the member to sell its currency to the Fund for gold.
And it may

propose to the member that, on terms and conditions agreed between the Fund
and the member, the latter lend its currency to the Fund * * * but no member
shall be under any obligation to make such loans to the Fund * * *

These provisions are an absolute denial of power to the Fund to act
as a world central bank. Nevertheless, it may be asked whether the
time has come to amend the Fund agreement so that it could become a
world central bank. Superficially, it seems reasonable to entrust a
world central bank with the authority to create reserves in much the
same way as national central banks create domestic money. The
analogy, however, is fallacious. A national central bank can be em-
powered to create money because there is a consensus on an appropri-
ate monetary policy. In the United States, differences of opinion on
monetary policy involve fine distinctions as to whether there should be
a greater or lesser degree of credit ease. In quantitative terms, the
difference of opinion 1s infinitesimal. The total reserves held by all
member banks of the Federal Reserve system is over $21 billion.
Most advocates of an easier credit policy mean that they would prefer
to have these reserves about $100 million to $200 million larger than
they are—a difference of one-half to 1 percent.

No such consensus is possible in the creation of monetary reserves
by a world central bank. While the behavior of the economy is much
the same in most regions and most sectors of a country, the behavior
of the national economy may differ widely from country to country.
Furthermore, the objectives of economic policy and the means of
achieving them are completely different among countries. What may
seem like a very moderate increase of monetary reserves to some less
developed countries may seem like a wildly inflationary increase ot
monetary reserves to the industrial countries. And even among the
industrial countries, there could be great differences of opinion from
time to time on an appropriate policy for creating reserves, with sur-
plus countries reluctant to see an increase in reserves and deficit coun-
tries eager for a substantial increase of reserves. Furthermore, no
large industrial country could accept the obligation to accumulate
reserve assets without limit when such reserves can be created by an
institution comprising 102 members.

Practical considerations require that the creation of new reserves
be limited to a predetermined annual amount, that these reserves be
given an assured quality comparable to gold and dollars, and that they
share with gold the characteristic of acting as the ultimate reserve
asset. In order to meet these tests the creation of new reserve assets
will have to be undertaken by a group of countries with similar needs,
with similar monetary policies, and with a high degree of balance-of-
payments discipline. Nevertheless, the method of creating reserve
assets should be consistent with the maintenance of the role of the
Fund as the central international monetary authority. Furthermore,



242  GUIDELINES FOR INTERNATIONAL MONETARY REFORM

the Fund should participate in the creation of the reserve assets, with
part of them assigned to the Fund to strengthen its liquidity and to
enable it to perform more effectively its function as the principal
source of reserve credit for its members.

Composite gold standard

The best way of assuring an adequate growth of monetary reserves
is by having the Group of Ten and Switzerland establish a composite
gold standard consisting of gold and currency reserve units for trans-
actions with each other. A Reserve Unit would be equal to one U.S.
gold dollar of the present weight and fineness, and it would consist of
U.S. dollars, sterling, French francs, German marks, lire, guilders,
Belgian francs, Canadian dollars, yen, Swedish kronor and Swiss
francs in specified proportions. Kach participating country would
undertake to hold Reserve Units in an agreed ratio to its holdings of
gold and to convert its currency at the request of participating coun-
tries into gold and Reserve Units in this ratio. Thus, Reserve Units
would act jointly with gold as the ultimate reserve asset and they
would be used together in international settlements among the par-
ticipating countries.

The Reserve Units would be created by having the participating
countries deposit their own currencies in a trust account with the Inter-
national Monetary Fund. In return,these countries would be credited
with an equivalent amount in Reserve Units. Thus, if the United
States deposited $400 million in U.S. dollars in the trust account, it
would be credited with 400 million Reserve Units. And so with all
other participating countries who would deposit proportionate
amounts of their own currencies and would be credited with equivalent
amounts in Reserve Units. In order to avoid a sudden and excessive
increase in international liquidity, the creation of Reserve Units would
take place gradually in predetermined amounts.

There are a number of questions that would have to be settled in or-
der to establish a composite gold standard. One of the most difficult is
the composition of the Reserve Unit—that is, the proportion of each
national currency comprising the Reserve Unit. ‘Es this new reserve
asset would be used jointly with gold in settlements among the par-
ticipating countries, it should be composed of their currencies in
proportions reflecting their relative use in international payments.
The quotas in the Fund and the allotments under the General Arrange-
ments To Borrow would seem to provide a reasonable basis for the com-
position of the Reserve Unit, although clearly neither the quotas nor
the borrowing allotments reflect the greatly increased role of the con-
tinental European countries in the world economy. The difficulty
could be solveg if the countries in the Group of Ten would agree to
have their quotas in the Fund and their allotments under the Gen-
eral Arrangements To Borrow increased to the same proportions as the
currency composition of the Reserve Unit. Switzerland could make a
comparable arrangement without becoming a member of the Fund.

Another difficult question is the ratio of gold to Reserve Units to be
used in converting the currencies of the participating countries. The
ratio should be high enough to maintain the disciplinary effect of gold
in international settlements. It should not be so high, however, as to
intensify the present sensitivity of the international monetary system
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to gold. An appropriate ratio of gold to Reserve Units could be deter-
mined by the gold and foreign exchange holdings of the large indus-
trial countries, excluding the United States. At present, this ratio is
just under $2 of gold to $1 of foreign exchange. The adoption of this
ratio for the composite gold standard would maintain the relative role
of gold and foreign exchange in international settlements based on
present monetary reserves, but the growth of monetary reserves in the
future would depend on the creation of Reserve Units rather than on
increments of dollars resulting from a U.S. payments deficit.

The adoption of the composite gold standard would involve a mini-
mum change in the present international monetary system. Coun-
tries would be completely free to hold reserves in whatever form they
wish. Many nonparticipating countries would continue to hold dol-
lars and sterling as reserves because of the high return on such short-
term investments, the liquidity of the New York and London money
markets, and the ease with which such reserves can be used in foreign
exchange operations. Even the participating countries could hold
reserves in whatever form they wish, subject only to the requirement
that if they hold reserves in gold they must match such holdings with
Reserve Units in the prescribed proportion. All participating coun-
tries would, of course, be required to convert balances of their currency
held by the monetary authorities of other participating countries in
the ratio of two-thirds gold and one-third Reserve Units.

The composite gold standard could be established on an interim
basis without any fundamental change in the present monetary ar-
rangements. The participating countries—that is, the Group of Ten
and Switzerland—could enter into an agreement to be effective for
5 years. During this period they would undertake to create a stated
amount of Reserve Units each year, say about $1 billion annually. A
change in the amount of Reserve Units to be created in any one year,
as fixed in the initial agreement, would be subject to unanimous con-
sent. Before the expiration of 5 years, the participating countries
would determine whether to place the agreement on a permanent basis.

There is one change that would be necessary under an interim agree-
ment and even during a transition period under a permanent agree-
ment. Obviously, during the early years of a composite gold stand-
ard, the participating countries would not be able to hold Reserve Units
in the ratio of one Reserve Unit to $2 of gold. This is because the
creation of Reserve Units would be gradual and the amount created
would not be large enough to support this ratio. Conversion of their
currencies by the participating countries for each other should, never-
theless, be two-thirds in gold and one-third in Reserve Units. Thus,
the Reserve Unit would assume immediately its function of sharing
with gold the role of an ultimate reserve asset used in international
settlements.

An agreement on the composite gold standard could retain a great
deal of flexibility. It would be possible, for example, to permit any
country to withdraw by giving reasonable notice. When a country
withdraws, it would surrender its holdings of Reserve Units to the
trustee and its claims would be met immediately to the extent that its
national currency is held in the trust account. If the country is a
net, creditor, so that its holdings of Reserve Units exceed the amount
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of its national currency in the trust account, the balance would be
repaid in its own currency or in gold over a 5-year period. Similarly,
if 1t is a net debtor, after offsetting holdings of its currency in the trust
account, it would repay its obligation in gold over a 5-year period.
This is the same provision as that in the Fund Agreement for settling
accounts with a member that withdraws.

In much the same manner, provision could be made for adding
another country to the participants in the composite gold standard.
When and if it becomes desirable to enlarge the Group of Ten, the
adhering member would be assigned a proportion of the Reserve Unit
to be comprised of its currency. It would be possible then to increase
to this extent the amount of Reserve Units created each year. Alter-
natively, the amount of Reserve Units to be created could remain the
same, but the amount allotted to each original participant would be
smaller until the trust account holds the appropriate proportion of
the currency of the adhering member. The only change would be
that the Reserve Unit would be comprised of 12 currencies instead of
11. All other aspects of the composite gold standard would remain
the same.

As a recognition of the responsibility of the Fund as the central in-
ternational monetary institution, and to enable it to function more
effectively as a source of reserve credit for its 102 members, the Fund
should have a positive role in the composite gold standard. Quite
apart from acting as trustee for the national currencies in the Reserve
Unit account and as depository for the participants’ holdings of Re-
serve Units, the Fund should be a party to the agreement establishing
the composite gold standard and it should be assigned a share in the
Reserve Units that are created. For example, the Fund could be as-
signed a 25-percent participation in the Reserve Unit. If this were
done, the Reserve Unit would consist of 75 cents in the currencies of
the Group of Ten and Switzerland and 25 cents in notes of the Fund
convertible into any currency held by the Fund, at the option of a
participant, or in gold or the currency of the member requesting the
conversion, at the option of the Fund. Such a claim on the Fund
should be as acceptable backing for Reserve Units as the currencies of
the participating members.

The participation of the Fund in the creation of Reserve Units
would provide a substantial addition to its resources. For every $1
billion of Reserve Units created, $250 million would be allotted to the
Fund. The Fund would be able to sell these Reserve Units to par-
ticipating countries for their own currencies. Thus, the Fund could
replenish its holdings of the currencies of the large trading countries,
some of which are now far below the Fund’s needs. The participation
of the Fund in such a plan would greatly strengthen its liquidity and
enable it to perform more effectively its role as the principal source of
reserve credit. Furthermore, with 25 percent of the Reserve Units
assigned to the Fund, and with these resources principally used for
their benefit, the other members would be participating in the compos-
ite gold standard through the Fund on a larger proportionate scale
than their own holdings of gold reserves or their role 1n international
payments.



CHANGES IN THE INTERNATIONAL MONETARY SYSTEM
(By Edward M. Bernstein, October 27, 1964 )
SUMMARY AND CONCLUSIONS

The present international monetary system is based on the provisions
of the International Monetary Fund requiring its members to define
their currencies in terms of gold and to maintain their foreign ex-
change value within 1 percent of parity. In order to maintain fixed
parities, countries must have reserves to meet their payments deficits.
At present the monetary reserves of all countries amount to over
$40 billion in gold and $25 billion in foreign exchange. In addition,
members of the Fund have access to reserve credit from that institu-
tion; and the large industrial countries have agreements with each
other for currency swaps.

Although the present system has worked well, it is not a satisfactory
method of providing reserves. From 1958 to 1963, a major part of the
increase in the reserves of other countries came from the U.S. payments
deficit. Some European countries feel that the financing of the U.S.
deficit through the accumulation of dollar reserves tends to encourage
inflation and to transmit it to other countries. In fact, the United
States has been free of price and cost inflation in recent years. Despite
the deficit, it has made a large net contribution to the resources of the
rest of the world through its $6.5 billion surplus on current account.

The magnitude of the U.S. payments deficit has been greatly exag-
gerated. Even properly defined, the deficit is not always a satisfac-
tory measure of the U.S. payments position. One striking feature of
the U.S. deficit from mid-1963 to mid-1964 is that very little of it was
settled by a decrease of U.S. reserve assets or by an increase in reserve
liabilities to foreign official institutions. The recent change in the
T.S. balance of payments is indicative of an impending decline in the
growth of monetary reserves. It will be necessary to find some other
method of supplementing gold, dollars and other foreign exchange
in order to assure adequate monetary reserves.

One feature of the present international monetary system is that all
reserves are linked to gold as the ultimate reserve asset. The prospee-
tive growth of gold reserves is too small to enable it to function satis-
factorily as the ultimate reserve asset. A larger part of the financing
of international settlements will have to be in some other reserve asset
used jointly with gold. This could be done by establishing a composite
gold standard of gold and Reserve Units consisting of the currencies of
the large industrial countries. The participating countries could un-
dertake to hold Reserve Units in an agreed ratio to gold—say, $2 of
@old to $1 of Reserve Units—and to convert their currencies for each
other in this ratio.

The composite gold standard is intended to deal with a problem
that is peculiar to the large industrial countries. Nevertheless, it may
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be desirable to give the Fund a more positive role in the creation of
Reserve Units by assigning to it 20 percent of the total. The Fund
could sell the Reserve Units for the currencies of the participating
countries. This would strengthen the Fund’s liquidity and enable it to
provide reserve credit on a larger scale and with greater assurance to
its other members. In this way all countries could share in the benefits
of the composite gold standard.

CHANGES IN THE INTERNATIONAL MONETARY SYSTEM

Fixed parities and reserves

The present international monetary system is based on the under-
taking of the members of the International Monetary Fund to estab-
lish a fixed parity for their currencies in terms of gold and to main-
tain the foreign exchange value of their currencies within 1 percent
of parity. This system of fixed exchange rates is a form of the gold
standard. It differs from the classical gold standard, however, in the
relative importance attached to fixed parities and to other objectives
of economic policy. Under the gold standard, the maintenance of the
gold value of the currencies was the principal if not the sole objective
of economic policy. In the present system, the objectives of economic
policy include not only the maintenance of the gold value of the cur-
rency, but stability of prices, a high level of production and employ-
ment, and sustained growth.

In order to maintain a system of fixed parities, countries must hold
monetary reserves to meet deficits in their balance of payments. These
reserves must be large enough to give them time to correct “maladjust-
ments in their balance of payments without resorting to measures
destructive of national or international prosperity.” At the end of
1963, the monetary reserves of all countries, excluding the Communist
bloc, amounted to over $40 billion in gold and over $25 billion in for-
eign exchange, mainly U.S. dollars and sterling. In addition to these
reserves which countries hold for themselves, the International Mone-
tary Fund has $15 billion in gold and currencies to which the members
of the Fund have access under stated conditions. Apart from these
arrangements, the United States and other large industrial countries
have agreements with each other (and with the Bank for International
Settlements) for currency swaps which provide assured credits aggre-
gating over $4 billion.

This is the international monetary system we have now. It has
worked very well. The evidence of this is the state of the world econ-
omy. The Second World War was infinitely more destructive than
the First World War. Nevertheless, there was a quick and lasting re-
covery, and an enormous expansion of world trade and investment.
The prosperity of the last 15 years is unparalleled in the history of the
world. No doubt, there will be recessions from time to time that will
temporarily interrupt economic growth, as there have been on a num-
ber of occasions from 1946 to 1960. We can be quite sure, however,
that such recessions will not be permitted to generate into a worldwide
depression. This is not to deny that there are dark spots in the world
economy, particularly the failure of the underdeveloped countries to
share fully in the postwar economic progress. The high-income coun-
tries, and particularly the large industrial countries, have a responsi-
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bility for helping the underdeveloped coutries to accelerate their eco-
nomic growth and to raise their standard of living.

As the present international monetary system has worked so well, it
may be asked why there is so much concern about it. The reason is
that the forces that have permitted a steady growth in monetary re-
serves since 1950 cannot continue to operate in the same way in the
future. The key to this is the position of the United States as a reserve
center and the role of the dollar as a reserve currency. When the
United States pays out more dollars than it receives in international
trade and investment—that is, when it has a payments deficit—the ex-
cess is acquired by foreign central banks. While some of these dollars
may be converted into gold, the rest are retained and added to the
monetary reserves of the countries that hold them. From 1950 to 1958
an important part of the increase, and from 1958 to 1963 a major part
of the increase in the monetary reserves of other countries came from
the deficit in the U.S. balance of payments.

This is not a satisfactory method of providing for the steady growth
of monetary reserves. From the point of view of the United States,
it is not feasible to continue a large balance of payments deficit that
decreases its reserve assets and increases its reserve liabilities. From
the point of view of the surplus countries of Western Europe, a large
U.S. payments deficit may require them to absorb reserves on a con-
siderable scale at a time when their economies are short of productive
resources. Most important, the world economy cannot rely on such an
uncertain source of reserves. For at times the U.S. payments deficit
may be too large, and at other times it may be too small to provide the
foreign exchange supplement to gold necessary for an adequate but
not excessive growth of monetary reserves. With the imminent resto-
ration of the U.S. balance of payments, some new method of providing
reserves to supplement gold, dollars and other foreign exchange will
become essential in the near future.

T'he gold exchange standard and inflation

It is sometimes said that the great defect of the gold exchange
standard is that the reserve centers are automatically able to finance
large and prolonged deficits in their balance of payments, that this
encourages them to neglect corrective measures, and that they tend to
generate inflation in their own countries and to transmit inflation to
other countries. According to this view, the gold exchange standard
imports an inflationary bias to the world economy.

It is true that to some extent the deficit of a reserve center will be
financed by an increase in the holdings of its currency by the mone-
tary authorities of the surplus countries. It is a mistake to assume,
however, that a reserve center is indifferent to a large increase in its
monetary liabilities to central banks, particularly when this is not
accompanied by an increase in its reserve assets. The United States
1s very conscious of its responsibility for maintaining the present gold
value of the dollar and it is very much concerned about correcting its
balance of payments. Quite properly, however, this country wants to
restore 1ts payments position without imposing severe measures that
would impair domestic production and employment or restrict inter-
national trade and payments.

Nothing could be more fallacious than the view that the U.S. pay-
ments deficit is an indication of inflationary conditions. The large
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1.S. deficit since 1958 is the result of complex forces arising from the
postwar adjustment of international trade and payments, adjust-
ments which may be coming to an end. Far from having an inflated
demand, the United States has had unused capacity and unemployed
labor all through this period. The money supply (demand deposits
adjusted and currency in circulation) has increased at an annual
rate of about 2.2 percent a year since the beginning of 1958. Whole-
sale prices are the same now as in 1958 ; and the rise in the cost of liv-
ing 1s less than in any other large country. Wage rates in manu-
facturing have increased considerably less than the increase in pro-
ductivity. This is not the behavior of a country troubled by inflation.

Despite its payments deficit, the United States has been making a
large net contribution to the resources of the rest of the world. From
mid-1963 to mid-1964, the surplus of the United States on goods and
services was about $7 billion, nearly $2 billion of which was with
Western Europe. The U.S. deficit arises from the fact that its foreign
aid and private investment have exceeded the large surplus on current
account. From 1960 to 1963, over $3 billion of the U.S. deficit was
accounted for by net payments on unrecorded transactions, by far the
greater part of which must have been the repatriation of undisclosed
European funds. Such capital movements into and out of the United
States in the past 30 years have been in response to political and eco-
nomic developments in Europe rather than here.

The payments surplus of Western Europe is to a large extent the
counterpart of the deficit in this country. The growth of their re-
serves of gold and dollars has aggravated the difficulty the monetary
authorities have had in restraining the expansion of credit. Neverthe-
less, the direct effects of the balance of payments on the monetary ex-
pansion of Western Europe have been greatly exaggerated. Three-
fourths or more of the monetary expansion in the Common Market
countries in 1963-64 represent the increase of domestic credit rather
than gold and foreign exchange reserves. The fact is that the infla-
tionary pressures in Western Europe come from a very high level of
domestic expenditures and a rapid rise in wages rather than from the
relatively modest payments surplus on goods and services.

Monetary expansion in Common Market couniries, 1963—64*

Increase in | Increase in Percent of
foreign domestic |expansion due

assets credit to domestic

credit

Belgium (billion franes) ... __________________________________ —6.70 28.30 131.0
France (billion francs)..__ - 2.83 9.33 6.1
Germany (billion marks). - 3.40 26. 90 .8
Ttaly (billion lire) . _.._________ - —491.00 2,035. 00 131.0
Netherlands (billion guilders).. ... __________________ —.74 2.80 135.9

1 End of June 1963 to end of June 1964 except Belgium for which data are compared from end of March 1963
to end of March 1964.

Source: International Finanecial Statistics, October 1964, pp. 52, 122, 126, 170, 206.

U.S. payments deficit

The magnitude of the U.S. payments deficit has been greatly exay-
gerated. The Commerce Department measures the deficit by the de-
crease in the U.S. reserve assets (gold and foreign exchange), the
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change in the U.S. position in the International Monetary Fund, the
increase in banking liabilities to foreign official institutions, foreign
commercial banks, foreign companies and individuals, and receipts
from certain special intergovernmental transactions. The most doubt-
ful part of this definition is the treatment of liquid dollar assets of
foreign commercial banks and foreign companies and individuals as
if they were equivalent to reserve liabilities of the United States. The
far larger claims of U.S. banks and U.S. companies and individuals
on foreign governments and foreign banks are treated as U.S. capital
invested abroad. No other country presents its international trans-
actions in this form. It introduces a bias of several hundred million
a year against the United States in its balance of payments.

Even properly defined, the payments deficit cannot of itself be a
satisfactory measure of the payments position of the United States.
It makes a great difference whether the deficit is accompanied by a
large or small outflow of U.S. capital. Although foreign investment
at this time puts pressure on the U.S. reserve position, it also strength-
ens the long-run payments position of the United States. Further-
more, it makes a great difference whether the U.S. deficit is accom-
panied by a surplus in countries that hold a large proportion of their
reserves in gold or in countries that hold a large proportion of their
reserves in U.S. dollars. The best proof that the U.S. payments
position is much better than indicated by the deficit is the behavior of
the reserve and related accounts of the United States in 1963-64.
From mid-1963 to mid-1964, the U.S. payments deficit on ordinary
transactions, as defined by the Commerce Department, amounted to
$1,740 million. This deficit is determined by changes in the follow-

ing accounts:
MUillion
dollurs

A. Decrease in principal reserve assets_______ . ______ . _______ 474
GOl o e 207
Convertible currency holdings_________________________________ 136
Decline in net IMF position__ [ 323

B. Increase in short-term banking liabilities in U.S. dollars_____________ 364
Foreign official institutions___ . _________ . ___ ? 287
Foreign banks_______________________ 341
Other foreigners_ . _ e 310

C. Increase in official holdings of TU.S. Government bonds and notes—_____ 238

D. Increase in official hnldings of nonmarketable T.S. securities________ 166
Payablein dollars . _________________ o~ —31
Payable in foreign currencies _— 197

E. Increase in other short-term and liquid liabilities to foreigners_______ T —248

F. Receipts from special intergovernmental transactions_______________ 7406
Prepayments of U.S. Government loans J U 352
Advances on military exports_ - o __ 394

G. Grand total, all settlement categories.-. .. ____ 1, 740

1 Increase.

2 Decrease.
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One striking teature of the composition of the settlement accounts
is that the decrease in reserve assets in 1963-64 amounted to only $474
million, of which $323 million represented the change in the U.S.
creditor position in the International Monetary Fund. Another fea-
ture is the relatively small increase of short-term and liquid liabilities
to foreign official institutions, which amounted to only $117 million in
1963-64. These developments show that the impact of the deficit on
the reserve liquidity of the United States has greatly diminished in
the past 15 months. They are the qualitative indications of the great
improvement in the U.S. balance of payments.

Changes in U.8. reserve assets and liabilities, quarterly 1963—64
[Million dollars)

Assets Liabilities to official institutions
IMF Short- U.s. Non-
Gold Foreign gold Total term bonds | market- | Total
exchange | tranche dollar and able se-
claims notes curities
1963:
1st quarter. .---- -111 33 46 —32 —191 73 290 172
2d quarter....... —116 -6 -2 —124 604 163 329 1,096
3d quarter---.-.- —196 28 —59 —-227 69 130 —85 114
4th quarter--.--- —38 58 -15 5 45 51 149 245
1964:
1st quarter_ _---- —46 228 —131 51 —452 53 —259 —658
2d quarter——.._. 73 —258 —118 -303 80 5 141 226
3d quarter.-..--- 3¢ 151 114 199 226 12 1123 (151)
17To Aug. 31.
2 To July 31.

Source: Treasury Bulletin.

Because the United States is a reserve center, it makes a great differ-
ence whether the increase in its banking and monetary liabilities is to
countries that typically hold a large proportion of their reserves in
gold or in dollars. In general, a large increase in the monetary re-
serves of gold-holding countries is likely to result in a drain on the
reserve assets of the United States. In the 12-month period from mid-
1963 to mid-1964, the increase in reserves was relatively moderate for
the industrial countries (i.e., the Group of Ten and Switzerland) and
relatively large for all other countries. As a consequence, U.S. short-
term dollar labilities to banks and official institutions in the large in-
dustrial countries fell by $847 million while such liabilities to other
countries rose by $968 million.

Qutlook for reserves

The U.S. payments deficit has been an important means of redistrib-
uting the world’s holdings of reserves and, particularly since 1958, of
increasing the aggregate level of reserves. At the end of 1949—that is,
immediately after the devaluations—the United States held 73 percent
of the gold reserves and 55 percent of the gold and foreign exchange
reserves of all countries outside the Communist bloc. At the end of
1957—the last year in which the U.S. balance of payments was in sur-
plus—the United States held 61 percent of the gold reserves and 35
percent of the gold and foreign exchange reserves of these countries.
From 1958 to the end of 1963, the U.S. share of monetary reserves de-
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creased further to 39 percent of the gold reserves and 24 percent of the
gold and foreign exchange reserves,

At the end of 1949, the large industrial countries, excluding the
United States, held 15 percent of the gold reserves and 17 percent of
the gold and foreign exchange reserves of all countries outside the
Communist bloe. .\t the end of 1957 they held 26 percent of the gold
and 29 percent of the gold and foreign exchange reserves of these coun-
tries. And by the end of 1963 they held 47 percent of the gold and 45
percent. of the gold and foreign exchange reserves. At present, most
of the large industrial countries of Europe are very well supplied with
monetary reserves—much better, relative to their needs, than the
TUnited States.

The role of the U.S. balance of payments in the growth of reserves
was especially important from 1958 to 1963. In this 6-year period, the
gold reserves of all countries outside the Communist bloc, but ex-
cluding the United States, increased by $10.2 billion.  Of this increase,
$7.3 billion (over 70 percent) came from the decrease in 11.S. gold
reserves. The importance of the U.S. payments deficit was even
greater proportionately in the growth of foreign exchange reserves.

From 1958 to 1963, the foreign exchange reserves of all countries
outside the Communist bloc, but excluding the United States, increased
by nearly $5.6 billion. In the same period, the increase in foreign offi-
cial holdings of short-term banking claims in U.S. dollars in the
United States increased by $4.5 billion. It should be noted that other
dollar assets held by foreign monetary authorities which may be
treated as monetary reserves are not included in this total.

Changes in reserves and selected reserve liabilities, 1958—-6%

[Million U.S. dollars]

All countries excluding United States
United States, increase
in reserves of—
Increase in
short-term
Decrease banking
in gold liabilities to
Gold Exchange reserves foreign
increase (—) official

institutions,

decrease (—)
3, 000 105 2,275 748
925 —625 1,075 489
1,843 2,365 1,703 1,058
1, 687 564 857 681
1,280 967 890 1,022
1,426 2,227 462 522
71 727 111 —196
276 861 116 632
361 402 196 41
718 237 38 45
-164 ~358 46 -—438
412 578 73 66

Source: “International Financial Statistics” 1964-65 Supplement and October 1964.

Despite the large increase in official holdings of dollars, the growth -
of total gold and foreign exchange reserves in recent years has not
been excessive. From 1960 to 1963, the increase in the gold reserves
of all countries outside the Communist bloc amounted to $2.3 billion—

62-824—65—pt. 2 5
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an average annual rise of 1.5 percent. In the same 4-year period, the
increase in the gold and foreign exchange reserves of all countries out-
side the Communist bloc was $8.7 billion—an average annual rise of
3.7 percent. Obviously, as much of the increase was due to the U.S.
payments deficit, the restoration of the U.S. payments position will
greatly reduce the growth of monetary reserves.

The change in the U.S. payments position since mid-1962 has already
had a striking effect on the growth of monetary reserves. Although
the increase in gold reserves was unusually large because of the gold
sales of the Soviet Union, the increase in foreign exchange reserves
was relatively small and none of the increase was in the form of official
short-term dollar claims on the U.S. banking system or money market.
Once the balance-of-payments deficit has been eliminated, a consider-
able part of the addition to monetary gold will go to replenish U.S. re-
serves, and the increment of foreign exchange reserves will be negligible
in U.S. dollars and very small in other currencies. If monetary re-
serves are to grow in the future at a rate adequate for an expanding
world economy, it will be necessary to find some other means of pro-
viding reserves to supplement gold, dollars, and other foreign exchange.

Composite gold standard

In part the need for additional reserves can be met by increasing the
quotas of the countries that are members of the International Mone-
tary Fund. For many countries, particularly those that cannot afford
to invest real resources in holding reserves of their own, this is a
satisfactory means of meeting their steadily growing need for reserve
facilities. For the large industrial countries, it is not feasible to
depend too heavily on reserve credits. These countries may havelarge
and sudden movements of short-term funds which place great strain
on their balance of payments. The United States and the United
Kingdom are subject not only to such balance of payments pressures,
but to the risks inherent in a reserve currency; that is, of large-scale
conversion of their currencies into gold even when their own balance
of payments is not in deficit.

ne feature of the present international monetary system is that all

monetary reserve assets are linked to gold and are intended to be con-
vertible into gold, directly or indirectly. The growth of gold reserves
in the future cannot be on a scale adequate to enable gold to perform
its function as the ultimate reserve asset. This is a problem of special
concern to the large industrial countries—the Group of Ten and Switz-
erland. At the end of June 1964, these countries held 86 percent of
the total gold reserves of all countries outside the Communist bloc.
Excluding the United States, the gold reserves of these countries in-
creased by $1.5 billion a year from 1958 to 1963. It is obviously im-
possible for these countries to continue to accumulate gold reserves on
such a scale. Furthermore, it is becoming more difficult to depend
so heavily on gold transfers in the settlement of international balances.
Gold can best perform its function if a larger part of the work of
financing international settlement is assumed by some other reserve
asset, fully equivalent to gold and well suited to act with gold as the
ultimate reserve asset.

The best way of assuring an adequate growth of monetary reserves
and of moderating the excessive dependence on gold settlements is by
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having the Group of Ten and Switzerland establish a composite stand-
ard of gold and currency reserve units for transactions with each other.
A Reserve Unit would be equal to one U.S. gold dollar of the present
weight and fineness and it would consist of U.S. dollars, sterling,
French francs, marks, Canadian dollars, lire, guilders, yen, Swedis
krone, Belgian francs, and Swiss francs in specified proportions.
Each participating country would undertake to hold Reserve Units in
an agreed ratio to its holdings of gold and to convert its currency at the
request of participating countries into gold and Reserve Units in this
ratio.

The Reserve Units would be created by having the participating
countries deposit their own currencies with the International Mone-
tary Fund acting as trustee. In return, they would be credited with
an equivalent amount in Reserve Units. Thus, if the United States
deposited $500 million in U.S. dollars in the trust account administered
by the Fund, it would be credited with $500 million in Reserve Units.
In order to avoid a sudden and excessive increase in liquidity, the
creation of Reserve Units would take place gradually. In general, the
basis for determining the amount of Reserve Units created would be
the growth of reserves in other forms—gold and foreign exchange.
The objective would be to secure a growth in aggregate reserves of
about 4 percent a year. To the extent that the increase of reserves in
the form of gold and foreign exchange falls short of this amount,
Reserve Units could be created to make good the deficiency.

In previous papers, I proposed that convertibility of their cur-
rencies into gold and Reserve Units be undertaken at a ratio approxi-
mately that of the aggregate gold holdings to the aggregate Reserve
Units of the participating countries. Thus, the initial ratio of gold to
Reserve Units would have been very high; but as additional Reserve
Units were created, the conversion ratio would have been gradually
reduced until it reached some agreed definitive ratio—say, $2 of gold to
$1 of Reserve Units. On further consideration, it seems to me that
such an interim arrangement is needlessly complex and that it does not
achieve one of the basic purposes of the composite gold standard which
is to reduce the dependence of the large industrial countries on gold
settlements in connection with their balance of payments. It should
be possible to start with the definitive ratio at once.  If a country with
a large payments deficit exhausted its holdings of Reserve Units (and
could not buy or borrow Reserve Units from other countries) it would
have to convert its currency into gold (or the currency of the country
converting the balances) until it acquired additional Reserve Units.

One of the critical questions regarding the composite gold stand-
ard is the ratio of gold to Reserve Units in converting the currencies
of the participating countries. The ratio of gold should be high
enough to maintain the disciplinary effect of gold as the ultimate re-
serve asset. It should not be so high, however, as to intensify the
present sensitivity of the international monetary system to gold. An
appropriate ratio of gold to Reserve Units could be determined by
comparing the gold and the foreign exchange holdings of the large in-
dustrial countries, excluding the United States. At present this
ratio is just 82 of gold to $1 of foreign exchanges The adoption
of this ratio for the composite gold standard would enable monetary
reserves to grow in their present proportion of gold and currencies
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without depending on a deficit in the U.S. balance of payments to pro-
vide a steady increase of reserves in the form of dollars. Such a ratio
of gold to Reserve Units would maintain the dominant position of
gold in the reserves of the large industrial countries and it would retain
the function of gold as the limiting factor compelling countries to re-
store their balance of payments.

The Fund and the composite gold standard

The proposal for a composite gold standard has been criticized be-
cause the Reserve Units would be based on the currencies of the large
industrial countries because the Reserve Units would be distributed
among them. It should be emphasized that the composite gold stand-
ard is intended to deal with a problem that is peculiar to the large in-
dustrial countries. It is their currencies which are widely used in
international trade and payments. It is these countries which are
exposed to the danger of large movements of liquid funds from one
financial center to another and the massive conversion of their cur-
rencies into gold.

The special position of these currencies in international trade and
payments is evident in the operations of the International Monetary
Fund. Of the $7.7 billion of currencies drawn on the Fund in the
past 17 years, 99 percent has been in the currencies of the Group of
Ten. The Fund is aware that its liquidity, its capacity to extend re-
serve credit to its members, depends essentially on its resources in the
form of the currencies of the Group of Ten. That is why the Fund
has entered into the special arrangements to borrow an aggregate of
u}})lto $6 billion from these countries. The United States is aware that
when there is pressure on the dollar, the problem can be met by using
the currencies of the other large industrial countries. It has, there-
fore, made arrangements for reciprocal swaps of $2 billion with the
Group of Ten, Switzerland, and the Bank for International Settle-
ments.

The Group of Ten and Switzerland have special responsibilities in
maintaining the equivalence in the value of currencies with gold.
They hold 86 percent of the monetary gold of all countries outside the
Communist bloc. All of the gold sold by the Fund for currencies has
been to these countries. The Group of Ten and Switzerland have
undertaken to assure the orderliness of the London market for gold
through the gold pool formed by them and operated for their joint
account. The success of the composite gold standard will depend
entirely on creating a reserve asset fully acceptable to these gold-hold-
ing countries as the equivalent of gold. The Reserve Unit consisting
of their own currencies is such a reserve asset.

The establishment of the composite gold standard would facilitate
the development of a complementary program for dealing with the
reserve problems of other countries. Most of the underdeveloped
countries do not hold large reserves of their own because they cannot
afford to invest real resources in this form. What they need is better
access to a larger pool of reserves held by the Fund. It would be
desirable to make the first credit tranche available to members on
the same assured basis as the gold tranche. Furthermore, the policy
on compensatory financing of export fluctuations initiated by the
Fund in February 1963 could be improved by making the maximum
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amount 50 percent of the quota and by placing the compensatory
credits entirely outside the present quota-tranche system. For nine-
tenths of the 102 members of the Fund such measures to give them
greater and more assured access to reserve credit would be far more
valuable than participation in a composite gold standard of which they
would in any case make very little if any use.

Nevertheless, it may be desirable to give the Fund a more positive
role in the composite gold standard than merely that of a trustee
holding the national currencies in the Reserve Unit account and trans-
ferring the Reserve Units on its books. The participation of the Fund
in the composite gold standard could be very helpful in providing the
Fund with additional resources that would strengthen its liquidity
and enable it to provide greater reserve credit to its members. This
could be done by assigning the Fund a 20-percent, participation in the
Reserve Unit account. Thus, the Reserve Unit could consist of 80 cents
in the currencies of the Group of Ten and Switzerland and 20 cents
in notes of the Fund convertible into any currency held by the Fund or,
at the option of the Fund, in gold or the currency of the member
requesting the conversion. Such a claim on the Fund should be as
acceptable as the currencies of the participating members.

The participation of the Fund in the creation of Reserve Units
would provide a substantial addition to its resources. For every $1
billion of Reserve Units created, $200 million would be for the account
cf the Fund. The Fund would be able to sell these Reserve Units to
participating countries for their own currencies, arrangements being
made to assure an equitable allocation of the Reserve Units sold by
the Fund among the participating countries. Thus, the Fund could
replenish its holdings of the currencies of the large trading countries,
some of which are now less than 50 percent of their respective quotas.
The participation of the Fund in such a plan would greatly strengthen
its liquidity and enable it to perform more effectively its role as the
principal source of reserve credit. Furthermore, with 20 percent of
the Reserve Units assigned to the Fund, and with these resources prin-
cipally used for their benefit, the other members would be partici-
pating in the composite gold standard through the Fund on a larger
proportionate scale than their own holdings of gold reserves.

National interests and the composite gold standard

The composite gold standard is not designed to bring about a funda-
mental change in the present international monetary system based on
gold, foreign exchange, and the resources of the International Mone-
tary Fund. One purpose is to provide an acceptable means of in-
creasing reserves in the form of currencies when the U.S. balance of
payments deficit is eliminated and the growth of official holdings of
dollars becomes small or negligible. Another purpose is to diminish
the excessive dependence on gold as the ultimate reserve asset—that
1s, the asset into which national currencies are convertible—by pro-
viding an acceptable reserve asset, in the form of Reserve Units, that
will be equivalent to gold and that can be used in conjunction with
gold as the basis for the composite gold standard.

The role of the dollar under such a system would not be inferior
to what it isnow. For many countries, the dollar is a more attractive
reserve asset than gold because it can be held as a money market asset
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yielding over 3.5 percent and it can be used to make payments any-
where 1n the world. There is no reason for thinking that a dollar
that competes successfully with gold will have more difficulty in com-
peting with Reserve Units. The United States has no desire to continue
the balance of payments deficit even if it could be financed by the
accumulation of dollar reserves by the surplus countries. It is not
in the interest of the United States to have foreign official holdings of
U.S. dollars increase at a rate that exceeds the increase in its own re-
serves.

There is a danger that the negotiations for creating new reserve
assets will be hampered by an exaggerated concern with what are as-
sumed to be national interests. There isno field in which the common
interest is so largely relative to the purely national interest as in the
world payments system. The view that the United States will con-
tinue to have a large payments deficit, properly defined, is as mistaken
as the view that all of the Common Market countries will continue to
have a large payments surplus. The arrangements for strengthening
the international monetary system should proceed on the assumption
that the large industrial countries can and will succeed in maintaining
a strong balance of payments. The United States has the same in-
terest as other countries in establishing a well-balanced pattern of in-
ternational payments. It has the same interest as other countries in
providing for the orderly growth of monetary reserves in an acceptable
form and at a rate adequate to meet the needs of an expanding world
economy.



