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ffnaﬁionalaﬁaymentv»with‘those{of*a,generally held'reserVe:currenéy.‘f
"'7 bﬁt itseuSe'as a reserve currency is, on‘thefwhole,rrestzictedrto-thef

'f, so-called sterling area countries. Gold is used as an international  f

',?ﬁesérveumOre extensively than doliar andusterling«combined, but itfisfhb

- of $11.2 billion; sterling reserves of $7.1 billion, of which $5.7 bil

s ?iﬁfcombiﬁes:theﬁfunétionsncf:a-generallyraceeptedfmeansféf* nt

The pound,sterlihglis;aISO used widely in international»paym

used as an international means of payment.

At the end of 1960, Governments and central banks held ligui

‘dollar reserves (short-term assets and U.S. Government bonds and note

‘was held by sterling area countries; and gold reserves of $38.l‘billio'

of which $17.5 billion was held by countries other than the two reservef'f ;

centers (United States and United Kingdom). International bodies, vhose
resources form an increasingly important secondary reserve for their
members, held dellar assets of $4.9 billion, sterling balances of $1.555i1;
lion, and gold reserves of $2.4 billion.

The preponderant importance of the dollar as a means of‘interf;<
national payment for both commercial and financial transactions is re- j,
flected in the fact that at the end of 1960 foreigners other thanvGove#éﬁéﬁts'
and central banks held liquid dollar assets of $7.6 billion and sterliné :Q
balances of only $3.8 billion, slthough special circumstances at that_tiﬁe

made for ebnormally large foreign holdings of sterling.

17 A German translation of this paper 1s to be published by the
Creditanctalt-Bankvercin of Vienna (Austria) on oecasion of
the Fund ood Back mectiags to be held in Vienno in Scptember
1961,
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Apart fraa e dellar fuhds that represented direct clalms
« on U’S. fznuncial znstitutions, an estimated $2 billion was held by

'aforeigners, both official and private, in the form of claims denomlaated

| ”xfufin dollars against financial institutions cutside the United Statecs (the

‘ Axso~called Euro-dollars). These holdings, far from being a threateningaanomaly; r

are onother indication of the pervasive use of dollars in transactions
between foreign countries.

The U.S. dollar has become the main international means of |
payments and reserve currency for two reasons:

It has replaced gold because its supply has been more elastic
and has therefore becn able to expand fast enough to finance the greatly
increased volume of international trensactions.

It has replaced sterling because it has maintained full con-
vertibility at stable rates into other currencies and, if held by foreign
governments and central banks, also into gold. For the last 25 years, the
dollar has been, aspart from the Swiss franc, the only wmajor currency that
has not been devalued in terms of gold.

These two main roots of the international position of the dollar
reveal a dilemma, On the one hand, the dollar must not be so scarce that
the international commerecisl cormunity has to look for more elastic and
more readily available means of payment. On the other hand, it must not
be so plentiful that the international financial conmunity loses confiaence
in 1ts convertibility and stability.

The first danger appeared as the so-called dollar shortage in the
immediate postwar period. This shortage was successfully eliminated with the
aid of an unprecedented program of Toreign assistance, extended first to

the war-devastated industrialized countries and somewhat later also to the

less developed countries of the free world.
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The second danger has appeared only recently, when the outflow of
dollars seemed to execeed the amounts recded to keep international ¢1qnid1ty
- at an adequate level. This development has bzen reflected in a deterioration
in the international liquidity of the United States.

The internationel liquidity of the United States

The international liquid assets of the U.S. economy are deﬁined
as the official reserves, consisting almost entirely of gold, plus other
short-term claims against foreign countries (as reported by U.S. banks) and
drawing rights on the IMF (as measured by the U.S. quota).

The total of these assets has remained remarkably stable in
recent years. It amounted to $25.7 billion at the end of 1953, and to
$25.5 billion at the end of 19€0.

. The main change since 1953 has oceurred in liquid claims of
foreigners against the U.S. cconomy. These claims are defined as ine-
cluding short-term claims of international institutions, foreign official
institutions, and foreign private holders (as reported by U.S. banks),
Plus international and foreign holdings of U.S. government bonds and notes.
Between the end of 1953 and the end of 1960 these claims rose from $12.7
billion to $23.6 billion.

In consequence, the net international liquidity of the U.S.
economy (liquid assets minus liquid claims of foreigners) declined from
$13.0 billion to $1.9 billion. The great bulk of this deterioration
occurred in the years 1958-60 (sce Table 1).

