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While there is general consensus on the lack of immediate urgency of
a program for payments reform, there is perhaps less agreement as to whether
such reforms msy not be needed within a few yearg, once the U.S. payments deficit
is eliminated. Some observers argue that right now the outflow of dollars re-
sulting from the U.S. deficit keeps reserves in the rest of the world at an
adequate level but that an international liquidity shortage will arise as soon
as this source of dollars dries up. This is indeed possible but it seems unlikely.
Once U.S. payments balance is restored, all international uncertainty about the
dollar will vanish. In consequence, a large amount of gold will come out of
hoards and speculative holdings, to replenish monetary reserves; and if this
should not be enough to maintain intermational liquidity, private lending can
be expected to bridge the gap.

In the long rum, however, the growth of world commerce will certainly
require larger reserves, even though there is no reason to assume that reserves
have to increase in exact proportion to the rise in commerce. And it seems
likely that gold production alome may not suffice to satisfy all needs, while
increased uge of national currencies as reserve assets may also have definite
limits. For the long runm, therefore, some potential need for increasing the
ability of the payments system to create international liquidity can hardly be
denied. The main question is whether increased liquidity could best be provided
by some radical reform, such as a return to the pre-1914 gold standard, or the
abolition of fixed exchange rates, or the establishment of an international
super-central banking institution; or rather by improvements in the present system.

'"Radical" reform proposals

Return to the gold standard has particular appeal to old-timers
(1ike me) who spent their youth under the pre-1914 gold standard and fondly
remember the advantages rather than the disadvantages of that system. There are
two basic objections to such a return, however.

First, the present physical volume of monetary gold could cover inter-
national payments needs only if the price of gold were to rise substantially:
advocates of a return to the gold standard speak of tripling the dollar price.
And since we caanot expect that gold production even under the influence of a
higher gold price would expand sufficiently to let gold alone finance a rapidly
and continuously expanding volume of world commerce, the supply of gold would
continuously lag behind demand, and every few years further increases in the gold
price would become inevitable. Such periodic revaluations would completely
undermine confidence in the national currencies.

Second, the exclusive use of gold as an international payments medium
would make economic sense only if all countries decided again to subject them-
selves to the full discipline of the gold standard, with all its consequences
for domestic and international monetary, fiscal, and economic policies. Sub-
jection to that discipline may or may not be a good idea in itself. But even
the most convinced supporter of the gold standard should recognize that the idea
could not be realized under present social and political conditions. Thus,
return to the pre-1914 gold standard is not a realistic program.
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’ ‘A second alternative would be, instead of reimposing the rigidities
of the gold standard, to make the present system more flexible, by abandoning
fixed par values and establishing freely fluctuating exchange rates. 1In that
case, large international reserves would no longer be needed: the market would
at any moment tend to equate demand for and supply of every national currency ,
in terms of all other currencies. The Federal Reserve staff discussed this 1
problem last year in a paper submitted to the Joint Economic Committee. 1/ .
The conclusion was that, at least for a reserve currency such as the dollar,
complete fluidity of exchange rates would interfere with international long-term
credit transactions, would reduce rather than increase the level of world trade
and investments, and would destabilize rather than stabilize domestic economies.
While many eminent economists are of a different opinion, I believe that these
conclusions still hold true.

A third alternative would avoid both the excessive rigidity of the gold
standard and the excessive fluidity of a system based on freely fluctuating
exchange rates, by establishing a supra-national central banking institution.
Supporters of this movement like to cite the experience with domestic central
banks, which did away with the excessive rigidity of a monetary system based
on metallic circulation as well as with the excessive fluidity of a system based
on uncontrolled creation of bank credit.

But a central bank can operate successfully only insofar as it determines
a country's monetary policy. If the world were a single economic and political
unit, the establishment of a world central bank would indeed be essential. As
it is, such a bank would be in continual conflict with the national monetary and
non-monetary economic policies of the member nations. It would either become a
world dictator of monetary, and thus indirectly also non-monetary, economic
policies; or more likely, it would be made impotent by contradictory measures
of member governments. Thus, establishement of such an authority under present
social and political conditions seems as unrealistic a program as a return to
the gold standard.

The only realistic alternative, therefore, appears to be a moderate
and gradual improvement of the Present international payments system, which is
based on gold as a traditional reserve asset, on the so-called reserve currencies
as virtually exclusive means of international payments and (together with gold)
as reserve assets, and on supra-national institutions as limited lenders of last
resort.

1/ STATE OF THE ECONOMY AND POLICIES FOR FULL EMPLOYMENT, Hearings before the
Joint Economic Committee, Congress of the United States, Eighty-Seventh
Congress, August 7-10, 13-17, 20, 21, and 22, 1962, pages 647-661.
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"Moderate" reform proposals

Two "moderate" plans have recently been attracting attention. One of
them was proposed a year ago by the Chancellor of the Exchequer, Reginald Maudling;
and the other cne was recently unveiled in a public address by a director of
the Netherlands Bank, Professor Posthuma.