TWO REPORTS ON INTERNATIONAL LIQUIDITY
(By Edward M. Bernstein, August 19, 1964)
SUMMARY AND CONCLUSIONS

The reports on international liquidity recently issued by the 10
large industrial countries and by the International Monetary Fund
are the most important official statements on the international mone-
tary system since Bretton Woods. The present international mone-
tary system has worked well, although the Group of Ten is particularly
concerned to see that a proper blend of economic policies is used by
countries to secure a faster adjustment of payments imbalance while
achieving essential internal objectives. The Group of Ten has sug-
gested that the Organization for Economic Co-operation and Develop-
ment undertake such a study. To improve international cooperation
on liquidity problems the Group of Ten has decided that bilateral
short-term credit facilities be kept under surveillance and review and
the Bank for International Settlements will be asked to compile statis-
tical data bearing on the means used to finance surpluses or deficits.

The two reports agree that there is at present adequate international
liquidity. The real problem is regarding the growth of monetary
reserves in the future. The Fund estimates that in the past 10 years
reserve assets, such as gold, foreign exchange, and the gold tranche
of members of the Fund, have increased at an average annual rate
of 2.8 percent. If account is taken of Fund quotas and other reserve
credit facilities, the growth of international liquidity in all forms
averaged 3.3 percent a year. The growth of reserves in the future is
unlikely to match the needs of the world economy. Although gold
reserves may increase at 2 or 214 percent a year, the growth of foreign
exchange reserves may be at a slower rate as the U.S. balance of pay-
ments is further strengthened.

The Fund occupies a central position in the supply of international
liquidity. In 1959 quotas were increased by 50 percent. Since then,
there has been a large expansion of trade and payments. An increase
of 25 percent in quotas would match the increase in the trade of most
countries. A larger increase could be justified for some countries as
a means of strengthening the liquidity of the Fund or as a reflection
of their larger role in the world economy. The Fund should liberalize
its policy by giving countries assured access to the first credit tranche
of the quota. The Fund should also extend compensatory credits up
to a normal maximum of 50 percent of the quota and place such credits
comﬁletely outside the framework of the gold and credit tranches.

The Group of Ten states that “gold will continue to be the ultimate
international reserve asset.” Gold will not be able to perform this
function if the supply of monetary gold is too small. The burden on
gold can be reduced by supplementing it with a new type of reserve
asset such as the Reserve Unit which would be composed of the cur-
rencies of the Group of Ten and Switzerland. The large industrial
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countries would hold such Reserve Units in an agreed ratio to their gold
reserves. This would raise by one-third the amount of monetary re-
serves that could serve as the ultimate international reserve asset. The
Group of Ten has appointed a Study Group to assemble material for
evaluation of this and other proposals for creating reserve assets. The
two reports provide the basis for a practical program for meeting inter-
national liquidity needs through evolution of the present international
monetary system.

TWO REPORTS ON INTERNATIONAL LIQUIDITY !

International monetary cooperation

At the annual meeting of the Board of Governors of the Inter-
national Monetary Fund in 1963, the Group of Ten countries partici-
pating in the General Arrangements To Borrow agreed to study the
functioning of the international monetary system and probable needs
for liquidity. At the same meeting, the Managing Director of the
Fund stated that it would intensify its studies of international liquidity
with special emphasis on its role in providing monetary reserves.
These reports have now been published. They are the most important
official statements on the international monetary system since Bretton
Woods. They accept responsibility for an adequate growth of in-
ternational liquidity, and they recognize that this may require the
creation of new types of reserve assets.

The Group og Ten says that the present international monetary
system based on fixed exchange rates and the established price of
%'old has proved its value as a foundation on which to build for the

uture. The success in meeting the difficult economic problems after
the Second World War is noteworthy when contrasted with the
unfortunate experience with similar problems after the First World
War. One reason for this is the very close cooperation among mone-
tary authorities which began at Bretton Woods and has been greatly
broadened since then. A second reason is that the international mone-
tary system, although still based on fixed exchange rates and the
established price of gold, is not the same as that which prevailed after
the First World War.

The report of the Group of Ten states this clearly.

The objectives of economic policy in a free society are broad and complex.
They include healthy and sustainable economic growth, full and efficient employ-
ment, together with goals in the field of social development, defense policy, and
foreign aid.

These objectives need not be in conflict with the maintenance of
stability of prices and equilibrium in the balance of payments. In
order to avoid harsh restrictive measures, countries must prevent
large and persistent payments imbalance and must act promptly to
correct such tendencies when they occur. The report of the Fund also
takes note of the importance of prompt corrective action.

1 Ministerial Statement of the Group of Ten and Anmex Prepared by Deputies, an
‘‘examination of the outlook for the functioning of the international monetary system and
of its probable future needs for liquidity.” The study was made by Deputies representing
the Ministers of Finance _and the Governors of the Central Banks of Belgium, Canada,
France, Germany. Italy, Japan, the Netherlands. Sweden, the United Kingdom, and the
United States. They invited the participation of representatives of the National Bank of
Switzerland, the International Monetary Fund, the Organization for Economic Cooperation
and Development, and the Bank for International Settlements, The study of the Inter-
national Monetary Fund constitutes chs. IITI and IV of the 196364 annual report of that
institution. Ch. IIT is_entitled ‘“Interpational Liquidity: The Issues,” and ch. IV is
entitled “The Fund and International Liquidity.”
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Under the classical gold standard, adjustments to the balance of
payments were made by both deficit and surplus countries. The mone-
tary contraction induced by the outflow of gold in deficit countries
had its counterpart in the monetary expansion induced by the inflow
of gold in surplus countries. Although the balance of payments still
acts on the monetary system in much the same way as under the classi-
cal gold standard, countries are more inclined now to take measures
that insulate the domestic economy from the balance of payments.
Furthermore, measures taken purely for domestic purposes, for ex-
ample, a tightening of credit, may have considerable effect on the
balance of payments of other countries through the impact on capital
movements.

The report of the Group of Ten notes that it is necessary to com-
bine budgetary and fiscal policies, income policies, monetary policies,
and other measures to secure a mix appropriate to both internal and
external objectives. This is so important to the functioning of the
international monetary system that the Deputies have suggested that
%\'ﬁ'king Party Three of the OECD, which has had experience in this

e JE—

might be invited to study how member countries, individually and collectively,
and compatibly with the pursuit of their essential internal objectives, could in
the future preserve a better balance-of-payments equilibrinum and achieve a
faster and more effective adjustment of imbalance * * *. These studies would
explore whether standards could be formulated on the contribution of mone-
tary and related policies to balance-of-payments equilibrium against which the
performance of countries could be appraised.

The purpose should be to secure a higher degree of coordination of
policies among the Group of Ten in order to facilitate prompt adjust-
ment of the balance of payments without adverse effects on the domes-
tic economy.

In the past few years, an extensive system of bilateral short-term
credit facilities has been developed to supplement the use of reserves
and resources from the Fund i helping countries meet balance of
payments deficits. These facilities include a network of swap ar-
rangements designed to compensate short-term swings in the balance
of payments. At the end of 1963, these reciprocal arrangements pro-.
vided aggregate credit facilities amounting to about $3.5 billion. The
United States is the principal participant in these arrangements. Bi-
lateral credit facilities have also been arranged from time to time in
Basle on an ad hoc basis. On a number of occasions when there were
sudden pressures on the balance of payments of a country, particularly
because of capital movements, central banks have provided reserve
credit to maintain orderly exchange markets. The United Kingdom
has made use of these Basle credits because they could be arranged
speedily and informally.

Central banks have also secured reserve credits, directly and in-
directly, from nonofficial sources. The growth of the Euro-currency
market has broadened the facilities available to commercial banks
for borrowing abroad to offset a tightening of credit at home. When
a central bank adopts a tighter credit policy for balance of payments
reasons, the Euro-currency credits secured by its commercial banks
have the effect of lessening the drain on its reserves. In a sense, there-
fore. international loans to commercial banks are a form of reserve
credit.
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The bilateral credit facilities have become an important adjunct
to international liquidity. In order to improve international coop-
eration on liquidity problems, the Group of Ten has decided that it
would be helpful to keep under surveillance and review the various
elements in international liquidity. To do this, the countries in the
Group will provide the Bank for International Settlements (BIS)
statistical data bearing on the means used to finance surpluses or
deficits in their balance of payments. These data, combined by the
BIS, would be supplied confidentially to all participants and to Work-
ing Party Three of OECD. Information would also be exchanged
among central bank governors on undertakings for new or enlarged
credit facilities. The object would be to avoid “excesses or shortages
in the means of financing existing or anticipated surpluses and deficits
in the balance of payments” and to afford the monetary authorities “a
better basis for strengthening their policy cooperation in the interna-
tional monetary sphere.”

Adequacy of monetary reserves

The Deputies of the Group of Ten regard international liquidity as
consisting of a broad range of reserve assets of a primary and second-
ary character and of various credit facilities, some assured and some
subject to negotiation. The reserve assets consist of gold and foreign
exchange, as well as other assets such as the gold tranche in the Fund,
holdings of special U.S. Treasury bonds, and swaps used by a partner
country. The credit facilities include assured credits, such as un-
activated swaps and Fund standbys, and credits subject to negotiation
such as other Fund tranches and potential credit lines which cannot
be estimated at all. At the end of 1963, the grand total of official
reserves and credit facilities amounted to $87.4 billion.

Official reserves and credit facilities, all countries, 1959 and 1963
{Billion U.8. dollars}

End of 1959 | End of 1963

ReSeIVeS e mmm e 60.23 70.21
Gold and foreign eXChange . - e ccmmmaan 56.98 65.27
Gold. [ 37.88 40.20
Foreign exchange [N 19.10 25.07
Other reserve assets . .o i ————— 3.25 4.94
IMTF gold tranche. el 3.25 3.94
Special U.S. bonds. . ——- .- .7
Swaps used by other party_______________..___ - .29
MiSCELIANEOUS - - o oo o e oo e e e e 0] Q]
Credit facilities. .o oo me e aam 12,90 17.15
Assured eredit e cececeeaeee 0 3.67
Swaps unactivated __ . 3.18
TMYF standbys....... .51
Other credit lines. 0]
Subject to negotiation. . ..o . 13.48
Other IMF tranches . 3 13.48
Potential credit Hnes. ... oo rceimameee O] O]
Grand total, official reserves and credit facilities...________________ 73.13 | 87.36

1 Not available,
Source: Report of Group of Ten, p. 18,
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This is an impressive total of resources available for meeting bal-
ance-of-payments deficits. There is, of course, an important difference
between reserve assets and credit facilities, particularly those subject
to negotiation. On the other hand, the table does not set out fully the
credits that could be mobilized if they were needed. The Basle facili-
ties do not lend themselves to quantitative inclusion in potential credit
Jines. Furthermore, the potential credit facilities should also include
the borrowing arrangements of the Fund with the Group of Ten (to
a total of $6 billion) and the complementary arrangements of Switzer-
land with these countries (for $200 million) which could provide addi-
tional resources under certain conditions.

There is no simple measure of the adequacy of reserves, The diffi-
culty of making such a determination is especially great because of
the large differences in reserves among countries, among the indus-
trial countries as well as the developing countries. Reserves may be
regarded as adequate if countries willing to invest resources in this
form can acquire and hold sufficient reserves to give them time to make
any necessary adjustments to correct a persistent payments deficit with-
out being under pressure to impose unusually restrictive measures
merely because they act quickly. On the other hand, reserves may be
regarded as excessive if many countries can succeed in meeting balance-
of-payments deficits for extended periods without being under pressure
to take corrective measures. In assessing the adequacy of reserves,
credit facilities should be regarded as a supplement to reserves. These
are not easy tests to apply. What seems like adequate international
liquidity to surplus countries, disturbed by the expansionary effect of
their balance ofp payments, may seem like inadequate liquidity to deficit
countries, disturbed by the need to restrain the economy in order to
restore their balance of payments.

On the question of the adequacy of the present level of monetary
reserves, the Group of Ten concludes that “for the international mone-
tary system as a whole, supplies of gold and reserve currencies are
tully adequate for the present,” particularly as they are supplemented
by a broad range of credit facilities. The Fund report agrees that the
studies of the past year support the view that international liquidity
is adequate at present. It notes, however, that “the conclusion that the
general level of international liquidity is broadly satisfactory does not
mean that its distribution among countries or the supply of each type
of liquidity is equally satisfactory.”

The real problem is whether the growth of monetary reserves in the
future will be adequate for prospective needs. The Fund report states
that “over the last 10 years the average rate of growth of gold reserves
has amounted to 1.6 percent per annum, that of foreign exchange re-
serves to 4.3 percent per annum, and that of gold tranche positions in
the Fund to 7.6 percent per annum. The average annual rate of growth
of these three items combined has amounted to 2.8 percent per annum.”
In addition to these reserves owned by countries, resources are avail-
able through the credit tranches in the Fund, the swaps, and various
ad hoc facilities such as the Basle credits. Taking into account such
arrangements, as well as reserves owned by national monetary authori-
ties, the Fund concludes that the average annual rate of growth of
international liquidity in all forms over the past 10 years amounted to
3.3 percent.
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The nesd for international liquidity will increase with the growth of
world trade and payments, international investment and capital move-
ments. This is not because payments difficulties are likely to prove
more intractable in the future or because governments will be more
tolerant of persistent deficits than in the past. It is simply a reflec-
tion of the greater volume of trade and investment and the greater
freedom of capital movements. The growth of reserves, however, is
unlikely to be on a scale to match the needs of the world economy—
say, about 4 percent a year. The growth of the monetary gold stock
may be somewhat greater than in the past decade, but it is unlikely to
be at a rate of more than 2 or 214 percent per annum. The growth in
official holdings of dollars is likely to slow down as the U.S. balance
of payments is further strengthened. An increase in the gold tranche
of the Fund is not of significance as an additional factor in the growth
of independent reserves unless some means is found of minimizing the
gold payment in connection with further increases in Fund quotas.

Although the Group of Ten recognizes that there will be a need
for greater liquidity in the future, they are of the opinion that this
can be done within the present institutional arrangements. The Fund
report emphasizes that the best means of providing increased liquidity
is through an increase in Fund quotas and through more assured
access by members to these quotas. The Group of Ten recognizes
that there is a present need for an increase in Fund quotas and that in
the longer run there may be a need for some new form of reserve
asset.

Fund quotas and reserves

The International Monetary Fund occupies a central position in the
supply of liquidity. The gold tranche of a member’s quota (equal to
the difference between the Fund’s holdings of its currency and its
quota) is equivalent to reserves. A country has complete assurance
that it can draw on the gold tranche to meet a payments deficit.
Drawings on the credit tranches of the quota are conditional on a mem-
ber’s taking measures to deal with its payments problem and the stand-
ards become more rigorous with each successive credit tranche of 25
percent of the quota. The Fund has arrangements by which a mem-
ber can enter into a standby agreement to draw a stated amount of
resources within an agreed period. Standbys are, in fact, assured
reserve credits. Drawings on the Fund must be repaid when the
reserves of a member increase and exceed its quota and in any case
within a period of 3 to 5 years.

Although drawings on the Fund in successive credit tranches are
conditional on the policies followed by members, the quotas are an
essential part of the facilities available for meeting balance-of-pay-
ments deficits, particularly for countries with limited reserves of their
own. The total quotas of all members of the Fund amount to about
%15 billion. The last general review of quotas was made in 1959 when
the quotas of nearly all countries were increased by 50 percent. The
next quinquennial review of quotas is scheduled for 1965. The Min-
isters and Governors of the Group of Ten have stated that—
they will support a moderate general increase in member quotas * * * [and]

they will support relative adjustments of those individual quotas which are
clearly ount of line.
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If the Fund is to provide about the same degree of liquidity for
its members in the future as in the past, quotas will have to be increased
with the growth of international trade and payments. There was a
large increase in world trade between 1958 and 1963. In the indus-
trial countries of continental Europe and Japan, the increase in trade
was 66 percent for exports and 73 percent for imports. In the United
States, the United Kingdom, and Canada, the increase in trade was
28 percent for exports and 26 percent for imports. In the less-devel-
oped countries, the increase in trade was 30 percent for exports and 17
percent for imports. Except for the industrial countries of conti-
nental Europe and Japan, an increase of 25 percent in quotas would
about match the increase in the trade and payments of all other coun-
tries during the past 5 years.

For some of the industrial countries of continental Europe and
Japan, a larger increase in quotas could be justified on the grounds
that their relative role in the world economy has greatly increased in
the past 5 years. This has a dual significance. Some of these coun-
tries (and others as well) may have a greater need for using the re-
sources of the Fund and would for this reason prefer to have larger
quotas. The Fund, in turn, may have greater need of the currencies
of some of the industrial countries in order to meet the drawings of
other members. For such countries, therefore, an increase in the
quotas in excess of the general revision is desirable to strengthen the
hquidity of the Fund.

he Fund Agreement provides that each country that consents to an
increase of its quota shall pay 25 percent of the increase in gold and
the balance in its own currency. However, if the monetary reserves
of a member are less than its new quota, the Fund may reduce the gold
payment. For most countries, the decrease of their own reserves of
gold or foreign exchange arising from the gold subscription to the
Fund will be offset by the increase in their gold tranche. The United
States and the United Kingdom, however, will be called on to convert
dollars and sterling to enable countries holding such reserve assets to
pay their gold subscription to the Fund. For these reserve currency
countries, an increase in quotas will result In a decrease in their own
reserves, unless some method is found for avoiding the payment in
gold.

The proposed revision of quotas will supply the Fund with con-
siderable amounts of the currencies of the surplus countries so that it
will not need additional gold for liquidity purposes. At present, the
Fund holds nearly $2.4 billion in gold apart from $800 million in its
gold investment account. Furthermore, the Fund has small but
steady receipts of gold from its charges and from repurchases. The
Fund should have no difficulty in acquiring moderate amounts of any
currencies by using the gold it normally acquires and by drawing on
some of its present holdings.

The Group of Ten has recommended that attention should be given
to methods of minimizing the impact of transfers of gold from na-
tional reserves to the Fund. The Fund report notes various methods
by which this could be done. One method suggested would be for
the Fund to accept payment of the gold portion of the increase in
quotas in the form of non-interest-bearing gold notes. These gold
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notes would be redeemable in national currency so that when the Fund
has need of a member’s currency it would redeem the gold notes of that
member. If the Fund should ever have a need for gold, it would be
able to make a uniform percentage call on all countries for redemption
of their gold notes, giving adequate notice of such a call. Alterna-
tively, the Fund could invest in each country an amount equal to its
gold subscription taking the member’s special investment notes con-
vertible into gold. These special investment notes would be redeem-
able in national currency at the request of the Fund. They would also
be subject to redemption in gold, if necessary, after adequate notice
of a uniform percentage call. Either method of paying the gold sub-
scription would increase the member’s gold tranche without drawing
down its own reserves.

One further point should be noted on the resources of the Fund. In
1961-62, the Group of Ten countries undertook to lend the Fund their
currencies to a total of $6 billion under certain conditions. The pur-
pose of these General Arrangements to Borrow was to enable the Fund
to mobilize additional resources to deal with any threat to the inter-
national monetary system. The Government of Switzerland has
entered into complementary arrangements to provide up to $200 mil-
lion to these countries for the same purpose. The General Arrange-
ments To Borrow expire in October 1966 and a decision on renewal or
modification must be taken not later than October 1965. The need
for these emergency resources will not be met by the general increase
in quotas. The Group of Ten should renew the Arrangements and, if
possible, for a larger amount.

Fund policies on drawings

The Fund report notes various ways in which it could play a
more important role in the provision of monetary reserves. Some of
these methods involve no departure from existing practices and would
necessitate no more than a liberalization of the present policies on
drawings. Others would involve investment by the Fund through
the acquisition of securities or other assets. Such investments might
be made in currencies or in gold, on an equal basis with all members or
on a selective basis, or perhaps in the securities of international institu-
tions. The distinctive feature of investment operations is that they
could be undertaken on the initiative of the Fund and they could be
used to create reserves.

This would involve a basic departure from the principle of passivity
of the Fund. Article V, section 2 of the Fund Agreement states
that—
operations on the account of the Fund shall be limited to transaction for the
purpose of supplying a member, on the initiative of such member, with the
currency of another member in exchange for gold or for the currency of the
member desiring to make the purchase.

The passivity of the Fund is not an expression of a narrow doctrinal
view. Itisa recognition,toquote the Fund report, that—
the determination as to whether the available supply of liquidity is adequate
or inadequate must always be a matter of judgment, and a collective judgment
is particularly difficult to arrive at because the balance of advantage, at any

rate in the short run, may be different with respect to, and in the opinion of,
different countries.
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The Fund agreement avoids this difficulty in a commonsense way.
By agreeing in advance to drawing rights based on prescribed quotas
and by agreeing in advance to a prescribed subscription of resources,
the rights and obligations of debtor and creditor countries are fixed at
an acceptable level. Because these rights and obligations are limited,
it is possible to give the Fund the power to provide reserve credit to
its members out of the resources at its disposal. A system that
entrusted the Fund with the power to create reserve credit at will,
and on a large scale, would have to be circumscribed by onerous dis-
ciplinary requirements governing the creation and granting of such
credits. Between an institution with virtually unlimited resources
using very strong disciplinary powers and an institution with more
moderate resources using considerable advisory powers, the needs of
the world economy are better served by the latter. That is the kind
of institution the Fund is and the kind it should remain.

Nevertheless, the Fund can do much more in providing interna-
tional liquidity. It is entirely within the power of the Fund to lib-
eralize the conditions under which its members may draw on their
quotas. As a minimum, the Fund should make the first credit tranche
as freely available to its members as the gold tranche is at present.
This was the understanding in all of the preliminary discussions prior
to Bretton Woods, as the minutes of these meetings clearly show. The
experience of the Fund with drawings and repurchases is far better
than could have been envisaged 20 years ago. The Fund can safely
modify its policy and give members complete assurance that they will
be permitted to draw the first credit tranche of their quotas.

The Fund report does not discuss its policy on compensatory credits.
This is unfortunate, for the report recognizes that the reserves of
primary producing countries, taken as a group, tend to remain small
because of their urgent need for imports. These countries have a
greater deficiency of reserves relative to needs than other members of
the Fund. The Fund policy of February 1963, on compensatory fi-
nancing of export fluctuations, was a recognition of the reserve prob-
lems confronting these countries. That policy assures them that when
there is a temporary shortfall of exports attributable to circumstances
beyond the control of a member, and when the member cooperates
with the Fund in an effort to solve its payments difficulties, the coun-
try can count on compensatory drawings that will not normally ex-
ceed 25 percent of its quota.

There have been very few drawings under this provision, largely
because of the recent improvement in prices of primary products.
Nevertheless, cyclical fluctuations in exports of primary products will
recur. If the decline in prices of basic commodities were to be mod-
erately large or if the decline were to continue for 2 years, compensa-
tory credits of 25 percent of the quota would not be enough to meet
the payments difficulties of the exporting countries. The United Na-
tions Conference on Trade and Investment has adopted a resolution
requesting the Fund to study two modifications of its present policy
on compensatory credits. The first is to increase to 50 percent of a
member’s quota the maximum amount of compensatory drawings that
would normally be allowed to be outstanding. The second is to place
compensatory credits entirely outside the structure of the gold and
credit tranches, so that the drawing of compensatory credits would
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not directly or indirectly prejudice a member’s ability to make an or-
dinary drawing. These are constructive changes in the policy on
compensatory credits that the Fund should promptly adopt.

Creation of new reserve assets

The two reports agree that the growth of gold and foreign exchange
reserves is not likely to meet the needs for greater liquidity in the
future. Gold production will continue to rise, gold sales of the Soviet
Union may remain large, and it may be possible to channel more of the
new supply of gold into official reserves. Even so, the Fund report
concludes that the increase of monetary gold holdings will not exceed
2 to 214 percent a year. The U.S. balance of payments has been im-
proving and the contribution of dollar holdings to international
reserves is unlikely to be on the same scale as in the past. In the view
of the Deputies, “there is no immediate prospect of any other currency
assuming the function of an international reserve currency. Indeed,
at the present juncture,” they say, “such a development could raise
problems without substantially strengthening the system.”

Under the circumstances, there appears to be no way by which
monetary reserves in the form of gold and foreign exchange can grow
at a satisfactory rate. There can, of course, be an increase in Fund
quotas and an expansion of reciprocal credit facilities. Nevertheless,
it is not a matter of indifference whether the increase in monetary
reserves is predominantly in the form of gold and foreign exchange
assets or predominantly in the form of Fund quotas and reciprocal
credit facilities. Countries that can afford to hold reserves should not
be too dependent on contingent credit facilities to meet balance of pay-
ments deficits. In fact, some deputies have suggested that there may
be exceptional cases where longer term loans within the Group of Ten
might be desirable in order to strengthen the reserve position of some
low reserve countries.

The report of the Group of Ten states that “gold will continue to
be the ultimate international reserve asset.” Unfortunately, gold
cannot function as the ultimate reserve asset if the amount of mone-
tary gold is too small for this purpose. Of the increase of reserves
and credit facilities of all countries in the 4 years ended in 1983, gold
provided less than one-sixth ($2.32 billion out of $14.23 billion).
While the growth of other reserve assets and credit facilities has
helped to meet the need for international liquidity, the increase of gold
reserves has not been sufficient to satisfy the preference of the large
industrial countries for holding reserves in this form. As a conse-
quence there is a serious danger of a competitive effort to accumulate
niore gold by the Group of Ten and Switzerland than can be met out
of the normal increment of monetary gold.

Although the stock of monetary gold cannot be increased signifi-
cantly, there is a way of reducing the burden on gold as the ultimate in-
ternational reserve asset. This can be done by supplementing gold
with a new type of reserve asset whose supply is not affected by the bal-
ance of payments or the monetary policy of any one country, the two
serving together in fixed proportions as the ultimate international re-
serve asset. Such a new type of reserve asset, denominated as a Re-
serve Unit equivalent to 31 in gold, could be composed of the national
currencies of the Group of Ten and Switzerland in prescribed pro-
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portions. The large industrial countries would undertake to hold
such Reserve Units in an agreed ratio to their gold reserves (say, one
Reserve Unit for each $3 of gold) and to make their national curren-
cies convertible into gold and Reserve Units in this ratio. This would
have the effect of raising by one-third the amount of monetary reserves
serving as the ultimate international reserve asset.

A composite standard of gold and Reserve Units would involve no
fundamental change in the present international monetary system.
The Reserve Unit 1s not intended to displace the use of the dollar in
international trade or payments, or the holding of dollar assets as li-
quid investments or as monetary reserves. Nor is the Reserve Unit
intended to diminish in any way the role of the Fund in providing re-
serves and reserve credits through the quotas of its members. The
strength and flexibility of the international monetary system would,
in fact, be seriously impaired if the establishment of the composite

old standard were to be the occasion for reducing holdings of dol-
ars and other currencies as monetary reserves or for limiting the
growth of the resources of the Fund.

Under the composite gold standard, the creation of Reserve Units
could be determined in an orderly way so that the growth of aggregate
monetary reserves would not be dependent on the uncertain behavior
of the balance of payments of the reserve currency countries. The
Reserve Units would be created by depositing the constituent national
currencies with the Fund, as trustee. The initial amount could be on
a moderate scale and subsequent increases could be determined by the
actual need for additional monetary reserves. As the outstanding
amount of Reserve Units was gradually increased, the ratio in which
they would be held and used in conjunction with gold would be cor-
respondingly increased. This would facilitate an appropriate growth
in International liquidity and an adequate supply of the monetary re-
serves constituting the ultimate international reserve asset.

The purpose of the composite standard is to enable gold to function
more effectively by supplementing gold reserves with Reserve Units.
The reason for using the currencies of the large industrial countries
as the constituents of the Reserve Unit is that they are the currencies
that are widely used in international trade and finance, for which con-
vertibility into an ultimate international reserve asset is essential.
They are also the countries that are accumulating the greater part of
the gold added to monetary reserves. The composite gold standard
would be a cooperative arrangement among the Group of Ten and
Switzerland for dealing with gold reserves and gold convertibility in
much the same way as the Gold Pool is a cooperative arrangement for
dealing with gold sales and purchases in the London market. In fact,
the composite gold standard would establish the equivalent of a pool
in the gold transactions of the participating countries with the rest
of the world.

The report of the Group of Ten takes note of the proposal to estab-
lish a new reserve asset in the form of Reserve Units which could be
created according to appraised overall needs. The report also notes
the possibility of converting a part of the Fund quota, similar to the
gold tranche, into a reserve asset which could, if necessary, be en-
larged to meet an agreed need. In the opinion of the Group of Ten,
the creation of reserve assets, even in these forms, raises many complex
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questions. They have therefore established a Study Group on the
Creation of Reserve Assets which will assemble the elements necessary
for evaluation of the various proposals and report to the deputies.
While this is not a commitment by the participating countries to any
plan, it does reveal a readiness to explore every aspect of the problem
of monetary reserves.

Concluding observations

International liquidity is a complex problem that takes different
forms for different countries. It is not the same, for example, for the
large industrial countries as for the developing countries. For the
latter, the problem is essentially how to secure access to reserve credit
facilities to meet balance of payments deficits without the necessity of
investing large resources in monetary reserves. For the former, the
problem is not merely one of adequate reserves and reserve credit fa-
cilities, but of a proper relationship among different types of reserves.

As the report of the Group of Ten states, “there is no sin%le, unique
manner in which the growing requirements for liquidity have to be
met.” The evolution of the international monetary system must in-
clude diverse measures to meet diverse needs. The growth of inter-
national liquidity will have to include not only the normal increase in
gold and foreign exchange reserves, but an increase in the quotas of
the members of the Fund, and the conversion of the first credit tranche
into a reserve asset similar to the gold tranche. To meet the special
needs of the countries exporting primary products, who cannot afford
to hold adequate reserves of their own, the Fund should increase the
normal maximum of compensatory credits to 50 percent of the quota
and should place such credits entirely outside the present quota system.
The large industrial countries can meet some of the important reserve
problems with which they are confronted by establishing a composite
standard based on gold and Reserve Units serving together as the ulti-
mate international reserve asset.

The two reports provide the basis for a practical program for meet-
ing the liquidity needs of the world economy through the evolution of
the present international monetary system. Such a program need not
involve a radical departure from established institutions or from ac-
cepted methods of holding and using reserves. It would not make the
supply of international %iquidity dependent on the decisions of an
international body in which there is a natural conflict between those
who wish more expansion and those who wish less expansion. Instead,
such a program would give countries assurance that reserves and re-
serve credits will grow at a satisfactory rate and that the special
problems of all countries, whether financial centers or exporters of
basic commodities, would be properly and adequately met.



THE UNDERDEVELOPED COUNTRIES AND MONETARY
RESERVES

(By Edward M. Bernstein, March 24, 1965)
SUMMARY AND CONCLUSIONS

The underdeveloped countries have the same interest as other coun-
tries in improving the present reserve system. The basic reserve prob-
lem of the underdeveloped countries is that their reserves are too
small to meet ordinary fluctuations in their balance of payments. The
underdeveloped countries hold about $12.3 billion of reserves (17 per-
cent of the total outside the Communist bloc), but about one-fourth
of these reserves are held by six oil-producing countries. These coun-
tries cannot afford to invest real resources in reserves. For this reason,
their needs will have to be met out of a common reserve to which they
have access when they have balance-of-payments difficulties.

The underdeveloped countries have made great use of the IMF.
Since 1947, they have drawn $2.9 billion in various currencies and at
present nearly half of the $2.6 billion of net drawings on the Fund
still outstanding are those of underdeveloped countries. On the whole,
the underdeveloped countries have fared well in the general readjust-
ment of quotas in 1959 and the readjustment that will take place this
year. The interest of the underdeveloped countries is to have IMF
policies on drawings made more liberal and to have its liquidity
strengthened by acquiring more of the currencies of the surplus coun-
tries of Europe.

The present system of providing monetary reserves is not satis-
factory for the longrun needs of the world economy. Professor Trif-
fin has proposed that the IMF be converted into a world central bank
with the power to create reserves through loans and open market
operations. There could be no consensus on how much reserves should
be created by a world central bank, it would be impossible to secure
a steady increase in reserves through loans, and open market opera-
tions would place an even greater burden on the reserve centers than
they bear now. Mr. Stamp’s suggestion that the world central bank
could create reserves by buying bonds of the IDA would add nothing
to the flexibility of the Triffin proposal, it would be unacceptable to
the industrial countries, and it would reduce the present flow of aid
for development.

The proposal for a composite gold standard in which the industrial
countries would convert their currencies two-thirds in gold and one-
third in Reserve Units would provide for an orderly growth of reserves,
diminish dependence on dollars and sterling in the growth of reserves,
and maintain gold settlements at an acceptable level. The Reserve
Units would consist of the currencies of the participating countries
(80 percent) and claims on the International Monetary Fund (20 per-
cent). The International Monetary Fund would be able to sell the
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Reserve Units it acquires for the currencies of surplus countries, thus
strengthening its liquidity.

This is an evolution of the present reserve system. Gold and for-
eign exchange would continue to be used as reserves, although the
pressure on gold reserves would be reduced through joint use with
Reserve Units. The International Monetary Fund would be strength-
ened and would be in a position to liberalize its drawing policies,
particularly on compensatory credits. This is the best way of meeting
the reserve needs of the underdeveloped as well as the industrial
countries.

THE UNDERDEVELOPED COUNTRIES AND MONETARY RESERVES

Reserve problems of underdeveloped countries

The interest of the underdeveloped countries in the international
monetary system is essentially the same as that of all other countries.
The underdeveloped countries want an international monetary system
under which the world economy can function effectively. That is to
say, they want a system under which world trade can expand, under
which private foreign investment can flow in increasing amounts from
the developed to the underdeveloped countries, and under which the
large industrial countries maintain a reasonably satisfactory balance
of payments so that they will not be inhibited from extending grants
and credits for development. Apart from their general interest in hav-
ing an international monetary system suited to the needs of the world
economy, the underdeveloped countries have reserve problems that
are particular to them. For this reason, they are interested in seeing
that the international monetary arrangements take account of their
reserve needs and provide facilities for meeting them.

The basic reserve problem of the underdeveloped countries is that
their reserves (gold, foreign exchange, and net creditor position in the
International Monetary Fund) are far too small to meet the ordinary
fluctuations in their balance of payments. At the end of 1964, the
gross reserves of the underdeveloped countries amounted to about
$12.3 billion—say, 17 percent of the total reserve of all countries out-
side the Communist bloc. There are great differences among the un-
derdeveloped countries in their holdings of reserves. About one-
fourth of the holdings of the underdeveloped countries is concentrated
in about six oil-producing countries. For the rest, while there are a
very few countries relatively well supplied with reserves, there are
many others, including large trading countries, with exceptionally
small reserves, and in some of these instances the monetary authorities
have considerable short-term liabilities, so that the net reserve position
is actually negative.

The reserves of the underdeveloped countries fluctuate with the de-
mand for their exports, rising in a period of rapid growth in the world
economy and falling in a period of slower growth. At present, the
gross monetary reserves of the underdeveloped countries are larger
than they have been since the end of 1959. They are, neverthelsss,
only about the same as they were at the end of 1948 and considerably

11In this paper, the underdeveloped countries are defined to include all of Latin America,
all of Africa except South Africa, anad all of Asia except Japan. Some of the countries in
this group have higher levels of per capita income than a few countries in Europe, so that
the classification is for convenience regional.
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smaller than they were at the end of 1956. The outstanding fact is
that in a world in which gross monetary reserves increased by about
$12 billion in the last 8 years, the reserves of the underdeveloped coun-
tries actually declined. From 1956 to 1964, the imports of the under-
developed countries increased by one-third and their nontrade pay-
ments rose substantially, while their reserves fell by about 10 percent.
The monetary reserves of the underdeveloped countries were too small
fO(Ii their needs 8 years ago; they are grossly inadequate for their needs
today.

The inability of the underdeveloped countries to accumulate reserves
does not arise from a world shortage of monetary reserves. It is a
reflection of the fact that reserves are a form of investment and that
the underdeveloped countries cannot afford to invest real resources in
monetary reserves at a time when they are desperately short of capital
for development. No change in the international monetary system
that would provide for a regular growth of reserves, even on a gen-
erous scale, could induce the underdeveloped countries to accumulate
adequate reserves. If their reserve needs are to be met, it will have
to be from a common reserve to which they have access when they
have balance of payments difficulties.

Quotas, resources, and liquidity of the Fund

Without their drawings on the International Monetary Fund, it
would have been impossible for some of the underdeveloped countries
to meet their balance of payments problems without very severe re-
strictions. As these countries are dependent on the Fund to provide
them with supplementary reserves, it is essential that the Fund have
adequate resources and that the quotas of the underdeveloped countries
be on a scale commensurate with their needs. The Fund Agreement
provides for a quinguennial review of quotas. It also provides for
considering particular quotas at any time at the request of the mem-
bers concerned. Under these provisions, the Fund has made numerous
adjustments of individual quotas and has had two general increases
of quotas. In 1959, the quotas of most members of the Fund ware
increased by 50 percent, with the increase somewhat larger for a num-
ber of countries. The Executive Board of the Fund has just recom-
mended that the quotas of most members of the Fund be increased by
25 percent, with 16 countries, including four underdeveloped countries,
given larger quota increases.

On the whole, the underdeveloped countries have fared very well in
the adjustment of quotas. At Bretton Woods, the quotas assigned to
the present members of the Fund from the underdeveloped countries
amounted to $780 million. After the adjustment of 1959, the quotas
of these same countries amounted to $1,780 million, including the quota
assigned to Pakistan. With the new adjustment of quotas this year,
the quotas of the underdeveloped countries who were original mem-
bers of the Fund will be $2,870 million. Thus, after the proposed
increase, the quotas of these underdeveloped countries will be about
3.7 times their original quotas, while the quotas for most industrial
countries will be 2.0 times their original quotas. Allowance must
also be made for the fact that whereas there were only 26 underde-
veloped countries among the original members (including Pakistan),
there are now 77 underdeveloped countries that are members of the
Fund. In 1947, the quotas of the 26 underdeveloped countries ac-
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counted for 10 percent of the total quotas of the original members

still in the Fund. After the adoption of the resolutions recently

voted by the Executive Board, the new quotas of the 77 underdeveloped

%(mn(il;ries will constitute 27 percent of the total new quotas of the
und.

It would be a mistake, however, to assume that it is necessarily to the
advantage of the underdeveloped countries to have the largest propor-
tionate increase in quotas. That would only be true if the liquidity of
the Fund were increased sufficiently to enable it to finance the quota
needs of its members in the currencies of the surplus countries. The
liquidity of the Fund, at any given time, can be measured by a com-
parison of its resources in the currencies of the surplus countries plus
gold and the unused quotas of all members. The ratio of the supply
of these needed resources relative to the potential drawings on the
Fund gives an indication of its capacity to meet the requests of its
members for drawings. When the Fund began operations on March
1, 1947, it held about $3.4 billion in U.S. dollars and gold. The total
drawing rights of all members (the quotas plus their gold tranches)
amounted to about $8.6 billion, excluding China which has never paid
its subscription. Although the United States was the only major
surplus country, the Fund’s holdings of dollars and gold were equal to
40 percent of the total drawing rights of all countries.