Not all foreign assets and liabilities of the United States have
the same degrce of liguidity. Among the assets, only the official reserves

ll; are immediately available to U.S. monetary authorities. Among the



_tne Treasury, Gctober b, 19h9 and (under

,into gold., On the other hand, under U.S.

currencies. U.S. banks (or the Federal Reserve Banks) would have t pur

S chase these currencies abroad, and thus ultimately from forelgn

, b&nks, as soon as their own modest holdings of foreign;exchange ﬁ_

~exhausted

The drop in net lzquldity was closely related to the de,icl

in,the U.8. balance of international payments.——/ It must beyrememb

national assets (including long and short-term ianvestments abroad pl

U.S. gold stock) rose from $61.6 billion at the end of 1953 to-$8&;3g

from $23.6 billion at the end of 1953 to $40.7 billion at the end'of*i959f*/'
The net foreign position of the United States improved therefcre in thcse ‘ 

years by $5.6 billion.

2/ As Used in this section, the deficit in the U.S. balance of payme
definved as the decline in the U.S. gold stoek plus the inerecase
dollar clains of forsismers. This conecpt diffirs fron that of
In net internotional liquidity, opart from techniesl leurﬂﬁ:cbs a
of the underlying stotistleal data, only in thet an cutflow of U.S+ 8 or
torm capital increases the deficit but does not deercasc not lig dit :
sofar as it adds to short-ter: claims on foreigners (as report
banks). The definition is used beecausc it underlies the cu
1prescntation of the U.S. bulance of pa; ts; for thu purpo
, to ( '
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balance of payments, 1957-61

The U.S. balance of international payments underwent great changES
~in the period 1957-61 (see Table 2). The current balance (exports~§§§g§
imports of goods and services, including pensions and remittances but
excluding military expenditures) showed its lowest surplus, and the "basic"
balance (current surplus minus military expenditures, Government aid and
capital payments, and net outflow of private long-term capital) its largest
deficit, in the second quarter of 1959. The current surplus rose steadily
from then on, mainly because of an increase in exports, but in part also
because of a deeline in imports, until it approached the average 1957

level in the last quarter of 1960. The "basic" defieit declined correspond-
ingly, except that it was raised somewhat in the last quarter of 1960 by

the abnormally large outflow of capital representing the purchase by the
Ford Motor Company of minority shareholdings in its British subsidiary.

Movements of volatile funds tended to reduce the deficit in rmost
quarters of 1958 and 1959 but increased it st an accelerating rate in 1960.
In consequence of this outflow of volatile funds (including an extraordinary
large volume of unrecorded transactions, which appear in the statements as
"errors and omissions"), the total deficit reached a peak of $1.4 billion in
the last quarter of 1960, although the "basic" deficit had been reduced far
below the figures for 1958 and 1959,

In the first half of 1961 "basic" transactions as well as movements
of volatile funds were more favorable. The "basic” balance (as defined
above)} showed & small surplus, and the ocutflow of funds through unrecorded
transactions stopped. In consequence, the over-all deficit was reduced to
an anrual rate of $1.15 billion. The net international ligquidity position
of the United States actually improved slightly since the increase in

short-term claims on foreigners more than offset the reduction in U.S. gold
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hﬁldlluu, fhila foreign liquid doller asscts deelined slightly. Iﬁ April,
x athe liquidity position was further enhanced by extraordinary repayments
fofﬁlongnterm government debts to the U.S. Treasury. Even disregarding
rﬁhese'repayments, a tentative estimate of’developﬁﬁnts in the second quarter
perﬁits expectations of continued progress toward equilibrium.

This result may not be good enough, since the cyclical situation
(unemployment in the United States and & boom in most other countries) should
give the United States a surplus in its international payments and an
increase in its net international liquidity large encugh to offset any
deteriorations bound to oceur under contrary cyclical circumstances.,
Nevertheless, the fact that the United States was able to stop the deecline
in its net international liquidity during a period of grave uncertainties
in foreign-exchange markets may be interpreted as a symptom of the basic
soundness of its international economy.

Causes of the decline in U.§. net international
liquidity, 1955-60

The decline in net international liquidity which the United States
suffered in the years 1958-60 has been attributed to a variety of causes.
First and most important was a change in the competitiveness of U.S. export
industries. The United States did not, in most sectors, "price itself out
of the world market," as was frequently alleged in those years, but many
of its competitors, especially in continental Europe, priced themselves
into it.