Both plans are designed, in substance, to prevent central banks from
shifting their international reserves out of dollar holdings into gold.
Mr. Maudling wents to give central banks an opportunity to convert excess hold-
ings of foreigmn currencies into balances in a new type of international account;
these balances would be guaranteed as to their gold value and could be used to
settle payments deficits with central banks of other member nations.

Mr. Maudling's suggestions have not found much support. Balances with
a new untried institution, even if they enjoyed an exchange guarantee, would
not seem much more attractive than holdings of currencies. Moreover, Mr. Maudling
realizes that in order to make his plan acceptable to both creditor and debtor
councries, the amounts involved would have to be quite modest, and involve only
a small fraction of the outstanding dollar and sterling balances held by
foreigners. Thus, it would have a negligible impact on the working of the inter-
national payments system,

Professor Posthuma wishes to avoid disruptive shifts between gold and
reserve currencies in the holdings of central banks by requiring member countries
to maintain a fixed relationship between these two types of reserve assets.

This would indeed allay fears that some major foreign central bank
might suddenly convert all its dollar holdings into gold and thus start a run on
the dollar. (The United Kingdom, in contrast to the United States, does not per-
mit foreign central banks to convert sterling holdings into gold; but it faces
the analogous problem of having to redeem outstanding sterling balances in
dollars.) This is a purely theoretical fear, however, since no major central
bank is likely to act recklessly in a way that would destroy the present payments
system. Moreover, the price to be paid for the elimination of that remote danger
would be to make the rise in international reserves again utterly dependent on
gold production, since no central bank could add to its dollar (or sterling)
holdings more than in proportion to its increases in gold holdings.

Incidentally, relationships between reserve currencies and gold have
become much less critical since the price on the London gold market has been
kept under control by the working of the so-called gold pool of the major central
banks. As long as foreign private holders of dollars cannot directly ask the U.S.
Treasury for conversion of dollars into gold, and as long as the major foreign
central banks continue their present cooperation, the payments system does not
seem to be in any serious danger of a run on the dollar, barring unforeseeable
catastrophes. Moreover, if a run should develop, existing arrangements through
the International Monetary Fund and through the network of Federal Reserve swaps
with foreign central banks seem to provide ample protection.
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Gradual increases in international liquidity could be supplied in
case of need, without requiring new international institutions or agreements,
by an extension of the reserve currency principle together with further
expansion and better utilization of the resources of existing international
institutions, and especially the IMF.

Increased use of national currencies is the long~term rationale of
the re-entry of the Federal Reserve System into foreign exchange operations
and of the more general program presented last fall by Mr. Roosa. 1/ According
to the Federal Open Market Committee's authorization of February 13, 1962,.2/
the long~-run purpose of our foreign exchange operations is to prepare the way for
reciprocal holdings of currencies, in case such holdings should become necessary
in the future to meet the needs of expanding world commerce. The mechanism
envisaged is similar to that of the pre-1914 London money market. Contrary to
the theory of the gold standard, most payments surpluses and deficits were not
financed by gold shipments. but by changes in the country's position in the .
London money~market: a deficit meant that the country incurred money-market
debts, a surplus that is acquired money-market assets., Similarly, payments
surpluses and deficits could now be financed by changes in the country's hold-
ings of dollar (and sterling) assets, reinforced by changes in U.S. and U.K.
holdings of assets in the foreign currency in question--at least as long as
there is no parsistent tendency to continuing large surpluses and deficits of
one particular country.

Such a mechanism would be supplemented by increased reliance on the
use of IMF resources, foreshadowed by the decision of the U.S. Administration
to enter into a modest stand~-by arrangement with the IMF. Increased reliance on
the IMF by member countries, however, would require at least two changes,

First, the IMF quotas would have to be raised from time to time,
corresponding to the expansion in world commerce; such increases were, in fact,
foreseen by the founders of the IMF, who provided that quotas be reviewed every
five years. 'The Borrowing Arrangements awong the :en major IMF members might
have to be similarly expanded so as to enable tnc United States to make effective
use of its larger drawing rights.

Second, drawing rights might be made more easily usable through greater
automaticity for drawing up, to say, one-half of a country's quota. Some problems
connected with such reforms require further study: for instance, the question of
whether IMF drawing rights should be made dirvectly trunsferable between members;
or whether reserve currencies should be given increased acceptability in the
case of voluntary repurchases of IMF drawings by other members.

The forchcoming Annual Meeting of the IMF will provide an opportunity
to initiate technical studies of these and other aspects of payments reform.
These studies will be the more useful, the better they conform to the principle
of gradual evolutionary change and the more strongly they resist the temptation
of trying to realize utopia. :

1/ Assuring the Free World's Liquidity, Business Review Supplement, Federal Reserve
Bank of Philadelphia, September 1962,
2/ Board of Governors, Annual Report for 1962, page 58,