The liquidity of the Fund has been very much reduced since then.
With over 60 additional members, with greatly increased quotas for
many members, with large drawings outstanding, and with the emer-
gence of payments difficulties in the United States and the United
Kingdom, the Fund’s holdings of the currencies of the principal sur-
plus countries and of gold are now very much smaller relative to total
drawing rights. Dollars and sterling cannot be used at this time with-
out aggravating the payments difficulties of the United States and the
United Kingdom. The Fund’s holdings of the currencies of the other
large industrial countries are now only $1.8 billion, even after borrow-
ing $400 million from 8 of the 10 large industrial countries. Its hold-
ings of gold are just under $3 billion. Thus, the Fund holds $4.8
billion of gold and the principal surplus currencies against total draw-
ing rights of over $18 billion. The ratio of the Fund’s holdings of
gold plus the currencies of the principal surplus countries to total
drawing rights is about 27 percent. This will be improved somewhat
when the new quotas are adopted.

The Fund does not and cannot hold in hand enough liquid resources
to meet the potential needs of countries like the United States and the
United Kingdom as well as the needs of other countries that may have
payments difficulties. That is why the Fund has entered into General
Arrangements To Borrow under which its 10 large industrial members
undertake to provide the Fund up to $6 billion in their currencies
under certain conditions? The Fund has already borrowed over $400
million from 8 of the 10 countries (of which $280 million was from
Germany and France) to help meet the rcent drawing of $1 billion by
the United Kingdom. One important step that can be taken to

2The countries that have entered into the General Arrangements To Borrow and the
amounts they undertake to lend are: Belgium, $150 million ; Canada, $200 million ; France,
$550 million ; Germany, $1 billion ; Italy, $550 million : Japan., $250 million ; Netherlands.
$200 million : Sweden, $100 million; the United Kingdom. $1 billion; and the United
States, $2 billion. Switzerland, not a member of the Fund, has made parallel arrange-
ments to provide credit to the other countries whenever the Fund borrows.
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strengthen the Fund is to give it greater assurance of being able to
secure the credits provided by the (%eneral Arrangements To Borrow.
Some means should also be found to replenish the Fund’s holdings of
the currencies of the large surplus countries without resorting to the
General Arrangements To Borrow.

Policies of the Fund on drawings

The use that countries can make of the resources of the Fund de-
pends not only on their quotas, but on its policies regarding drawings.
Actually, the underdeveloped countries have made considerable use of
the facilities of the Fund. Since operations were begun in 1947, the
Fund has provided $2,860 million in various currencies to 36 under-
developed countries. At the end of January 1965, 30 underdeveloped
countries accounted for nearly 50 percent of the $2.6 billion of net
drawings still outstanding.

This 1s the best evidence of the importance of the Fund as a source
of supplementary reserves for the underdeveloped countries. As
these countries do not and apparently cannot hold enough reserves of
their own, it is essential for tﬁem to have assured access to the Fund.
At present, members of the Fund have complete assurance that they
can draw on their quotas if they have a net credit position in the
Fund. This net credit, generally refered to as the gold tranche, is vir-
tually equivalent to a country’s own reserves. For drawings beyond
the gold tranche, members must show that they are taking the neces-
sary steps to put their payments in order. For the first credit tranche
(25 percent of the quota), the Fund is generous in allowing members
to draw. With each successive credit tranche, the Fund requires more
positive evidence that members are taking the necessary steps to elimi-
nate their payments deficit. Unfortunately, at times a member coun-
try and the Fund are not in full agreement on the corrective measures
that should be taken.

As an abstract proposition, it is not unreasonable for the Fund to
insist that countries with payments difficulties adopt a program to
place their payments in order. The question is whether the Fund is
right in making agreement on a program a precondition to the use of
its resources in every case. As a practical matter, no international
institution can possibly be fully informed of the payments difficulties
that confront 102 countries, with institutional arrangements of their
own, and with problems peculiar to them. Because of this, there is a
tendency for the policy recommendations of the Fund to follow a
formula, too often one that is based on the institutional arrangements
of the large industrial countries. By insisting on such a program, the
Fund may unwittingly set different standards for drawings—one for
the underdeveloped countries and another for industrial countries.

When a country has a balance of payments problem, it should be
able to draw on its quota, within the limit of 25 percent in a 12-month
period, as if it were using its own reserves. Certainly this right
should be given to all members for the first credit tranche and pref-
erably for the first two credit tranches of its quota. The minutes of
the preliminary meetings on the International Monetary Fund show
that this was the way the Fund was intended to operate. A country
that wants to use more than 25 percent of its quota in a 12-month period
could do so only if the Fund waives the quota limitations and then
only on terms and conditions prescribed by the Fund. This could
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properly include agreement on a program for dealing with the pay-
ments difficulties of the member. The influence of the Fund on the
policies of its members would undoubtedly be much greater if the
recommendations of the Fund were not regarded as being imposed
on them as a condition for using the Fund’s resources.

One of the most important new measures taken by the Fund was
the adoption in February 1963 of a policy of compensatory financing
of fluctuations in the export receipts of countries greatly dependent
on exports of primary products. VWhen such countries are having
payments difficulties because of a decline in their export receipts, they
can expect the Fund to meet their requests for drawings where the
shortfall is of a temporary character and is largely attributable to
circumstances beyond the control of the member, provided the member
will cooperate with the Fund in finding appropriate solutions for its
payments difficulties. The amount of drawings outstanding under
this policy may not normally exceed 25 percent of the member’s quota.

In fact, there have been very few drawings under this policy because
the cyclical conjuncture has been favorable for primary producers.
Nevertheless, the Fund policy on compensatory credits represents an
important step in meeting the special reserve needs of underdeveloped
countries. As cyclical fluctuations in prices of primary products can
be large and can continue for more than a year, the ordinary limit on
compensatory credits should be increased to 50 percent of a member’s
quota. Furthermore, the policy of treating the compensatory credits
as an ordinary quota tranche, although with greater assurance that re-
quests for a drawing will be met, discriminates against countries that
are not indebted to the Fund and in favor of countries that are in-
debted to the Fund. It would be much fairer to place the compensa-
tory credits entirely outside the Fund system of quotas, although sub-
ject to the same repurchase rules as other drawings on the Fund.

T he international monetary system

The present international monetary system is essentially one under
which the members of the International Monetary Fund establish fixed
exchange parities for their currencies, defined in terms of gold, with
a change in the agreed parity requiring consultation with and in some
instances approval by the Fund. In this respect, the present system
resembles the gold standard except for the fact that countries are not
as bound to the historical parities of their currencies as they formerly
were. Members of the Fund need not convert their currencies into
gold or foreign exchange for their own residents, but they are required
to convert balances of their currencies held by the monetary authorities
of other members. In practice, countries that have accepted this obli-
gation maintain the convertibility of their currencies in the exchange
market, using reserves of gold and foreign exchange for this purpose.
On the whole, the system of fixed exchange parities, with all of the
leading currencies on a convertible basis, has worked well. Some
criticisms, however, have been directed against the present system of
providing monetary reserves.

The monetary reserves of the world consist of gold, dollars, and
sterling (the reserve currencies), and other foreign exchange. The
reserves of all countries outside the Communist. bloc amount to about
$40.5 billion in gold and about $26 billion in foreign exchange. In
addition to these reserves, which countries hold themselves, the Fund
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holds resources of gold and currencies which members may draw on
in accordance with the procedures of the Fund. Beyond that, the
large industrial countries have reciprocal currency arrangements with
each other for short-period credits under swaps.

The gold reserves of all countries outside the Communist bloc have
increased by about $2.5 billion in the past 6 years. If allowance is
made for the larger gold holdings of the Fund, the increase in mone-
tary gold since 1958 was about $3.6 billion—an average of $600 million
a year. In the same period, the foreign exchange holdings of all
countries outside the Communist bloc have increased by about $6.5
billion, an average increase of about $1.1 billion a year. Nearly all of
the increase in foreign exchange reserves has been in the form of
dollars and has been the consequence of the large and prolonged deficit
in the U.S. balance of payments. There is widespread agreement that
this is not a satisfactory method of providing for the growth of mone-
tary reserves.

The criticisms of the present method may be summarized as follows:

(@) The growth of monetary reserves is fortuitous because it
is too dependent on the state of the U.S. balance of payments;

(0) The large amount of dollars and sterling 1n the foreign
exchange reserves of other countries exposes the reserve centers
to the danger of massive conversion of their currencies into gold;

(¢) The virtually automatic holding of dollars and sterling
as monetary reserves by some countries makes it possible for the
reserve centers to avoid taking corrective measures when their
balance of payments isin deficit;

(d) The amount of gold is too small for a convertible currency
world in which gold is the ultimate reserve asset and the United
States buys and sells gold freely for the settlement of inter-
national transactions.

All of these criticisms are in some degree justified. The fact is that
once the U.S. balance of payments deficit is eliminated, the growth
of monetary reserves will Ee very small, consisting almost entirely of
gold and amounting to about 1 percent of the present reserves of gold
and foreign exchange. The excessive reliance on dollars and sterling
as reserves exposes the United States and the United Kingdom to the
risk of a serious drain on their gold reserves whenever there is a loss
of confidence in these currencies or an economie or political crisis any-
where in the world. There is some truth in the view that the ability
of the reserve centers to finance their payments deficits through the
accumulation of their currencies by other countries diminishes the
pressure on them to restore their payments position promptly. And,
finally, the declining proportion of gold in total monetary reserves
increases the difficulty of using gold as the ultimate reserve asset, as
the settlement of international payments in this form would tend to
have too sharp an impact on the world economy. These are some of
the problems that should be dealt with in any program for strengthen-
ing the international monetary system.

Various proposals have been made for assuring an adequate and
orderly growth of monetary reserves and for supplementing the use of
gold as the ultimate reserve asset. The International Monetary Fund
and the Group of Ten industrial countries have issued reports on these
questions. In fact, the Group of Ten has appointed a committee to
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consider the creation of new reserve assets. While it is unlikely that
agreement can be reached until the U.S. balance of payments deficit
has been eliminated, there is a strong probability that the present
reserve system will be modified in the course of the next few years.
It is of considerable importance what form the evolution of the inter-
national monetary system will take. The underdeveloped countries
are interested in seeing that any changes in the present system take
account of their reserve needs.

Reform of the reserve system

No discussion of the reserve problem has been given so much atten-
tion as that of Prof. Robert Triffin. His argument centers about
the proposition that a shortage of monetary reserves will emerge when
the U.S. balance of payments deficit is eliminated. In the meantime,
he believes that the reserve currencies will remain under great pres-
sure. He has proposed that the creation of monetary reserves be
entrusted to an mternational central bank formed out of the Interna-
tional Monetary Fund. He would also have dollars and sterling
gradually eliminated from monetary reserves, or, as a minimum, have
some of the present holdings immobilized as deposits in the interna-
tional central bank.

Professor Triffin would abolish the present system of quotas in the
Fund. Countries that have a net creditor position would secure a
deposit of the same amount in the international central bank; those
that have a net debtor position would have a debt to the international
central bank of the same amount, presumably to be paid off within a
reasonable time. All countries would be required to keep a fraction
(say, one-fourth) of their reserves on deposit with the international
central bank. Deposits made in dollars or sterling would become an
obligation of the United States and the United Kingdom and would
be paid off over a longer period. Reserves denominated in a unit
established by the international central bank would be created by hav-
ing that institution make loans to member countries or by engaging in
open market operations. The amount of reserves created in this way
would be determined by the need for reserves by the world economy, in
much the same way as national central banks create monetary assets.

The analogy between an international central bank and a national
central bank is not realistic. There is a very wide area of common
interest among the different sectors of the national economy, so that a
consensus on a national monetary policy can be achieved, although
not without some differences of opinion. On the other hand, the
area of common interest is relatively small among different countries
with different payments and monetary problems. Surplus countries
are likely to believe that there is no need for an increase in monetary
reserves, while deficit countries are likely to favor a large increase in
monetary reserves. An international institution creating reserves is
bound to take a very conservative view of international payments
problems and reserves. Indeed, it is almost certain to be far stricter
1n extending credit to borrowers than the Fund is at present in con-
nection with drawings under quotas.

‘An international central bank would encounter great difficulty in
maintaining an appropriate amount of monetary reserves. There is
no assurance that its loans would increase at a regular rate. In a
period in which international payments are well balanced, particu-
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larly if exports of the underdeveloped countries are high, there would
be a tendency for loans to contract. The mere maintenance of a re-
volving amount of loans would soon become burdensome. Thus, if
loans were to increase at an average annual rate of $1 billion, and if
such loans were for a 1-year period, it would be necessary to turn over
about $5 billion of loans in the 5th year and about $10 billion of loans
in the 10th year. The U.S. Federal Reserve System, originally con-
ceived as providing bank reserves through discounts, soon found that it
could not depend on this mechanism for the growth of bank reserves.
At present only 2 percent of total Federal Reserve bank credit is pro-
vided through discounts.

Even the use of open market operations, by having an international
central bank purchase securities in the United States or other coun-
tries, would not result in a satisfactory distribution of the newly cre-
ated reserves unless the countries whose securities were purchased
undertook an enormous increase in their own foreign loans and in-
vestments. To avoid these difficulties, Maxwell Stamp, formerly a
Director of the Fund and until a few years ago an adviser to the Bank
of England, has proposed that the international central bank pur-
chase the securities of the International Development Association—an
international agency that makes soft loans out of money contributed
toit. When IDA makes loans to underdeveloped countries, they would
be given deposit credits at the international central bank, and when
these deposits are spent, they would come into the hands of surplus
countries and become part of their reserves. According to Mr. Stamp,
this plan would have the beneficial effect of creating monetary re-
serves that could be acquired by the industrial countries, while at the
same time helping the underdeveloped countries. It is doubtful
whether such a plan would assure a regular increase in monetary re-
serves, as there is ordinarily a considerable time lapse between the
making of development loans by IDA and their disbursement.

Most important, it is open to question whether the Stamp plan would
be acceptable to the industrial countries or beneficial to the underde-
veloped countries. It is hardly credible that the surplus countries
that are now reluctant to increase the dollar and sterling component
of their monetary reserves would regard claims on an international
central bank, backed by the bonds of a soft-loan agency, as an accept-
able reserve asset. As a practical matter, it is doubtful whether soft
loans made through the creation of reserves would be a net addition
to the resources now available to the underdeveloped countries. The
reserves that could be created in this way could not exceed $1 billion
& year, a very small fraction of what is now available from grants and
credits. The United States argues, with more or less conviction, that
the adverss effect of aid on its balance of payments is negligible. If
reserves were created as a means of giving aid for development, it
would be in the interest of the United States to give less aid in order
to earn more of the reserves created for this purpose.

Composite gold standard

The present system of monetary reserves based on gold, foreign ex-
change, and the resources of the International Monetary Fund has
evolved over a long period in response to the needs of the world econ-
omy. There is no reason for making radical changes in this system.
It is necessary, however, to take steps that would assure the proper
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functioning of the international monetary system. As the increment
of dollars in monetary reserves will be small or negligible, once the U.S.
balance-of-payments deficit is eliminated, some other means must be
found to assure an adequate and orderly growth of monetary reserves.
Furthermore, if international settlements are to continue to be based
largely on gold, some means must be found to supplement gold as the
ultimate reserve asset.

The suggestion has been made that other currencies be used in addi-
tion to dollars and sterling as foreign exchange reserves. Professor
Zolotas of the Bank of Greece has been urging such a policy for a num-
ber of years; and Professor Posthuma of the Netherlands Bank has
proposed that all countries keep agreed proportions of their reserves
in gold and foreign exchange. Unfortunately, except in the United
States and the United Kingdom, the money and exchange markets are
not broad enough to absorb the operations incident to the use of na-
tional currencies as reserves. Professor Posthuma’s proposal would
reduce the excessive dependence on gold, although it would be neces-
sary to avoid disturbances arising from the shift of foreign exchange
reserves from one currency to another. Furthermore, Professor
Posthuma’s plan does not provide a satisfactory method for securing
an orderly growth in monetary reserves.

These difficulties could be met by having a foreign exchange Reserve
Unit consisting of the currencies of the large industrial countries and
claims on the Fund and requiring the participating countries to hold
and to use Reserve Units jointly with gold as a part of a composite
gold standard. The growth of reserves could be kept at an appropriate
level through the amount of Reserve Units that are created. The joint
use of Reserve Units with gold would reduce the present excessive de-
pendence on gold as the ultimate reserve asset used in international
settlements. This is a problem of special concern to the United States
and the United Kingdom, confronted with the possibility of large con-
versions of the reserve currencies into gold, and to the other large in-
dustrial countries that account for the major part of the holdings of
monetary gold and among whom large movements of liquid capital
can and do take place.

The large industrial countries are already doing a great deal to as-
sure the proper functioning of the international monetary system.
They have entered into the General Arrangements To Borrow under
which they undertake to lend the Fund up to $6 billion in their cur-
rencies if supplementary resources are neeged to deal with an impair-
ment of the international monetary system. These countries have
reciprocal currency arrangements with the United States for credits
in the form of swaps aggregating $2.3 billion, as well as other reserve
credit arrangements with each other. The currencies of these coun-
tries are widely used in international trade and payments, and they
comprise about 98 percent of the over $9 billion of exchange drawn
from the Fund. In every important sense, these countries have a
special responsibility in establishing a workable international mone-
tary system. They can fulfill that responsibility by establishing a
composite gold standard.

The Fund should have a special role in the composite gold standard.
This should take the form of participation in the creation of Reserve
Units and in the administration of the system. It is suggested that
the Reserve Unit, equal in value to $1 in gold, should be comprised of
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80 cents in the currencies of the participating countries in agreed pro-
portions. The remaining 20 cents of the Reserve Unit would be in
the form of a claim on the Fund. The Reserve Units would be created
by having the participating countries deposit their own currencies, in
the agreed proportions, with the Fund as Trustee. Each country
would be given a deposit credit in Reserve Units on the books of the
Trustee equal to the amount of its own currency used as backing for
the Reserve Unit. The Fund itself, not as a Trustee, would receive 20
percent of the Reserve Units created, contributing as backing its ob-
ligation in equal amount, to be met in gold or in the currencies of the
participating countries whenever there is occasion to convert Reserve
Units into their constituent currencies.

Each countrv would undertake to hold Reserve Units in an agreed
ratio to its gold reserves—say, $1 in Reserve Units to $2 in gold. Par-
ticipating countries that hold reserves in dollars or other currencies
would not hold Reserve Units jointly with such foreign exchange re-
serves. When a participating country with a balance-of-payments
surplus presents the currency of another participating country for
conversion, it would receive two-thirds of the amount in gold and one-
third in Reserve Units. In order to avoid a too rapid expansion of
reserves, the amount of Reserve Units created each year should be
moderate, say, about $1 billion a year, until the agreed proportion
to gold is reached. In this interim period countries would not have
to hold the agreed ratio of Reserve Units to gold, but conversion of the
currencies of the participating countries would be in the ratio of $2 in
gold and $1 in Reserve Units.

Under this proposal, the Fund would be allotted 20 percent of the
Reserve Units created for the composite gold standard. As the Fund
does not need Reserve Units for its own operations, it would sell its
Reserve Units to the participating countries, getting in return their
currencies. This will enable the Fund to build up its holdings of
the currencies most widely used in its operations and thus to strengthen
its liquidity to a significant extent. With the additional currencies
it acquires from the creation and sale of Reserve Units, the Fund
could be much more helpful in providing resources for its members to
enable them to meet their reserve problems.

The Reserve Units would be the instrument through which a par-
ticipating surplus country would extend credit to a participating
deficit country. In this respect, the credits granted under the com-
posite gold standard would be similar to the credits these countries
now make available to each other under the reciprocal currency ar-
rangements. At present, not all of the swap facilities can be used when
a participating country has a balance of payments deficit. Some of
the participating countries may have payments difficulties; and others
may not permit their currencies to be used in exchange market opera-
tions, Furthermore, the swaps are short-term credits that must be
reversed in 3 months to a year. In a sense, the composite gold stand-
ard would be equivalent to the simultaneous activation of all the swaps
by depositing the currencies with the Fund, as Trustee, and designat-
ing them in Reserve Units. Thus, all of the currencies would be fully
utilizable in international settlements, and the Reserve Units which
these currencies represent would have a defined role in international
settlements along with gold.



980 GUIDELINES FOR INTERNATIONAL MONETARY REFORM

Significance to the underdeveloped countries

The underdeveloped countries are very short of reserves. Asa prac-
tical matter, it would be in their longrun interest to hold larger mon-
etary reserves. Unfortunately, they are so pressed for capital for de-
velopment that most of them do not feel that they can afford to invest
real resources in building up their reserves. No system of providing
for a more orderly growth of monetary reserves is likely to change
their attitude on the holding of reserves. Under the circumstances,
their interest in new monetary arrangements is essentially to have a
system under which the world economy can function most effectively.
Apart from that, it is in their interest to see that the Fund is better
provided with resources for a common reserve on which they can draw.

It is not in the interest of the underdeveloped countries to have the
International Monetary Fund converted into a central bank which
creates reserves by extending loans or engaging in open market opera-
tions. The present system of quotas gives the members of the Fund
a presumptive, although qualified, right to draw on its resources when
they have balance-of-payments problems. At worst, a country that
wishes to draw on the Fund must now show that it is willing to under-
take a program to restore its balance of payments. With an inter-
national central bank that provides loans, a country that needs help
with its balance of payments would not only be subject to this test,
but it might be subject to a general policy of making monetary re-
serves easier or tighter according to some nebulous concept of the
needs of the world economy. The underdeveloped countries would
be far better off with the present system of operating the Fund, al-
though it would be desirable to have greater assurance on the use of
Fun§ resources and a more liberal policy on compensatory credits to
finance fluctuations in export receipts.

The Stamp plan for the creation of reserves through development
loans seems at first sight to have some advantages to the underdevel-
oped countries. This is illusory. Such a system of creating reserves
is wholly impractical and would not receive the necessary interna-
tional support. Furthermore, aid that is distributed by way of loans
to create reserves might be more than offset by a reduction of grants
and credits made directly by the industrial countries or through their
contributions to international organizations. Countries with a bal-
ance-of-payments problem, such as the United States, would be under
great pressure to reduce their aid in order to earn more of the reserves
created for aid purposes. The underdeveloped countries are greatly in
need of additional resources to accelerate their development. This
should come from larger grants and credits by the high-income coun-
tries. It cannot possible come from the relatively small creation of
monetary reserves allocated to aid.

The proposal for a composite gold standard is designed to improve
the working of the international monetary system. It is for this rea-
son of general interest to the underdeveloped countries. The compos-
ite gold standard would not change the role of dollars and sterlin
as reserve currencies, although no country would be obligated to hol
reserves in this form. By strengthening the international monetary
system, the composite gold standard would make it possible for the
large industrial countries to increase private foreign investment and
Government grants and credits to help the underdeveloped countries.



GUIDELINES FOR INTERNATIONAL MONETARY REFORM 281

Finally, if 20 percent of the Reserve Units created through the com-

osite gold standard were allotted to the Fund, it would improve the
iquidity of the Fund and make it possible for that institution to pur-
sue a more generous policy on drawings. Asthe Fund must inevitably
be the principal source of supplementary reserves for the underde-
veloped countries, a practical plan for raising the liquidity of the
Fund is of the greatest importance to them.



EXCERPTS FROM “INTERNATIONAL LIQUIDITY: TO-
WARD A HOME REPAIR MANUAL” BY RICHARD E. CAVES

Article appearing in the May 1964 issue of the Review of Economics
and Statistics, Harvard University Press, Cambridge, Mass.

Tae SUBSTANTIVE IsSUEs

The available proposals for reforming international liquidity ar-
rangements appear to differ greatly in their details. Yet one gains the
impression of a profusion of carts preceding some highly relevant
horses. International reserves simply constitute one facet of the inter-
national monetary system. There 1s little hope of debating the merits
of competing international liquidity plans, each tricked out with gim-
micks which conceal assumptions about how the overall system 1s to
work, until we have settled on the properties of the system itself. As-
suming that fixed exchange rates remain the order of the day, the fol-
lowing issues seem to be the crucial ones.

W hen and for how long shall deficits be financed? The question of
supplemental liquidity arrangements is essentially one of the standing
commitments which countries will make to finance others’ payments
deficits when they themselves are in surplus. To the extent that the
deficit country holds reserves of internationally acceptable means of
payment, it can finance its deficit directly. The surplus country “ac-
commodates” this financing automatically by the standing willingness
of its monetary authority to receive these means of payment. A po-
tential surplus country supplements available liquidity by agreeing in
advance to provide additional accommodation beyond the deficit coun-
try’s stock of reserves. The actual transactions in which the surplus
country honors this prior commitment can take a multitude of forms,
and therein the many proposals for increasing liquidity differ.

Behind these mechanics of the accommodating or support transac-
tion lie the basic substantive questions of the terms under which accom-
modation will be given. These might be broken down as follows:

(1) How large a deficit will the surplus country accommodate?
Since a deficit can be thought of as having both a rate (how much
per year?) and a duration (how many years?), the surplus country’s
maximum commitment can be fixed in terms of either a rate of assist-
ance, a cumulative amount of assistance, or both. Since many coun-
tries can be in deficit, and many in surplus, at any given time, the
commitment to accommodate in a multilateral system can take complex
forms. There may be limits on the amount of aid which the surplus
countries agree to give per unit of time, independent of the drawing
rights or needs of the deficit countries; or, instead, the rights of the
individual debtors to receive assistance may be fixed, so that the cred-
itor’s obligation in a given year varies with the number of needy deficit
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countries. In the present IMF, the surplus countries are essentially

protected in their maximum obligation to assist by the stock of gold

%nd &1sable currencies which they have previously committed to the
und.

(2) What shall be the maturity of the claims which the creditor
country acquires for its assistance? These can be either fixed or un-
limited in time. As one approach, the debtor may be required to re-
deem his obligation in internationally acceptable means of payment
within a fixed period, or a fixed period subject to renewals. Xs an-
other approach, the creditor may hold an open-ended claim usable
when he himself swings into a deficit position. The debtor’s liability
to the creditor may be either transferable or nontransferable; that is,
the creditor may or may not be able to “cash” it with third countries in
exchange for internationally acceptable means of payment.

(8) Shall the potential surplus country’s prior commitment to ac-
commodate deficits be conditioned upon the source or cause of the
deficit? The real costs of assistance to the surplus country are the
same in any case, but potential creditors may feel that deficit countries
are more deserving of assistance when suffering from some ills than
others. Besides limits on the rate or cumulative size of the deficit
(flinf{:,nc%d, are there also limits relating to the type and source of the

eficit ?

How automatic shall the accommodation of deficits be? At one ex-
treme, the surplus countries may give a prior commitment to accom-
modate deficits automatically up to some predetermined limit. At the
other extreme, no formal arrangement may exist at all for accommo-
dation, except that potential surplus countries state their willingness
to consider requests on an ad hoc basis. In between, many sorts of
terms and conditions can be attached to the access of deficit countries
to assistance. The creditor country can limit its obli%ation either by
setting a maximum on the help it will give automatically, or scrutiniz-
ing the policies of the deficit country to make sure that the amount of
help asked will be reasonably limited, or some combination of the two.
Where aid is not automatic, the political forum within which eligi-
bility for assistance is determined takes on great importance. The
main issues would be the following :

(1) Should the source of the deficit make a difference for how auto-
matically assistance is rendered? Determining a unique economic
cause for a deficit is seldom easy and sometimes impossible, but poten-
tial surplus countries may still wish to impute such causes and restrict
accommodation to deficits honestly come by. They may wish to dis-
criminate between deficits originating in domestic policies of the deficit
- country and those stemming from events outside its control. They
may wish to discriminate between domestic policies which have in-
volved tolerating inflation and those which have not.

(2) Should accommodation depend on the policies currently in use
in the deficit country? Should 1t have to take actions through do-
mestic policy which meet certain criteria, as part of the price for
receiving either initial or continued assistance? Making the accom-
modation of deficits contingent upon the past or present domestic
policies pursued by deficit countries has important implications. It
constitutes a mutual self-denying ordinance among the members of

52-32¢4 0—45—pt. 2——T7
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the agreement. At best, it gives an extra measure of backbone against
pursuing domestic policies which might be expedient in the short run,
but dangerous or harmful in the long run. At worst, it arbitrarily
restricts the potential deficit country from choosing policies which
might be quite desirable and provides a ground for bickering among
countries as to whether or not wrong policies have been chosen and
right ones pursued with proper vigor.

(8) Should the accommodation open to a deficit country depend
on the amount of accommodation it has given to others in the past?
No very strong economic case can be made for rendering assistance to
a deficit country more or less readily because of a past history of sur-
pluses or deficits. If chronic deficits result from an unwise choice of
economic policies, to make aid conditional on the basis of policy reform
would seem to approach the problem more directly. Nonetheless, na-
tions may commonly feel that somebody who has helped out in the past
deserves accommodations more than somebody who has not, and this
may be a condition for the receipt of assistance.

(4) Should any conditions attached to the accommodation of a defi-
cit affect any and all assistance given, or should their pressure depend
on the relative amount, of assistance sought? Present policies of the
IMF make part of a country’s drawing rights (the gold tranche)
available almost automatically. Further cumulative borrowing brings
increasingly close scrutiny of the causes of the deficit and of past and
present policies. An alternative approach malkes the attachment of
conditions total rather than progressive. Either the full assistance
warranted is given, or none, depending on whether the conditions are
satisfied.

(5) When the accommodation of deficits is subject to conditions,
what body makes the political decision about whether the conditions
have been met? Should it be an international organization, with con-
stitutionally fixed voting rights apportioned among a large member-
ship such as the present IMF? Should it be a club of major trading
nations, with fixed voting rights based upon some prior agreement?
Should the voting rights with regard to a particular accommodation
rest upon the current pattern of payments deficits and surpluses among
those countries eligible to vote, and, if so, how should the weights lie
as among the deficit and surplus countries?

Cutting across these questions about the distribution of voting rights
among participating countries is the question of what sector of govern-
ment within each country shall exercise its vote. Specifically, shall
this power rest with the central bankers or with persons directly re-
sponsible to the political executive? In questions relating to balance
of payments policy, central bank officials may have preferences dif-
ferent from the executive, such as aversion to any policies which, what-
ever their other goals, might entail increases in the general price level,
or which might cause a financial capital loss to the central bank. Some
people may not wish to allow the irresponsible exercise of these prefer-
ences. On the other hand, a conservative or elitist view might prefer
placing such decision in the hands of central bank officials rather than
1n those of a politically responsible agent.

What countries shall be eligible for accommodation? TFor those
liquidity proposals which operate within the framework of the present
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gold-exchange standard, the treatment of three separate groups of
countries must be considered : reserve-currency countries; non-reserve-
currency countries which normally hold reserve; and non-reserve-
currency countries which normally do not hold reserves, typically
throught of as the less developed countries. The realistic range of
choice for membership in any proposed expansion of liquidity ar-
rangements lies between the present IMF and some “club” consisting
of all or part of the major industralized countries. Which type of
approach is taken, and whether all or part of the industrial countries
belong to a club, depends on how the proposed new arrangement is to
work and what function it aims to fulfill.

(1) The present IMF gives access to accommodation that is mostly
subject to conditions for the proper selection of domestic policies and
to repayment within a relatively short period of time. This system
is adaptable to the needs of any sort of country, and specifically has
worked fairly well with the less developed countries. On the other
hand, an arrangement providing for generous automatic assistance,
or one granting assistance mainly for disturbances to the balance of
p}?yments arising from the business cycle, would be less well suited to
them.

(2) The useful range of membership in any club of industrial coun-
tries depends on whether the arrangement focuses on accommodating
deficits in the basic balances of the members or on averting “runs”
under the gold exchange standard—cumulative switches from one
reserve currency to another, from either into a major nonreserve cur-
rency, or from either into gold. Avoiding runs probably requires in
practice the cooperation of monetary authorities in all countries
toward which a run might head. However, multilateral arrangements
for accommodating basic payments deficits would make the coopera-
tion of the full membership of the industrial countries less necessary.

(8) If exchange value or gold guarantees are to be used among
members of such a club, all countries holding substantial reserves of
club members’ currencies should probably be included, or the outsiders
will consider their assets inferior and tend to switch from them.

(4) Some plans combine a permanent expansion of world reserves
with a one-shot extension of aid from the industrial to the less devel-
oped countries. _An international agency could make a round of long-
term loans to aid development projects i these countries, issuing to
them certificates (IBRD bonds) subject to an international agreement
that the industrial countries would accept these initially in payment
for exports, and then hold them as part of their international reserves,
and agree to accept them from other industrial countries as payment
for the accommodation of payments deficits.

How should the strengtgem'ng of liquidity relate to the gold ex-
change standard? Plans for international reserves take widely diverse
approaches toward the elements of the gold-exchange standard. This
follows from the divergent appraisals of the standard implied in the
different views of the liquidity problem outlined above. Persons see-
ing the difficulty as one of gaining further breathing space for the
United States to correct its deficit, implicitly accept the gold-exchange

1 1;1.2§tamp, “The Fund and the Future,” Lloyds Bank Review, No. 50 (October 1958),
pp. 1-20.
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standard as is, at least for the time being. Those who emphasize the
problems of stability and reliability in the existing structure of re-
serves are impelled toward seeking fairly fundamental changes in
some parts of the present system. Finally, those whose concern rests
with the quantity of liquidity and its increase over time take somewhat
more flexible and varied positions toward the gold exchange standard,
some seeking to build upon it, others wanting its complete removal.

Proposed reforms in international liquidity can affect the role of
foreign exchange or gold reserves or both.

(1) With regard to United States dollars and United Kingdom
sterling now held as official reserves, some plans simply ignore them
and propose arrangements for piling more reserve atop them, in the
same form or in the form of other liquid assets. This involves an
outright acceptance of the status quo for these reserves. Other plans
seek to freeze these reserves in one fashion or another, so as to make
them usable for their primary purpose of accommodating payments
deficits by their present holders but to block their use for runs into
gold or other currencies. Amon%1 these proposals are gold and ex-
change value guarantees, which their proponents hold would reduce
the likelihood of runs or asset switches, and the conversion of outstand-
ing official dollar and sterling balances into longer term securities.
Some of the more elaborate plans for new liquidity arrangements call
for depositing these official holdings of currency reserves with an
expanded IMF. Such an action would increase the use made of an
enlarged Fund and freeze the reserve-currency countries’ liabilities
in the hands of a supposedly reliable international holder. Finally,
some proposals for changing the world’s monetary system call not just
for freezing foreign exchange reserves but also for a repatriation
(unwinding) of them by the reserve-currency countries. Unless this
repatriation comes through a direct swap of short-term for long-term
liabilities, these currency reserves can be unwound only by the reserve-
currency countries running surpluses in their current accounts.

(2) The recent proposals for augmenting international reserves
have not often sought to make direct changes in the role of gold, prob-
ably feeling that it is too much of a sacred cow to be tackled. Critics
who worry about the stability and reliability of the gold exchange
standard, however, can logically put a case against the present role
of gold which is about as strong as that against the present role of
national currencies as reserves media. The trouble with gold is that,
over the whole of modern history, its price has moved almost always
up and seldom down. One-way price expectations are thereby firmly
fixed, so that some speculators will always tend to move into gold, but
few will ever move out. The liquidity proposals coming from those
worried about the reliability and stability of the gold exchange stand-
ard would attack this problem in two different ways: (¢) Raising
its price enough to saturate the private market and perhaps to permit
buying back the outstanding foreign-exchange liabilities; and ()
creating enough assurance that official currency reserves will not be
converted to gold to dampen private expectations of a gold price
increase.

Analyses of the liquidity problem stressing the quantity of liquidity
point to the slow increase of official gold holdings, especially in the
last 5 years, as proof that eventually some other safe reserve medium



GUIDELINES FOR INTERNATIONAL MONETARY REFORM 287

must be adopted to supplement the quantity of gold. This line of
thought leads to the same two types of proposals as come from a
concern with the reliability of the gold-exchan%e standard: (@) A gen-
eral rise in the price of gold would constitute both a one-shot increase
in the value of the present stock of monetary gold and an increase in
the value of the annual physical additions to monetary gold stocks; and
(6) a new method of adding to the stock of liquid international re-
serves would reduce the incentive for countries to employ policies
aimed at conserving their gold stock which are harmful to the world
economy at large.

How do liquidity proposals relate to the “adjustable-peg” system of
exchange rate adjustment? Members of the IMF are committed in
principle to the Bretton Woods system of managing their exchange
rates—holding them constant in the face of ordinary deficits or sur-
pluses and in case of capital flight, adjusting them in the face of funda-
mental disequilibrium. The crucial concept of fundamental dis-
equilibrium is left undefined, and the actual consensus among the in-
dustrial countries has run toward the total avoidance of exchange rate
changes by reserve-currency countries and their use only in dire straits
by other nations.

By and large, proposals which stress increasing the (ﬁl{lantity of li-
qllllidity seek to accommodate the wishes of countries seeking to avoid
changing their exchange rates. The more reserves on hand or avail-
able, the longer a country can wait for a swing in the fortunes of its
balance of payments. Furthermore, a large stock of reserves makes
easier the use of domestic fiscal and monetary policy to achieve pure-
ly domestic ends without worsening the problgms of the balance of
payments.

Among liquidity proposals concerned with the instability of the
gold exchange standard, some authors look forward to making changes
in exchange rates easier. In all cases, this is done by insuring that
official reserves do not take part in speculative runs associated with
actual or anticipated changes in par values, or by arranging inter-
national cooperation in the use of such reserves to stop runs. Guar-
antees of the exchange value of official reserves and proposed expan-
sions of the Basle agreements technique cut in this direction. Not all
proponents of plans for increasing the stability of the gold exchange
standard Woulg want to encourage the use of exchange rate adjust-
ments. Nonetheless, most plans which would increase the stability
and reliability of reserves would contribute to making changes in rates
a more readily usable policy instrument.

At this writing, it is not clear whether the major trading nations
are on their way to a new Bretton Woods, or whether they will get
no further than arguing over whether or not a problem exists. %n
either case, discussion needs to be promoted concerning how the inter-
national monetary system is to respond to shifts in the pattern of trade
and payments, and not, for example, on whether the acceptance of
deposits by the IMF is preferable to the reciprocal acquisition of key
currencies. Herbert Grubel has already appropriated the most apt
Lewis Carroll quotation for the circumstances:

“Would you tell me, please, which way I ought to go from here?’ [asked
Alice]. “That depends a good deal on where you want to get to,” said the Cat.
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EXCERPTS FROM “INTERNATIONAL
MONETARY ARRANGEMENTS: THE
PROBLEM OF CHOICE,” INTERNA-
TIONAL FINANCE SECTION, PRINCE-
TON UNIVERSITY, 1964.

* * * * *

CHAPTER II
PROBLEMS AND OBJECTIVES

THE Group agreed to distinguish three major problems

concerning the present international monetary system:

(1) the problem of payments adjustment, deriving
from the need for correcting persistent imbalances
in the payments positions of individual countries;

(2) the problem of international liquidity, connected
with the need for long-term adaptation of the total
volume of world reserves to the full potentialities of
noninflationary economic growth; and

(3) the problem of confidence in reserve media, im-
plied in the need for avoiding sudden switches
between different reserve media.

The undeniable interdependence among the three prob-

lems is no obstacle to separate treatment in theoretical

analysis or practical policy. Indeed, it is the essence

of analysis that it breaks apart what in fact may be

inseparablé.