Scme U.S. industries indeed raised prices more than their foreign
competitors. In general, however, exports suffered most from lack of
interest and from unwillingness to adapt products to the needs of foreign
markets: in the words of an eminent business leader, A. K. Watson, business
tended "to threat the foreign market as a place to unlcad surplus production"

(spe ch before Investment Benkers Forum, Washington, D.C., May 8, 1961)




This attitude ray have ref]ected & slack in U.S. actrvitie

Js,no+ coaflned to the economy: the late 'fifties also witnessed
lat1ve'decline in U.S. military and political power and a falling ;
' ,,behind in some fields of science and technology. It took the shock of
~ serious reverses, including the threat to the international standing;gffw
thé dollar, to dispell this satiated sleepiness. The deterioration»and  :
subsequent improvement in the internatloqal liquidity of the United States f
may thus be interpreted as part of a pervasive cycle in its social,

cultural, and economic life.

This general cause was reinforced by more specific factors. Ohe‘
of them was the behavior of two major U.S. industries. The fallure of ﬁﬁé
automobile industry to conform to consumer wishes led to a sharp rise in
imports of foreign cars until the advent of U.S.-made "compact” cars beggh"
to redress the balance. The practice of the steel industry of raising |
prices in times of falling as well as of rising demand has been regarded
as the largest single cause of the inerease in the level of U,S. iadustrial
eiport prices; coupled with the disr tive battle between management
and labor that cecurred in this industry in 1959, it worked to transform
temporarily the United States from a steel-exporting to a steel-importing3
country. :

A second but in my opinion more doubtful. factor was the alleged
"wage-push" inflation in the United States. Although "wage-push" has been
accepted as an explanation of the rise in U.S. prices by the eminent authgrs
of the recent OEEC report on inflation, I do not find that hypothesis con-
sistent with the facts. The only well-organized members of the U.S. labor
foree in manufacturing industries are the production workers., Payrolls of

these workers have not risen faster than production: between 1953 and 1960,
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output of U.S. manufacturing industries increased 17 per cent while payrolls
~of production workers iancreascd only 12-1/2 per cent. The rise in wages of
organized labor cannot, therefore, be held responsible for the price
increases of that period (8-1/2 per cent on the wholesale and 11 per cent
on the consumer level) -- although it may well have contributed to the
constant decline in the number of production workers in industry.

A third explanation is based on the allegedly excessive inter-
national commitments of the United States. These commitments, including
forelgn ald and military expenditures abroad, indeed impose on the United
States an outlay of $6 billion annually. From the point of view of the
U.S. balance of payments, however, a difference should be made between
foreign aid and military expenditures. The bulk of foreign-aid expenditures
is used for procurement in the United States, which does not involve a net
burden on the econcmy in general or the balance of payments in particular,
as long as there are ample idle resources available.

In contrast, military expenditures in countries that use their
receipts for accumulating reserves rather than for increasing their imports
from the United States, impair pro-tanto the liquidity position of the
United States. The U.S. deficit would have been reduced to more manageable
proportions if other countries (e.g., Germany) had assumed a more equitable
share of the military expenditures needed to defend the free world.

This consideration leads to a fourth factor, the irpact upon the
United States of the persistent surplus in Germany's internatiocnal payments,
which the German suthorities themselves have recognized as a threat to
international financial equilibriwm. This surplus has affected the United
States not only on current but also on capital account, by contributing to

the flows of volatile capital from the United States to Germeny in the
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3@eétaﬁian,of appreciation profits. Since the market apparently was not
fkygéﬁiﬁfieé,that the appreciation of the German msrk in March 1961 wduldain
itself suffice to eliminate Germany's surplus, this outflow has not yet

13toppedg although it seems to have passed its peak.

"égggggriate corrective actions

Equilitrium in the balance of payments of the United States, as
of any other country in a similar situation, requires a surplus on current
account (exports minus imports of goods and services) large enoughfto cover
the outflow of long-term funds for private investment and government
commitments abroad, and movements of volatile funds in excess of the
moderate and reversible flows that usually accompany cyclical fluctuations.
Correction of disequilibrium involves, therefore, efforts to increase the
current surplus, to reduce the outflow of long-term funds, and to keep
movement of volatile funds within manageable proportions.

Current account -- The current-account surplus of the United

States has reached a level nearly equal to the record figure of 1957.
The moin problem in this respect is, therefore, not so much to increase
this surplus as to prevent it from declining. This means that the United
States must continue its endeavors to keep price and wage movements under
control in the course of the current recovery from the 1960 recession,
While there are some differences of opinion about the best ways
to achicve this purpose, and especially sbout the correct ™mix" of fiscal
policy, monetary policy, and "moral suasion,” the goal itself is not in
dispute. Recent developments have proved that the United States can no
more than any other nation conduct its internal affairs without regard to
its balance of payments. The effects of a deterioration in the inter-
national financial position on'the status of the United States as the

economic and political leader of the free world have persuaded all shades
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fpublic opinlon that avoidance of such a deterioration, and therefore

 of inflation, is & prime requisite of U.S. policy.