In this chapter we shall first present preliminary
statements on the nature of the three problems and the
relationships among them. Since problems, however,
arise chiefly when some objectives can be attained only
at the expense of other objectives, we shall then proceed
to a brief review of the alternative social goals which
an international monetary system may serve. Different
attitudes of economists toward alternative systems are
conditioned in part by their preferences for various ob-
jectives of economic policy. In the next chapter we shall
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return to a more elaborate discussion of the problems'

"and of some approaches to solve them.
THE PROBLEM OF PAYMENTS ADJUSTMENT
It is' appropriate, though not always easy, to distin-

guish between financing (or “cushioning”) an imbalance -

of international payments and adjusting (or “correct-
ing”) the payments positions of the countries concerned.
“Adjustment” is the process by which deficits and sur-
pluses are eliminated.

The classical method of adjustment consists in a fall
of money incomes, wage rates, costs, and prices in the
deficit countries relative to those in the surplus coun-
tries. This can be brought about either by a change in
exchange rates between the currencies of the countries
concerned or by changes in the absolute levels of money
incomes, wage rates, costs, and prices in some or all of
the countries.

Under the orthodox gold standard, gold flows brought
about these changes automatically. (It was often im-
possible to observe these changes in the raw statistics
because (a) in perfect markets prices of internationally
traded goods must move at the same rate in different
.countries and (b) the changes constituting the adjust-
ment process were obscured or hidden by trend, cyclical,
or accidental factors.) The changes in incomes .find
prices were usually accompanied by automatic or policy-
determined changes in interest rates. The discount rate
would be raised in deficit countries and lowered in
surplus countries. This would dampen activity in the
former and quicken it in the latter, thus speeding the
adjustment. It also would induce private short-term
capital movements, providing a “cushion” while the basic
adjustments were being worked out.

Private short-term capital movements are on the
borderline of “financing” and “adjustment.” Many econ-

-
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omists regard them as a method of temporary financing
(a balancing item) along with “compensatory official
financing”; others treat them as a short-term (tem-
porary) adjustment (among all the other items which
compose the balance of payments). Another case near
the borderline is the accumulation or liquidation of
commodity stocks (inventories) induced by changes in
interest rates or in economic activity. Many propose that
the line separating adjustment and financing be drawn
between commodity stocks and short-term private
capital. This is in conformity with the definition used
in some official statistics, where all movements of mer-
chandise, even if induced by changes in prices or interest
rates that result from an imbalance of payments, are
treated as “autonomous” items, whereas movements of
private short-term capital, though similarly induced, are
treated as “accommodating” items. Such classifications,
of course, will always be matters of judgment and doubt.

Instead of facilitating or speeding the adjustment proc-
ess, policy measures may, deliberately or unwittingly,
impede or retard it. Thus, in a deficit country, the mone-
tary authorities may resist the deflation prescribed by
strict gold-standard rules and, instead, resort to expan-
sionary measures in order to prevent unemployment
from increasing; and, in a surplus country, the authori-
ties may “sterilize” the inflowing gold in order to pre-
vent prices from rising or to forestall the development
of presumably unsustainable boom conditions.

In our time the.automatic mechanism of adjustment
through income and price changes has been much
weakened, but by no means entirely destroyed. A deficit
still has a dampening effect on economic activity but,
since wage rates have.become almost entirely rigid
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downward, more unemployment will be created in the
process than was the case in former times or in the

old “model.” Automatic adjustment works better in the

surplus countries, especially in periods of high employ-
ment, because wages are usually flexible-in the upward
direction.

Many conferees argued however, that in a progresszve
. economy even absolute downward rigidity of wage rates
need not preclude price and cost reductions. If the wage
level rises less than average labor productivity, money
costs and ‘price$ can gradually decline without unem-
ployment being created in the process. Furthermore,
the slackening of activity (with a decline of profits
and overtime pay) may induce management to eliminate
waste, enforce tighter labor discipline, and reduce labor
tarnover. This implies a reduction of labor costs per
unit of output even if money wage rates per hour remain’
unchanged. .Thus, the adjustment mechanism can work,
to some extent, even if wages are entirely rigid in the
downward direction, so long as it is possible to contain
the upward wage-push. The process, of course, will be

much slower than it would be if money wages werer

flexible. This is the main reason for the increasingly
insistent "demand that more use should be made of
exchange-rate adjustments or of (limited or unlimited)

exchange-rate flexibility, whereby relative costs and

prices can be changed without requiring changes in thelr
absolute levels.

Whereas the automatic mechanism of ad]ustment.
with fixed exchange rates has been weakened, the scope
for deliberate policies of adjustment and the readiness
to use policy measures for adjustment purposes have
been increased. The vast expansion of the public sector
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and of the range of government activities has added
entirely new dimensions to adjustment policies.

This is not the place to survey the various possibilities.
The alternatives range from (a) measures designed to
facilitate and improve the smooth operation of the
automatic, competitive mechanism, to (b) adjusting -
the government’s own (noncompensatory) international
transactions, to (c) restricting and regulating private
transactions.

Measures of category (a) include, in deficit countries,
incomes policies which effectively hold down the rise
in money wages; in surplus countries, the removal or
attenuation of import restrictions. Under (b) one may
list changes in military expenditures, government grants
and loans, and the like (though these measures are
sometimes regarded as methods of financing rather
than correcting an imbalance). Under (c) falls the

~whole arsenal of reéstrictions on trade and payments,

such as higher tariffs, smaller quotas, stricter exchange
controls, tying of loans. ‘

The great majority of economists regard measures of
category (a) as the most desirable adjustment policy,
those of category (c) as the least desirable, and those
of category (b) somewhere in between.

THE PROBLEM OF INTERNATIONAL LIQUIDITY

“Liquidity” is an imprecise and treacherous economic
concept. Generally speaking, it refers to an economic
unit’s ownership of cash together with its capability to
obtain cash by the sale of, or borrowing against, assets;
alternatively, it may refer to the characteristics of the
assets themselves, to their convertibility into cash at
short notice and without appreciable loss. The concept
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therefore is unambiguous only in relation to an eco-
nomic unit or to a particular asset in a size or amount
that is small in relation to the relevant market; the
concept becomes imprecise when extended to the
market, or the assets traded in the market, considered
as a whole.

For an individual country, “international liquidity”
means, most commonly, the command of its monetary
authority over foreign exchange for use in intervening
in the foreign-exchange market to support the exchange
value of its currenty. By intervening, the monetary au-
thority can delay or. avoid (1) the adoption of the
domestic economic policies that would be required to
adjust the economy so as to restore immediate pay-
ments balance at the current exchange rate, or (2) the
adjustments that would be brought about by a change
in the exchange rate.

When an imbalance is only temporary and due to
reverse itself, the purpose of such intervention in the
foreign-exchange market is to avoid unnecessary dis-
ruption of the economy. When the imbalance is longer-
run or more fundamental, the purpose of such inter-
vention is (a) to allow enough time for the working’
out of the “natural” adjustment processes initiated by
the imbalance itself, and possibly (b) to allow the eco-
nomic policy-makers to accelerate the natural adjust-
ment processes by methods less drastic and urgent than
they would otherwise be forced to adopt.

The desirable degree of international liquidity for a
country depends, therefore, on the speed of operation
of the natural forces of adjustment, accelerated by the
pursuit of economic adjustment policies within the limits
considered tolerable. The advantages of greater liquidity
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to the individual country in this connection, however,
must be weighed against two contrary considerations:
(a) excessive liquidity may inhibit both the natural
adjustment processes and the pursuit of appropriate
policies of accelerating adjustment; (b) the use of
liquidity involves withdrawing real resources from other
countries, or acquiring claims on their real resources,
and so may be unwelcome to them. Thus, liquidity and
adjustment are closely linked.

The international liquidity of a country comprises a
spectrum of assets and borrowing powers at the disposal
of its monetary authorities, which for purposes of
analysis can be classified in a variety of ways. Some of
the significant distinctions are
1. between (a) actual holdings of assets and uncon-

ditional drawing rights (gold stocks,
deposits in foreign banks, foreign-cur-
rency obligatiors of foreign govern-
ments, LM.F. gold tranche)
and (b) unused borrowing facilities (I.M.F.
credit tranches, stand-by credits, stand-
by credit swaps);
2. between (a) gross reserves (all the assets and draw-
ing rights listed under la.)
and (b) net reserves (gross reserves minus cur-
rent liabilities to other monetary au-
thorities);
3. between (a) owned reserves,
‘(b) borrowed reserves,
and (c) borrowable reserves,
where borrowed and borrowable re-

serves 'should be further subdivided
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according to their availability (1) for
short terms, (o) for medium terms, and
(m) for long terms; and

4. between (a) owned, borrowed, and borrowable re-

serves under existing arrangements,
(b) additional reserves obtainable through
new ad hoc borrowing arrangements,
and (c) additional reserves obtainable through
restrictive domestic monetary policies
and other central-bank action directed
*at interest rates and forward foreign-
exchange rates.

For concreteness and precision the conferees agreed to
confine the concept of the international liquidity of a
country to the sum“of owned reserves and unconditional
drawing rights.

In the postwar period, the supply of additional inter-
national reserves in the form of gold has not kept pace

with the growth of international trade and payments.

and of central-bank demand for international reserves.
Not only has the supply of gold from new productlon
and Russian gold sales grown relatively slowly, but a
substantial portion of the new gold supplies has dis-
appeared into private hoards. The remaining demand for
reserves has been met in part by the establishment of
the International Monetary Fund and the 1959 agree-
ment to increase members’ quotas in the Fund, but
mainly by the growth of other countries’ holdings of
U.S. dollars as international reserves in substitution for
gold. The growth of these holdings constitutes evidence
of the inadequacy of gold supplies. The result has been
a weakening of the international reserve position of the
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dollar through the growth of U.S. short-term liabilities to
foreign monetary authorities and private creditors and
the diminution of U.S. gold reserves. This weakening of
the U.S. position has been intensified by a loss of con-
fidence generated by the large balance-of-payments
deficits of the United States in the past seven years and
the efforts the United States has been obliged to make
to persuade other countries to hold more dollars and
less gold than they would have preferred. Out of this
experience have emerged the two problems discussed
in this and the following section—the problem of inter-
national liquidity and the problem of confidence in
reserve media,

The liquidity problem arises because the vagaries of
such factors as Western gold production, Russian gold
sales, private gold hoarding, the U.S. balance-of-pay-
ments position, and agreements to increase automatic
drawing rights at the LM.F., cannot be safely relied on
to sustain the normal growth of world production, trade,
and payments at a relatively stable price level. The
confidence problem arises because the dollar has be-
come a less trusted substitute for gold in other coun-
tries’ international reserves, and a collapse of confidence
in the dollar could lead to the large-scale destruction
of international reserves through the exchange of dollars
for US. gold holdings and thus to the disruption of
the international monetary system and the liberal inter-
national economy that has been gradually restored since
the war.

The international liquidity problem is the problem of
reforming the international monetary system so as to
provide for the growth of total international reserves at
a rate consistent with the normal expansion of the world
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economy under liberal trade and payments conditions,
a rate, that is, which imposes neither inflationary .nor
deflationary pressures on world prices. Just what rate of
expansion is required for this purpose is extremely diffi-
cult to specify, for a variety of reasons. In both the
domestic and the international field, monetary history
has been characterized by the successive development
of new methods of substituting credit instruments and
devices for reserve money. Some countries assess their
need for international reserves by reference to their
domestic production and money supply, others by refer-
ence to their international trade and payments. There
are thus no solid theoretical or empirical grounds for
believing that the ideal is a growth rate of international

reserves invariantly related to the normal rate of growth

of world output or world trade and payments. Moreover,
the required increase of international reserves will de-
pend to some extent on the magnitudes of the inter-
national imbalances expected in the future, and on the
relative emphasis given to the provision of liquidity and
“the improvement of adjustment mechanisms!

Nevertheless, it is clear that the present system is en
erratic and unreliable method of providing for the
growth of international reserves. All members of the
Group are agreed on the desirability of reforms designed
to provide for a better-controlled and steadier growth
of international reserves if the present system of (rela-
tively) rigid exchange rates is to be maintained, though
some would prefer to replace that system by a system
of freely floating exchange rates, which in their opinion
would eliminate the problem of international liquidity
by providing an automatic mechanism for immediate
adjustment of international imbalances.
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THE PROBLEM OF CONFIDENCE IN
: RESERVE MEDIA

Even if adjustment processes and the supply of inter-
national reserves proved to be quite adequate over the
long run, the international monetary system might still
be subject to massive shocks. If major holders of reserves
sought suddenly to substitute one international reserve
asset for another, they could drain reserves from a re-
serve center and put unbearable strains on the adjust-
ment mechanism. They could even cause a drastic con-
traction in the global total of reserve assets, subjecting
the world economy to deflationary pressures.

The problem of confidence in reserve media is not
unique to international monetary systems. It was an im-
portant domestic problem in the interwar period and
particularly in the nineteenth century. As banknotes and
bank deposits were not fully covered by the banks’ gold
holdings, a large-scale conversion of credit money into
gold could force banks to suspend the convertibility of

. their notes and deposits; they could not honor their

obligations. The mere fear of a suspension, in turn,
could provoke a “run” on the banks. Holders of notes
and deposits would seek to redeem them in gold before
the banks’ holdings were exhausted. These “runs” on
the banks were frequent companions of business re-
cessions in the nineteenth century, and they intensified
these recessions by reducing the supply of money.

The domestic problem was brought under control
with the gradual development of central banks; these
serve as “lenders of last resort” to the commercial banks -
and help them to honor their obligations to the public.
The international problem of confidence is still with us,
however. The countries whose currencies are held as
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reserves have no such “lender of last resort” to aid them
in a crisis, but must use their own reserves to honor de-
mands for redemption. The International Monetary
Fund and other international financial institutions can
assist them in a crisis, but not to the same extent that a
national central bank can assist its commercial banks.
The present international system, moreover, has pecu-
liar features that may render it even more vulnerable
than a domestic monetary system. First, the supply of a
particular reserve currency to other monetary authori-
ties is most apt to increase when the country issuing that
currency is in payments deficit and when foreign central
banks ate therefore least inclined to accumulate addi-
tional amounts of this currency. Secondly, the interna-
tional reserve centers have only a small number of
foreign creditors’whereas an ordinary commercial bank
has many depositors. This is because a handful of mone-
tary authorities hold most of the world’s reserves.
Finally, the holders of reserve assets are official insti-
tutions and may be influenced by political considerations
_ -as well as by concern about the value of their assets.
At present, the problem of confidence is most often .
formulated with reference to the “overhang” of doflar
and sterling claims held as reserves by other morfetary
authorities. These authorities might begin massive con-
versions of dollars into gold. There might also be mas-
sive private outflows of dollars or sterling which would
transfer more dollars or sterling to foreign central banks
than they care to hold. Large-scale conversions of dollars
or sterling into gold could easily demolish the present
international monetary system. Thus, while the present
currency-reserve system is sometimes accused of impart-
ing an inflationary bias to the process of payments ad-
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justment and thus to the world econoxhy, it could also

be accused of threatening massive deflation.

Other monetary systems too may encounter the prob-
lem of confidence. The form of the problem is likely
to differ from one approach or plan to the next, but every
system should be examined from this point of view.

~ RELATIONSHIPS AMONG THE THREE PROBLEMS

The problems of payments adjustment, international
liquidity, and confidence in reserve media are closely
related. If the adjustment mechanism works fast, either
automatically or speeded by policy measures, the need
for liquidity is low. If the-adjustment mechanism or ad-
justment measures work slowly, the need for liquidity is
high. Conversely, the speed and character of adjustment
are likely to be affected by the magnitude of the avail-
able reserves and the ease with which gross reserves
can be replenished.

A deficit country that has large reserves or can easily
increase its gross reserves by borrowing will be less
inclined to speed up adjustment by appropriate policy
measures than a deficit country that has small reserves
and cannot easily borrow from abroad. The reaction of
the surplus country to greater reserves is different; the
larger its reserves and the easier its access to foreign
credit, the less will the surplus country be inclined to let
its reserves accumulate further and, hence, the less re-
luctant it may become to speed up the adjustment
mechanism.

It follows that the creation of additional reserves by
borrowing arrangements, or some other device, is likely
to shift more of the responsibility for adjustment from
the deficit to the surplus countries. This means that sur-
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plus countries tend to bear the main burden of excess
liguidity in the world at large, since reserves, no matter
how they are distributed initially, will eventually be re-
distributed to the surplus countries; conversely, deficit
countries tend to bear the main burden of deficient
liquidity.

Liquidity and adjustment are also closely related to
the question of confidence. As reserve-currency countries
run deficits, gross liquidity increases, but confidence may

after a point be diminished. On the other hand, as such

countries undertake adjustment, liquidity may be re-
duced, but confidence enhanced. By the same token,
the action of a reserve-currency country in augmenting
its own liquidity, through the generation of a balance-
of-payments surplus, necessarily diminishes world liquid-

ity while restorin'g world confidence in that reserve cur- -

rency. The role of a reserve-currency country as provider
of reserve assets may therefore conflict with its role as
provider of a safe reserve asset,

~ To put it differently, the rate at which a reserve-cur-
“rency country runs a deficit cannot simultaneously per-
form two functions: that of increasing liquidity at .an
appropriate rate and that of maintaining confidence in
the convertibility of its currency into gold. ;

OBJECTIVES AND CONFLICTS

Our civilization attaches the highest value to man
and the development of his capacities, which is why we
regard personal freedom as a fundamental social ob-
jective. The emphasis on the value of man also involves
the recognition of other objectives: to enable man to
consider himself a useful member of society and, there-
fore, to find gainful employment; and to work toward
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the abolition of poverty. These general goals of society
imply the following more specific objectives in the
economic sphere:

1. a high and stable level of employment;

~ 2. the highest possible per-capita income, requiring

(a) an efficient allocation of resources among
countries as well as within them, and
(b) a high rate of growth; and

3. a continuing special regard for poorer persons and

nations.

Unlimited freedom for one may curtail the freedom
of others; hence the need for collective authority on the
local, national, and international level to assure a peace-
ful and equitable society. Another function of authority
is to create institutions and rules designed to harness the
selfish actions of persons and nations to the collective
good. All of us agree that individual actions must be
limited and supplemented by national policies to attain
the above objectives, and that national policies must be
limited by cooperation among nations. We also sub-
scribe to the principle of “devolution”: decisions safe in
the hands of individuals should not be given to national
governments, and decisions that can be left to national
governments should not be arrogated by international
or supranational institutions. Within these limits, how-
ever, we differ on the ideal mix between individual ac-
tion and central control, on how much the individual’s
freedom of decision should be encroached upon by gov-
ernment action, and to what extent sovereign national
economic policies should be constrained in the interest
of international cooperation, equity, and harmony. Fur-
thermore, we also disagree frequently on what we con-
sider the best institutions and policies, and their best
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combination on the national and international level, for
the achievement of universally agreed-upon objectives.

Efficient resource allocation among countries is usually
facilitated by (1) the free convertibility of national cur-
rencies and (2) the free movement of products, people,
and capital. These are not only conditions of efficient
resource allocation but also means to another end, in-
asmuch as they enhance personal freedom. Most of us
also believe that (3) aid to developing countries is
necessary to achieve a more equitable distribution of the
world’s resources.

All of us favor (4) a reasonably stable price level as a
condition of growth or as a means of promoting equity
in income distribution or both; some consider (5) sta-
bility of foreign-exchange rates as a factor that promotes

effective international division of labor, since that alone’

tends to put external economic relations on a par with
domestic relations in terms of predictability.

Under present circumstances, the pursuit of these in-
strumental objectives is subject to the overriding con-
“ straint that (6) each country’s external accounts must
eventually be balanced. In a sense, this constraint IS also
an objective, since a continuous deficit as well as a con-
tinuous surplus can impose an inequitable burden on
other countries.

These objectives can conflict among themselves as
well as with some of the primary objectives (e.g., full
employment); and when they do, they can énly be
reconciled by compromise. Opinions differ on how best
to reconcile them, depending on the relative importance
attached to the different objectives. Opinions also differ
among nations, and this fact creates another objective:
(7) the international payments system should allow
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each country to seek that combination of conflicting
objectives it considers best, without thereby inflicting
harm on its neighbors or interfering with their pursuing
their own aims. Indeed, (8) to prevent unneighborliness
is another objective at which international cooperation
should aim.

There are many historical examples of conflict be-
tween objectives, with countries sacrificing one or more
in favor of attaining others. In the 1930’s, many Central-
European countries sacrificed convertibility and re-
stricted the movement of goods and capital in order
to raise employment or prevent “the importation of un-
employment.” Conversely, in the 1960’s, U.S. employ-
ment-stimulating policies have been limited for the sake
of balance-of-payments considerations. Again, the fixity
of exchange rates was abandoned by Great Britain in
1931 to avoid making sterling inconvertible at fictitious
rates and to ease deflationary pressure. The external
value of the currency was reduced by France in 1958
in order to remove a payments deficit, and increased by
West Germany and the Netherlands in 1961 in order to
eliminate payments surpluses and the associated infla-
tionary pressures.

The proposals for reforming the international mone-
tary system currently advocated by economists also
represent compromises; differences among them reflect
differences in opinion on the relative importance of
various aims or on the efficacy of various means. Some
stress maximum protection of national sovereignty
against shocks coming, or obstacles to expansion im-
posed, from outside; others favor cooperation among
nations and, hence, mutually supporting, or at least
compatible, national measures. Among the “interna-
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tionalists® are champions of the free-market idea who

look to international cooperation as a reinforcement of

their own government’s weak monetary discipline.

Some favor variable exchange rates in order to assure
quicker and smoother adjustment, independent national
policies, and the avoidance of centralized decision-
making in the monetary field; most people prefer stable,
and some entirely fixed, exchange rates. Many advocate
larger and growing international reserves to allow deficit
countries more leeway for avoiding restriction both of
domestic activity and of foreign trade. At the same
time, they wish equally to avoid the inflationary pres-
sures that too fast a growth of reserves would create.
Yet another reform proposal would create groups
(blocs) of countries, with variable exchange rates be-
tween the different groups but fixed exchange rates, as-
sured by close economic cooperation, within each group.

Finally, some variants of the proposals to increase the
supply of monetary reserves wosld »ut at the disposal
of developing countries the real resources obtained in
exchange-for the additional reserves created. However,
virtually any reform of the international payments sys™
tem would, if successful, promote aid for developnfi'ent
by facilitating the international transfer of funds.
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CHAPTER III

MORE ON THE THREE PROBLEMS
AND ON SOME APPROACHES
TO SOLVE THEM

THE four major approaches to international monetary
reform, which will be discussed in detail in the next
chapter, reflect disagreements among their respective
advocates about the relative importance of attaining
one or another of several objectives, about the prob-
abilities that one or another type of disturbance in inter-
national payments is likely to predominate in the future,
and about the responses of national economies to differ-
ent methods of adjustment. Despite these differences
and the consequent preferences for different approaches,
the conferees found themselves largely in agreement
that whereas one approach was better suited to deal
with particular problems under certain conditions
another approach might be more appropriate for other
problems or conditions. A few of the conferees would
regard a reform that follows only one of the approaches
as adequate for most situations—and would therefore
rule out the other three approaches altogether; but
most of the conferees visualized certain facets of several
approaches—though certainly not all four of them in
their entirety—as complementary, rather than alternative
or mutually exclusive. The different approaches to inter-
national monetary reform thus reflect, in part at least,
the variety of problems confronting the world. This fact
is most clearly brought out by considering the contribu-
tion which each of the various approaches makes to
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/

the three major problems introduced in the preceding
chapter. : ;
ADJUSTMENT

The conferees found it useful, for analytical purposes,
to classify the many different possible causes of im-
balance in international payments into a few major
types. Having done so, they were able to trace many of
their differences about the desirable speed of adjust-
ment to differences in their appraisals of the relative

frequency with which the various types of disturbance

would occur if the future.
-Types of Disturbance

1. The first type are disturbances that may be char- -

acterized as “continuing” or “persistent” and which arise

predominantly from changes in “real” supply or demand .

conditions. The resulting changes in a country’s receipts
or payments reflect a change in its international eco-
nomic position that cannot, for policy purposes, be re-
garded as temporary. They therefore call for offsetting
changes in other components of receipts or payments.
Examples of this type of disturbance are the loss of
foreign-investment income after a war resulting €mﬁ
wartime liquidation of foreign investments, the loss of
an export market owing to the technological displace-
ment of a major export product or to a change in tastes,
or other changes in comparative advantage.

The imbalances in payments arising from such.dis-
turbances cannot be financed indefinitely by the deficit
country out of its own reserves, since these reserves,
however large, are necessarily limited, and they will not
be financed indefinitely by loans supplied directly or
~indirectly by surplus countries. Indeed, in the absence
of visible progress in adjustment, the effects of the
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 original disturbance are likely to be magnified by out-

flows of capital from the deficit country, resulting from
the belief that the value of its currency may decline.
This type of disturbance requires adjustment, and the
adjustment involves a reallocation of labor and capital

. within countries or redistribution of national expendi-

tures, or both. Financing is also required, but only to
take the country through the period of adjustment.

2. The second type of imbalance is that arising from
differences in rates of monetary expansion among coun-

- tries relative to the rates and patterns of their economic

growth, leading to the spillover of the excess purchasing
power of the faster expanding country onto foreign
markets as a result of increased demand for imports, for
exportable goods, and for foreign securities. This type
of disturbance is similar to the first type is being con-
tinuing or persistent and in requiring adjustment either
through the operation of market forces, set in motion by
the international monetary mechanism, or through the
effects of policy measures. It differs from the first type
in not arising predominantly from (or being associated
predominantly with) changes in real supply and demand
conditions.

In “open” countries—especially in countries in which
foreign trade is a high proportion of total production—
such disturbances may be reflected primarily in pay-
ments imbalances and cause relatively little disparity
between domestic prices and costs, on the one hand,
and foreign prices and costs, on the other. In such cases,
balance can easily be restored by eliminating the excess
or deficiency in monetary expansxon which caused the
disturbance.

In countries that are “less open,” either for reasons
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of economic geography or because trade barriers are
high, disturbances of this type may be reflected both
in payments imbalances and in significant disparities
between the general levels of domestic and foreign
prices and costs. In an early phase, so long as the dis-
turbances are reflected only in profit margins and com-
modity flows, and not yet in the general level of money
costs, balance can still be restored—without causing
unemployment—by eliminating the excess of monetary
expansion in the deficit country. If the monetary ex-
pansion, however, proceeds far enough in the deficit
country to be reflected in an excessive general level of
money costs ( especially labor costs) of a sort that cannot
readily be reduced, the cost-price disparities become
irreversible and may call for different kinds of adjust-
ment measures. But to the extent that the disparities do
not reflect changes in the conditions of real supply and
demand, the adjustment does not call for changes in the
allocation of factors of production within the partner
countries. Easy financing of the resulting payments im-
- balance helps to perpetuate the disturbance and, at the
same time, to transmit the excess purchasing power,to
other countries, thereby diluting its effects in the €oun-
try where the disturbance originated. This, for some
observers, is a powerful argument against automatic
financing of payments imbalances of this type.

In the case of a less open country, the excessive mone-
tary expansion is sometimes not widely diffused among
the various sectors of its economy. To the extent that it
is concentrated in a few sectors, it will be accompanied
by shifts in the pattern of resource use. As a result,
changes will also occur in “real” supply and demand
conditions within the country, so that the disturbance
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will have some of the characteristics of the first type as )
well as of the second. Then the conclusions reached in
that case will also be applicable.

An imbalance in international payments resulting from

~ excessive or deficient rates of monetary expansion will

not necessarily be corrected by the mere passage of
time, although events independent of the disturbance
itself may correct it fortuitously. For this reason, financ-
ing of the imbalance is not a satisfactory substitute for
adjustment, unless there happen to be reasons for ex-
pecting independent events to come to the rescue; it is
rather a temporary means of tiding the country over
the period of adjustment. Adjustment in this situation
requires a change of exchange rates combined with
elimination of the excessive monetary expansion or, in
the absence of such a change, more protracted restraint
of the monetary expansion (or actual contraction) in
countries that have expanded excessively and/or ac-
celeration of expansion in the countries that have ex-
panded relatively too little.

If, in the countries with excessive expansion, mod-
erate retardation of expansion is sufficient, a case can
be made for financing, while leaving exchange rates
unchanged. With adequate financing, monetary expan-
sion need not be retarded so rapidly as to interfere with
maintenance of high employment and the full potentiali-
ties of noninflationary growth. If the differential in the
rate of monetary expansion has proceeded far, however,
exchange-rate adjustment may be called for. Which
method is to be preferred depends on the speed with
which it is felt balance must be restored, on the one
hand, and the importance attached to maintaining the
momentum of expansion, on the other. Economic rea-
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soning does not provide any obvious basis for deter-
mining that one speed of adjustment is more desirable
than another. A maximum permissible period is given,
nevertheless, by the ability and willingness of deficit
countries to finance their deficits out of their reserves
and by the willingness. of surplus countries to finance
them, either directly or indirectly. This maximum, of
course, depends in part on the particular international
monetary arrangements.

3. A third type of disturbance may be classified as.

“temporary” or “reversible.” Disturbances of this class

are likely to disappear without changes in relative costs,.

prices, interest rates, or other market reactions or policy
measures induced by the effects of the disturbance on
the monetary méchanism. One might cite, as examples,
current-account deficits arising from crop failures; lags
in the adaptation of a country’s production to changes

in tastes, provided these adaptations do not depend

on the working of the balance-of-payments mechanism,
~but can be induced by market forces operating without

changes in aggregate money demand (as, for example,-

in the case of the partial displacement of standard"U.S.
cars by small foreign cars and the subsequent introduc-
tion of compact models by the U.S. industry); accumu-
lation or liquidation of inventories associated with cycli-
cal fluctuation or other reversible influences; capital
movements arising from temporary stimuli; widespread
expectation of changes in exchange rates that do not
in fact occur and whose failure to occur will reverse
the capital flow; or temporary changes in interest-rate
differentials resulting from differences in the timing of
cyclical movements among countries.
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Relative Advantages of Financing and Adjustment

The foregoing classification of disturbances provides
the basis for considerable agreement about remedies

‘appropriate in each case, even though disagreement re-

mains about final preferences for the various reform
proposals. These differences result from differing views
about the general desirability of financing, on the one
hand, and of adjustment, on the other. Differences on
this issue, in turn, reflect in part—although only in part—
differing views about the relative importance of major
objectives of policy and the probable relative importance
of the different types of disturbance in the future.

Reliance on financing—coupled with retardation of the
operation of the adjustment mechanism or postponement
of adjustment measures—tends to be favored by those
who believe that the bulk of all imbalances in the future
will be due to temporary or reversible disturbances (so
that adjustments in relative cost-price relations and in
resource allocation would be wasteful). But some also
prefer prolonged financing in the case of persistent or
nonreversible disturbances because they believe that
quick adjustments can be effected only by sacrificing
otherwise attainable objectives of policy, such as full
employment or fast growth. (Proponents of this view
include economists who would agree that balance in
international payments can be -restored quickly by
changes in exchange rates but who believe that fixity in
these rates is itself a condition for attainment of other
objectives.) Delay of adjustment is also favored by some
on the ground that, in reality, the basic cause of any
given imbalance cannot easily be identified when it
occurs and that time must elapse, therefore, before the
most appropriate remedy can be selected.
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Others believe that official financing of imbalances is

either unnecessary or undesirable. Thus, the proponents -

of continuously flexible exchange rates believe financing
by official reserves is unnecessary because flexibility of
exchange rates introduces an element of cushioning by
means of private short-term capital movements and
thereby permits gradual adjustment without undue sacri-
fice of other policy objectives.

Advocates of a semiautomatic gold standard regard
prolonged ﬁnancmg as undesirable because they believe
that, in practice,” it leads not to gradual adjustment
but to postponement of adjustment. Indeed, they fear
that financing, coupled with offsetting the effects on the
domestic money supply, may permit the imbalances to
grow and reach a point where the only possible remedies
involve greater interference with other policy objectives
than would have occurred had the adjustment been
initiated promptly and taken the form they advocate.
This school, in other words, sees the existence of large

. and readily available means of external financing as re-
moving a discipline which they regard as desirable. In

general, proponents of this view believe that the most

probable future cause of imbalance is excessive mone-
tary expansion in some countries. They also tend to fear
price inflation more than they fear failure to attain high
employment and an accelerated rate of economic
growth, either because of different priorities they assign
to alternative objectives or because of different assump-
tions they make about the best ways of achieving these
objectives. Moreover, perhaps because they do not be-
lieve that restraint of monetary expansion is likely to
defeat other policy objectives in the long run, they are
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less concerned with whether a given imbalance is of one
or another of the three types identified above.

An important element in the opposition to larger pro-
vision for financing is the fear that the mere existence

~ of large owned reserves or borrowing facilities would

give rise to the danger of excessive monetary expansion
in the world as a whole. This danger arises, in their
opinion, through the combination of the effects of large
international reserves on domestic monetary expansion
and the unwillingness or inability of national monetary
authorities to break the link between international re-
serves and supplies of domestic money and near-money.

It appears that—apart from the proponents of a semi-
automatic gold standard and of freely flexible (un-
managed) exchange rates, who believe that imbalances
should be corrected quickly irrespective of their cause—
the conferees share a considerable measure of agreement
as to the remedies appropriate to particular causes of
imbalance. In their view, the fact that different diseases
call for different cures increases the importance of
diagnosis and of finding means of keeping different
methods of adjustment available.

The conferees agreed that diagnosis is difficult and
highly uncertain. Indeed, some of those who favor flexi-
bility of exchange rates believe that it is hardly possible
to diagnose correctly the various types of disturbances
at a sufficiently early stage and that irreversible mis-
takes will be made too often if the authorities attempt
to determine on an ad hoc basis whether prolonged fi-

‘mancing or prompt adjustment is appropriate. These con-

ferees contrast the danger of error with the smoothness
and the easy reversibility of adjustment under a properly
conducted system of floating rates.
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The effect of exchange-rate movements is to change

relative costs and prices and thereby induce the appro- .

priate reallocation of productive resources while main-
taining aggregate effective demand at levels consistent
with high employment and price stability. Proponents
of flexible rates recognize the danger that exchange-rate
depreciation in response to a temporary disturbance
-might set in motion forces, partly political, that lead to
an undesired rise in the general national price level and
might induce upnecessary shifts in the allocation of
labor and capital; They believe, however, that these dan-
gers could.be taken into account by internal monetary
policy. Assuming that full employment prevailed, the

appropriate initial response of the monetary authorities-

to a disturbance tending to cause depreciation would be
to tighten credit and cushion the original tendency
toward depreciation in order to avoid a strong updrift
of prices and a pressure for a shift of labor and capjal
that might prove excessive. If the disturbance did prove
. to.be temporary, the monetary restriction could be
stopped as the downward tendency of the exchange
rate ended and was replaced by a movement back to ifs
original level. If the disturbance persisted, the restric-
tion could be eased sufficiently to allow whatever further
depreciation of the currency was necessary to combine
external balance with reasonably full employment and
stable prices.

Judicious use of monetary policy can thus, in thelr
view, gradually secure internal as well as external

balance through a variety of mechanisms, obviating the .

need for immediate diagnosis of the causes of disturb-
ance and making possible a quick reversal of policy if
the causes prove to be transitory. At the same time, they
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say, the immediate use of monetary policy to counteract
a disturbance minimizes the danger that an inflationary
trend will gather momentum, a danger likely to be in-
creased if official financing is used to bridge payments

.imbalances.

Those who believe that enduring disturbances in-
volving changes in real conditions of supply and demand
are likely to be important in the future recognize the
ease with which the adjustment process can be set in
motion under a regime of flexible exchange rates, but
they stress that this ease does not avoid (possibly pain-
ful) changes in the pattern of production. They note
that changes of exchange rates alter the relation be-
tween prices and costs in industries producing export-
able and import-competing goods, on the one hand, and
in purely domestic industries, on the other, and there-
fore create market incentives for shifts in the allocation
of labor and capital between these two types of indus-
tries, whether or not the disturbance creating the ex-
change-rate movement calls for such shifts. They point
out that, if the disturbance proves not to require such
shifts, waste can be avoided by not initiating them,
whereas if it does prove to require them, little will have
been lost, in their opinion, by allowing more time for
restoration of balance.

The fact that diagnosis is uncertain also forces us to
recognize another question—one faced by all who must
make decisions in the face of uncertainty, What is the
cost of being wrong? The question of whether a given
imbalance, when it occurs, should be dealt with by a
rapid adjustment, a slow adjustment, or none at all,
must then be reformulated as follows: What are the
costs and benefits involyed in initiating a process of
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adjustment that may turn out to be premature or en-

tirely unnecessary, as compared with the costs and bene-°

fits of delaying or failing to initiate one that may prove
to be necessary? The advocates of a semiautomatic gold
standard and of flexible exchange rates tend to stress
the costs of delaying adjustment, while the other con-
ferees, as already noted, tend to stress the costs of rapid
adjustment or of prompt initiation of it when it may
turn out to be unnecessary.

The sources of disagreement on this point—assuming
that diagnosis of the causes of imbalance remains diffi-
cult and uncertain-lie evidently in the factual judgment
regarding the relative frequency with which the various
types of disturbance are likely to occur in the future
and in the appraisal-of the costs and benefits resulting
from risking incorrect courses of action.

LIQUIDITY
The Adequacy of Reserves

Differences of opinion exist as to the degree of ade-
quacy or inadequacy in the supply of international
monetary reserves at the present time and in the recent
past. The conferees, nevertheless, agree that the present
system of providing for the growth of reserves gives no
assurance that future changes in the supply of reserves
will be appropriately adjusted to the needs of an expand-
ing world economy based on liberal trading principles.

The growth of reserves under present arrangements
has depended essentially upon the uncertainties of West-
e gold production, Russian gold sales to the West,
private hoarding demands, unpredictable developments
in the balances of payments of the United States and
the United Kingdom, the continued willingness of mone-

317



318

GUIDELINES FOR INTERNATIONAL MONETARY REFORM

tary authorities to accumulate and hold dollars and
sterling, and periodic agreements to enlarge LM.F.
quotas. These sources of reserves and borrowing facili-
ties have been supplemented lately by a series. of bi-
lateral stand-by credit agreements, by the General
Arrangements to Borrow, and by ad hoc bilateral bor-
rowing arrangements which, however useful they might
be in meeting short-lived runs on currencies that
threaten the continued existence of the present sytem,
provide no solid or dependable foundation for adjusting
the over-all supply of reserves to the long-term require- -
ments of an expanding world economy.