In the international field, the main U.S. effort to avoid a
deterioration in its current account must be concerned with the tendency
toward regional preferences which involve discrimination against imports
from the United States. The political benefits of closer cooperation
among European nations have induced the U.S. Government to approve
European regionalism in spite of ite effects on the U.S. balance of pay-
ments. This does not mean, however, that these effects can be completél&;,
overlooked., £

A regional organization that keeps discrimination at a minimuﬁf
may aectually benefit international trade because the uplift in the regi@ﬁﬁl
economy may,in the long run, more than offset discriminatory trade barriers.
An organization that aims at autarky could restrict international trade so
much that it would hurt the economic welfare of the region itself together
with that of its former trading partners. The hazard of excessive dis-
crimination is particularly grave in the agricultural sector, in which
the United States enjoys very high efficiency, whereas some European
countries tend to be the more protectionist, the more inefficient their
own production,

Capital accounts -- The outflow of lor -term capital from private

as well as Government sources to less developed areas is so important for
the healthy expansion of the world economy that a contraction of this flow
seems undesirable. In contrast, large U.S. investments in continental
Europe, often based on tax and tariff advantages, do not always seem to

serve the needs of either side., The U.S. Government has proposed to avoid
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1ve outflows of that kind by removing tax incentives for investment
'11y developed countries, and these efforts need to be supplemented 3
':by actions of the European countries aimed at avoiding artificial stimula-
}tion of a capital inflow. ’ 

. The most disturbing factor since mid-1960 has been the behavidr’
Of volatile capital. Insofar as flows of such capital are due'merel§5§¢
Interest-rate differentials, their influence is limited; these differéﬁﬁials
tend to be reversed in the course of cyclical fluctuations, and theiﬁ:éﬁfect
tends to be offset by movements of forward exchange premia and discountsf&
The flows mainly become dangerous if they reflecct lack of confidence in
the maintenance of existing exchange rate patterns. Such flows can'be 1
stopped for good only by actions restoring international confidence. in '
the short run, their effect on the reserve positions of the countries*'
involved can be neutralized by the cooperation of central banks andiby:}
actions of the International Monetary Fund,

Internstional monetary cooperation -- Central bank cooperation

has been initiated with apparent success by the members of the Bank for
International Settlements on occasion of the outflow of funds from the
United Kingdom following the German revaluation. Methods to improve the
mechanism of cooperation are under discussion in & working group of the
Organization for European Econocmic Cooperation, which is in the process
of being transformed into the Organization for Economic Cooperation and
Developament.

The chances of successful action of the Interiational
Monetary Fund will be enhanced if the Fund is permitted to increase its
resources by borrowing from those countries to which volatile capital is
flowing. It is to be hoped that a program of this kind will be presentgd

 to the Fund's Annusl Meeting.




gﬁ’>ionwmay be precipitated; in surplus countries,fexpansionar
ted by the possibility of reinforcing inflationary pressures.
view of these limitations, it is Aifficult if not impossible for eithe:

‘group of countries to restore equilibrium if the major countries of the

other group refuse to participate in the effort.

In particular, "a sustained accumulation of gold and other inter-.

-'national reserves by any one country is disruptive to the internationélqu‘*

community" (Aide Hemodre  of the U.S. Department of State, Februany_” Qwi ,f'

20, 1961). Cooperation among monetary authorities, and governments in’f; '

general, can therefore not be restricted to the specific measures nee&edi‘

to avoid or neutralize excessive movements of volatile funds but mustﬁegtén&;

to the question of basic policies.

British and German corrective actions -- At present, restcrat;Qh
of confidence in the maintenance of existing exchange-rate patterns hiﬁées
mainly on the prospects of correcting the excessive surpluses and deficiﬁé
of two major countrics, the surplus of Germany and the deficit of the S
United Kingdon,

This is not the place to discuss the policies that are in the
interest of these countries. Suffice it to point ocut that the foreign
trade balance of the United Kingdom has shown considerable flexibility

in recent years; this flexibility may justify the expectation that relafiVely

slight reduction in domestic monetary demand would free encugh factors of
f“f’:l};‘g ~production to permit both en increase in exports and a reduction in inports

‘”thus,te bring the country's international accounts into equilibrium;'




,'fGerman exports and imports have not yet had time to become apparen

. over, it is to be hoped that further acceleration in the modest expan

of domestic demand, together with the elimination of tax incentives f

exports and tax burdens on imports, the assumption of a more equitablé f'

share in military expenditures, and an increase in the outflow of long«term

capital (includlng forcign aid), would suffice to absorb the remainlng’;f"

export surplus.




umain currency ef the free Werd This means not only that

ures that are available to other countries. For instance, it c
juse the safety valves: of currency devaluatlon or ‘exchange restrlctl

;'either of Which woulv;greatly 1mpair if not ccmpletely destroy the

v 1nternational usefulness of the dollar.