The rate of growth of reserves must not be so low
as to exert deflationary pressures on the world economy—
though most believe this has not occurred in the postwar
period—or to induce general resort to restrictionist pres-
sures on world trade and payments; and it must not be
so high as to encourage world inflation or to reduce the
incentive for deficit countries to take appropriate adjust-
ment measures. But the “correct” rate of growth of re-
serves cannot be related in any mechanical way to the
growth of world trade and payments or world pro-
duction. It will depend, among other things, upon such
factors as the magnitude of balance-of-payments swings,
the speed and effectiveness of adjustment processes and
policies—whatever their precise form—and the distribu-
tion and composition of world reserves. While the exact
rate of needed increase in international reserves can-
not be specified, the conferees agree that, if a system of
relatively fixed exchange rates is to be maintained in
the future, a more dependable method, and perhaps
more conscious control, of reserve creation than now
exist will be needed.
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Alternative Solutions

Except for a system of unlimited, unmanaged flexi-

bility in exchange rates, under which there would be
no need for official monetary reserves or. for their ex-
pansion, the liquidity problem is a meaningful one for
all systems of international monetary organization. In-
deed, one of the main distinguishing features of most
plans for international monetary reform is their particu-
lar approach to the problem of creation or provision of
reserves. . :

One extreme approach to the liquidity problem,
favored by at least two members of our Study Group,
would be the adoption of a semiautomatic gold standard
under which all credit reserves would be eliminated
and the whole process of international reserve creation
would be made dependent upon gold production and
such other gold supplies as might be made available to
the monetary authorities of the West. There would be
a once-and-for-all increase in the world price of gold,
by about 100 per cent, so as to enable the two reserve-
currency countries to pay off their liabilities which con-

stitute the reserves of foreign monetary authorities, an@

to increase the value of new gold production to an €x-
tent believed sufficient by the proponents of this plan
to provide an adequate rate of growth of reserves in the
future. Any deficiency (excess) of gold production in
relation to the requirements of noninflationary growth
would, so it is argued, be corrected by market forces:
as general prices and costs fall (rise) because of de-
ficient (excessive) accretions to the monetary gold stock,
production of gold would become more (less) profitable
and would increase (decrease) accordingly. This view,
however, was widely challenged by other conferees.

319



320

GUIDELINES FOR INTERNATIONAL MONETARY REFORM

Proposals for flexible exchange rates have not been
specifically directed to the problem of reserve provision.
Indeed, in its most extreme version, the proposal would
completely eliminate the need for reserves. But so long
as there is some element of exchange-rate management,
the availability of reserves, in one form or another,
would be essential. There would similarly be a need for
adjusting the aggregate supply of reserves over time to
avoid excesses or deficiencies. Too little liquidity could
threaten the attainment of the major objectives of inter-
vention; while too much liquidity could, on the other
hand, increase the likelihood of monetary authorities
working at cross-purposes in their exchange-rate policies.
Some of the conferees believe, in contrast to the more
usual view, that under a system of officially managed
flexible rates the authorities would actually have to
intervene in the market to a greater extent than they
would under a fixed-rate system and that, consequently,
the amount of reserves needed would be greater. They
thus insist that a managed flexible-rate system should
not be regarded as an alternative to an enlargement
of international reserves.

Except for supporters of a semiautomatic gold stand-
ard, all members of the group consider it necessary to
use “credit reserves” as a supplement to or substitute
for gold reserves, to introduce some measure of stability
in the composition of international reserves, and to try
to adjust the rate of growth of total reserves to the
needs of an expanding world economy. But differences
of opinion prevail as to the most appropriate reserve
mix and reserve-providing machinery.

Under the plan for centralization of international re-
serves—in its pure form—credit reserves would no longer
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consist of national currencies but of gold-value-guaran-

teed sight deposits at a reorganized 1L.M.F. These de-

posits would replace present LM.F. capital subscriptions.
Members might undertake to hold an agreed proportion
of their gross monetary reserves in the form of LM.F.
deposits, and these deposits would be increased (de-
creased) over time in accordance with the requirements
_ of noninflationary growth in the world economy, by
direct lending to (repayments by) member countries,
by open-market operations, and by purchases (sales)
of bonds issued by the International Bank for Recon-
struction and Development.

An alternative approach, building upon existing insti-
tutions and practices, would be the adoption of a
multiple-currency-reserve system. Dollars and sterling
would continue as part of international reserves but
would be supplemented, along with gold and uncondi-
tional drawing rights at the LM.F., by the use of other

reserve currencies. The conferees recognize, as in the

case of the centralized-reserve plan, that closely co-
ordinated decisions by the leading monetary authorities
would be required for the successful functioning of such
a'system. L
The foregoing by no means exhaust the list of possxble
mechanisms to provide for long-term growth in world
reserves. The plan for establishing composite-currency-
reserve units, for example, ‘would, in addition to increas-
ing LM.F. quotas and liberalizing access to LM.F. re-
sources, provide for the creation of “currency-reserve
units” to be held by the leading countries in a prescribed
ratio to gold. And there are many other schemes, some

of which can be combined in ingenious ways. Some.

plans are based on automatic formulas, others on joint
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decision-making. Some would prescribe gradual, evolu-
tionary modifications of present institutions and prac-
tices; others would call for a more radical transformation
of existing machinery. Some are concerned only. with
means for increased provision of international reserves;
others are designed to attain additional objectives as
well. Some would introduce a greater element of orderli-
ness in the process of reserve creation; others would in
fact, contrary to the expectations of their proponents,
introduce potential new elements of instability.

A substantial number of the conferees expressed sym-
pathy for either a centralized-reserve or multiple-cur-
rency-reserve approach to the problem of providing for
a more orderly and dependable rate of growth of re-
serves in the future. It was recognized that the success
of either approach would call for coordinated decisions
by the leading monetary authorities regarding the rates
of change in total reserves held by the participating
countries and on the appropriate composition of these
reserves, and that both approaches raised similar prob-
lems from the point of view of achieving the major ob-
jectives of international monetary reform. ' :

CONFIDENCE
Reserve Assets: Acquisition and Composition

The problem of confidence in reserve media has at
least two dimensions. First, monetary authorities may
wish to change the composition of their reserves by sub-
stituting one reserve asset for another. We may call this
aspect the problem of asset composition. Second, mone-
tary authorities may not wish to take up more of a par-
ticular asset than they already hold and may seek to
convert the additional amounts acquired in the course
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of intervention in the foreign-exchange market. We may
call this aspect the problem of asset acquisition. )

The nature of the first problem can be vividly illus- '

trated: Suppose that a major central bank were to pre-
sent its large dollar claims for - conversion into gold,
which it might do for economic or financial reasons or,

possibly, for political purposes. The reduction of US.

. gold holdings on account of this one transaction might
cause other holders of dollars to reexamine their posi-

tions and to run down their dollar balances as well. A
succession of conversions would reduce the gross total

of official reserves and would also compel the United

States to take drastic action in defense of its own gold

reserves. It might strive for a surplus to rebuild its re-

serves at the expense of other countries and by so doing

would further reduce gross world reserves. Some believe,

moreover, that the United States might suspend gold

sales to monetary authorities at the first sign of a “run”
on its gold stock. It would thereby rupture the connec- .
tion between gold and the dollar in the international

monetary system.

The second problem may be illustrated by another” |
example: If there were a large sale of dollars or sterlmg ’

by private holders, foreign or domestic, foreign monetary
authorities would come into possession of additional
dollars. They might not want to hold more dollars or
sterling and would then present them for conversion
into gold. This, too, could touch off a “run” on the gold
stock of the United States (or the United Kingdom) as,
after the decline in the U.S. (or U.K.) gold stock, mone-
tary authorities might no longer want to retain the
dollars or sterling they had previously been willing to
hold. In the absence of sudden changes in confidence,
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the system may still be damaged by what happens “at
the margin.” Under the existing gold-exchange standard,
the world has relied on a growth in dollar holdings for
much of the increase in reserves. This same growth
tends to impair the reserve position of the United States,
increasing its short-term liabilities relative to its own
reserves. An increase in the quantity of international
reserves may consequently lead to a decline in their
quality, as viewed by the monetary authorities holding
these reserves.

 Solutions to the Problem of Acquisition

Many conferees are persuaded that the problem of
asset acquisition requires urgent action. Their reasons,
however, are various. Some of them stress the effects
just described—the decline in “reserve quality” that
would accompany any further increase in dollar or
sterling reserves. They advocate a range of reforms de-
signed to supply additional reserves without further im-
pairing the net reserve positions of the existing reserve-
currency countries. The proposals for centralization of
international reserves seek this result by allowing the
LMF. to create new reserve assets alongside, or in lieu
of, existing currency reserves. The proposal for a multi-
ple-currency-reserve standard also seeks this result; it
would have other countries’ currencies serve as reserves
together with dollars and sterling so that the need for
additional reserves, when manifest, could be met by
countries that still have unquestioned reserve positions.
Finally, some economists propose that the existing re-
serve-currency countries give gold-value or exchange-
rate guaranties on any increase in foreign official hold-
ings of their currencies, so that central banks may be
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willing to acquire additional dollars or sterling. This

proposal involves an extension of methods already em--

ployed by the United States, as it has given guaranties
on certain liabilities held by other countries in connec-
tion with bilateral credit arrangements.

The advocates of freely flexible exchange rates and of
a semiautomatic gold standard would also regard their
proposals as solutions for the problem of asset acquisi-
tion, since neither system would permit the purchase of
foreign exchange by monetary’ authorities. Both groups
regard increased holdings of dollars or sterling (or any
other currency) as undesirable, partly because such ac-
quisitions allow the reserve-currency countries to run

payments deficits for too long and thereby impose in-

flationary pressures on the rest of the world.

Solutions to the Problem of Composition

The problem of asset composition also commands at-
tention and concern, but there is greater disagreement
on its importance and, if important, on the best solution.
Some economists deny that there is an urgent problem.
They doubt that any major country would, in foreseg-.
able circumstances, try to convert its currency balances
into gold. The growth of cooperation and consultation
among central banks is cited as evidence to this effect,
as it implies a strong collective commitment to the sta-
bility of the international monetary system. Those who
hold this view also stress the interest-income incentive
to hold foreign-exchange reserves rather than gold.

Other economists believe that the problem of com-
position is quite urgent. Some of them, indeed, issued a
statement to this effect at the end of the first Bellagio
conference, calling for “consolidation” of existing for-
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eign-exchange balances. They do not necessarily fore-
cast an early and massive switch from dollars into gold,
but interpret the apparent stability of reserve-asset com-
position rather pessimistically. Central banks, they say,
have held on to their dollar balances and taken on addi-
tional holdings because they are unwilling to incur the
onus of precipitating a crisis.

Yet those who agree in attaching great importance
to the problem differ as to the appropriate solution.
Some advocate immediate measures to remove the “over-
hang” of dollars and sterling, before or apart from any
other reform of the international monetary system. One
such proposal calls upon the reserve-currency countries
to issue long-term debt instruments, not convertible into
gold but bearing a gold-value guaranty, and to exchange
these new certificates for the dollar assets presently held
by other countries. Others propose that central banks
transfer their dollar balances to the LM.F., receiving
in their placé’ dej.osits with the LM.F. that would also
bear a gold-value guaranty. A third proposal suggests
that, if foreign holders of dollars or sterling convert their
claims into gold, the LM.F. should extend special lines
of credit to the United States and the United Kingdom,
in addition to their normal drawing rights.

The several plans for general reform of the interna-
tional monetary system also seek to cope with the prob-
lem of confidence. The multiple-currency-reserve pro-
posal would: make several contributions. First, it would
supply central banks with a wider range of assets, per-
mitting them to diversify their reserve portfolios and
thereby rendering them less sensitive to the possibility of

-changes in asset quality or changes in exchange rates.

Secondly, it would give them exchange-rate guaranties
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on their holdings of currency reserves. Finally, it might

even specify the “presumptive” or “normal” composition .

of official reserves, formally restricting the substitution
of one asset for another. Critics of this proposal fear
that strict regulation of asset composition would be un-
acceptable and perhaps undesirable, but they recognize
that the absence of such rules might be very damaging.
- They believe that the very creation of additional reserve
currencies would increase the scope for substitution
among reserve assets and, therefore, increase the poten-
tial instability of the system.

The proposals for centralization of international re-

serves seek to solve the problem of confidence in various .

ways. First, they call for the replacement of foreign-
exchange balances by deposits at the LM.F., so that

central banks could no longer convert these currencies

_into gold. Second, they call for minimum deposit re-
quirements; each country might be obliged to hold some

fixed minimum of its total reserves in the form of I.M.F..

deposits. Some advocates of this arrangement believe
~ that such minimum deposit requirements, the mterest
that depositors would earn, the gold-value guaranues

on deposits, and the guaranties against default would

combine to protect the new international reserve-creat-
ing institution against a “run” on its own gold holdings.
(In their view, central banks would even prefer LM.F.
deposits to gold.) Others, however, though favoring the
basic plan, doubt that these provisions would solve the
problem of confidence. They propose that the new cen-
tral-reserve institution (ILM.F.) be spared any obliga-
tion to pay out gold, so that there could be no substitu-
- tion of gold for deposits. Some would prefer that this be
done from the start, but consider it more practical to
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proceed gradually, limiting conversion step by step, for
example, by raising the minimum deposit requirements
at the central-reserve institution. -

The proposal for a semiautomatic gold standard also
seeks to solve the problem of confidence by eliminating
all possibilities of substitution between reserve media.
It envisages a once-for-all increase in the price of gold
that would permit the existing reserve-currency coun-
tries to pay off their obligations to other monetary au-
thorities. It would then forbid monetary authorities to
hold any international asset except gold. Once existing
currency balances were liquidated, the monetary system
would be safe from crises of confidence stemming from
shifts in the composition of reserves. Critics of this plan,

“however, point to a problem which is nearly analogous

to the problem of confidence described above. If private
individuals came to believe that the price of gold would
be increased once again, they might begin to buy gold
and drain resérves from all the central banks. Doing
so, moreover, they might accomplish the very result they
had anticipated. Central banks would be compelled to
allow a decline in the supply of money as their gold
stocks fell, and this would depress world prices relative
to the price of gold. Critics believe that gold produc-
tion might not respond sufficiently to changes in general
price levels so that changes in expectations about the
price of gold or the general price level would have a
deleterious effect on world reserves and the world
economy.

The proposals for flexible exchange rates are not di-
rectly designed to cope with the problem of confidence,
but have important implications for it. The proposal for
unlimited, unmanaged flexibility would do away with
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the need for reserves and, therefore, with the confidence
problem as it has been defined here. Under this plan,
however, there may be an analogous problem. Some
economists believe that unlimited flexibility of exchange
rates might invite large destabilizing movements of pri-
vate short-term capital. These could have powerful ef-
fects on the exchange rates, affecting prices and the
allocation of resources. If these seemed likely, monetary
authorities might not be willing to forego intervention in
the foreign-exchange market and would then have to
hold reserves. In this case the problem of confidence
in reserve media might exist even under flexible ex-
change rates. Some advocates of limited or managed
flexibility, consequently, favor centralization of reserves
or the widespread use of exchange-rate guaranties. They
view these proposals as complementary to their plans
for flexible exchange rates.
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CHAPTER 1V

ASSUMPTIONS UNDERLYING
THE PROPOSED APPROACHES

Apvocacy implies criticism. One cannot reasonably
recommend a plan or approach without implying that
it is in some respects better than what we now have
and what others recommend. Hence, a statement of the
assumptions which underlie the recommendation of any
plan or approach must include critical propositions about
both the present system and alternative approaches.
These critical propositions, of course, are accepted by

‘some, and rejected by others. Since none of the con-

ferees preferred the present system to all proposed alter-
natives, no statement of propositions supporting its
maintenance was prepared. In order to avoid, however,
an impression Bf i::aggerated hostility toward the pres-
ent international monetary arrangements, or of a failure
to appreciate their historical contributions, it was de-
cided to have a brief commentary on the present system
precede the statements of assumptions underlying the
proposed alternatives.

PRESENT INTERNATIONAL MONETARY
ARRANGEMENTS

The present international monetary mechanism is not
a simple and logical “system.” Rather, it is a set of
arrangements which is the composite result of agree-
ments, compromises among conflicting interests and
opinions, adaptations to unforeseen developments in the
evolution of world trade and finance, and precedents
that grew out of ad hoc arrangements or individual
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policy decisions. As such, it represents a mixture of dif-
ferent techniques evolved to carry out different prinéi-
ples, of policies which sometimes follow given principles
and sometimes contravene them, and of mechanisms

which probably would be common, in greater or lesser'

degree, to any system.

The present set of arrangements originated from the
determination- of the nations of the world to prevent a
repetition of the disorders of the 1920’s and 1930’s. The
basic instrument of this effort was the provision of inter-
national monet'ary reserves and borrowing facilities in-
tended to permit nations to avoid pressures for harmful

monetary contraction and competitive depreciation of

foreign-exchange rates and to aid them in eliminating
exchange restrictions and reducing barriers to trade.
These efforts were largely successful. Under the postwar
system bilateralism was generally eliminated, an en-
vironment was created in which world trade and pro-
duction expanded at an unprecedented rate and, at long
last, convertibility of currencies was restored.
. In the monetary field, these efforts centered around
the International Monetary Fund, which for a period

was supplemented by the European Payments Union. -

The ILM.F. is a supplier of currencies subscribed by its
members and also a regulatory and advisory agency.
Both the contributions and the rights of member coun-
tries to draw foreign currencies are related to . their
quotas, which have been increased from time to time
in a generally uniform way.

The key feature of the present monetary mechanism,
however, is the use of gold and a few national curren-
cies—mainly the U.S. dollar and British pound sterling—
as international monetary réserves, and the increasing

331



332

GUIDELINES FOR INTERNATIONAL MONETARY REFORM

role of these currencies in the total of such reserves.
It is thus usually referred to as a gold-exchange stand-
ard. These two elements of reserves are suppiemented
by drawing rights on the IM.F. and are further but-

tressed by a complex set of arrangements, including the

General Arrangements to Borrow, the Basle Agreements,
and various bilateral swap and borrowing arrangements.
The postwar movement towards loosening of controls,

 liberalization of international trade and payments, and

increased international cooperation in national policies
that has taken place under these monetary arrange-

~ments has been highly beneficial to the world, in the

general view of the present conferees. The conferees also
agree, however, that in part precisely because of the in-
crease in international trade and investment which has
occurred under e arrangements, the latter are be-
coming increasingly inadequate.

Despite agreement among the Group on this general
conclusion, the members differ about the reasons for
their dissatisfaction with the present system and about
the ways in which they find it wanting.

At the level of principles, some consider it too rigid,
because they regard its provisions for supplying mone-
tary reserves as inadequate or because it presumes that
exchange rates will remain fixed under normal circum-
stances. Others consider it too loose, because it allows

- delay in initiating adjustment processes in the face of

imbalances in international payments. They believe such
delays are likely to compound or aggravate the difficul-
ties of future adjustment.

At the level of operations, some may criticize the way
in which the IM.F.’s resources are replenished or its
drawing facilities are provided; or the type of agree-
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ments by which additional resources are obtained, either
in general or for the support of reserve currencies. °

At the level of general effects, the criticisms address '

themselves either to the policies which the international
monetary arrangements have imposed or to those wlnch
they have been unable to prevent.

Despite such differences, there is general agreement
- among the members of the Group that the liquidity-
creating mechanism of the system is inefficient.

* * * * *
SPELLING OUT THE ASSUMPTIONS

The lists of propositions which, if accepted as perti-
nent, correct, and realistic, would justify the adoption of
a particular system, cover essentially three questions: A.
In what respects are the present-day system and the
three other proposed systems inferior to the one under
consideration? B. What are the essential arrangements
which characterize the system? C. What are some of
the necessary conditions for the system to work in the
intended fashion?,

The staternents answering these questions were formu-
lated from the point of view of one who advocated the
system in question. This does not mean that one who
rejected a single proposition—say, because he regarded
it as unrealistic—necessarily rejected the entire system;
he could find the proposition irrelevant or, at least, not
critically important, so that its being unrealistic woufd

not matter. Yet, the conferees considered most of: the:

assumptions included in the statements significant
enough to matter in a decision, positive or negative,
about the system in question.

The lists of assumptions or propositions concerning
the four systems are uniformly organized under headings

roughly corresponding to the questions posed above.
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The heading of Part A is “Criticisms of the Present
and Alternative Systems.” There is duplication whenever
the advocates of different approaches raise the same ob-
jections to the present system or to some of its alterna-
tives. There are, on the other hand, many significant
differences in the critical propositions, which make it
worthwhile to spell them out. Questionnaires were de-
signed both to test the appropriate formulation of each
proposition and to find out the position of each conferee
regarding each proposition. The questionnaires became
increasingly sophisticated as the analysis proceeded.
Starting from simple “true or false” checks, the check--
list had to resort eventually to a triple-valued logic.
The respondent had to answer, first, whether or not he
accepted the stated proposition as “valid as a descrip-
tion” of the present or alternative arrangements; if yes,
whether or not he accepted it as “valid as an objection”
to these arrangements; and if yes again, whether or not
he accepted it as “valid as an argument” in favor of the
system under consideration. Needless to say, the num-
ber of affirmative replies decreased from column to
column, though it remained high on some propositions.
Advocacy of the system in question presupposed affirma-

_ tive replies in all three columns.

The heading of the propositions of Part B is “Instx-
tutional Arrangements under the Proposed System.” Re-
garding this group, the concern of the conferees was
twofold: whether or not the propositions provided a fair
description of the most characteristic features of the
system and, secondly, whether the conferees regarded
the described arrangements as “acceptable by major
countries.” The latter question called for political judg-
ment rather than economic analysis; moreover, since the
time and circumstances in which decisions were to be
made were not specified in the questionnaires, replies
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were not comparable. Some conferees would consider

an institutional arrangement “acceptable,” but add “in .

five years from now” as an explicit or mental reserva-
tion; others would check “not acceptable,” thinking only
of today’s attitudes, and would -advocate another ap-

proach as their second-best, but more readxly obtamable, '

solution.

Part C contains the assumptxons with r&cpect to the
“Operation and Implications of the Proposed System.”
These are mainly assumptions concerning the future;
they include extrapolations and projections of past re-
actions (“behavior functions™), predictions of events or
conditions regarded as probable for a variety of stated
or statable reasons, and sheer forecasts based on “in-
sights™ of several unspecified kinds. The questionnaires
completed by the conferees asked whether each assump-

tion was or was not “likely to be satisfied by actual con-

ditions if the arrangements proposed in Part B were
accepted by major countries.” The conferees agreed that
the more fully the assumptions stated in Part C were
salisfied, the better would be the chance for the ap-
proach in question to work in the intended fashion.

Part D collects arguments and descriptions concern-

ing variants of the system under consideration, upd®
the heading “Arguments for Modification of the System.™

For example, while the ideal type chosen for Centrali--

zation of International Reserves prohibits the direct
bolding of foreign-exchange reserves by the monetary
authorities of the major countries, a variant discussed
in Part D allows such reserves to be held along with
deposits in the central-reserve institution. Likewise, the
“Composite-Currency-Reserve Plan” is treated as a modi-
fication of the Multiple-Currency-Reserve System; and
various combinations of “limited” flexibility and “man-
aged” flexibility are discussed as modifications of the
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pure form of (unlimited, unmanaged) flexibility of ex-
change rates. The statements of Part D differ from
all the others in that they omit detailed sets of assump-
tions on the basis of which the variants in question
could be supported. Limitations of time and patience
are responsible for this deviation. The bunching of criti-
cal, descriptive, and operative propositions in single
paragraphs made it impossible to test them by means
of the questionnaire method used in testing the assump-
tions concerning the pure form of each system.

* * * * C®

CENTRALIZATION OF INTERNATIONAL RESERVES
PART A. Criticisms of the Present or Alternative
Systems

1. The present system, which relies on the deficits of
reserve-currency countries to supplement the growth of
monetary gold reserves, cannot continue indefinitely;
since the system necessitates a progressive increase in
the ratio of liquid liabilities of the reserve-currency coun-
tries to their gold holdings, it creates a growing threat
to the value of the reserve 'holdings of other countries,
with the result that confidence in the stability of the

‘system is undermined.

2. The evolution of reserves to be expected from cur-
rent gold production at the current gold price and from
deficits of the present reserve-currency countries is hap- -
hazard and does not ensure that changes of world re-
serves over time are neither excessive nor deficient.

3. Under existing and foreseeable circumstances, the
adjustment mechanism will too often fail to work fast
enough to enable countries to finance their deficits with
the international reserves and borrowing facilities thq;
are available. In the absence of adequate reserves ‘and
borrowmg facilities, it will be impossible to reconcﬂe'
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satisfactory growth of world trade and capital move-

ments with the maintenance of reasonably full employ-

ment and stable prices.

4. The use of national currencies as international} re-
serves of national monetary authorities creates one of
the main difficulties interfering with parity adjustments
by the reserve-currency countries when needed.

5. The instability of the present currency-reserve sys-
tem is due to the use of national currencies as inter-
national reserves; the instability could be removed by
substituting for the reserve currencies claims against an
international institution (a reformed IM.F.). This sys-
tem would facilitate adjustment of payments imbalances
by means of changes in exchange rates, since a devaluing
country would be obliged automatically to compensate
the international institution for the reduction in the value
of the latter’s holdings of its currency, whereas under
the present system the absence of agreed compensation
arrangements inhibits change in the exchange values of
the reserve currencies. Moreover, the growth of inter-
national reserves required to sustain the growth of world
trade and payments could be provided by steady ex-
pansion of the liabilities of the international reserve
institution. :

6. Alternative systems either would not meet the
basic criticisms stated above or they would offer less
desirable or less practical solutions:

(a) A semiautomatic gold standard would leave the
evolution of world reserves to the haphazardness of
gold production, private gold hoarding, and U.S.S.R.
gold sales and would not ensure that changes in
world reserves over time be neither excessive nor
deficient.

(b) A system of multiple-currency-reserves is less stable
and politically more vulnerable than centralization of
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reserves in an international deposit institution. The
multiple-currency-reserve system, specifically,
(1) would not, in fact, avoid complex negotiations,

and the difficulties of reaching agreement and of -

making occasional exceptions would be no greater
(and could be substantially less) among national
representatives on the board of a reserve-deposit
center than among the same representatives meeting
in continuous consultation; .

() would not ensure that as wide a range of assets
would be held by individual monetary authorities
as could be held by the reserve-deposit center, since
the former would probably confine their holdmgs to
.major currencies;

(mx) would prove cumbersome, as it would require
frequent transfers of credit-reserve assets among
individual meonetary. authorities; and

(v) would raise more obstacles to extending the
gold-value guaranties necessary for the full accepta-
bility of credit reserves by monetary authorities.

(c¢) Supplementation of gold by new currency-reserve
units would raise problems, similar to those raised by -
a multiple-currency-reserve system, with respect to
negotiations and would not eliminate (and might even
augment) the deficiencies of the present system that
result from dependence on the vagaries of gold sup-

_. ply and the use of major national currencies as inter-
national reserves.

(d) A system of flexible exchange rates, while poten-
tially useful in certain circumstances (depending upon -
considerations of size and openness of the countries
concerned and of factor mobility, price flexibility,
etc.) would not provide a satisfactory international
monetary system. Specifically, :

(1) under freely floating exchange rates, expan-
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sionary mistakes in the conduct of monetary policy

(a major cause of payments imbalances) would lead
to a rise in the price of foreign currencies, and
hence in import prices, in advance of any rise in
domestic prices; the mistakes would then be sanc-
tioned by wage increases and the full force of the
error would be reflected in domestic price and cost
levels;

(x) with no downward flexibility of wages and
prices, expansionary and contractionary mistakes
would not cancel out over time but would lead to
ratchet-type inflationary effects;

(ox) pressures would inevitably be placed on the
monetary authorities to interfere with the function-
ing of the market mechanism;

(1v) to the extent that monetary authorities insisted .

on managing the exchange rate, difficult manage-

ment problems would be created and interventions
- at cross-purposes would be likely; and

(v) flexible exchange rates would encourage gov-

ernments to pursue nationalistic monetary policies

and would discourage potentially beneficial har-

monization of domestic policies.

PART B. Institutional Arrangements under the
Proposed System

7. Each country, or at least each major reserve holder,
agrees to keep a fixed proportion of its gross interna-
tional reserves in the form of gold-value-guaranteed
sight deposits with the LM.F. (or another international
reserve center).

8. Ultimately, this should eliminate reserves in the '

form of foreign exchange, except working balances.
9. Ultimately, too, official reserves held in gold might
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also be_converted into LM.F. deposits.

10. Acceptance of the Fund’s deposit liabilities as
international reserve money takes the place of the pres-
ent capital subscription to the LM.F. as the way to feed
the Fund’s lending power. '

11. The acquisition of assets, and consequent creation
of deposit liabilities, by the Fund aim at adjusting the
world reserve pool to the requirements of noninfla-
tionary growth in the world economy, and at eliminating
the haphazardness and instability of the present process
of aggregate reserve creation. :

PART C. Operation and Implications of the
Proposed System

12. The LM.F. will be able to induce member coun-
tries to hold deposits with it either by agreement or
through the payment of interest and the offer of guaran-
ties against exchange-rate changes and default. The
LM.F. will be able to increase or decrease the volume
of world reserves by expanding or contracting the
volume of its assets through
(a) open-market operations in the member countries

.with the consent of their monetary authorities,

(b) direct lending to member countries, provided the
ILMF. is satisfied that appropriate domestic poheies
are being followed, i

(¢) modest overdraft facilities limited in size and dura-
tion, and

(d) purchases of bonds issued by the International
Bank for Reconstruction and Development.

13. The indirect participation in development g-
nancing, as implied by proposition 12 (d), will not im-
pair confidence in the institution’s deposit liabilities nor
impede its operations. '

14. Criteria and procedures can be developed and im-
plemented to regulate the growth of world reserves in a -
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way that avoids both world inflation and deflation, so
far as such inflation and deflation are due, respectively,
to excesses and deficiencies in world reserves—that is,
the volume as well as the allocation of the resources of
the LM.F. will be decided not automatically but in rela-
tion to current conditions.

15. Imbalances of payments of the present reserve-
currency countries will tend to be less disturbing under
a system in which foreign currencies are not held as re-
serves of national monetary authorities, because the
possibility of disequilibrating currency speculation and
sudden liquidation of official balances will be reduced.

16. The creation of reserves by an international
agency will not impede desirable balance-of-payments
adjustments through appropriate domestic policies or
through changes of exchange rates, and may even pro-
mote such adjustment; in particular, the use of the lend-
ing power associated with the creation of credit reserves
will mainly be made conditional upon the adoption of
appropriate adjustment policies by the debtor countries.

PART D. Arguments for Modification of the System

1. PARTIAL, CENTRALIZATION OF RESERVES, AUTOMATIC
CREDIT LINES

Concern that the management of the expanded I.M.F.
would be too conservative argues for two major changes:
(1) that the new reserve media should, for the most
pari, supplement and not replace existing forms of re-
serves, and (2) that they should be available automati-
cally to avoid undue interference with the freedom of
domestic policies. Thus, no gold or foreign exchange
would initially be surrendered for the new international
deposits. These would be newly created in place of
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existing drawing rights in the LM.F., and in larger
amounts. Access to these deposits would be automatic,
in the same way as access to the present “gold tranche”
of the quotas. The deposits could be drawn on directly
by central banks for payments to other central banks;
the LM.F. would no longer sell separate national cur-
rencies. The deposits would be increased annually by an

- automatic formula; e.g, related to the growth in world

trade or production. Existing holdings of foreign-ex-
change reserves would not be automatically converted
into LM.F. deposits, but only if and as these balances
were liquidated in the markets and replaced by gold
and thus were causing uncomfortable pressure on the

reserve currencies.
»

2. OTHER INTERNATIONAL CREDIT SCHEMES

Full or partial centralization of reserves may be de-
sirable ultimately, but is neither practicable nor negoti-
able immediately. Consequently one or more of the
following schemes (or combinations of. elements from
these proposals) should be introduced: '
(a) Replacement of National Currencies in the I MT

The granting of Fund credits in national currencles
has no sound economic basis and unnecessarily limits
its willingness and ability to grant credits. Trans-
formation of drawing rights into transferable deposits
would ensure that the real burden of Fund credits
fell on the creditor countries and not on those whose
currencies happen to be chosen.

(b) Voluntary Deposits at the I.M.F. These deposits
would be created by voluntary transfer into the Fund
of gold or foreign exchange. They would be fully
transferable, carry a gold guaranty, and bear interest
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at a modest rate. The national-currency balances
thereby acquired by the Fund would be liquidated
as and when they were in demand by other members,
that is, when the reserve-currency countries’ payments
were in surplus.

(c) Special Development Certificates. As special support
for development aid, the ILM.F. should each year
create a predetermined amount of special certificates.
These certificates would be given to the International
Development Association, which would grant them
as loans to its “Part II” members on normal lending
terms. The certificates would then be accepted in
settlement by all LM.F. members, who would add
them to their reserves but could not convert them
into gold. Membership in such a scheme would be
voluntary.

(d) Deposits of Portions of Aid or Loans Received. An
alternative way of ensuring that aid and loan funds
do not cause strain on the donors’ payments balances
is for a small fixed portion of such funds to be de-
posited by the recipients in special loan accounts at
the IL.M.F.; and for these to be drawn on for all ex-
penditures out of such loans to third countries. Coun-
tries receiving such deposits in payment for goods and
services would be able to transfer these loan deposits
for their own settlement, but could not convert them
into gold. These “loan deposits” would be liquidated
when the loans in question were repaid.

(e) Regional Centralization of Reserves. Alternatives to
the schemes for world centralization of reserves are
possible in the form of regional variants, which might
themselves be linked in a decentralized worldwide
system.

-
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MULTIPLE CURRENCY RESERVES
PART A. Criticisms of the Present or Alternative
Systems

1. The present system, which relies on the deficits of
one or two reserve-currency countries to supplement
the growth of monetary gold reserves, cannot continue
indefinitely; since the system necessitates a progressive

" increase in the ratio of liquid liabilities of the reserve-
currency countries to their gold holdings, it creates a
growing threat 4o the value of the reserve holdings of
other countries, with the result that confidence in the
stability of the system is undermined.

2. The evolution of reserves to be expected from
current gold production at the current gold price and
from deficits of the present reserve-currency countries
is baphazard and does not ensure that changes of world
reserves over time is neither excessive nor deficient.

3. Under existing and foreseeable circumstances, the
adjustment mechanism will too often fail to work fast
enough to enable countries to finance their deficits with
the international reserves and borrowing facilities thats-
are available. In the absence of adequate reserves aﬁd
borrowing facilities, it will be impossible to reconcile
satisfactory growth of world trade and capital move-
ments with the maintenance of reasonably full employ-
ment and stable prices.

4. The instability of the present currency-reserve sys-
tem, which is largely due to its concentration on one or
at most two reserve currencies, can be most easily
eliminated by the establishment of a multiple-currency-
reserve system, as described below. The same system
can provide for the growth of reserves and borrowing
facilities on the scale required to permit balance-of-
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payments adjustment at a pace consistent with main-
tenance of reasonably full employment and stable prices
in a liberal international economic order based on fixed
exchange rates.

.5. Alternative systems either would not meet the basxc
criticisms stated above or they would offer less desirable
or less practical solutions under present conditions:
(a) A semiautomatic gold standard leaves the evolution

of world reserves to the haphazardness of gold pro-

duction, private gold hoarding, and U.S.S.R. gold sales
and would not ensure that changes in world reserves
over time will be neither excessive nor deficient; the
rate of increase in reserves must be managed by
international agreement in the light of prevailing cir-
cumstances.
(b) A system of centralization of reserves at an inter-
national deposit institution
(1) would not be accepted, at least at this time, by
the major industrial nations;

. (x) would necessitate determining from the start
formal rules for the distribution of voting power
among the participating countries, which would be
difficult to negotiate and might have far-reaching
political consequences;

(m) would not permit the gradual development of
informal procedures for reaching consensus among
groups that have a tradition of cooperating; and
(v) would not allow, on occasion, an individual
country to go its own way.

(c) A system of flexible exchange rates

(1) is anathema to businessmen and bankers and,
although preferred (chiefly in the form of flexibility
within limits) by several advocates of the multiple-
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currency-reserve system, has little or no chance of
adoption;

() would remove the anti-inflationary anchor pro-
vided by the discipline implied in the fear of dwin-
dling reserves, and would therefore allow cumula-
tive upward trends in prices;

(mx) would lead to difficult management problems
and intervention at cross-purposes if the rates were
allowed to be managed by the monetary authori-
ties; and

(v) would force adjustment to take place more
rapidly than is desirable from the point of view of
economic stability.

PART B. Institutignal Arrangements under the
Proposed System

6. The monetary authorities of the major countries
agree to diversify gradually their foreign-exchange hold-
ings, so that the expansion of their reserves will take the
form of acquiring a mixture of currencies and gold, not
merely gold, dollars, and sterling. -

7. The monetary authorities of the major countnes _
whose currencies are to be held as reserves undertike
to buy and sell gold freely from and to one another,
to supply short-term credit instruments suitable for pur-
chase by other monetary authorities, and to provide a
gold-value guaranty on foreign official holdings of their
liabilities.

8. The monetary authorities of the major countries
coordinate their policies to ensure that no abrupt and
destabilizing changes®are made in the composition of
their reserve holdings, and also undertake to raise the
foreign-exchange component of their reserves when there
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is general agreement that such a change is needed in

order to alter the growth rate of gross reserves relative

to the growth rate of monetary gold stocks. This re-
quires that the major countries agree

(a) to maintain in their foreign reserves a portfolio of
foreign exchange which stays within a minimum and
a maximum ratio to their holdings of gold,

(b) to ‘alter these ratios whenever there is general
agreement that a change is needed to influence the
growth rate of gross reserves,

(c) to diversify their foreign-exchange portfolios among
a wide range of reserve currencies, and

(d) to avoid making abrupt changes in the composition
of their portfolios by sw1tchmg from one currency to
another.

9. The major countries agree to acqmre the curren-
cies of the other major countries that are running pay-
ments deficits, and trust that cooperation among them-
~sclves will lead to mutually satisfactory ad]ustment
policies. .

PART C. Operation and Implications of the
Proposed System

10. The rate of increase of gross reserves needed to
maintain full employment and price stability will be
determined by agreement among the major countries;
the arrangements proposed will ensure that this increase
in gross reserves will not erode the net reserve positions
of the several reserve-currency countries so rapidly as
to jeopardize the system’s stability within a few years.

11. The arrangements will remove the need for the
major countries to govern their monetary policies with
the primary objective of attracting and keeping the
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funds of foreigners, private and official; these countries
will, therefore, be able to coordinate their monetary -

~ policy with their other domestic policies so as to secure

international adjustment at a pace consistent w1th other
objectives of economic policy.

12. The negotiation of the reqmsxte agreements wﬂl
not divert attention from longer-rn problems. of inter-
national adjustment and of regulating aggregate mone-
tary reserves, but will instead pave the way for inter-
nationally agreed solutions to these problems. '

13. The decentralization of the reserve system implied
by the proposal will, in fact, avoid complex international
negotiations, yet will lead to reasonable consistency in
the independent reserve-asset investment decisions of
central banks and promote growth of gross international
reserves at a rate consistent with the stable growth of
world trade and payments.

PART D. Arguments for Modzﬁcanon of the System

. COMPOSITE-CURRENCY-RESERVE UNITS

The annual increases in liabilities of the several re-
serve-currency countries might not be considered equally*'
acceptable to all reserve holders. Sudden substitutions
among different currency reserves would expose the sys-
tem to serious instabilities. The institution of composite-
currency-reserve units would avoid some of these substi-
tutions and would ensure the absorption of all the new
reserve currencies in stated proportions. The need for
direct holdings of several new reserve currencies is
thereby eliminated and, in addition, all previous chan-
nels for the creation of credit reserves are retained. The
leading countries agree to hold the composite-currency-
reserve units in a prescribed ratio to gold. The tech-
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nique of creating the new reserve units consists in each
country depositing agreed amounts of its own currency
with the LM.F. and receiving in exchange interest-bear-
ing deposit credits denominated in reserve units.” Each

country guarantees the gold value of the LM.F.’s holding
-of its currency.
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THE INTERNATIONAL MONETARY SYSTEM

(By Robert Triffin, Yale University, Moorgate and Wall Street,
Special Supplement, July 1965)

I have always had my doubts about the truth of an old Latin
proverb: “Bis repetita placent.” The opposite English saying “Fa-
miliarity breeds contempt” is probably more realistic.