' Eortunately,sthejgtrcngaposltlon of the current balance of
; United&Statesvmakes~it»unné¢es§aryf£o consider even academically t
ciﬁé stlon of & need for such measures.

There isﬂals0<no'reésoﬁfto believe that the reserve currenc
‘standard need be abandoned for the sake of restoring and maintaining 
international equilibrium. Such a step has been recommended in receﬁ
years by two schools of critics of the present system., |

Return to the gold standard -- One school advocates an incréasé?

in the price of gold as a preliminary condition of a return to the

so-called classical gold standard. This idea could evolve only in,thégmiﬁds

of economists who have forgotten (or never learned) the lessons of e
Great Depression. No country today is prepared to forego counter-cyc
~action and thus to risk another breakdown of the economy of the free ,

'  éerely in order to stop an outflow of gold.

- While some countries have created difficulties for ‘bhemselv" -

Qothers by dlsregardlng the effects of their counter-cyclical or deVe




Hﬁouﬁffofcingktherﬁdr1d~eqohcmybback in§b as

4&”?*v;r;,tge*étraight;gacket,therapy does not work in practice; whenever

© the patient needs restraint most urgently, he manages toraigggrq;;;;

of the 'twenties which led to the breakdown of the international pe

system in the 'thirties.

in the price of gold -- which even the most dogmatic adherent of the gol e

standard regards as an indispensable prerequisite for = return~toft‘

standard -- would benefit the largest producers and holders of gold

are least in need of such benefits; and might have sericus deflationgpy

effects on the other nations, who would lose confidence in the stable

value of their foreign-exchange reserves and hasten to convert them into

gold,

Establishment of international super-central bank -- More.séribus

than the recommendation of a return to the gold standard is the progréﬁfof
the other school, which advocates the transformation of the International
Honetary Fund into an international super-central bank. This is not the
place to discuss this proposal in detail. Suffice it to say that,‘under

the reserve currency standard, the free world has enjoyed since the¢end

of the second world war, an unprecedented increase both in domestic,bté-
duction and in foreign trade; thus the need for an abolition of that standard

is, to say the least, not obvious.




fidence of the economic community rather than on the dictates,gf~seme7f  

- government agency. Within any country, the sovereign may attribﬁté""gl

"tenéer quality to any means of payment he chooses, and may thus enforc the

- acceptability of the domestic currency, unless it is so completely mfé? 

maneged that the money sconomy itself breaks down. Internationaily,
however, banks, business men, and investors will accept means of payments
only if they have confidence in its convertibility, at stable rates,’iﬁfo
the national currencies they need., There is no reason to assume thébfﬁhey,
would heve greater confidence in tokens created by some internationélff:‘
institution than in the currencies issued by the well-managed éenfrélff
banks of the leading countries,

An international body, inevitably dominated by the monetary
authorities of the leading countries, would hardly be considered bette?
managed and worthy of more confidence than the central banks of thesef 
countries themselves. The assets of such a body, which at best would’;‘
consist of claims on well-managed countries but which more likely, for
obviocus political reasons, would also include large claims on ill-manqged
countries, cculd hardly be considered safer and more worthy of confidence
than the assets of the central banks of the well-managed countries, |

The basic arguments are reinforced by the difficulties that would
be created by potential or actual confliets between the monetary poliéies
of the super-centrel bank and the national central banks. These conflicﬁs
could be avoided or solved only if one of two alternatives were adopied.
Either the super-central bank would be subordinate to the policies offthe

national central banks; in this case the situation would be bagically the




e’preéent'SYStem; Or the national central*banks W

,_ eir'centra1 institutions, the Board of Governors and the Fede

Open-Market Committee); in this case the super-central bank would ae

paramount power over the monetary policy, and thus largely over the

economic policy, of the member countries. To expect sucha transfer of

power would be no less unrealistic than to expect a return to the gdldﬁ7 :

standard.