1 apologize, therefore, to those of you who will find little that is
really new in what I can tell you today about an old problem. I hope,
however, that you will allow me to share your blame with those high
officials and friends of mine who are responsible, at least in part, for
the slow pace with which its solution has been gradually approached
over the last 6 years of a dully repetitive debate.

The announced title of my talk “The International Monetary Sys-
tem” leaves me in doubt also as to whether I am expected to describe
to you the present international monetary system, or the one that
may emerge tomorrow from the discussions now underway in the
IMF and Group of Ten. The only solution I see is to talk about both,
especially since it would be impossible to talk intelligently about the
second without exploring first the deficiencies of the present system
which inspire the clamor for reform, and the constraints which exist-
ing institutions inevitably impose upon the shape and speed of
feasible adjustments.

Prisoner of his past, man has never been fully master of his future.
What will be is always influenced by what is, as much or more than by
what is desirable in the abstract. Before gazing into what the inter-
national monetary system of the future could be, let us see, therefore,
what it is today.

I. WHAT IT IS

I have tried to condense in three simple tables the main highlights
of our present international monetary system.

The first of these tables shows, in absolute and in percentage terms,
the sources which have fed international reserve increases over the
last 7 years. For the world as a whole, 16 percent has come from new
gold production in the West, an equal amount from Soviet gold sales
in Western markets, 8 percent from international organizations, and
60 percent from fast-rising reserve balances in national currencies,
overwhelmingly short-term dollar and sterling T O U’s. If we add
to this growing short-term indebtedness of the two reserve center
countries of the system their losses of reserve assets; i.e. mostly gold,
we find that their net reserve drains have fed more than three-fourths
of other countries’ reserve gains; i.e. seven to eight times the amounts
derived from gold production in the West, three-fourths of Western
gold production having been absorbed by private channels and par-
ticularly by the tripling or quadrupling of speculative gold hoarding
purchases ever since the October 1960 gold flareup in the London
market.
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The second table illustrates the impact of these movements upon the
net reserve position of the two reserve centers of the system. The
United Kingdom’s liabilities to foreign monetary authorities have, of
course, long exceeded its gross monetary reserves, but this excess in-
debtedness has risen sharply in the last 2 years from $2,800 million to
$5,100 million. As for the United States, its net reserves have fallen
even more precipitously, from $15,900 million at the end of 1957 to less
than $300 million at the end of last year and $100 million in February
of this year.

That this process cannot continue indefinitely is now universally ad-
mitted. What is not sufficiently perceived as yet is that it has already
killed and buried the gold-exchange standard of yesteryears. This
standard rested indeed, as its name implies, on the reserve holders’ con-
fidence in their unqualified right and ability to convert, on sight and at
will, their gold-exchange balances into gold metal. This has long
ceased to be true for sterling, but the restoration of sterling converti-
bility reopened an indirect channel from sterling to gold, via the gold-
convertible dollar. This channel has now been heavily clogged, to say
the least, by Mr. Roosa’s success in eliciting from major central banks
precarious restraints on such gold conversions, and by the oppro-
brium now attached to noncompliance with these voluntary restraints.
Our old friend, Sir Roy Harrod, ‘was the first to characterize these
moves, many years ago, as institutionalizing the inconvertibility of the
reserve currencies through gentlemen’s agreements.

Such agreements and cooperation are soundly based on what has
become the golden rule of international monetary behavior and the
only chance of survival of our international monetary system: “Don’t
rock the boat in which we are all sitting.” The trouble is that these
gentlemen’s agreements remain, as of now, threateningly precarious
and short term, particularly whenever the passengers disagree stub-
bornly with the pilot—the United States, or the copilot, the United
Kingdom—regarding the speed and direction imparted by them to the
common skiff. Any passenger may take the risk of rocking the boat
by trying to jump out, if he feels that it is being driven at reckless
speed, in the middle of a thick fog, in a northerly direction when he
wants to go south or, even worse, toward an area strewn with reefs.

The full implications of this curious breed of international monetary
cooperation, however, were not fully perceived at first. They have un-
fortunately been thrown into a cruelly sharp light by President de
Gaulle’s speech of last February. The survival of the gold-exchange
standard has now become dependent on the political willingness of for-
eign countries to finance, through their own monetary issues, the deficits
of the countries whose national currency is accepted by them as inter-
national reserves. Compliance with such a system becomes more pre-
carious every day, not only because the growing illiquidity of the re-
serve debtors throws increasing doubts upon the ultimate exchange
value of such unguaranteed claims, but also because central banks are
being called upon to finance debtor countries’ policies in which their
own governments have no voice, and with which they may profoundly
disagree.

The second of the three tables distributed to you shows, for instance,
that U.S. net reserve losses of $12,400 million, over the years 1958-62,
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helped finance an increase of nearly $10,000 million in U.S. direct in-
vestments abroad. President de Gaulle objects to having his own
Bank of France finance, through the accumulation of dollar I O U’s,
what he calls a sort of expropriation of his country’s business firms.
He recognizes that foreign monetary lending to the United States has
also facilitated and favored * * * the multiple and considerable assist-
ance provided by the United States to many countries for development
purposes, but it is no secret that he does not particularly enjoy.expos-
ing himself to the accusation of helping finance our military assistance
to Chiang Kai-shek, the escalation of the war in Vietnam, our ill-fated
intervention in the Dominican Republic, etc.

This national and international politicization of the gold-exchange
standard of yesteryears explains the queer and unprecedented incur-
sion of heads of state into esoteric problems traditionally abandoned
to the technical officials of their central banks and ministries of Fi-
nance. The recent summit clash between Fresident de Gaulle and
President Johnson—needless to say, the ordering of these two names
is purely chronological—probably reflects a justified and growing im-
E‘atience with the slow progress of these technicians in the Group of

en negotiations, and a lurking feeling that the international mone-
tary problem has become far too serious to be left indefinitely to mone-
tary experts.

More than 4 years have elapsed since our regretted President Ken-
nedy announced, in his first message to Congress on the balance of

ayments and gold, that he was “directing that studies to this end
Fof basic international monetary reform] be initiated promptly by the
Secretary of the Treasury,” and since your own former Prime Minister,
Mr. Macmillan condemned the “unsatisfactory” nature of present
monetary arrangements and pleaded for the creation of “a central
banking system for all the countries of the free world.” Presidents
Johnson and De Gaulle, Prime Minister Wilson, former Chancellor
Maypdling, former Secretary of the U.S. Treasury, Mr. Dillon, the
French Minister of Finance, Mr. Giscard d’Estaing, the Vice President
of the European Economic Community’s Commission, Mr. Marjolin,
two successive Managing Directors of the International Monetary
Fund, Mr. Jacobsson and Mr. Schweitzer, and many others, have sinice
joined the %:’owing chorus of the reformers.

One might have thought, last August, that they were on the verge
of success, when the IMF and the Group of Ten issued two parallel
regcl)rts endorsing unanimously two boldII))7 revolutionary steps toward
a fundamental reform of our international monetary machinery.

Recognizing that prospective gold production would be vastly in-
sufficient to assure a satisfactory growth of world reserves in future
years, that the pound sterling and the U.S. dollar could no longer
safely fill the whole gap between available gold and legitimate reserve
needs in an expanding world economy, and that the multiplication of
reserve currencies was both unlikely and undesirable—as it would
multiply already existing sources of instability and vulnerability of
the system—they directed a Study Group on tﬁ,e Creation of Reserve
Assets— :
to investigate the problems raised by the creation and use of * * * some addi-

tional kind of reserve asset, the possible forms it might take, and the institutional
aspects associated with it.
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The second major conclusion of the Group of Ten was that—

the process of adjustment and the need for international liquidity are closely
interrelated * * *. The need being to supply sufficient liquidity to finance
temporary payments imbalances without frustrating the required process of
international adjustment in individual countries, it is desirable to bring under
multilateral review and appraisal the various means of financing surpluses or
deficits. :

Various steps are therefore recommended to provide a basis for multi-
lateral surveillance of the various elements of liquidity creation.

The Managing Director of the IMF, Mr. Schweitzer, has repeatedly
confirmed, in several speeches over the last few months, “the emerging
consensus among the international community that the creation of
international liquidity, like the creation of domestic liquidity, should
become a matter of deliberate decision,” rather than be left, as of now,
to the hazards of current gold production, U.S.S.R. gold sales, specula-
tors’ gold purchases, United States balance-of-payments deficits, and
uncoordinated decisions by scores of central banks regarding their
future accumulation of dollars or the cashing of outstanding dollar
balances into gold metal.

Each of these two major conclusions and proposals—the creation of
a new type of reserve asset and the organization of multilateral sur-
veillance of the various elements of liquidity creation—marks indeed
a revolutionary break with past attitudes on the problem.

Two further points should be noted.

One is the concrete proposal of the IMF for “investment opera-
tions * * * undertaken on the initiative of the Fund, with a main
purpose of creating liquidity, and not necessarily in response to a par-
ticular balance of payments need,” and for the financing of such in-
vestments, at least in part, by members’ liquid “deposits” with the
IMF, “according to suitable criteria,” and with characteristics similar.
to the present gold tranches, “which permit them to be considered as
part of a country’s reserves.”

The other is the actual implementation, on an ad hoc basis, of what
I described in 1959 as “the keystone” of my proposals; i.e., “the sub-
stitution of IMF balances for balances in national currencies—i.e.,
mostly dollars and sterling—in all member countries’ monetary re-
serves.” * This was done, indeed, on the occasion of each sterling crisis,
the sterling balances initially acquired by central banks being in each
case reimbursed a few months later by IMF drawings, and converted
into equivalent increases in the creditor countries’ gold tranches with
the Fund. The general arrangements to borrow were essentially de-
signed to pave the way for similar operations in the event that U.S.
drawings on the IMF depleted resources in European currencies.

Over the 5 years 1960-64, about $2.1 billion of dollar and sterling
balances have been converted into IMF gold tranches by other Fund
members, of which $1.6 billion by the six countries of the European
Economic Community. Such was indeed the purpose and destination
of the $1 billion drawing of the United Kingdom, last November, and
of 70 percent, or more, of the new $1.4 billion drawing of 2 weeks ago.

Such conversions of national currency reserves into true inter-
national money reserves are now undertaken only after, rather than
before, the eruption of the crises triggered by the present system.

1 Gold and the Dollar Crists, p. 102.
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They do, however, build up precedents which may later be integrated,
on the basis of experience, into an institutional framework designed to
prevent such crises ex ante, rather than to cure them ex post, and
which would implement concretely the broad agreements of principle
reached last summer by the Group of Ten and the IMF.

II. WHAT IT COULD BE

After having described what the present system is and the agree-
ments of principle already reached about the broad direction of the
reforms unanimously recognized as indispensable, let me now try to
outline first the simplest and most efficient way in which these agree-
ments could be concretely implemented. The proposals which I shall
put before you may carry at times an uncomfortable aroma of wide-
eyed idealism and woeful ignorance of practical, negotiating realities.
But this theoretical exercise should nevertheless provide us with badly
needed guidelines before we turn to the more pedestrian task of see-
ing how they can best be approximated in real life, by men prisoners
of their past prejudices and 1llusions, and how they can help reconcile
the various plans—academic and official—now under discussion into
a workable synthesis, giving proper weight to conflicting points of
view and interests.

Let me, however, first brush aside the most attractively simple plan
proposed so far: that of our good friend, Mr. Rueff. Acutely aware
of the mistakes that man has always made—and will continue un-
doubtedly to make—in his management of monetary aflairs, he would
boldly rule out, at least in principle, any such management altogether.
Monetary reserves would be strictly confined to gold metal alone and
their future growth would be abandoned to the hazards of Western
gold production, of Russian gold sales to the West, and of private pur-
chases of this fascinating metal by speculators as well as by industrial
and artistic users. Mr. Rueff, however, has never been able to explain,
to my own satisfaction at least, how the algebraic sum of those
hazards would automatically measure the “objective needs” for world
reserves.

The second—and admittedly the most difficult—problem of inter-
national monetary management is the preservation or restoration of
equilibrium in each country’s balance of payments. This would also
be solved magically by Mr. Rueff, “in less than 3 months,” if all sur-
pluses and deficits were immediately and religiously settled in gold,
rather than financed through international credit. This “very auda-
cious prediction” is apparently predicated, not on the discipline or
policies which such a straitjacket would impose on central banks—
again, Mr. Rueff has no faith in monetary management—but simply
because such a form of settlement “will exert its own influence by the
transfer of purchasing power which is the result of the transfer of
gold.” “I have never seen,” says Mr. Rueff, “a country with a real sys-
tem of international payments in which the deficit stays for more than
3 months after it has reestablished the balance of purchasing power;
I mean suppressed the inflationary excesses.” I am very much afraid,
however, that inflationary excesses will not be exorcised by what Mr.
Rueff calls the old rule of the gold standard ; that is “of creating money
only against gold or bills in national currency, (but not) against any
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assets in dollars.”? National currency assets of central banks have
certainly been as potent an inflationary factor—to say the least—in
many countries as their accumulation of dollar assets. And many
countries—including France— have repeatedly experienced severe bal-
ance-of-payments difficulties over far more protracted periods than 3
months, even though they never enjoyed with the world tailors of Mr.
Rueff’s parable the exorbitant privilege of paying for their deficits
with their own I O U’s.

Lurking behind Mr. Rueff’s simple rule is the far more drastic,
but unattainable, will-o’-the-wisp of outlawing conscious national as
well as international monetary and credit management from the hori-
zon of our central bankers. Tam very much afraid, however, that these
problems will not yield overnight to the magic wand of any “invis-
ible hand” or automatic gold transfers. We may distrust the manage-
ment of man over his own affairs, but neither God nor gold will man-
age them for him.

Finally, Mr. Rueff regretfully concedes now that his proposed re-
form would require a doubling of the present gold price. If, how-
ever, the gold standard could be trusted with the automatic virtues
ascribed to it by Mr. Rueff, the overnight doubling of world gold re-
serves would certainly open the gates wide to an immediate tidal wave
of inflation. What would happen after that is anybody’s guess, but
only the most bizarre and haphazard coincidence between “objective
needs” and the totally unrelated sources of gold supply noted above
could protect the world against inflationary excesses or deflationary
shortfalls.

This obvious point has, it is true, repeatedly been conceded by Mr.
Rueff to his opponents. He would meet it through international agree-
ments absorbing the gold profits of two of the more than hundred
countries of the present world through gold repayments—at half of
their current gold parity—of outstanding dollar and sterling debts to
central banks. Other countries would presumably be expected to ster-
ilize, also, their gold profits through the amortization of outstanding
debts of their governments to their own central banks. Future ex-
cesses or shortages of gold supply in relation to noninflationary growth
needs would also have to be met through deliberate tinkering by sev-
eral scores of central banks with the automatism of the pure gold
system.

All these agreements and deliberate decisions, however, are the very
antithesis of the only virtue ascribed by Mr. Rueff himself to his sys-
tem; that is, its automaticity. If such agreements are needed in any
case, they can certainly be put to better uses than the digging of larger
holes in the ground, in South Africa as well as in Fort Knox.

Such was, in any case, the conclusion unanimously reached and un-
equivocally affirmed last summer both by the Group of Ten and by the
IMF report. I endorsed it in advance in my 1959 proposals for world
monetary reform and see all the less reason to abandon it now as the
doubling of the gold price would, in fact, penalize all those who have
cooperated in making the present system work—no matter how im-
perfectly—and reward those who refused such cooperation and have
kept, or converted, most of their reserves into gold hoards. It would

2 All the above quotations are from Mr. Rueff’s speclal interview by the Economist
of Feb. 13, pp. 662-665.
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be hard to conceive of a worse preface and of a more effective deter-
rent to the maintenance and intensification of international coopera-
tion which Mr. Rueff himself recognizes as indispensable to the suc-
cessful implantation and smooth functioning of his own system.

Having thus neatly demolished both the gold exchange standard
of yesterday and the pure gold standard of Mr. Rueff, what are we
left with? “Assez taillé, mon fils, maintenant il faut recoudre!”

Let me start with a commonsense observation, which should serve
as a benchmark for all practical proposals for international monetary
reform:

No satisfactory outcome is possible which does not recognize * * * that the
supply of reserves must be a matter of concerted international decision * * *.

I find this a particularly happy formulation, especially as it is not
mine, but that of Mr. Schweitzer in a recent speech to the Economic
and Social Council of the United Nations. Moreover, the principle
which it expresses was unanimously, if implicitly, agreed upon last
summer already by the Group of Ten, under the less happy vocable
of “multilateral surveillance.”

The easiest and most efficient way to implement it has also been
outlined already in the last annual report of the International Mone-
tary Fund. It is essentially identical with the double-barreled pro-
posal for Fund deposits and investments which I outlined, many years
ago, in “Gold and the Dollar Crisis.” ®

Investment operations * * * could be undertaken on the initiative of the Fund,
with a main purpose of creating [needed] liquidity, and not necessarily in re-
sponse to a particular balance-of-payments need * * *. Any acquisition of assets
by investment would tend to put a strain on the Fund’s resources and create a
- need for additional resources.

A portion, at least, of such resources—and probably a very substan-
tial one—could be derived from the accumulation by IMF members—
all, or some—of a portion of their total reserves in the form of IMF
“deposits” endowed with appropriate liquidity and exchange value
guarantees.

The most conservative people in this group should be reassured at
once about the “revolutionary” character of this proposal. Such Fund
deposits and investments would not involve “any sharp break with the
past,” but would, on the contrary, “build upon what already exists.”

IMF deposits, endowed with full liquidity and exchange value guar-
antees are already accepted as a respectable component of many coun-
tries’ international reserves, under the barbaric denomination of “Fund
Gold Tranche Positions,” recently replaced, in the Fund’s literature,
by the simpler and more enlightening one of “Reserve Positions in the
Fund.” They already reached, as of last March, the respectable total
of $4,185 million,

IMF investments, on the other hand, have also been built up al-
ready to the more modest amount of $800 million, but have been
confined so far to gold-guaranteed investments in U.S. Government
securities, imaginatively undertaken under the scarce currency clause
of the articles of agreement long after the dollar had ceased to be a
scarce currency, for the professed purpose of increasing the Fund’s
earnings, rather than to increase world reserves or reduce the U.S.
gold drain. Similar investments will, however, be expanded in the

3 New Haven, 1960, pp. 102-120.
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near future, in order to alleviate the unfortunate impact of the in-
crease in members’ gold subscriptions on the slender gold reserves of
the United States and the United Kingdom.

The further expansion of Fund’s deposits and investments for the
purpose of concerted reserves creation raises four major questions
which I shall briefly discuss in turn:

1. What should determine the global amount of such deliberate
increases of the world reserve pool?

2. Who should hold the new IMF deposits to be created, and under
what conditions? ~

3. How should the corresponding Fund investments be distributed
among members and, again, under what conditions and for what
purposes?

4. Last, but not least, who shall decide?

In brief, who will decide who will lend, how much, to whom, and
under what conditions?

1. The global pace of reserve growth

Whoever decides should obviously try and adjust the overall pace
of reserve creation in such a way as to stimulate a maximum use of
the noninflationary potential for world economic growth. This means
essentially that the pace of reserve creation should be stepped up when-
ever recognized as necessary to combat any pervasive deflationary
Eressures that might arise in the world economy, and that it should

e slowed down—or even reversed—in the opposite case of pervasive
inflationary trends.

World trade and production have increased in postwar years—even
in real terms—at unprecedently fast and steady paces, ranging roughly
from 5 to 6 percent a year, or even more. I do not believe for an
instant, however, in any rigid, mechanical connection between such
economic érowth rates and the need for the expansion of monetary
reserves. Some of my readers seem to have been misled in this matter
by the fact that, in “Gold and the Dollar Crisis,” I followed, but
mostly to criticize it, this Fund’s approach to the problem in its 1958
study on “International Reserves and Liquidity,” and suggested, as
an anti-inflationary safeguard, that a presumptive ceiling be estab-
lished by treaty on the annual increase of the Fund’s global loans and
investment portfolio, and that qualified—rather than simple ma-
jority—votes be required in order to permit increases beyond this pre-
sumptive ceiling.

2. The distribution of deposit obligations among Fund members

To be acceptable by members, as part and parcel of their interna-
tional reserves, IMF deposits must be endowed with appropriate ex-
change-value and liquidity guarantees.

All Fund transactions are now denominated in “gold dollars,” ¥ro-
tecting them against any unilateral devaluation of the paper dollar,
or inége;ed of any other currency. There is, therefore, no need for in-
novation in this respect. One might even question whether some sort
of “unit of account” guarantee, patterned after that of the old EPU,
or the one that will soon have to be defined by the EEC, might not
meet the problem just as well, or better.

The liquidity of the Fund’s deposits might best be defined in terms
of their-1mmediate and unquestioned acceptability by creditors from
debtors, in all international settlements. If appropriately guaranteed
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against exchange and default risks, there is no reason to think that any
creditor would turn down such deposits in settlement of its claims,
particularly as they should carry, in addition, some modest interest
earnings. Yet, some obligation might have to be spelled out con-
tractualiy in advance, until all nations become fully familiar with the
system and its actual operation.

The actual composition of world reserves might be used as a guide-
line to determine, at each point of time, the agreements that might be
needed in this respect. At the end of last year, for instance, the world
reserve pool totaled about $69 billion, of which $41 billion was held
in gold, and $28 billion in credit reserves, i.e., in foreign exchange—
primarily dollars and pounds sterling—and IMF reserve positions.
In order to guard the system against a—presumably undesirable—
contraction in world reserves, it might have seemed desirable therefore
to require all Fund members to hold no more than 60 percent of their
reserves in gold metal, and at least 40 percent in credit reserves.

In order to simplify the exposition, allow me to bypass for the
moment the role of national currencies as credit reserves, and to assume
that all credit reserves should be held in the form of deposits with the
IMF. Tt would, even then, be unnecessary to impose a rigid ratio of
60-percent gold and 40-percent IMF deposits upon all Fund members,
whose chosen ratio of credit reserves fo total reserves varies widely,
at present, from 7 or 8 percent, for instance, in the case of the United
States and the United Kingdom to 85 percent in Japan.

There would be no need to interfere with each country’s decision
in this respect as long as the result of their combined choices remained
compatible with the desired level of world reserves. If, however, these
combined choices were to result in an excessive demand for a limited
stock of monetary gold, enforcing thereby an undesirable contraction,
or even merely an exceedingly slow growth, in world reserves, some
action would have to be taken. The problem might possibly be met by
an acceptable increase in the interest rate paid by the Fund on its
deposits. If this were insufficient, however, it might prove necessary
to enjoin the countries with the lowest percentage of IMF deposits to
their total reserves from lowering it further, and even to require them
to increase it.

If, on the other hand, as is far more probable in the long run, the
combined decisions of reserve holders were to result in large transfers
of gold to the Fund in exchange for Fund deposits, this would not
create any inflationary dangers, since the Fund could merely sit on
its gold holdings. Its lending potential would undoubtedly rise, but
its actual use would remain limited anyway by the wisdom of the
Fund’s traditionally conservative management, and by the presump-
tive ceilings and voting rules embodied in the revised articles of
agreement. Interest rates on deposits might be lowered, and—in
some distant future—Fund members might even possibly give some
thought as to whether the continuation of a rigidly guaranteed mini-
mum price to gold producers and gold hoarders constitutes a boon, or
a hindrance, to naticnal and international monetary management, and
promotes a wise use or a senseless waste of the world’s productive
resources.

They are unlikely to ask themselves this question, however, in the
foreseeable future.” Sterile gold hoardings may continue to be pre-
ferred by some to guaranteed and interest-earning IMF deposits, be-
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cause of the fear that the most sacred treaties—including the articles

of agreement of the Fund—might be jettisoned in the event of a world

war. The IMF deposits might become blocked, at the most incon-

;enient time, for those who find themselves on the “wrong” side of the
ence.

Another type of guarantee might prove useful indeed to overcome
this fear, wherever it exists. Any country could request the Fund
to deposit within its own territory a portion of the Fund’s global gold
hold(ilngs roughly proportional to its share in the total deposits of the
Fund.

The Fund’s guarantees to depositors, however, cannot be any better
than the Fund’s own assets, and might prove impossible to honor
in full, in the case of defaults by its debtors. To guard against this,
all Fund members might agree to channel through any defaulting
country’s deposit account with the Fund all payments to be made to
it in the future by any of them, until the default is fully covered.
Such a guarantee would thus rest, not on the borrowing countries’
commitments, but on those of all Fund members, and on their interest
in assuring the ultimate worth of their own claims on the institution.

Taken together, such guarantees would erect, indeed, stronger
safeguards for the Fund’s depositors than any ever devised in past
international lending operations.

Let us note, finally, that an agreed percentage of minimum deposits
with the Fund—in relation to each country’s global reserves—might
in time be substituted advantageously for the Fund’s general arrange-
ments to borrow, and even for the cumbersome and wasteful pro-
cedure of capital subscriptions and periodic quota increases that now
feed the lending potential of the institution. Each member’s con-
tributions would, in this way, adjust automatically to the fluctuations
of its balance of payments and reserve position and, therefore, of its
lending capacity. The net claims accumulated on the Fund would,
moreover, as is already the case now, remain perfectly liquid and
usable to meet later deficits. The Fund would eschew, however, the
absurdity of having to channel through the parliamentary or congres-
sional procedures of scores of countries the vote of millions, or billions,
of perfectly useless cruzeiros, bahts, and other kyats, on the occasion
of each increase in its capital. It would also spare itself the ingenious
acrobatics through which it now has to elude the deflationary impact
of gold subscriptions, not only on the subscribing members, but also
% thce; depleted gold reserves of the United States and the United

ingdom.

3. The distribution of Fund’s loans and investments

The more conservative members of this audience will be happy to
hear that I do not propose any revolutionary revision of the present
lending procedures of the fund. I am particulary wary myself of
the suggestions of my old friend, and former chief at the fund, E. M.
Bernstein, for a substantial increase in the automatic borrowin
rights of fund members. Such automaticity might well be considere
indeed, but only for moderate amounts, and relatively short-time
maturities, designed to meet unforeseen situations and to provide the
time necessary for a deliberate examination of a country’s problem
and for the reaching of joint agreements on the amounts and purposes
of the fund’s assistance. But it would be revolutionary and utopian,
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indeed, to expect the lenders to accept large automatic commitments to
finance blindly the future deficits of all and any country, without re-
gard for the wisdom or folly of the policies which may be at the root
of these deficits.

This is precisely the point at which the need for the growth of
world reserves mav be met in such a way as to promote and support
indispensable readjustment policies, by surplus as well as by deficit
countries, depending on the circumstances of such imbalances in
world payments. Multilateral surveillance should—the Group of
Ten has already told us—apply to the financing of individual coun-
tries’ deficits as well as to the global pace of all forms of reserve
creation.

If this financing were to remain constricted—as it has largely been
so far—to medium-term loans, of 8 to 5 years’ maturity, the gross
lending that would prove necessary, year after year, to offset repay-
ments and feed desired increases in world reserves would soon exceed
all reasonable needs and uses for such medium-term assistance, while
far more crying needs for longer term development financing would
remain starved for adequate sources of funds.

I am well aware, of course, of the traditional objections to the use
of liquid monetary deposits for long-term financing of this sort, either
by commercial banks, or even by national central banks. These ob-
jections, however, would be totally irrelevant—as brilliantly shown

y Professor Machlup—to the operations of a worldwide reserve
center, such as recommended here. The inflationary dangers of long-
term lending—as well as of short-term lending, for that matter—
should be adequately guarded against through the overall ceilings, dis-
cussed above, on the Fund’s portfolio increases, limiting those to agreed
requirements for reserve growth. As for the danger of illiquid-
ity, usually associated with long-term loans, it could not arise under
the proposed system. The world pool of reserves being destined to
grow overtime, with little or no probability that circumstances would
ever require a sudden or massive contraction, the Fund should never
have to face any drastic reduction of its deposit liabilities, forcing it
to liquidate any substantial portion of its global assets. Balance-of-
payments settlements among IMF reserve holders will reshuffle the
Fund’s deposit liabilities among its members, but should not reduce
their total amount.*

Yet, there exist some valid reasons to limit the maturity of Fund
loans and investments. The first is that such limitations will provide
added flexibility for shifting the Fund’s assistance from some coun-
tries to others, whose needs may be greater and exceed what the Fund
can currently contribute from desirable increases in the total pool of
world credit reserves.

A second reason why the Fund should not engage directly in long-
term development lending is that such lending requires a very dif-
ferent type of knowledge and expertise than those that should be rele-
vant to 1ts primary tasks and purposes, that is:

(@) a rate of creation of overall world reserves most appropri-
ate to sustain noninflationary rates of economic growth;

4 This would not be strictly true 1f surpluses centered on countries with low ratios of
IMF deposits to total reserves, and deficits on countries with high ratios. The problem
would then have to be met through a reduction of the IMF gold reserves in the short run,
and in the long run by the provisions, discussed on pp. 15 and 16 above, designed to
prevent an undesirable contraction in the world reserve pool.
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(5) a distribution of its corresponding lending power designed
to stimulate the adoption and implementation of desirable re-
adjustment policies by the beneficiaries;

(¢) the reshuffling of such lending that may be needed to com-
pensate large, but reversible, movements of private capital, par-
ticularly among major monetary and financial markets whose
general policies are consonant with longer term equilibrium in
their balances of pa.yments.

The bulk of the Fund’s assistance to long-term development financ-
ing should thus, in all probability, be channeled through—and
cushioned by—intermediary institutions, specialized in such long-
term lending. The Fund might, for instance, distribute its investment
portfolio between marketable obligations of international institutions,
such as the International Bank for Reconstruction and Development,
and other short- or medium-term investments in the major finanecial
centers—New York, London, Paris, Frankfurt, Amsterdam, and so
forth—enabling these to engage more boldly and actively in long-term
lending, in the knowledge that temporary pressures on the country’s
reserves would be offset by a reshuffling of the Fund’s own investment
portofolio. Such reshuﬂfing would be particularly appropriate to
meet the objectives now served by the Fund’s general arrangements to
borrow.

4. Who shall decide?

Last, but certainly not least, is the question of the appropriate
machinery through which agreements are to be hammered out on all
these issues calling for joint decisions among several scores of theoreti-
cally sovereign and independent—but actually interdependent—coun-
tries. Logically, the IMF should obviously be the main instrument
to be used to that end. Yet, some of the main reserve holders of
Western Europe strenuously object to relinquishing to the Executive
Board of the Fund the management of the vast sums which they might
be called upon to contribute in future years to the growth of world
reserves. The EEC countries alone are already now holding close
to two-thirds of the net claims that finance the lending operations of
the IMF, but they wield only 15 percent of the voting power in all
Fund decisions. The distribution of voting power in the Fund is
indeed primarily determined by the relative size of each country’s
quota. Quotas, however, are tantamount to lending commitments for
the creditor countries in the Fund, and to borrowing rights for the
others. It is not difficult to understand the objections of the con-
tinentals to a system which rewards equally with voting power the
obligation to lend and the right to borrow, especially at a time when
the camp of the prospective borrowers includes not only several scores
of less developed countries, but also the United States and the United
Kingdom, which alone command more than twice as many votes in the
Fund as the six EEC countries together.

I have long recommended two parallel solutions to this worldly
problem. The first is to encourage a substantial decentralization of
the Fund’s operations and responsibilities, through positive encour-
agement to regional monetary cooperation and integration such as is
being rapidly developed today in EEC and in Central America. This
could indeed help to couch readjustment advice to individual countries
in more realistic terms, and to avoid excessive criticism of the Fund
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by countries which now bear little or none of the responsibilities of the
Fund by countries which now bear little or none of the responsibilities
for such advice and financing.

Article 108 of the Rome Treaty provides a most realistic model for
such decentralization. Any disequilibria among the EEC countries
themselves should be dealt with primarily by the EEC itself, and
financed through a joint European Reserve Fund, as long advocated
by Jean Monnet’s Action Committee for the United States of Europe.
This would reduce to a more manageable size the contributions which
these countries should make to IMF itself, to cover disequilibria be-
tween the EEC area as a whole and the rest of the world.

A further, and not unreasonable, compromise might be to observe
the voting procedures of the articles of agreement for normal quota
drawings financed out of present capital subscriptions and future
quota increases, but to establish a special open market committee to
manage the investments financed from voluntary “deposits” additional
to the quota subscriptions of the articles of agreement, and to give
adequate recognition to the relative size of these deposits in deter-
mining the relative voting power of the depositors.

II. COMING DOWN TO EARTH

This bare outline has purposely skirted many complexities arising
from vesting national interests—real or imaginary—in the preserva-
tion of some features of the present system, and from the need to
provide a smooth transition from past habits and instiutions to those
that should gradually emerge tomorrow, in the light of practical ex-
perience and ad hoc precedents, as well as of purely logical and abstract
theorizing. :

In order not to abuse your patience this morning, I shall single out
only one, but maybe the most crucial, of such problems: the need to
deal with outstanding sterling, and particularly dollar, balances tra-
ditionally integrated into the international reserve system of yester-
years.

Let me observe, first of all, that the key currency role of sterling and
the dollar in private trade and finance is quite independent of their
reserve currency role for central bankers. The use of both currencies
in the first of these two roles long preceded, and will long survive, their
use in the second. In fact, the attractiveness of both sterling and the
dollar as a key currency for private traders and investors is increas-
ingly endangered today by the creeping exchange restrictions imposed
by the United States and the United Kingdom on bank lending and
other capital movements, in order to stem the gold outflows to which
a reserve currency is necessarily exposed as a result of wanton con-
versions into gold metal of reserve balances accumulated abroad over
manv years past.

This constitutes indeed one of the major dangers today to the sta-
bility of the pound and the dollar, and of an international monetary
system so closely tied to the fate of these two currencies. The third
of the three tables distributed to you illustrates this point, alongside
many others on which time will not permit me to comment today.

The reserve losses of the United States over the last 5 years stem
largely from a spectacular reversal in the international movement of
short-term capital. We were receiving up to 1960, as should be ex-
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pected in the case of a major financial center, persistent inflows of
short-term funds, averaging more than $1 billion a year in the late
1950’s, and which reached a peak of $1.8 billion in 1959. This was
succeeded by abnormal, but persistent, net outflows throughout the
years 1960-64, averaging more than $1.4 billion a year; i.e., a total
shift of about $2.5 billion in our net balance. This is more than twice
our net reserve losses of last year.

While various factors—including interest rates—have undoubtedly
played a large role in this dramatic reversal, closer analysis leaves little
doubt about the importance of the speculative attitudes unleashed by
the 1960 gold flareup in the London market. The outflow reached a
peak ($2.3 billion) in that year, and can be largely explained by an
unprecedented inflow of short-term funds into Germany ($1.1 billion)
in the anticipation of a revaluation of the mark, and into private gold
purchases ($1 billion; i.e., nearly double the previous years’ average)
in anticipation of a revaluation of gold. It was at a low (only $260
million) in 1968 when gold and exchange rate speculation was strongly
discouraged by the unanimous rejection of gold revaluation by the
Group of Ten and by unprecedentedly large gold sales by the U.S.S.R.
in Western markets ($550 million; i.e., more than twice the previous
years’ average).

There can be very little doubt, I think, that our residual deficit
would soon disappear, and even probably be replaced by large sur-
pluses, if agreement could be reached, along the lines which I shall
presently describe, in order to delay for many years to come. or even
forever, any expectation of a gold revaluation. This could hardly
fail to induce a substantial disgorging from the enormous gold hoards
accumulated by speculators over many years past, and particularly
since 1960.

The case of Britain is not as clear cut as that of the United States.
Current account surpluses in the British balance of payments have
fluctuated widely over the past 7 years, and have often been insufficient
to finance official grants and capital outflows. Yet, here too, net re-
serve movements show little or no correlation with the fluctuations in
the current account balance, but often a striking parallelism—until
1964—with net inflows and outflows of private capital, and par-
ticularly short-term funds. Net reserve losses of $1,600 million in
1961 and 1963 were associated with net outflows of $1,500 million of
short-term capital, while the $770 million reserve gain of 1962 was
practically eaual to net short-term capital inflows of $750 million, and
the $820 million reserve gain of 1960 was dwarfed by net short-term
capital inflows of more than $2 billion.

Speculative movements of short-term funds are clearly one of the
dominant factors in the balance-of-payments problems of the two re-
serve centers of the gold-exchange standard. The threat which they
constitute to the stability of the system would be substantially reduced
if it were agreed that any contraction, as well as expansion, of the
world reserve pool should be a matter for joint decisions by, at least,
the major reserve holders.

As of last December, for instance, the $24 billion of credit reserves
held in foreign exchange were overwhelminglv made up of dollar
($15 to $16 billion) and sterling (about $7 billion) claims. One of
the major and most urgent objectives of any sensible reform should be
to prevent any sudden or massive contraction of this large component
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of world reserve through wanton conversions into gold metal, which
their holders are now legally entitled to claim, but which would never-
theless prove both disastrous and impossible 1n practice if they made
any extensive use of this legal right.

is unenforcible right to gold conversion should be abandoned
in favor of feasible and adequate guarantees regarding the future
exchange value of such claims and their continued usability in all
balance-of-payments settlements. The cleanest way to achieve this
objective would be to exchange all unrequited dollars and sterling
balance of central banks for guaranteed deposits with the IMF, whose
unqualified transferability for all balance-of-payments settlements
would be based on the obligation—discussed above—of all reserve
holders to retain a certain portion of their global reserves in the form
of credit reserves rather than gold. (The same objective could, how-
ever, be served through the conversion of unrequited sterling and
dollar balances into reserve certificates, with similiar exchange value
and transferability guarantees, although this would require additional
Erovisions regarding the appropriate distribution of credit reserves
hetlzgveex)l dollar and sterling certificates by each individual reserve

older.

This leaves unresolved the question of eventual amortization of the
United States and United Kingdom indebtedness transferred to the
IMF or converted into reserve certificates. Since the need for any
massive contraction of existing reserves can be ruled out in practice,
not only as unnecessary but even as highly undesirable, any syste-
matic provisions for contractual amortization of the resulting in-
debtedness of the United States and the United Kingdom should be
regarded as equally unnecessary and even undesirable. Yet, amorti-
zation might be required from them in the two following cases:

(@) Whenever feasible and desirable to finance later surpluses of
the debtor country. This provision would be particularly useful and
appropriate in the event ofp large movements of private funds between
the two reserve debtors themselves. The IMF, for instance, would
be able to compensate such movements by an opposite reshuffling of
the official dollar and sterling balances transferred to it initially, with-
out exposing itself either to gold losses or to the need for invoking
the general arrangements to borrow in order to obtain the necessary
financing from either the United States or the United Kingdom.

() In moderate amounts, compatible with international stabiliza-
tion objectives, whenever desirable to enlarge the ability of the IMF
to lend to other deserving countries whose need for credit is greater
than that of outstanding reserve debtors.

The lack of any explicit discussion of this problem of outstanding
reserve currency balances bi the Group of Ten constitutes undoubtedly
the most glaring gap in their report of last August.