Problen of dgmestigvaﬁjustments -~ Neither a return to the1g§id/,

standard nor the creation of a super-central bank would solve the main

problem that is confronting the international payments system atwpresegi;

This problem is the inability or unwillingness of some countries to make

the domestic adjustments that would put their basic balance of inter-

national payments in order. It is the lack of these adjustments that

creates excessive and persistent deficits or surpluses; impairs confidence

in the maintenance of existing exchange-rate and convertibility patterné;

and gives rise to excessive flows of volatile capital, which in turn,add,
to those deficits and surpluses and thus create a vicious cirecle, It is
idle to suppose that countries which resist the gentle restraint of the

present reserve currency standard on their domestic policies would willingly

submit to the harsher restraints of the gold standard or of the decisiogs of

an international super-central bank,

It is true that the leading countries could wreck the reserve

currency standard by following policies inconsistent with international

finoancial equilibrium; Jjust as, by doing so, they would wreck the gold
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téndard or a standard administered by a super~central bank. It thcy
T abatain from irresponsible policies, the reserve currency standar& can be
!Jmaintained and the traume of undoing the present mechanism of international
 ’payments need not be inflicted on the world economy., If they,lns;spjgnu

. _following such policies, the present standard may have to-be,abanddgéd,
but so would any other rational mechanism of international,payments:?‘

Fluctuating exchange rates -- For the same reasons; the*mﬁre

modest proposal to reduce the danger of persistent international dis-
equilibrium by permitting wider exchange margins and gold points for all

curreneies, including reserve currencies, or by abolishing fixed par values

altogether, is unlikely to achieve its purpose. If the major countrles
refuse to follow stabilizing policies, flexible exchange rates cannot
restore equilibrium; if they follow such policies, flexible exchange rates
are unnecessary. Adjustments in the exchange rates of countries other
than those with reserve currencies may sometimes be sdviseble or neceséary;
but abolition of the par values of the international reserve currencies

would destroy the usefulness of foreign-exchange reserves as completely

not confer any benefit on the countries holding large gold reserves.

The future role of gold and the dollar

z

|

f

i

|

|

@i,, as an increase in the price of gold -- with the difference that it would
| B

i

i

For some strange reason, economists have not been endowed with
the gift of prophecy. If the greatest econcmic genius had tried, in 1911,
to foresee the international economic problems of 1961 and to proposé

institutional arrangements for solving these problems, only the most

into complete nonsense. Any attempt of an economist in 1961 to foretell

the problems of the next 50 years, and to recommend institutional chénges

[ unlikely coincidence would have prevented such an enterprise frcmntﬁining




fundamenxal change in the political ‘technological, and econo 7c

on&ztimns and relations of the free world. Under thisvassumpt1’ 
fseems likely that gold and the dollar wculd also continue to play the
" frcle in Ainternational payments without major change. |

Arguments against reserve currency standard <= Some emlne/

,'economists contend that the reserve currency standard would be doomed
least in the long run, because the supply of gold end of reserve'currel
'coui&'notvﬁontinue,tOvrise fast enough to satisfy the liquidity needé

& continuously expanding»world‘economy. The argument has scmetimesibééﬁ_, 

confused by questionable statistics; using the best data available, iﬁfﬁf"

may be given the following formulation.
Between 1953 and 1960, world trade (exports plus imports) rose
from $152 billion to $232 billion; the average annual rate of increase

was thus 6 per cent. In 1960, world reserve liguidity (as mcasured by

monetary gold held by governments and central banks, plus official and
private foreign holdings of liquid dollar and sterling assets, and unuSed
quotas of the International Moretary Fund) was around $80 billion.

If we assume (as we optimistically should) that world trade

would continue to expand at a similar rate, and also assume (as we shouid

not) that world liquidity would have to rise in the same propartion‘infbrder

to aveld a liquidity crisis, the necessary increase in liquidity WOuldfbes
arcund $4.8 billion annually. Gold production in the free world amounted

to $1.2 billion in 1960; although the supply of gold is supplemented by

Soviet sales, the demand for industrisl uses and for private hoarding




L1ion annually. Other liguid assets would thﬁé?/
 ]$£+‘ :biilicm .

',7national payments. A combincd annual deficit of $4 bllllon, no- m,

: ,how distributed among the two countries, would soon undermine confldence

: in the reserve currencies. Increases in Fund resources of such,magnltude
may be voted once every ten or fifteen years, but not year by year. ;.
reserve eurrency system would,therefore, inevitably be destroyed bef ,

by a steady deterioration either in the world liquidity position or in=the'

international standing of the reserve currencies.

Future role of gold -- This reascning disecloses some,genuiﬁé;"
problems. It is true that, under any reasonable estimate, prbspectiVQ_
world liquidity needs cannot be expected to be satisfied by the prosQE§tive
rise in supplies of monetary gold. This precludes gold from playingfé;mqre
prominent role in international payments than at present. On the other
hand, gold is also unlikely to be relegated to a less prominent role."