The future use of sterling and dollar balances as normal feeders
and components of world reserves also presents a major hurdle to the
negotiators of the Group of Ten. Even though it has already been
agreed by them that “multilateral surveillance” should apply to all
forms of reserve creation, the United States and the United King-
dom are reluctant to abandon the privileged position enjoyed by them
in the past through the use of their national currencies as international
reserves. Some Colonel Blimps even seem to regard it as a matter
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of national prestige to have their country’s national I O U’s float
precariously in the coffers of foreign central banks. Yet, the con-
straints which possible conversions of such I O U’s into gold metal
imposes upon the freedom of monetary and economic policy in the
United States and the United Kingdom are likely to prove increas-
ingly burdensome in the future, while the chances of any substantial
piling up of further dollar and sterling balances in other countries’
reserves are bound tc become increasingly slimmer.

This does not mean, however, that the role of dollar and sterling
balances in the world reserve system could be entirely dispensed with.
They will retain, at the very least, an important function as working
balances, to be used by central banks for daily interventions in the
exchange market. This would, of course, remain true even if agree-
ment were to be reached, as suggested above, for the concentration
of all credit reserves in IMF deposits. Surplus countries would
deposit in their account with the Fund unrequited foreign exchange
balances bought from the market in excess of normal requirements for
working balances. Deficit countries, on the other hand, would pur-
chase from the Fund—against corresponding debits in their deposit
account—the foreign exchange necessary to reconstitute their depleted
working balances. Because of their wide use as key currencies in
-private trading and financial transactions, the dollar and the pound
would retain the major role which they have traditionally played
in this respect, although other currencies would not be barred from
such use also.

Any attempt to preserve the use of national currency balances as
international reserves—except for such moderate working balances—
would complicate immensely the implementation of the “multilateral
surveillance” principle agreed to last summer, without benefiting
in any way either the United States or the United Kingdom if multi-
lateral surveillance is to be equally and effectively enforced upon them
as well as upon other countries. As long as credit reserves are held
exclusively in the form of Fund deposits, as envisaged above, joint
agreements need cover only the distribution of such deposits among
reserve holders, and of correlative Fund loans and investments among
prospective borrowers and financial outlets. If, however, direct dol-
lar and sterling holdings are now retained alongside IMF deposits
as normal components of each country’s credit reserves, multilateral
surveillance decisions will inevtiably have to consider also the distri-
bution of these three types of reserve media both between creditors
and between debtors, and to assure the compatibility of this double
distribution pattern. Each and every country will have to be induced
to adjust the overall amount of its credit reserves between IMF de-
posits, dollars, and sterling in such a way that the combined result
of their separate decisions will produce the agreed constellation of
financing for the United States, the United Kingdom and other Fund
members. Even worse, frequent, and often large, fluctuations in every
country’s global reserve holdings will force constant and complicated
reshufflings, matching separately the dollars, sterling, and IMF de-
posits unloaded by the countries in deficit with the dollars, sterling and
IMF deposits absorbed by the countries in surplus.

I cannot, therefore, but agree with those who consider that dollars
and sterling should be replaced rather than merely supplemented by
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the new type of international reserve asset whose creation is now being
studied by the Ossola Committee. The seeming endorsement of this
view by Prime Minister Wilson, at the conclusion of his conversa-
tions with General de Gaulle, 2 months ago, is articularly encouraging
in this respect. The French themselves, on the other hand, have indi-
cated that they would have no objection to the continued use of ster-
ling and dollar reserves by countries traditionally regarded as forming
part of the sterling and dollar areas.

A compromise might be reached therefore, under which the new sys-
tem proposed above would be initially negotiated and fully imple-
mented only by the major reserve holders of the Group of Ten, and
would leave most other countries free to retain, as now, a substantial

ortion of their reserves in the form of dollar and sterling assets.

he total amount of national currency reserves, including working
balances, held at the end of last year by all of the less developed coun-
tries taken together totaled about $6.9 billion; i.e., 10 percent of the
world reserve pool. Since these countries are most like y to run large
surpluses in the foreseeable future, the total amount of reserve which
they might choose to accumulate in national currencies, or, for that
matter, 1n_gold, would be equally unlikely to endanger seriously the
stability of the system as a whole.

Let me, in conclusion, add a few words about what is commonly
regarded, even by its sympathizers, as the major obstacle to the ac-
ceptance of the Triffin plan. Hardheaded realists, as well as anti-
quated nationalists, fear that it would involve large and unprecedented
surrenders of national sovereignty to a supranational world central
bank, which could not operate effectively without the support of a
world government.

These fears are totally groundless.

The IMF would, it is true, be a “lender of last resort,” but this has
been true from the very inception of the Fund 18 years ago. Neither
the present nor the reformed IMF, however, would have any right to
dictate individual countries’ policies, nor any means to guarantee the
stability and longrun equivalence of the national currencies of its
members. These would remain free, as they are now, to reject the
Fund’s policy advice and to pursue what ever policies they wish, even
if this involved in the end their inability to escape a devaluation of
their currency.

Actual surrenders of sovereignty to the Fund would continue to
depend on the amount of lending potential contributed to it by its
members. The fact that some of these contributions would take the
form of deposits rather than capital subscriptions would not reduce
In any way the sovereignty of anybody, since these deposits would be
at least as liquid as the present capital subscriptions, and any increases
would have to agreed lly)y the contributors just as is the case now for
periodic increases in the Fund’s capital.

The United States and the United Kingdom would, it is true, re-
nounce the expectation of being able to palm off their short-term
I O U’s upon the world reserve pool. But they would also be pro-
tected against massive and unsustainable conversions of their past
I O U’s into gold metal. Who can doubt that this would restore to
them a greater freedom of monetary management than they now en-
joy? The threat of future gold conversions is certainly far greater
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today than the likelihood of any substantial piling up of more dollar
and sterling balances by the major reserve holding countries of
Western Europe.

These lar%e reserve holders, on the other hand, would give up their
present legal right to wanton conversions of past dollar and sterli
balances into gold metal. But they already know that this right has
become largely theoretical and that its actual use could only precipitate
develuation, inconvertibility, or gold embargo decisions by the debtors.
My proposals would safeguard them against such dangers, preserve
the full liquidity of outstanding dollar and sterling balances for the
purpose of international settlements, and protect each of them against
the deflationary or inflationary pressures which the liquidation or
accumulation of such balances by others can now unleash at any time
upon the world monetary system. Note that none of them can escape
such pressures by its own freedom of action. The fact that Mr. Hol-
trop can choose to accumulate his country’s surpluses in gold rather
than in dollar reserves does not protect the Netherlands against the
inflationary pressures resulting, in his view, from the excessive financ-
ing of U.S. deficits by other central banks.

inally, the underdeveloped countries could only, of course, wel-
come the expansion of the Fund’s lending capacity, and particularly
its indirect channeling into development financing via the Fund’s
investments in the IBRD, other international lending agencies and the
major financial markets specialized in long-term lending.

If time had permitted, I would have concluded this talk with a
brief discussion of the ways in which the various plans talked about
today—the Stamp or Wilson plans, the CRU plan, the Maudling plan,
the Posthuma or Blessing plans, the Bernstein plan, et cetera—fit
into the synthesis which I have just outlined.

But time is running short for us here today as well as for the nego-
tiators of the Group of Ten. I hope we shall all make good use of
it in our ensuing debates, and that our success may inspire our official
colleagues to speed up the pace of their own discussions and escape
the fate of their unlucky predecessors of the Gold Delegation of the
League of Nations, some 34 years ago, on September 21, 1931.
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EXCERPTS FROM “THE EVOLUTION OF THE INTER-
NATIONAL MONETARY SYSTEM: HISTORICAL RE-
APPRAISAL AND FUTURE PERSPECTIVES” BY
ROBERT TRIFFIN, PRINCETON STUDIES IN INTER-
NATIONAL FINANCE NO. 12, INTERNATIONAL
FINANCE SECTION, PRINCETON UNIVERSITY, 1964.

* * * * * * %

Il. A HALF CENTURY OF iNTERNATIONAL
MONETARY ANARCHY: 1914-1964

A. The Aftermath of World War I

The financing of the first world war and of postwar reconstruction
forced, as has always been the case in previdus and later wars, sharp
and inflationary increases in the monetary liabilities of national bank-
ing systems, while gold production expanded at a much slower rate
than previously. The ratio of gold reserves to money supply—and
foreign trade—thus fell drastically, well below the levels compatible
with the maintenance of convertibility-in most of the belligerent coun-
tries. Convertibility“was suspended over a large part of the world.

Freely fluctuating exchange rates failed signally, in the following
years, to restore a competitive price and cost pattern among the major
trading nations, to induce the adoption of monetary policies com-
patible with even a moderate degree of stability in prices and exchange
rates, and to bring about any sort of tenable equilibrium in the
world’s balance-of-payments pattern. They stimulated instead specula-
tive movements of hot money which contributed to a considerable
overvaluation of the pound sterling—at its old prewar parity—to a
parallel undervaluation of the French and Belgian francs, to an utter
collapse of the German mark, and to various degrees of overvaluation
and undervaluation in the bilateral relationships among these and other
currencies. vy °*

Currency convertibility was finally restored, in one country after
another, in the second half of the 1920’s, but under conditions which
could not fail to usher in its early collapse, after a brief period of
euphoria in some countries and of unendurable hardships in others.

First of all, the outflow of hot money from the European continent
to Britain led to the adoption of fundamentally undervalued exchange
rates in the first countries and of an overvalued rate in the latter, thus
unleashing strong expansionary forces on the continent, but a deep
slump in exports, economic activity, and employment in Britain.

Secondly, the return to convertibility had to be sustained by the
reconstruction of adequate reserve levels by the central banks. This
was achieved in the undervalued countries with the help of foreign

i
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loans, of the revaluation of the outstanding gold and foreign-exchange
assets of central banks at the new gold and foreign-exchange parities,*
_and of the large balance-of-payments surpluses stimulated by the
undervaluation itself.

A substantial component of these surpluses, however, was consti-
tuted by the return of refugee capital from London, under the triple
impact of currency stabilization and booming economic activity on
the continent, and of the deep economic slump in Britain. The recon-
struction of adequate reserve levels in Britain, on the other hand, had
been achieved very largely on the basis of these previous inflows of
continental hot money, and was now severely threatened both by its
repatriation to the home countries and the attraction of Wall Street.

The British authorities were by no means unaware of the vulnera-
bility of this position, and had long prepared two lines of defense to

rotect it. One was the agreement between Benjamin Strong, President
of the Federal Reserve Bank of New York, and Montagu Norman,
Governor of the Bank of England, to try and preserve higher interest
rates in Britain than in the United States. The agreement became
harder and harder to implement, however, in the face of the British
slump and of the boom on Wall Street. The other line of defense
was the attempt of Britain to propagandize the adoption—by other
countries—of a so-called “gold-exchange” standard under which their
central banks would hold a substantial portion of their international
monetary reserves in the national currency of major trading and finan-
cial centers, i.e. very largely in sterling. This succeeded, for a while,
in shoring up Britain’s slender gold reserves against the impact of
speculative-capital withdrawals, following the stabilization of European
currencies. Central-bank reserves of foreign exchange rose from about
$700 million in 1913 to more than $3 billion in 1928, of which some
$24 billion—i.e., three to four times the total gold reserves of Eng-
land—may be estimated to have been held in sterling, legally con-
vertible into gold on demand or on very short notice.

The Bank of France, however, showed itself increasingly reluctant
to continue to retain as a permanent component of its-reserves the
whole amount of the sterling balances which it had to buy from the
market in order to prevent a further appreciation of the French franc,
after its sharp rise from 260 francs to 125 francs per pound in the
latter part of 1926. Conversions of official French holdings of sterling
into gold or dollars became a growing source of worry for the Bank
of England, which had to plead also with other countrie$ to refrain
ooluntarily from converting their gold-convertible sterling into gold.

24 French gold and foreign-exchange reserves, for instance, rose from 5.5 billion
old francs in 1927 to 64.7 billion new francs in 1928, 87 per cent of the total
* increase arising from the nominal revaluation profits resulting from the redefinition

of the franc parity.
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The financial sequels—particularly in Germany and Central Europe’
—of the 1929 world crisis finally swept away the fragile convertibility
fagade, so painfully restored in the late 1920’s. Convertibility was once
more suspended in Britain, on September 21, 1931, ushering in long
years of international monetary chaos, compounded by the great de-

“pression of the 1930’s, the second world war and its aftermath, and
the worldwide spread of exchange-rate instability, exchange control,
and bilateralism. -

B. The Aftermath of World War 11

The monetary aftermath of World War II presents a number of
contrasts to, but also a striking similarity with, that of World War L

Once again, wartime and postwar reconstruction financing brought
about vast increases in money supply and a considerable decline in
the ratio of international reserves to national monetary liabilities.
Generalized recourse to eéxchange controls slowed down, or postponed;
the exchange-rate readjustments which had characterized the 1920’s,
and bunched up many of them irn September 1949. In spite of the
1949 devaluations, however, the ratio of gold reserves to money supply
for the eleven major countries of the Paris Club, taken as a group, fell
from about 39 per cent in 1937 to 19 per cent in 1949 (see Table 6
in Appendix I).

The pound sterling was, this time, engulfed also in the devaluations
which swept the other European currencies. Its international status,
as a reserve currency had never fully recovered from the 1931 collapse,
and had been weakened further by the forced or semi-forced accumu-
lation of inconvertible pounds by many countries, during and after the
war. Refugee capital had flown, not to London, but to New York,
contributing in the end to a long-term undervaluation of the Eurdpean
currencies in general in terms of the mighty postwar U.S. dollar.

Central banks once more accumulated a growing portion of their
international reserves in the form of foreign exchange, alongside of
gold metal, but this accumulation centered now on the dollar rather
than the pound. The reserve liabilities of the United States to foreign
monetary authorities rose from about $0.8 billion in 1939 to $8.7 billion
in 1957 and $12.9 billion in 1962 (see Table 15 in Appendix II).

The gradual undermining of the U.S. net reserve position from
nearly $23 billion in 1949 to about $16 billion in 1957 took a more
precipitous turn with the huge U.S. balance-of-payments deficits of
the later years, when the effects of the relative undervaluation of the
European currencies were compounded by the reflux of European
refugee capital, following the restoration of currency confidence and
convertibility in Europe. Net U.S. reserves declined by more than a
half, from $16 billion to $7 billion, between the end of 1957 and the
end of 1960.
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The latent dollar crisis burst into the open in October 1960, with
the sudden flare-up of gold prices on the London market.?* The reversal
of short-term private-capital movements has continued, ever since, to
exercise a heavy drag on our overall balance of payments. Normal
inflows averaging $500 million a year in the early 1950’s and about
$1 billion a year in the late 1950’s were replaced by persistent out-
fows of more than $2 billion in 1960, and about $1.6 billion in each
of the following two years (see Table 14 in Appendix 1I).2®

The gold drain from the United States was kept at tolerable levels
by the accumulation of dollar balances by foreign central banks, but
as these continued to pile up the U.S. authorities had, like Britain some
thirty years earlier, to try and elicit, through bilateral and multilateral
discussions and negotiations, voluntary restraints on the conversion in-
to gold of the gold-convertible dollar balances accumulated by foreign
central banks under the ill-fated gold-exchange standard. Continuous
efforts had to be devoted also to eliciting international cooperation
in discount and interest-rate policies—as had also been hammered out
in a reverse direction between Benjamin Strong and Montagu Norman
in the late 1920’s—so as to moderate short-term capital outflows from
New York to the European markets. Once more, such policies proved
harder and harder to impose, or preserve, in the face of national eco-
nomic conditions calling for an exactly opposite pattern of interest
rates, in Europe as well as in the United States.

In brief, the contrast between financial and economic developments
in the United States and in Europe after World War II closely re-
sembles the previous contrast between developments in the United
Kingdom and in continental Europe after World War I:

1. In the early postwar years, large movements of private capital
and central-bank funds from Europe to the United States;

2. The consequent undervaluation of European currencies in rela-
tion to the dollar, when a new and durable pattern of exchange rates
emerged, in September 1949, under the influence of such capital
movements;

8. The resulting stimulation of exports and economic activity in
Europe, and downward pressures on growth rates and employment
in the United States; :

4. The repatriation of European refugee capital, under the double

15 The influence of the cessation of U.S.S.R. sales, and of other accidental fac-
tors, was sharply aggravated by the sudden withdrawal of the Bank of England
from the market, following dark hints by our own Treasury officials that the sup-
port operations of the Bank might not fall within the scope of “legitimate mone-

purposes” conditioning central banks’ access to the U.S. Treasury gold.

18 See also R. Triffin, “The Latent Crisis of the Reserve Currencies,” The Banker,
London, August 1963.
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impact of (2) and (8), after the restoration of confidence in European
currencies;

5. The acceleration of U.S. capital outflows and reserve losses,
prompted by speculative expectations of possible changes in gold

prices and exchange rates, as well as by the differential evolution of
‘ ing prospects and interest rates in Europe and in the United States
under the impact of (2) above; - o

6. The growing conflict between domestic and external criteria gov-
erning the choice of credit and interest-rate policies, on both sides
of the Atlantic; and the predictable frustration of European attempts
to persuade the U.S. authorities to raise interest rates in the face
of heavy unemployment, as well as of American attempts to persuade
European authorities to lower interest rates in the face of heavy in-
flationary pressures at hbme; .

7. The U.S. efforts to elicit further purchases and retention of dollar
balances by foreign central banks, and to discourage conversions of
such balances into gold or foreign currencies;

8. Protracted discussions and negotations on the need to remedy
the gold—or liquidity—shortage and the instability inherent in the
haphazard accumulation and liquidation of foreign exchange reserves
under the gold-exchange standard.

There remain, fortunately, major differences between the British
monetary problem in the aftermath of World War I; and the United
States problem today. : ]

First of all, the world economy is in far better shape today than it
was in 1931, and the overall economic and financial position of the
United States far stronger than that of 1931 Britain. ¢ ¥

Secondly, the world’s financial and political leaders are now keenly
aware of the disastrous consequences which any repetition of the 1931
policies, or lack of policies, could entail for the international monetary
and economic order of the West. They have also developed since the
second world war deeply ingrained habits of cooperation in vital
matters and laid the foundations, at least, of the worldwide and
regional monetary institutions necessary to organize, on a durable
basis, the functioning of an international monetary system adapted to
the realities of the financial, economic, and political interdependence
of their theoretically sovereign countries.

C. Stopgaps and Expedients

This spirit of cooperation found its first expression in the negotiation,
under the able leadership of Per Jacobsson on the one hand, and of
Under Secretary of the Treasury Roosa on the other, of a bewildering
array of multilateral and bilateral agreements, designed to shore .up
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the U.S. dollar and the international gold-exchange standard—now so
dependent on the continued stability of the dollar—against the crises
which threaten them both. While these agreements should, in the
end, pave the way for more fundamental and systematic reforms of
our outworn international monetary system, their negotiation was ac-
companied at first by indignant denials of any need for such reforms.

The accent was put throughout on the need to protect the reserve
currencies, and the gold-exchange standard itself, against sudden shifts
by reserve holders or private speculators from one currency into an-
other or into gold. Two different methods of approach were success-
ively followed to fulfil that aim.

The first was to increase the International Monetary Fund’s lending
resources, thus enhancing its ability to intervene in cases of crisis. The
normal capital resources of the Fund were increased by more than
50 per cent in 1959, and a further $6 billion of resources were nego-
tiated among the so-called Group of Ten,’” in 1961-62, to be made
available to the Fund “when supplementary resources are needed to
forestall or cope with an impairment of the international monetary
system . . . in the new conditions of widespread convertibility, in-
cluding greater freedom for short-term capital movements.”

The second approach was through less formal short-term commit-
ments of mutual support among the central banks of roughly the same
group of countries, plus Austria, Switzerland, and the Bank for Inter-
national Settlements. We can range under this heading the support
extended to sterling on two occasions—in March 1961 and March
1962—by a group of other central banks, the so-called gold pool in
operation since December 1961, and, most of all, the vast array of
bilateral swap and swap stand-by agreements, and purchases of non-
marketable dollar and foreign-currency securities, negotiated with
major financial centers in the last two years by Mr. Roosa.?® Mention
should also be made of the Monetary Committee of the EEC countries,
and of Working Party No. 3 of OECD, which review periodically de-
velopments and policies bearing on international payments and mone-
tary stability of the member countries, individually and as a group.

27 The United States, the United Kingdom, Canada, Japan, Germany, France,
Italy, the Netherlands, Belgium, and Sweden. Since the agreement is primarily de-
signed to cushion dangerous capital movements between the signatories them-
selves, the maximum resources callable could not, however, exceed half of the total,
and are most unlikely to reach even that figure. For further analysis and criticism
of this agreement, see my “Lendemains de Vienne: Mesures conservatoires et
germes d’avenir,” in Trois Etudes sur le Probléme des Liquidités Internationales,
Banque Nationale de Belgique, April 1962, pp. 15 and 186.

28 Operations under these agreemenm are summarized periodically in reports
prepared by Charles A. Coombs and published in the Federal Reserve Bulletin
(see issues of September 1962, March 1963, and September 1963).
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Considerable success was achieved thereby in offsetting and dis-
couraging the speculative capital movements which have threatened,
ever since October 1960, the two key currencies—sterling and, par-
ticularly, the dollar—on which the international gold-exchange
standard is anchored. On the other hand, most of the commitments
described above remain of a short-term character, subject to frequent
renegotiation, and aim only at warding off future crises in the inter-
national monetary system, rather than at eliminating the basic vul-
nerability of the system which is at the root of such crises.?®

D. The Process of International Reserve Creation over the
Last Half-Century .

This vulnerability emerges clearly from even the most cursory
examination of the actual process of international reserve creation over
the last fifty years (see Tables 8-12 in Appendix II). For the world
as a whole,* international monetary reserves had increased by 1962
to nearly fourteen times their 1913 level, i.e. at an average rate—on a
compound basis—of about 5.5 per cent a year, but with a considerable
range of variations, from actuaf,declines in the years 1929-32 to nearly
7 per cent a year in 1914-28.

The role of gold in gross world reserves has fallen from 85 per cent
in 1913 and 95 per cent in 1933-34 to about 60 per cent in 1962. Even
more striking is the steadily decreasing role of Western gold produc-
tion as a source of current reserve increases. From 78 per cent of
- such increases in 1934-37, it fell to 51 per cent in 1938-49, 30 per cent
in 1950-57 and less than 19 per cent in 1958-62. In these last five
years, the overall reserve increases derived from Western gold"pro-
duction alone represented an average growth rate of roughly one half
of one per cent a year in total world reserves, only slightly larger on
the average—and far smaller, in fact, in 1960 and 1962—than the
amounts derived from U.S.S.R. gold sales in Western markets.

Overall reserve increases have been fed overwhelmingly, and in-
creasingly, over the last fifty years, from other, and even more erratic
sources:

1. The withdrawal of gold coin from active circulation and from
commercial banks’ cash reserves. This source of supply accounted for

29 For a more detailed review of the measures briefly summarized in the.above
text, see the excellent study of Robert Z. Aliber on The Management of the Dollar
in International Finance (Princeton Studies in Intemational Finance, No. 13,
to be published later this month).

30 Excluding the Eastern bloc countries. The same qualification will, regréttably,
apply throughout to all reserve statistics, owing to &e unavailability of reliable
information. See, however, the note presented in Appendix II on U.S.S.R. gold
production and reserve estimates.
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about 31 per cent of total reserve increases over the years 1914-28,
but finally dried up in 1933.

2. The devaluation of the dollar accounted for more than the total
reserve increases of the years 1929-33, which would, otherwise, have
been negative owing to the wholesale liquidation of foreign-currency

_reserves by central banks.* : ;

3. The net impact of IMF transactions contributed 7 per cent of
world reserve increases over the years 1950-57, and 9 per cent in the
following five years.

4. Russian gold sales to the West have, as already mentioned, fed a
modest, but increasing proportion—up to 14 per cent in 1958-62—of
the Western world’s reserve increases, and about two-thirds of the
small gold reserve increases of the years 1960 and 1962.

5. Finally, the lion’s share of overall reserve increases has been
derived increasingly, but most erratically, from central-bank accumu-
lation of national currencies as international reserves. From 30 per
cent in 1914-28, it dropped to minus 28 per cent in 1929-33, recovered
to a modest 17 per cent in 1934-37, rose sharply to 49 per cent in
1938-49, and to about 58 per cent in 1950-62. Sterling remained the
largest component, by far, of such so-called key-currency reserves until
the end of the second world war, but has ceased since then to con-
tribute any significant amount to the world reserve pool. Its place had
been taken by the dollar balances which, alone, contributed more than

<half of the world’s reserve increases in the period 1950-62.

Adding to this the U.S. gold losses and reduction of net claims on
the IMF, we see that other countries derived from net U.S. reserve
losses nearly 60 per cent of their total reserve increases in 1950-57,
and 80 per cent in 1958-62, ie., in these last five years nearly
eight times as much as the amount of reserves derived from gold pro-
duction in the West (see Table 13 in Appendix II).

Nobody can any longer seriously defend such a system—or rather
lack of system—as a safe and rational way to regulate the increase
of international reserves which must serve as the ultimate basis, par-
ticularly under convertibility conditions, for the increases in national
money supplies necessary to support growing levels of production and
trade in an expanding world economy. Legitimate, non-inflationary
reserve requirements of economic growth can hardly be defined—and
met—Dby the algebraic addition of the monetary gold released by new
production in a country threatened with civil war and by Premier
Khrushchev's sales in Western markets, minus the erratic amounts ab-
sorbed by private gold speculators and industrial and artistic uses,

81 This calculation is based on the shift of the gold price from $20.67 to $35.00
an ounce, although this new parity was not legally determined until January 1934.
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plus the financing of variable US. (and subsidiarily UK.) deficits
through autonomous or induced acccmulation of dollar (and sterling)
IOU’s by central banks, minus the ever possible conversion into gold
. metal of such I0U’s accumulated over many years past. :

_ Our present international monetary system is not necessarily de-
flationary. It may, on the contrary, kud to excessive reserve creation
at times, and unduly weaken normal balance-of-payments disciplines
for the reserve-currency countries. In the longer run, however, even
“normal” and desirable contributions of the reserve currencies to the
maintenance of an adequate growth rate of the world reserve pool
inevitably entail a persistent decrease in the net monetary reserves
of the reserve-currency debtors, and a gradual undermining of the
acceptability of such currencies as safe reserve assets for other central
banks. After that point is reached, the only alternative paths still
open to national monetary authoritics are to accept and enforce
world deflation or restrictions, to trigger the devaluation of the reserve
currencies—followed by a spiral of other devaluations to offset the
ensuing distortion of competitive export and production costs—or to
continue to hold and accumulate, more and more reluctantly, the re-
serve currencies in order to ward off such a devaluation.

Even if the latter path is adopted—as it has been over the last few
years—the growing mistrust of private speculators in the ultimate
stability of the system is likely to aggtavate the difficulties of the re-
serve currencies in question, and to impel central banks to step up
their stabilization interventions and absorb even larger amounts of
" reserve currencies than would otherwise be necessary.

Such, at least, was my “diagnosis” in Gold and the Dollar Crisis,
written in 1958 and 1959, and which subsequent events would hardly
lead me to repudiate today. As for the “prescription” proposed ‘at that
time. [ would still regard it as basicallv valid, with minor adaptations
to take account of recent developments and particularly of the ever
changing course of negotiating obstacles and opportunities.

I shall, in the next section of the present study, present a bold—
and somewhat academic—outline of the long-run aims that should,
in my opinion, guide and inspire future attempts at monetary reform.
This outline will systematically ignore the realities of the negotiating
process itself, and leave for the concluding section of this study the
examination of the compromises—acceptable or undesirable—which
are likely to emerge from the current exploration of international
monetary reforms at long last launched during the last annual meet-
ing of the IMF, in October 1963. '
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II. THE LONG-RUN EVOLUTION OF OUR
INTERNATIONAL MONETARY SYSTEM

A. A Single Reserve Center

The" long-term consolidation of the international reserve system,
and the adaptation of international reserve creation to the full, non-
inflationary growth potential of the world economy, would obviously
be enormously facilitated by the adoption of a single clearing and
reserve Center for national central banks. Each central bank would
hold all of its monetary reserves—except for moderate, day-to-day
working balances—in the form of international deposits with such a
center. - ’ '

Central banks would acquire, at the start, their initial reserve de-
posit with the Center by transferring to it their outstanding holdings
of gold and other convertible reserve assets (see D below).

B. Cash Settlements

The Center would then operate as a clearing agency for all subse-
quent international settlements not cleared by the private exchange
market itself. Three types of operations would come under this
heading: -

1. Direct settlements among central banks would be effected by
mere bookkeeping transfers, debiting the account of the payor, and
crediting the account of the payee.

2. Stabilization interventions by central banks on the exchange
markets involve either the purchase, or the sale, of foreign exchange
by the bank concerned. The foreign currencies needed to reconstitute
working balances depleted by such sales would be bought from the
Center, through corresponding debits in the buying bank’s reserve
account. Conversely, foreign currencies—in excess of working balances
—accumulated by a central bank in opposite stabilization interven-
tions would be transferred to the Center and credited to the depositing
bank’s reserve account.

The reserve account of the central bank whose currency had been
sold to the Center would be debited by the amount transferred. In
the opposite case when a currency is bought from the Center, two
alternative techniques could be considered. The simplest one would
be for all central banks to authorize the Center to sell their currency
directly against corresponding credits to their reserve account. The
other would be for the Center to accumulate and maintain adequate
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. working balances in the major currencies used in fact in such stabiliza-
tion operations.

3. A third type of cash transaction would relate to the Center’s

- purchases and sales of gold, and depend very much on the future
policies jointly adopted among the world’s monetary authorities re-
garding the suspension or continuation of the support extended by
them up to now to the stabilization of gold-metal prices.

Under the radical reforms envisaged above, gold could well be
dispensed with as a medium of reserve accumulation, by the Center
as well as by the national central banks. The essential requirement of
a national currency is to be generally acceptable in payment within
the country’s borders. Such general acceptability can be elicited by
other means than convertibility in gold metal, in one case as well as
in the other, and we shall examine below*? how this could be done.

The continued guarantee of stable gold prices by the Center, or the
world central banks, would then be tantamount to a decision to con-
tinue the traditional support given to gold-metal prices by the pur-
chases of the monetary authorities. The main arguments in favor of
such a policy would be: g ' ‘

1. to take advantage of the continued popular illusion that gold
reserves alone can constitute an effective barrier against inflation and
a proper backing for the liabilities of central banks—or of the pr
posed Center itself; -

2. to avoid the bookkeeping losses that a demonetization of gold-
would almost certainly entail; .

3. to avert a sudden disruption of the economies of the major gqld-
producing countries. : ;

None of these arguments is very powerful, and the latter twoprob-

-lems could be solved, in a different manner, on their own merits. On
the other hand, the continuation of gold support prices might well
require very large purchases of gold, and unleash inflationary in-
creases in world reserve assets and monetary liabilities, if the con-
templated reform were to trigger large gold dishoarding by specu-
lators. This would not be inconceivable, once people fully realized that
such a reform had equipped central banks with ample means to
dispense with gold altogether, and—at the very least—to rule out
afluny probability of an increase in world gold prices in the foreseeable
ture.

If the decision were nevertheless adopted to support the world gold
price at its present level, official interventions in the private gold
market could be conducted either by the Center itself, or by the cen-
tral banks. In the latter case, central banks would sell to the Center—

32 See p. 38.
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against corresponding credits to their reserve account—any gold pur-
chased in the course of such stabilization operations; and they would
buy from the Center—against corresponding debits to their account—
the gold they might need to sell.

Until the U.S.S.R. and the countries associated with it decided
. to join the Center, any of the techniques described above would

strengthen the Western world against any possible abuse of the large
gold stock—and gold production—of these countries for disruptive
interventions, of an economic-warfare character, in the Western gold
markets,

C. Credit Operations

The major central banks, at least, will probably wish to continue
to increase their reserve levels—in future years as well as in the past—
in order to facilitate the maintenance of international convertibility,
at stable rates of exchange, of the rising amounts of their national cur-
rency issues needed to support expanding levels of production. The
mechanism of reserve creation should adjust to this fact and promote
a continuous adaptation of the world’s reserve pool to the demand for
reserves associated with feasible rates of non-inflationary growth in
world trade and production.

Under the reform suggested here, all—if gold price support is
abandoned—or a large portion, at least, of the necessary reserve in- .
creases would have to be derived from the progressive expansion of the
Center’s loan-and-investment portfolio. The pace of overall increases
should be determined jointly, in the light of—and in such a way as to
combat or moderate—discernible inflationary or deflationary pressures
of a worldwide character.

Prospective surplus countries, however, will probably want to in-
corporate in Treaty form some guarantees against inflationary abuses
of the Center's lending potential, since indeed this potential would
otherwise be unlimited.** Such a Treaty might specify, for instance,
a presumptive ceiling of 3 to 5 per cent in any twelve-month period,
on the net expansion of the Center’s global assets and liabilities. Such
a ceiling would not necessarily be reached in any period of time—
particularly at times of inflationary pressures—but it could not, in any

33 Excessive lending to deficit-prone countries would merely increase pari passu
the assets and liabilities of the Center. Subsequent drawings on their deposits by
the borrowers could only reshuffle the Center’s liabilities among its depositors,
without producing any gecline in overall liabilities. A worldwide Center would
therefore be exempt from the discipline exercised upon a national central bank b
national balance-of-payments deficits, in the same way as a national central b
can elude the discipline exercised upon commercial banks by losses of deposits
from the more expansionary to the less expansionary banks of the system.

52-324 O -65-pt. 2 -13
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case, be exceeded, except by qualified voting majorities of two-thirds,
three-fourths, etc., of the total voting power. :

Within these broad limitations, . individual loan and investment
operations would be designed to support mutually acceptable policies
of member countries against temporary balance-of-payments pressures,
thus providing a powerful stimulus for the long-run harmonization of
members’ policies, and the avoidance of unnecessary recourse to ex-
change restrictions, devaluation, or deflation by the deficit countries.

Desirable balance-of-payments disciplines upon countries following
persistently inflationary policies would therefore be maintained, and
indeed reinforced. No country could escape them through the auto-
matic, but erratic and precarious, access to international borrowing
enjoyed in the past by the reserve-currency countries—a type of bor-
rowing the haphazard use and liquidation of which could unleash at
any time highly disruptive forces upon these countries themselves,
upon the rest of the world, and upon the stability of the international
gold-exchange standard.

The nature of the Center’s lending operations would have to be
adapted to the character of the resources used by it. Since its overall
portfolio would be called upon to expand continually—although at
a variable rate—over the years to come, but rarely—if ever—to be
substantially contracted,. some of its loans and investments might be
granted in theory for extended maturities. Thev might even take a
form similar to that of the famed British “conscls,” without any repay-
ment date whatsoever, but on which interest would be paid indefinitely
by the borrowers. This would make it easier to channel the world’s
thirst for reserves into long-term development financing of the countries
most in need of such assistance. i[

. Yet, direct long-term loans to, or investments in, the underdeveloped
countries by the Center may well be regarded as unadvisable as
well as unnecessary in practice. They would, first of all, have to over-
come powerful taboos in the financial community whose “orthodox”
canons, inspired by commercial-banking criteria, would damn any
long-term assets as inappropriate backing for the short-term liabilities
of a monetary institution. Secondly, even though its total portfolio
would not be subject to the threat of sudden and massive contraction,
the Center should remain able to reshuffle its loans and investments
among members, in order to counteract undesirable capital movements
and other short-term disturbances in the international balance-of-
payments pattern. Thirdly, long-term investments require a very
different type of knowledge and expertise than those that should be
relevant to stabilization interventions in the exchange market.
The bulk of the Center’s assistance to long-term development
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financing should thus, in all probability, be channelled through—and
cushioned by—intermediary institutions, specialized in such long-term
lending. The Center might, for instance, distribute its investment port-
folio between marketable obligations of international institutions, such
as the International Bank for Reconstruction and Development, and
. other short-term or medium-term investments in the major financial
centérs—New York, London, Paris, Frankfurt, Amsterdam, etc.—
enabling these to engage more boldly and actively in long-term lend-
ing, in the knowledge that temporary pressures on the country’s re-
serves would be offset by a reshuffling of the Center’s own investment
rtfolio.

p-OTaken in conjunction with one another, the credit criteria suggested
above would essentially tend to recreate some of the basic features of
the adjustment mechanism of the nineteenth-century gold standard.s
Vast amounts of private long-term lending then cushioned, for long
periods of time, the current-account deficits of developing countries
and made more bearable and' acceptable the discipline exercised upon
monetary policy by residual balance-of-payments pressures. Fifty years
of monetary and economic instability and the constant threat of gov-
ernmental interference in private contracts have paralyzed, or per-
verted, much of these private capital flows in modern times. They can
be revived, in part, and redirected by official policies designed to
stabilize the international framework in which they take place. They
have, in addition, been supplemented by official lending which can
itself be further encouraged, and better distributed as between the
U.S. and other countries, by the international underwriting of mone-
tary stabilization policies.

Similarly, concerted international action is necessary today to har-
monize relative rates of monetary and banking expansion in such a
way as to preserve long-run balance in the international pattern of
payments, without unnecessary recourse to trade or exchange restric-
tions ‘or exchange-rate readjustments. Market pressures, arising from
deposit losses and cash settlements by the more expansionist to the
less expansionist banks, usually sufficed, in the nineteenth century, to
ensure such harmonization among individual banks—and therefore,
among national banking systems—irrespective of the existence of
national political borders. This ceased to be true as

1. commercial banks™ cash assets progressively shifted from inter-
nationally acceptable commodity moneys—gold and/or silver—to
nationally issued credit money; and _

.2. central banks’ credit policies and monetary issues became more
and more responsive to a variety of national objectives—such as price

34 See above, Section I, pp. 9-10.
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stabilization and satisfactory employment levels and growth rates—
competing with, and often overriding, their initial concern with the
maintenance of international reserve levels fully adequate to preserve
full convertibility of their own liabilities into gold or foreign exchange,
at stable rates.

International consultation among responsible national monetary
authorities has thus become the only effective channel for the develop-
ment of compatible and mutually supporting policies, and the mini-
mization of unnecessary recourse to internationally disruptive, con-
tagious, and mutually defeating policy measures. Unilateral action by
the deficit countries alone to eliminate rapidly any emerging balance-
of-payments disequilibria—whether lasting or temporary—often con-
tributes to the unnecessary adoption and spread of deflation, devalua-
tion and/or trade and exchange restrictions among member countries.
Concerted action by surplus and deficit countries alike can certainly
offer far more attractive, even though often slower-acting, means to
correct such disequilibria over time, with a minimum of disruption
of the national economies concerned. Conditional access to the Cen-
ter’s lending resources-would (1) provide an added stimulus to such
policy harmonization, and deterrent to unilateral action, (2) supple-
ment the deficit country’s ability to finance residual, temporary deficits
through the depletion of its independent monetary reserves, and (3)
discourage speculative capital movements which might=etrerwise
create further, and possibly unbearable, drains on such reserves.

D. Consolidation of Outstanding Currency-Reserve Balances

The transition from the old system to the new would, of ‘course,
involve a once-and-for-all type of credit operations determined by the
Treaty itself, i.e. the transfer to the Center of the large currency-reserve
balances now held by member countries.