Gold is distinguished from national currencics in that its;sgpply
is basically indcpendent of government action. The distrust of government
intervention, which long experience has implanted in the heart of bankers,
ray well be a main explanation for the traditional oropensity of’centfgl
banks to hold at least part of their reserves in an asset that theyfbelieve
to be less vulnerable to government manipulation than any availablé’
alternative. Actually, gold offers no protection against Governmentﬂmis-

management., governments can not only dispossess the national centraliﬁanks



 ‘¢sh0Wn that national currencies may be not only as good as g/
rbut sometlmes even better.

In spzte of this»experience,~the gold tradition is too deeply

 "fcoted to be overthrown. In fact, it may become eagier for cenfral ba“'

vﬁte get hold of additional gold, since the experience may have reducedt

vate demand for gold hoarding, Nevertheless, the ratio of gold to reserv‘

currencies and Fund quotes is more likely to decline than to rise. Ce

o banks;,however, know that, whatever this ratio, they cannot hope simﬁl

to convert all their reserve currency holdings into gold: if theyftrié;

do so, they would wreck not only the reserve currency standard but also 7

any other international payments mechanism that is not based on 100 per

cent gold reserves. Assuming reasonably rational behavior on the part ofk

central banks and governments, the reserve currency standard can therefor¢ 
be expected to weather without difficulty the prospects of a steady

moderate deeline in the gold reserve ratio.

Measuremgnt of liquiditg needs -- The decisive question is thus
whether the supply of reserve currencies can be further increased withoﬁt 
undernining confidence in their convertibility and stability. If it weré'
true that a very large continuous increase would be needed, or that the
inerease could be accomplished only through continucus deficits in the
internationel payments of the reserve currency countries, the outlook wQuld
be bleak indeed. Fortunately, neither of these statements is likely to

éf‘l't prove correct.




diln liquidity 5 per ¢ent. In 19)3, however, the eountraes-other5t‘

”‘ﬂshcriage, while in 1960 the large movements of volatile capital'wew

;éfaexceséive liquidity. Moreover, in 1953 liquidty was augmented for
JﬁEuropean countries and their overscas monetary areas by the facilltie
of the European Payments Union, which came to an end in 1958, | |

Domestic experience confirms the validity of the assumptién tﬁ
ligquidity need not rise as fast as economic activity. In the Unlted‘atates,
the supply of primary liquidity (currency and demand deposits) rose 10 p t'
cent from 1953 to 1960, while gross national product rose 38 per centi; T§§
point is not whether output might have risen even faster if the moneygsuéﬁlyi,
has expanded more rapidly; but that the actual increase in primary li@ui ‘ty 
supported, without any difficulty, an increase in income nearly fourftlmggiy
as large. k

It would be futile to engage in elaborate computations trying
to show the optimum relation between rise in liquidity and trade expansiént'
Suffice it to say that world liquidity certainly need not rise as fast déj'
world trade, perhaps as little as one-fourth and probably not morepthaﬁ7} 
one-half as fast. Under the most optimistic assumption, the requiredafkéé"’
in«QOnsgold reserves would be so small that it could consist exclusive
| of periodic increases in Fund resources, Under the most pessinistic 5S:ﬁmp;

tion, & steady modnrate rise in foreign holdings of dollars or ster"“°




’:'increaSgd only 4if the central ‘benk ‘and the commercial béanks continuousl
deficits. Actually, these means: of payments are. increased by the b
exehanging short- term c¢laims on their customers against. their custom,_,

~ claims on themselves,

Internationally, means of payments can, and should, be,cfea d
in the some way. During most of the 19th century, the leading Londoﬁ
financial institutions created liquidity by granting credits to foreigne
and accepting foreign bills of exchange. These actions did not represé
continuous deficits in the international payments of the United Kingdbm’
on the contrary, they made the United Kingdom the strongest financial

power of the world.

Similarly, between December 1953 and December 1960, the finanéiélL

institutions of the United States acquired short-term claims against
foreigners totaling $2.7 billion and in turn increased their liabilities{
to foreign private customers by $2.7 billion. The creation of these
liabilities increased the international liquidity of the rest of the worlﬁ 
without infliecting a deficit on the United States or reducing its net -

- dnternational liquidity.

.}3/;In this section deficit is defined as meaning "basic" deficit (seelf
note 2, abov‘) It "deficit"’is expll; ly defined s0 as to include




cury nc;es, in other words, they have. exchanged short-term claims on quf

o ~foreigu monetary authorities for short term liabilities %o these authorlties.
These transactions have increasedvthe_gross liquidity of all p&rtmeSri
"Witﬁ@uﬁ creating,a,deficit‘orﬂreducing net liquidity for any ofyfhémh3
fSimilar transactions will take place when the IMF receives permission;?  o
“to "borrow" from its member countries, i.e., exchange short-term claiméfbﬁ 

its members for short-terim claims on itself.

Creation of mutual liquid claims through the cooperation of
central banks as well as by private financial institutions, reinforcedfﬁ&:"
additions to monetary gold, the proposed credit operations of the Fundjfv'
and if need be also by periodic general inercases in Fund resources, |
can amply provide for any increase in international liquidity needed ih,
the foreseceable future, Actually, credits are the most econcmic way of
creating liguidity: they provide liquidity to those countries that needl
it (e.g., the less developed areas or countries suffering from sudden |
strains in their current or capital accounts) rather than indiscriminately
to the needy and the greedy.

Prospects of U.S. payments equilibrium -~ Nevertheless, the

international dollaer standard would still be doomed if restoration and
raintenance of equilibrium in the international payments of the Unitedgétates
could not reasonably be expected in the foreseeable future. Actually, |
‘however, these prospects are pretty good, provided that the United Statés

continue to pursue responsible fiscal and monetary policies.




: ly Internationally, the large surplus on trade account may n, o
tﬂue for long since recovery in the United Stetes will mean a rise

' ‘1n imports, and the eventual,levelling ont of the boom in Europe will

mean,a levelling off, and perhaps a decline, in exports. On lbng-iefm._°

Capital«account however, prosperity in the United States may be expected

2o reduce the net outflow of investment funds, and this reduction may

well be large enough to offset the’greater part/of-the.deterioration'Onfk  o

current account,

Similarly, the flows of volatile payments may be expected to

stop, or even to be reversed, as soon as the financial community is

persuaded that no significant changes in exchange-rate patterns need befyf'4”

feared (or hoped for). Even the interest-rate differential between thé:»

United States and Europe, whatever its influence on short-term capital

movements, should move in favor of the United States as soon as the

eyclical situation changes toward more rapid expansion, and therefore

higher equity yields and interest rates, in the United States, and less
rapld expansion, and therefore lower yiclds and rates, in Europe and Japén,

Coneclusion

The question is sometimes asked whether it is worth while forﬂﬁhg.
United States to maintain the position of the dollar as an internationalf
reserve currency, since the direct advantages which this status gives to

the U.S. economy may well be smaller than the disadvantages resulting from

the constraint which it imposes on U.S. policies,




Ehis«questiOH’?*fmcota The dollar has emerged as

by desiegﬁ,
It has replaced gold and sterling because o,,the
“ence 1t ‘has 1nsp1red among the other nations of the vorld ke
ill retain its stetus as long as this confidence is malntalned én' w111 -
 f,lose it if this confidence should be lost, The effect of suchwa ; f' C
’  wbrld tradefandﬂfinance,fana.probably on the political‘ccherencé,of'
f1  ﬁffee;wbrldfas wel1,~wbu1ﬂ,be even more disastrous than_WaS‘the'losé
L'Vﬁenfidencé in:sterlingf&uring the great depression.
’ The importance of the reserve currency status of the dbiir

for the international economy, rather than its importance for the*Uhited'v‘

States, makes it imperative to maintain that confidence. The chief

responsibility for the necessary policies rests, needless to say,;onf
United States; but other counttries can also do much to assure successyof:
invite failure, For this reason, the present efforts to achieve c;osé¢
monetary cooperation between the United States, the other free nationsy",
and our common institution, the International Monetary Fund, may

decide the future of the international payments mechanism, and thus'ﬁhe  

econonic development of the free world.




1d stock
term claims = 1/

ifLiﬁbilities:

Short-term claims l/Of‘
International institutions
Foreign official holders
Foreign private holders

U.8. Covernment bonds and notes

Total

Balance

1,629
5,667
4,352
1,091

1,517
1,917
55724
1,442

1,54k
8,665

2,950
1,478

3,158|
9:—1}4’9 -
7,076}
2,167

17,637

12,739

13,007

16,600
11,206

8,237

21,550] ;, f' ;  f
u’705 . ,’

;/‘As reported by U.S. banks,

Source: (Except for IMF quota): Federal Reserve Bulletin
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liquid dollar assets 11 10,6

| sterling balances &/

d_iMF“Quotas

. Total

5 ,Wérld teate 2

1/ Excluding holdings of international institutions.
2/ sum of snnual exports (f.0.b.) and imports (c.i.f.).

3/ Estimated annual rate of first quarter.

Sources: Monetary gold and dollar assets: Federal Reserve Bulletin
T Sterling balances: Bank of England, Quarterly Bulletin
IMF quotas and World Trade: International Monetary Fund,
International Financial Statistics.