The Center would, as a result, initiate its operations with large credit
claims on the United States and the United Kingdom, inherited from
many years of functioning of the gold-exchange standard. There would
be no reason to liquidate systematically such investments, long incor-
porated into the international reserve system itself. Provisions for
their amortization—through equivalent debits to the debtor’s reserve’
account—should be limited in the following manner:

1. voluntary amortization, at the request of the debtor;
2. compensatory amortization up to the amounts of current reserve

35 Complementary—and partly alternative—measures aiming at a better adapta-
tion of the world reserve pool itself to non-inflationary growth requirements of
the world economy are amply discussed in other sections of this paper.
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increases bringing their overall level above some agreed—“normal” (?)
—ratio to the country’s imports; and, possibly, if regarded as necessary,

3. an optional right for the Center to request additional amortiza-
tion by no more than x per cent—5 per cent, for example—of the

country’s outstanding debt balance; such option, however, to be exer-
cised only

(a) when deemed necessary to meet other countries’ legitimate
requests for assistance without expanding the global loan
and investment portfolio of the Center; and

(b) when compatible with the preservation of an adequate re-
serve level and the pursuit of internationally acceptable
policies by the debtor.

E. International Guarantees

All the claims and debts of the Center should obviously carry ade-
quate guarantees against unilateral inconvertibility or exchange-
devaluation decisions, or default by the debtors. Some common unit
of account, adapted from the EPU unit of account, could be used for
that purpose in all Center transactions, and embody in effect an ex-
change guarantee in terms of whichever currency remains most stable
in the future. Alternatively, this exchange guarantee could be expressed
in terms of a weighted average of the major currencies used in world
trade and payments.

Guarantees against default could be provided in two ways:

1. through a commitment of all members to channel, as far as
possible, through the defaulting country’s account with the Center, all
payments due to it until the default is made up;

2. through a geographical distribution of the Center’s gold assets,
approximating, on a pro rata basis, the pattern of the Center’s deposit
liabilities to its members.

Such guarantees would indeed erect stronger safeguards against de-
faults than any ever devised in past international lending operations.

F. Surrenders of National Sovereignty?

Proposals such as these are lightly shrugged off in many circles as
involving revolutionary surrenders of national sovereignty to a world-
wide “super-bank,” inapable in fact of discharging its responsi-
bilities without the full backing of a supranational world government.
“The money created by a super-bank would be the most high powered
ever generated by a man-made institution, yet it would have no sup-
porting super-government to make good on its debts or claims. . . .
Simply to establish the super-bank would require all countries of the
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world to give up their present reserves and accept instead the fiat
issue of a super-authority existing without a super-state.”* These emo-
tional slogans bear little or no relation to the concrete content of the
" long-term proposals developed above. They are even less relevant to
the more modest suggestions for short or medium-term negotiations.
that will be outlined in the following section of this study, and which
would merely streamline and rationalize the technical provisions en-
dowing the International Monetary Fund with whatever level of
lending capacity is deemed appropriate by its members, and is now
derived from equivalent, but far more rigid, arbitrary and cumbersome
capital subscriptions and other national commitments (such as those
embodied in the so-called “General Arrangements to Borrow™).*
Reserve holders would retain, under the plan, far more control over
the size and use of future accretions to world credit reserves than they
haye had—or now have—over the size and use of the IOU’s dropped
by the reserve-currency centers into the world’s reserve pool. They
would, it is true, renounce their present right to sudden and massive
cashing of their credit reserves into gold metal, but they well know
that such a right has already’become largely theoretical and could not
be exercised in fact on a large scale without bringing to an end the
effective convertibility of the currencies involved, and without caus-
ing the collapse of the international gold-exchange standard itself.
Prospective borrowers, on the other hand, would in no way be forced
to accept the advice—and the investments—offered them by the
Center. They could refuse both, if they wish, particularly as the Cen-
ter could not invest in their market without obtaining from the natjonal
authorities in charge the exchange guarantees described under E-above.
Present reserve borrowers, moreover, would regain—through the
transfer to the Center of their outstanding indebtedness to central
banks—a degree of control over future monetary policies strongly
handicapped today by the volatile character of this indebtedness.
Neither would the joint consultations and decisions relating to the
Center’s investments be revolutionary in character nor involve neces-
sarily the setting up of supranational institutions or voting rules. The

3¢ Robert V. Roosa, “Assuring the Free World’s Liquidity,” Business Review
Supplement, Federal Reserve Bank of Philadelphia, September 1962, p. 8. More
concrete objections are developed in the following paragraphs of the text, which
quote the conflicts and disturbances which might arise from sudden shifts by
individual countries from international deposits to national currency holdings or
to gold metal. This might better be formulated, however, as a valid stricture on
the present gold-exchange standard than as a criticism of proposals specifically
designed to protect the international monetary system against such unnecessary
sources of disturbance.

37 See below, pp. 47-48. '
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IMF and the EPU, for instance, have long functioned essentially
along the lines suggested here without raising any objection to their
supranational character. i

Finally, the Center could hardly be described as a world central
bank, since its reserve liabilities would circulate only among the
national central banks themselves, and these would retain full con-
- trol over, and responsibility for, their currency issues, each within its
own national territory. One consequence of this is that exchange
readjustments could in no way be ruled out, and would indeed prove
imperative at times for countries which failed to harmonize their
monetary policies with those prevalent in the world community.

This raises a broad question which cannot be adequately explored
within the confines of the present paper, i.e., the proper scope of in-
stitutional commitments to exchange-rate stability.

G. Stable versus Fluctuating Rates

This question is usually discussed in abstract terms as if the same
solution were always advisable for all countries and at all times. I
would prefer to answer it in terms very similar to those given to it
in a recent paper of Ronald 1. McKinnon.®® )

I have myself long expressed a preference for stable exchange rates,
subject to readjustments only in the case of obvious failure to preserve
adequate cost competitiveness for long-run equilibrium in the country’s
balance of payments at optimum levels of employment, economic
growth, and trade and exchange liberalization. This preference was
based on three main arguments:3®

1. Stable exchange rates tend to spread and even out among the
trading countries the inflationary and deflationary gaps arising from
differential rates of national monetary and financial expansion. Balance-
of-payments disequilibria and changes in monetary reserves provide,
under this system, an alternative outlet to the development of domestic
pressures—upward in the more expansionist countries, and downward
in the less expansionist ones—upon prices and employment, and do
indeed bear a far closer relationship to differential rates of monetary
expansion than to differential changes in national price and cost
levels.® The latter tend in fact to be kept roughly in line with one

38 “Optimum World Monetary Arrangements and the Dual Currency System,”
Banca Nazionale del Lavoro Quarterly Review, Dec. 1963, pp. 366-398. See also
a brief communication on “Optimum Currency Areas” in The American Economic
Review, September 1963, pp. 717-725.

39 See Gold and the Dollar Crisis (Yale University Press, 19603, pp. 82-86.

49 See Robert. Triffin and Herbert G. Grubel, “The Adjustment Mechanism to
Differential Rates of Monetary Expansion Among the Courtries of the European
Economic Community,” Review of Economics and Statistics, November 1962, pp.
486-491.



386 GUIDELINES FOR INTERNATIONAL MONETARY REFORM

another through the impact of competition in internationally traded
goods—and particularly by export competition in third markets—as
long as domestic policies can be readjusted in time to avoid devalua-
tion or trade and exchange restrictions, isolating national price levels
from one another.

Freely floating rates—a la Friedman—would “bottle up” within
each country’s borders the inflationary or deflationary pressures arising
from every expansionist or contractionist error in domestic policies.
Exchange-rate fluctuations would absorb the full brunt of the dis-
equilibria formerly cushioned by reserve gains or losses, and help pre-
serve competitiveness in each country’s current-account transactions;
but they would also lift the barrier previously erected by stable ex-
change rates against div?rgent movements in national price and cost
levels.

The upward flexibility of wage rates would, moreover, tend to
sanction with permanent and irreversible wage increases any infla-
tionary mistakes or mishaps in monetary and credit policies, and any
consequent increases in foreign exchange rates, import costs, and
consumers’ prices; while deflationary errors would be unlikely to result
in parallel, and offsetting, downward wage adjustments in a modern
economy. Freely floating rates could hardly fail, therefore, to introduce
a permanent bias toward currency depreciation—at least in terms of
goods, if all countries adopted the system—and to elicit from Fried-
man’s highly farsighted speculators one-way flights from the national
currency into equities, real assets, gold, and/or foreign exchange, rather
than alternating, and “stabilizing” capital inflows and outflows. $uch
de-stabilizing capital movements might, it is true, still be dubbed
“equilibrating,” but merely in the sense of accelerating the adjustment
of exchange rates to price and cost disparities fostered by the system
itself, and which might have been avoided under a system of stable ex-
change rates.

2. Secondly, “managed” floating rates—3 la Meade—are too often
advocated as though each country could determine by itself a desired
rate in respect to all other countries. Exchange rates, however, ex-
press a relation between several currencies. Will the sterling-dollar rate,
for instance, be abandoned by the United States to British manage-
ment, or by the United Kingdom to U.S. management? And what will
happen if the countries involved take a different view of the “desirable”
rate between their currencies? (Meade himself is, of course, perfectly
logical in his proposal, and recognizes that it involves the surrender of
such management, by all countries, to an International Equalization
Account).
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8. Finally, I doubt whether floating rates can really provide, in the
long run, a viable bridge between persistently divergent national
monetary policies. They are far more likely to be a form of escapism,
for which other and better methods could be substituted in the case
of merely temporary lapses from responsible monetary management,
and which would merely end in currency collapse in the case of pro-
tracted inflationary developments.

The spectacular growth and success of European monetary coopera-
tiop and policy harmonization since World War II seems to me to
demonstrate the feasibility of an alternative path, far more deserving
of support than the advocacy of exchange-rate-flexibility palliatives to
monetary nationalism.

Yet, I would agree that these arguments are particularly applicable
to the case of exchange relations between relatively small, highly open
and competitive economies, capable of developing a satisfactory—and,
in this case, highly desirable—degree of monetary cooperation and
policy harmonization with one another. They are far less applicable
to the exchange relations between larger countries, or groups of coun-
tries, which, because their external transactions are dwarfed by the
size of their internal markets, are far better able to conduct effective
monetary policies on their own, and are therefore far less interested
and willing to subordinate their freedom of action to international
consultation and effective policy harmonization.

Even in this case, however, the elimination of national currencies
as an international reserve medium would remain a necessary pre-
requisite for the successful implementation and functioning of
exchange-rate flexibility, particularly in the case of the present re-
serve-center countries.

H. Whether and When?

So-called realists will merely shrug their shoulders at the above
proposals and dismiss them with the simple word: “Utopia!” They
will prefer to “build directly upon the existing payments procedures
to which governments and individuals are already well accustomed.™*
In the words of Erich Fromm, “it is, indeed, one of the irrationalities
of human nature that we are prone to seek for easier, short-term solu-
tions because we are afraid of the difficulties of the fundamental and
real solutions. But in individual as in social life, it is the logic of facts
that determines reality, not the logic of wishful thinking.™?

This is why I have little doubt about the inevitability of a continued
evolution of our international monetary institutions in a direction so

41 Robert V. Roosa, op. cit., p. 12.
#2Erich Fromm, May Man Precail? (New York, 1961), pp. 207-208.
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clearly charted by the historical development of national monetary
systems in every country of the world, and by similar trends already
perceptible in the changing structure of the international reserve
system itself over the last half century. . :

In every country, “commodity money” has been gradually displaced
by “credit money” (see Tables in Appendix I). Credit money remained
at first unorganized, and its creation—or destruction—abandoned to
the uncoordinated decisions and policies of multiple issue and deposit
banks. The instability of such a system prompted the development of
national central banks. These did not replace and eliminate previous
institutions, but assumed initially centralized clearing and reserve
functions, out of which further instruments for policy coordination and
orientation of bank credit and monetary expansion developed gradually
over the years. As in the case of other human institutions, this evolu-
tion was rarely blueprinted in advance through conscious planning.
It came, in most cases, as the unforeseen consequence of “short-term”
expedients, adopted to meet pressing problems and crises, but which
then developed a life of their own through the internal logic of insti-
tutional adaptation to man’s changing environment. .

Speaking of the development of the gold standard itself, Jacques
Mertens noted that:

“Most of those interventions do not flow from any clearly planned
monetary policy and objectives. In general, the authorities intervene
only in case of difficulties, during periods of monetary troubles. Time
is then of the essence, and action is most often limited to partial and
temporary measures. . . . What emerges are compromise solytions
along the path of least resistance, whose merit in the eyes of the
administrators is that they do not commit them in the future, but
leave them a free hand to determine later final decisions whose tim-
ing is always postponed. It has certainly been one of the most tena-
cious illusions of the executive power to believe that by postponing
decisions, by cumulating temporary expedients and half-measures, it
retained its freedom of action. Have we not seen, on the contrary,
that repeatedly and without wishing it, administrations have put their
finger in the cog and have found themselves dragged on, against
their will, toward unexpected results by measures which they con-
sidered as totally secondary or purely temporary?™s

The displacement of “commodity money” by “credit money,” in
national monetary systems, finds an exact parallel in the incipient, but
fast growing, displacement of “commodity reserves” by “credit re-

2 Jacques E. Mertens, La Naissance et le Développement de [Etalon-Or
(Louvain and Paris, 1944), pp. 356-357.

Al



GUIDELINES FOR INTERNATIONAL MONETARY REFORM 389

serves” in the international field. The proportion of credit reserves to
total reserves has grown, for the countries of the Paris Club, from
about 3 per cent in 1885 and 7 per cent in 1913 to 13 per cent in
1949, 21 per cent in 1957, and 28 per cent in 1962 (see Table 6 in Ap-
pendix I).

For the world at large, but excluding the two reserve-center coun-
.tries of the gold-exchange standard, credit reserves totalled, in Se
tembeér 1963, $26.7 billion out of total reserves of $48.1 billion, i.e.,
more than 55 per cent, as against less than 45 per cent for gold itself.+

While the %ulk,of these credit reserves are still in the form of
national currencies, a modest but growing portion is already held in
the form of deposits with the IMF—under the name of “gold
tranches,”—and national currency holdings themselves are becoming
stabilized, little by little, by informal agreements, such as those long
in effect in the sterling area and those more recently negotiated by the
United States with the major dollar holders of Western Europe.

The main question facing us is not whether this evolution will con-
tinue over the sweep of history, but whether the international agree-
ments necessary to that effect will be negotiated in time to avert fur-
ther crises, such as that which swept away nearly overnight the
“credit component” of the 1931 international reserves and brought
about a protracted collapse of the international monetary system.

# Calculated from pp. 15, 17 and 18 of the February 1964 issue of Interna-
tional Financial Statistics. .
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IV. NEGOTIATING PROSPECTS FOR 1964

The prospects for a basic, and long overdue, overhauling of our
international monetary system have improved vastly over the last two
years. The awakening of responsible monetary officials to the full mag-
nitude of the problem that faces them was a gradual process, but has
in fact been faster than could have been reasonably anticipated in, let
us say, September 1960, on the eve of the London gold crisis. While
President Kennedy and Prime Minister Macmillan should be given
full credit for having first called attention to the need for boldness in
this field,** the Maudling Plan embodied the first concrete suggestions
for negotiating action. Presented at the 1962 Annual Meeting of the
IMF, it was cavalierly cold-shouldered by most of Chancellor Maud-
ling’s colleagues at that meeting.

Yet, other proposals were gradually developing, both in-the United
States and in Europe. Under Secretary Roosa’s article on “Assuring
the Free World’s Liquidity,** while negative in many respects, ad-
mitted the need for long-run reform, and argued for the expansion
of monetary reserves through mutual currency accumulation by all
the leading countries, including the United States. In Europe, the
Monetary Committee of the European Economic Community devoted
many sessions to the discussion of the Posthuma Plan*" and of other
suggestions aiming at the development of a joint approach to the prob-
lem by the countries of the Community.* v

A major breakthrough was finally announced at the last Annual
Meeting of the IMF, in October 1963. Mr. Pierre-Paul Schweitzer,
- Managing Director of the Fund, announced in his opening statement
that: “In the coming year the Fund will develop and intensify its
studies regarding international liquidity, the functioning of the inter-

43 See President Kennedy’s Message to Congress on the Balance of Payments
and Gold (February 8, 1961); the United States Aide Mémoire on the Balance of
Payments Situation (February 20, 1961); and Prime Minister Macmillan’s speech
at MIT in April 1961. Relevant excerpts are quoted in Gold and the Dollar Crisis
(1961 edition), pp. 179-181, and in “The Gold Exchange Standard: Crisis and
Reconstruction,” Amerikanische Gelehrtenwoche (Munich, 1962), p. 213.

48 Business Review Supplement, Federal Reserve Bank of Philade{;ﬂn'a, Septem-
ber 1962.

47 See S. Posthuma, “The International Monetary System,” Banca Nazionale del
Lavoro Quarterly Review, September. 1963; and “Wandlungen im internationalen
Wiihrungssystem,” Kieler Vortrige (Kiel, 1963).

48 Mémorandum de la Commission sur le Programme daction de la Communauté
pendant la deuxiéme étape (Bruxelles, 1962), pp. 75-80.
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national monetary system, and the effective role of the Fund in this
field.” A few days later, Mr. Dillon, Secretary of the Treasury of the
United States, issued a “Statement on Behalf of the ‘Group of Ten’
Members of the Fund,” in which the Ministers and Central Bank
Governors of the ten countries (Belgium, Canada, France, Germany,
Italy, Japan, the Netherlands, Sweden, the United Kingdom, and the
" United States) announced the launching of a high-level and “thorough
examination of the outlook for the functioning of the international
monetary system and of its probable future needs for liquidity.™®

This examination formally ruled out from the start the two “false
solutions” of the problem—an increase in the price of gold, or the
adoption of flexible rates—the rejection of which constituted the first
chapter of my own “Prescription” in Gold and the Dollar Crisis.>
Representatives of the major countries concerned—and of the IMF—
have also indicated that new solutions should be sought in multilateral
arrangements, rather than in any considerable extension of the bilateral
agreements concluded in recent years. .

Behind this surface of agreement, one could detect, however, sig-
nificant differences of viewpoint and emphasis, particularly between
the currency-reserve debtors—primarily the United States and the
United Kingdom—and their creditors.

The key-currency debtors tend to emphasize the inadequacy of gold
production to satisfy future liquidity requirements in an expanding
world economy, rather than the weakness of their own monetary posi-
tion. They would like this gap to be met through agreed limitations on
gold holdings, and the continued use of national currencies—particu-
larly their own—as normal media for reserve accumulation. They are
also reluctant, however, to concede that gold or exchange guarantees
are in any way useful or necessary to extract from reserve holders firm
and long-term commitments against sudden or massive conversions of
reserve holdings from one currency into another or into gold.

The major reserve holders—and reserve-currency creditors—of con-
tinental Europe, on the other hand, consider as still relatively remote
the danger of a worldwide liquidity shortage. They suspect in the
liquidity thesis a convenient cover for an attempt of the United States.
and the United Kingdom to elicit from surplus nations an advance
underwriting of future deficits, relieving the deficit countries from
harsh, but healthy, balance-of-payments disciplines. They would also
welcome greater equality and reciprocity in any arrangements regu-
lating the future composition of world reserves. Any ceiling on gold

.49 See Summary Proceedings, Annual Meeting 1963, International Monetary

Fund, pp. 30 and 285-286.
% Pp. 79-86.
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boldings, for instance,—in relation to each country’s total reserves—
should apply to the United States and the United Kingdom—which
traditiona.lfy hold their reserves almost entirely in gold—as well as
. to the continental countries, most of which already keep a high pro-
portion of their reserves in foreign exchange. Reciprocity should imply
the eventual use of continental currencies, and not only of dollars
and sterling, as international reserves. Finally, some gold or exchange
guarantees are regarded as a well-nigh indispensable feature of any
ggreement consolidating the use of national currencies as international
eserves, and limiting their free convertibility into gold.
Recent official speeches and comments—before, during, and after
_the last IMF meeting—give reasonable grounds for hope that these
initial divergencies of negotiating positions and approaches will yield
to the logic and realities of the basic problems to be solved. The
French Minister of Finance, Giscard d’Estaing, was particularly blunt
and candid in expressing the European point of view at the IMF
meeting, but the very conditions which he outlined implied a will-
ingness to face the real issues and to limit the creditor countries’
present rights to gold accumulation and gold conversions.”* On the
other hand, Under Secretary Roosa envisaged, more than a year ago,
substantial accumulation of foreign currencies in the future by the
U.S. monetary authorities, Chancellor Maudling suggested—also more
than a year ago—mutual reserve holdings backed by full gold-
exchange guarantees, and Secretary Dillon has now agreed®: that ex-
change guarantees would be a proper, and probable, topic for discus-
sion by the Group of Ten. )
It is, further, extremely probable that the initial search for agfee-
ments will focus primarily on the more urgent, and universally;recog-
- nized, problem of consolidating the foreign-exchange component of
existing reserve levels, rather than on the more controversial and less
immediate issues raised by the desirable rate of expansion of world
liquidity in future years.*® :

51 See particularly pp. 60 and 61 of his statement in the Summary Proceedings
quoted above.

32 As indicated in answer to a blunt question, in the course of his press con-
ference of October 2, 1963, at the IMF Meeting.

53] have suggested elsewhere as most urgent and immediately negotiable the
consolidation of outstanding reserve-currency balances into longer-term “reserve
certificates,” excluding unnecessary conversions into gold metal, but protected
by adequate exchange guarantees and fully transferable for all balance-of-payments
settlements insofar as such transfers would be conducive to a more—rather than a
less—uniform proportion of gold and certificates in member countries’ overall

reserves. See, for details, Section II A of the article quoted below, footnote 57,
p- 47. This suggestion was unanimously endorsed last January by academic econo-
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Yet, it will be difficult to elude entirely the question of the proper
- role to be assigned to reserve-currency countries’ deficits in the present,
and future, process of reserve creation. If a ceiling is to be placed
on gold accumulation, as a proportion of total reserves, in order to
avoid a deflationary scramble for gold, should not some ceiling be
placed also on the accumulation of national currency reserves, in order
- to limit inflationary excesses in world reserve creation? Secondly, to
the extent that the need for future increases in credit reserves is
recognized, and that reserve holders accept definite commitments in
this respect—in the form of a maximum ratio of gold to global re-
serves, for instance—they will also have to decide on the distribution
of such credit-reserve accumulation as between dollars, sterling, other
national currencies, and/or claims on the IMF and other multilateral
monetary institutions. :

Some automatic formulas have recently been proposed in this
respect by Dr. Posthuma®* and Dr. Bernstein,* in order to escape the
need for international, or supranational, decisions, imposing unwanted
disciplines on national monetary authorities. I doubt whether such
total surrenders of sovereignty to any automatic formula would be
more acceptable to central banks, in the long run, than the limited
mergers of sovereignty involved in joint, international decisions, as have
long been traditional in the operations of the IMF, EPU, etc. Jointly
decided credit transactions of this sort have long been, moreover, and

will remain, a powerful stimulus to the harmonization of national
policies, necessary to promote long-run equilibrium in the countries’
balances of payments. As to the discipline imposed thereby on indi-
vidual countries, it is itself desirable if harmonization is to be achieved,
and can in any case be rejected—together with the proffered assistance
—by any country which deems it nationally unacceptable. It is cer-
tainly difficult to conceive of a system under which any country should,
or would, be guaranteed automatic access to international lending, on
any substantial scale, to support policies which the lenders deem dis-
ruptive of international equilibrium.

Finally, major reserve holders—particularly in continental Europe—
are likely to insist upon retaining a closer degree of control over the
investment of their credit reserves than would be compatible with
present—or negotiable—patterns of voting rights in the IMF Executive

. Board. This is the major consideration underlying the setting up, in

mists representing all shades of opinion regarding the long-term objectives of in-
ternational moneka?' reform. : ,

5 See, above, references in footnote 47, p. 438. .

88 “A Practical Program for International Monetary Reserves,” Quarterly Review
and Investment Survey, Model, Roland and Co., New York, Fourth Quarter, 1963.
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October, of two separate explorations of the problem: one by the
IMF and another by the Group of Ten. There is every reason to hope,
however, that the ultimate conclusions of these two inquiries will be
fitted together in a manner which reconciles the legitimate interests
of the Ten with those of other countries, and integrates the policies
and institutions of the Ten within the broader framework of a re-
formed, and more decentralized, IMF machinery.®.

I have discussed in a separate paper’’ some concrete negotiating
suggestions relative to these various points and to the prospective
initial area of agreement that might emerge from recent and current
discussions among the Ten, and more particularly among the coun-
tries of the European Economic Community. These suggestions fall
far short, of course, of the broad, long-range perspectives outlined
in Section III above and avhich could hardly serve as a “take it or
leave it” scheme for realistic agreements, negotiable in the near future.
Major adaptations and adjustments are undoubtedly necessary to that
end, but should be molded in such a way as to keep the door wide
open to the future evolution of the system.®®

58 Broad readjustments of IMF éuotas, and greater flexibility of access to the
Fund—particularly through the enlargement of present gold tranches—are indeed
among the most predictable results of the current explorations. If they were to be
the only ones, flowery press releases on such a meager achievement should be
regarded as mere “face-saving,” disguising the utter failure to reach the broader
objectives of the negotiations now in process.

87 “The Problem of International Monetary Reform: Major Questions and Pro-
.spective Initial Area of Agreement,” Banca Naziongle del Lavoro Quarterly Re-
view, March 1964,

38 Comprehensive and rigid agreements at the Tokyo meeting itself m¥pht
indeed be unfortunate from this point of view, if they contributed to a premature
crystallization and freezing of the limping solutions most likely to prove negotiable

" at the present juncture. More modest, and even temporary, but flexible, agree-
ments might be far preferable, particularly if complemented by the creation of
some high level consultative group, entrusted with the exploration and orientation
of the future measures and negotiations that will be required for continuing and
evolutionary adjustments of the international monetary system to actual needs
and possibilities. -

The experience of the EPU Managing Board, of the Rome Treaty negotiations,
and of the European Economic Community suggest that later agreements would
be greatly facilitated if the members of such a group were designated jointly by
the countries concerned—rather than separately appointed by national govern-
ments—and freed from any unanimity rule in the presentation of their reports and
recommendations. Such a technique would permit a much freer exploration of
alternative solutions which national representatives, tied by their “mstructions”
from the home governments, would often be unable to suggest, or bound to
oppose. Final action would, of course, still require in most cases the unanimous
approval of the governments concerned, but the deliberations of the national
decision-making bodies would be far better enlightened and guided regarding
the full range of alternative solutions theoretically available and the actual
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The first of these adjustments would be to limit to a jointly agreed
?roportion of total reserves the amounts that should be kept in the
orm of deposits with the Center, leaving each country free to retain
the remainder of its reserves in gold metal if it wished. Such a system
of compulsory reserve requirements would be operated through the
IMF, and could indeed be substituted advantageously for the present
capital subscriptions to the Fund in such a way as to provide it with
a roughly equivalent amount of lending resources. Such a system
would present two advantages over the present haphazard and rigid
quota system of the Fund. It would, first of all, express in a more
obvious and traditional form—that of reserve deposits—the fully

~liquid character of the claims now accumulated on the Fund in the
form of “gold-tranche” capital subscriptions. Secondly, and foremost,
it would continually adapt the pattern of Fund resources to the con-
tributive capacity of each member, and to the actual payments sur-
pluses that &e Fund may be called upon to finance. It would dispense,
for that reason, with the necessity of periodic adjustments in members’
lending quotas.

A second area of adjustment would recognize the need for greater
decentralization in the IMF machinery, and for the encouragement of
closer monetary cooperation and responsibility on a regional scale,
under the general aegis of the Fund.*®

A third, but more unfortunate, area of compromise, is likely to .

«~censist in the retention of national currencies as a major component
of credit reserves, in lieu of IMF deposits, and in the addition of
currencies other than sterling and the dollar to the list of reserve cur-
rencies. This would perpetuate, and might even aggravate, the major
source of instability of the present system, except to the extent that
the accumulation—or liquidation—of such holdings would be regu-
lated through joint decisions of the main reserve holders, or the appli-
cation of automatic formulas, 4 la Bernstein or Posthuma. Such auto-
matism, however, hardly seems viable in. the long run, and would
waste the Godsent opportunity that joint decisions in these matters

chances of reaching international agreement—or a paralyzing deadlock—on any
of them.

89 For further discussicns and concrete suggestions, see for instance: Robert
Triffin, Europe and the Money Muddle (Yale University Press, 1957), pp. 137-138,
177-179, 256-268 and 280-294; Gold and the Dollar Crisis (Yale University Press,
1960), pp. 119-144; “Intégration économique européenne et politique monétaire,”
in La Restaurgtion des Monnagies Européennes (Special number of Revue
d’Economie Politique, Paris, 1960); “Toward a Latin American Monet Organ- _
ization,” in a forthcoming volume of Miguel S. Wionczek, ed. (Harvard Univer-

© sity Press, 1964); and Pierre Uri, Partnership for Progress (New York: Harper
and Rowe, 1963), pp. 96-107, particularly p. 103.

52-324 O - 65 - pt. 2 - 14
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would offer for the harmonization of national policies essential to the
long-run payments balance of the member countries. _

The main arguments offered in favor of undesirable compromises
- of this latter kind are derived from a misplaced attachment to cus-
tomary procedures, an instinctive fear of untried innovations, and
nationalistic resistance to an institutional recognition of the factual
interdependence of so-called sovereign countries in this atomic age
of ours. _

Bureaucrats, diplomats, and statesmen might ponder with profit,
today more than ever, one of the most poetic pages of Maurice
Maeterlinck: :

“At every crossway on the road that leads to the future, there
stand a thousand men appointed to guard the past. Let us havek
no fear lest the fair towers of former days be insufficiently de-
fended. The least that the most timid among us can do is not to
add to the immense dead weight which nature drags along.

“Let us not say to ourselves that the best truth always lies in
moderation, in the decent average. . . . The average, the decent )
moderation of today, will be the least human of things tomorrow.
At the time of the Spanish Inquisition, the opinion of good sense
and of the good medium was certainly that people ought not to
burn too large a number of heretics; extreme and unreasonable
opinion obviously demanded that they should burn none at all.

“Let us think of the great invisible ship that carries our human
destinies upon eternity. Like the vessels of our confined oceans,
she has her sails and her ballast. The fear that she may pitch -
or roll on leaving the roadstead is no reason for’ increasing the
weight of the ballast by stowing the fair white sails in the depths
of the hold. They were not woven to molder side by, side with
cobblestones in the dark. Ballast exists everywhere; all the pebbles
of the harbor, all the sand of the beach, will serve for that. But
sails are rare and precious things; their place is not in the murk
of the well, but amid the light of the tall masts, where they will
collect the winds of space.”
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s The Private Planning Association of Canada

The Private Planning Association of Canada is a private, non-political,
non-profit organization established in 1958. It was created for the purpose
of undertaking independent and objective study of Canadian problems and
policies, mainly in the fields of economic affairs and of Canada’s inter-
national relationships with other countries.

The Association does not operate in the interests of any particular
group or sector of the country. Nor does it seek to operate merely for the
benefit of its members. Rather, its work is based upon considerations of
general public interest and welfare, and the results of its work are made
publicly available through its publications.

A large part of the work of the Association is carried on under the
auspices of committees comprising agricultural, business, educational,
labour, and professional leaders which meet to consider important
national issues and sponsor studies which will contribute toward better
public understanding of such issues. At present, the Association sponsors
two Committees. The Canadian-American Committee, which is jointly
sponsored by the Private Planning Association of Canada and by the
National Planning Association in the United States, was established in
1957 to study various aspects of Canadian-American relations. The
Canadian Trade Committee was established in 1961 to examine Canada’s
international trading position and commercial policies.

In 1965 a new research program has been initiated. It is entitled the
Atlantic Economic Studies Program and is supported by a grant from the
Ford Foundation as well as by the contributions of members of the Asso-
ciation. It is concerned with Canada’s role in Atlantic economic affairs
and the implications for the Canadian economy of closer relations among
countries of the North Atlantic region.

All reports and policy statements published by the Private Planning
Association of Canada, whether signed by its Board, its Committees, or its
staff, have been examined and authorized for publication under policies
laid down by the Board of Directors. But such action does not imply
agreement by Board members or Committee members with all of the con-
tents of such reports or statements, unless such endorsement is specifically
stated.

The office of the Association is maintained at 712 Sun Life Building,
Montreal 2, Quebec, from which all available publications of the Associa-
tion can be obtained.
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s The Canadian Trade Committee

The Capadian Trade Committee was established in 1961 to study
Canadian trade problems and policies. Its membership comprises approxi-
mately 50 business, labour, agricultural and professional leaders who are
broadly representative of different regions of the country and different
hectors of the economy. The Committee is sponsored by the Private Plan-
ning Association of Canada —a private, non-profit research company
established in 1958 to undertake objective studies on issues of national
importance.

At the first meeting of the Committee in January 1962, the Committee
agreed that rapidly changing international trading conditions were creating
new challenges and opportunities for Canada as one of the world’s greatest
trading nations. It was also agreed that Canada’s international trade had
historically played a prominent role in promoting the economic growth
and development of the country and in achieving the present high standard
of living of its people. The maintenance of a strong trading position was
considered to be a vitally important requiredment for Canada’s future pros-
perity and growth.

In the light of recent and prospective international economic develop-
ments, the Committee concluded that a careful reappraisal of Canada’s
trading position and commercial policy was necessary. The Committee
therefore decided to study Canada’s current and prospective trading
problems, and to develop factual information which can be made publicly
available. The primary objective is to create wider public understanding
of these problems in their proper perspective, and to develop appropriate
conclusions in Canada’s national interests regarding adaptations in inter-
national economic policies to fit changing world conditions.

To achieve its aims the Committee is sponsoring a series of objective
and comprehensive research studies on various aspects of Canada’s trading
position. These studies are prepared for the Committee by qualified
experts and are usually published following Committee authorization.

On the basis of these studies and of discussions at its meetings, the
Committee also, from time to time, issues policy statements on a number
of subjects. These statements, signed by members, seek to increase public
understanding in Canada about the attitudes, policies and actions which
are in Canada’s essential commercial interests.

The Committee meets at least twice a year. An Executive Committee
has been established with general supervisory authority for the research
program, and subcommittees are organized to explore particular research
projects. The Committee’s work is financed by funds contributed from
private sources in Canada.

H. Edward English is the Committee’s Director of Research. The
office of the Committee is maintained at the Private Planning Association
of Canada, 712 Sun Life Building, Montreal 2, Quebec.
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u Statement

by the Canadian Trade Committee
on ‘“The International Monetary System:
Conflict and Reform”’

Ever since the breakdown of the gold exchange standard in 1931,
there has been a continuing effort to build an effective managed monetary
system. New international institutions —especially the International
Monetary Fund — have been established, and cooperative arrangements
between national central banks have evolved. This system has, however,
been subjected to severe strains arising from the increasing role played by
key currencies (particularly the United States dollar and the British pound)
as international reserves, partly as a consequence of the limited supply of
gold. The national economic policies of countries issuing reserve currencies
have not always corresponded with the policies which countries holding key
currency reserves have considered appropriate for the preservation and
strengthening of the present international monetary arrangements. For
both economic and political reasons these other countries have called for
a new, and more truly international, monetary system.

In the present study, which the Committee has authorized for publi-
cation, the author reviews the history of the search for solutions to the
international monetary problem in all its aspects — the liquidity problem,
the adjustment problem, and the confidence problem. He discusses the
advantages and disadvantages of the gold standard system and of the
system based on the International Monetary Fund, as well as the merits of
flexible exchange rates and the proposal for an international central bank.
The author acknowledges that any practicable solution must take into
account the current political realities, but at the same time urges that those
who have the responsibility for dealing with immediate problems or crises
should endeavour to design and adopt measures which contribute to longer-
term solutions of world monetary problems. In this context he develops a
proposal for combining some of the advantages of the gold standard and
limited exchange-rate flexibility.

The Committee has been fortunate in obtaining the services of Dr.
Robert A. Mundell, who is currently associated with the Brookings Insti-
tution in Washington, for the preparation of this report. The views
expressed are those of the author, who assumes full responsibility for
them, and they do not necessarily reflect the views of the Committee or of
individual members of it. The Committee feels, however, that the report
makes a useful contribution to an understanding of complex issues asso-
ciated with the international monetary system.
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m Preface

This monograph originated in a talk given to the Canadian Trade
Committee on December 12, 1964. In the course of preparing it for
publication I have benefited considerably from the specific advice and
friendly criticisms of Walter S. Salant, Harry G. Johnson, Eugene A.
Birnbaum and H. Edward English. Also I should express general appre-
ciation to my colleagues at the Bellagio-Princeton conferences organized
by Fritz Machlup, where the interchange of contrasting ideas was a
fruitful source of inspiration. And finally, I should record my indebtedness
to Robert Triffin for posing the general problem in a form no international
economist could ignore. Almost needless to say on such a controversial
subject, none of the above economists necessarily share my approach to
the basic issue.

1 wish to dedicate this book to my mother and father.

ROBERT A. MUNDELL
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CHAPTER 1
# Introduction

For half a century the world has been plagued by international
monetary instability. This is hardly surprising. Monetary disorder is a
concomitant of political chaos, and no age in history has surpassed ours
in that. No international monetary system is warproof and no conventional
structure can survive in an age of blind economic nationalism.

Money is meant to be servant, not master, and international monetary
arrangements should reflect the times rather than determine their char-
acter. This was the case during the relatively tranquil days of the pre-
1914 gold standard, when political stability coincided with monetary
stability. It was also true in 1914, as the gold standard succumbed with
the outbreak of war; and again, during the relatively tranquil 1950s,
when the political and economic hegemony of the United States was
unchallenged in the West, and the dollar was “as good as gold”.

But sometimes money is master after all, as in 1931. Who would
deny the significance of the monetary crisis in that year in opening the
doors to Hitler in Germany, in spreading fascism through Eastern Europe,
and in aggravating the weakness of the democracies? The events leading
up to that crisis should be recalled to mind.

In the summer of 1931 an Austrian bank failed. This resulted in
a wholesale withdrawal of funds from Central Europe and caused a
banking crisis in Germany. To protect the Reichsmark, the German
discount rate was put up to fifteen percent and exchange controls were
imposed. British bank assets in Germany were thus immobilized and a
speculative withdrawal of funds from London began. Confidence was
undermined. The Bank of England sought and obtained credits from
the Bank of France and the Federal Reserve, but these were quickly
exhausted without stemming the tide. Further credits were sought, but
offered by the French and Americans only with unacceptable strings
attached. The British government fell, and on September 19 sterling
was cut loose from gold.

The aftermath is well known. One currency followed the other in
the plunge toward exchange-rate chaos; trade and exchange restrictions
proliferated throughout the world; and tighter monetary policy followed
in the United States. The depression was intensified, and economic
warfare began to characterize the times.

1
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We have learned something from that tragic episode of monetary
chaos. Among the lessons is how an apparently minor event can generate
a chain reaction throughout the world when the foundations of the inter-
national monetary system are shaky. As the IMF put it in its 1958
report on liquidity:

. . . once a crack starts in the exchange structure it is difficult

to limit its effects. It may lead to the forced devaluation of

major currencies — devaluations not dictated by the realities of

foreign trade and competitive prices. Such a crack may start
with a relatively minor currency, and yet gain such momentum

that it ultimately sunders the whole international exchange struc-

ture.

We have learned what can happen, but astonishingly, we cannot be
sure that monetary officials have learned how to prevent it from hap-
pening. International mo