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would wish to replenish their reserve holdings, assumed to have been
depleted by a bookkeeping loss on gold. But no such bookkeeping loss
need occur as long as the European central banks were prepared to accept
gold from each other at the foreign-currency equivalent of at least

$35 per ounce. The question then becomes: how would European countries
needing dollars acquire them? Part of the answer would probably be:
from each other, in exchange for gold. Presumably, however, they could
also buy dollars from the U.S. with their own currencies, which we

woulcd certainly need from time to time.

This reises the question of exchange rates, about which Lerner
has curiously little to say throughout most of the two articles. 1In
the light of most of his analysis, what he does say about exchange rates,
near the end of one of the articles, is remarkable. We shall revert
to this point later.

3. The Lerner proposal takes on an air of unreality, of
legerdemain, when one looks closely at the results it is supposed to
yield, in the light of the problem from which it starts. Lerner starts
from the balance-of-payments constraint on domestic policy. To the
extent that such constraint exists, what constrains us, essentially,
is the fact that foreigners are unprepared to accumulate dollars in
indefinitely large amounts. All we have to do to change this attitude,
says Lerner, is to undermine the value of gold, and guarantee foreign
holdings of dollars. Foreigners will then be not merely willing but f
eager to hold more dollars (since at least some of them "would try to ’
increase their holdings of dollars . . . by selling more to us and

buying less from us"). The implication is that U.S. policy-makers
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could at that point cease worrying about the balance of payments, and
orient all policies exclusively to the needs of domestic expansion.

To suggest that a problem that most observers have assumed to
be real--the problem of continued financing of a large U.S. balance-of-
payuents deficit--could be made to disappear simply by juggling inter-
national monetary arrangements (such action including a measure intended
to wipe out some of the external assets of friendly countries and
people throughout the world) sounds preposterous. But it is not enough
merely to say it is preposterous. To be so, the proposal must have a
fatzl weakness. It does. That weakness is the assumption that foreigners
(in the aggregate) would be prepared to hold practically any amount of
dollars so long as such holdings carried a purchasing-power guarantee.

Cne way to test the validity of this assumption is to ask
what relative weight foreigners have attached to guarantees on dollar
holdings as in some sense an "answer" to the problem of the U.S.
balance-of-payments deficit in recent years. The answer, of course,
is that among policy recommendations to the United States by foreign
countries during the period of our balance-of-payments deficit, measures
to terminate the deficit have been stressed vastly more than guarantees
on dollar holdings. Such countries (especially some of the European
countries) have several reasons for urging termination of our deficit.
One is their belief, right or wrong, that that deficit contributes
importantly to inflationary pressures abroad. Another is some element
of resistance to the continued capital inflow into Europe which, in a
sense, our deficit makes possible. Capital inflow may consist of either

short-term or long-term capital or of both. A prolonged net inflow of
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short-term capital makes a country particularly vulnerable to a sudden
massive outflow of funds. A prolonged net inflow of long-term capital
may have implications regarding the relative ownership of domestic assets,
implications that would eventually become unacceptable to the country
concarned.

Moreover, every country has some limit to its need for reserve-
asset accumulation. It is simply not true that foreign countries would
be willing to accumulate indefinitely large dollar holdings provided
only that these carried a purchasing-power guarantee.* For obviously
the dollar balances earned could themselves come to exceed the amounts
ever likely to be needed, quite aside from any additional amounts the
United States might have to deposit under the terms of any guarantee
agreement. Unable to convert all unwanted dollar balances into gold
(except perhaps at a discount--another point involving the exchange-
rate question, to be considered later), and unwilling to incur extreme
inflationary pressure if that were necessary to dispose of such balances,
foreign countries might feel driven to adopt direct trade and payments
restrictions in order to prevent further accumulations of dollars.

In short, there is reason to think Lerner has confused two
quite different questions. One is the question of how foreign reserve-
holding practices would be influenced by U.S. severance of the gold-
dollar link as proposed by Lerner. The second is the question of how
foreigners would react to a continued (and enlarged) U.S. balance-

of-payments deficit. If the value of foreign external reserves were to

* The present analysis ignores all the questions and problems that would
arise in attempting to choose a suitable form of guarantee. It also leaves
. aside the question whether any democratic government could prudently take
on a guarantee conmitment unlimited as to amounts.
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decline substantially because of a decline in the value of gold, it is
possible that foreigners would begin to hold more international media

of exchange; but it does not follow that those holdings need be dollers.
They could be in some other currency, or perhaps in units of an inter-
naticnal currency which they themselves could create. Given the probable
foreign reaction to the U.S. actica Lerner proposes, the extent to which
these increased holdings of international media of exchange would be
something other than dollars can perhaps be imagined.

Three fundamental objections to the main body of the Lerner
exposition have been indicated. We now come to a fascinating and rather
crucial question: what Lerner really believes would happen to exchange
rates 1f his scheme were adopted.

His exposition of that part of his proposal which we have
discussed thus far seems to imply a belief that the values of currencies
in relation to one another would remain unchanged. Certainly his as-
sumptlon that aggregate foreign demand for dollars would rise implies
that &t least there would be no decline in the exchange value of the
dollar. But suppose this assumption is wrong--that on the contrary,
foreigners refused to hold more dollars? Continuation of the U.S.
balance-of-payments deficit would then imply eventual if not immediate
depreciation of the dollar in the exchange markets of the world. For
the dollars foreigners would continue to gain presumably would be
convertible into gold for a time, as long as our gold stocks held out,
at $35 (or less) per ounce; but eventually they would be disposable--
either for gold or for foreign currencies--only at a discount, i.e. at

the equivalent of a price higher than $35 per ounce. This eventuality,




which would constitute a de facto devaluation of the dollar, would be
hastened if, contrary to Lerner's expectations, some part of our gold
stock (to be thrown on the market under his plan) was bought up by
hoarders, leaving less available for foreign central banks.

Would Lerner be depressed by this development? There is reason
to think he would not: that in fact his concept of an "ideal gold
standard" is merely a stalking horse for a very different and very
fami.liar idea: a system of flexible exchange rates. The reason for

thinking this is Lerner's real goal is that he says so in so many words,

is the following remarkable passage near the end of his Washington Post
article. The passage is remarkable not for what it says, but because
what it says bears no clear relationship to what had gome before,

With the dethronement of gold by the dollar standard,

adjustments of the values of currencies in terms of one
another would touch no gold tab . and the world could

move toward a regime of free exchanges in which the natural
cure for excess demands or excess supplies of currencies
would be allowed to operate. The many tens of billions of
dollars worth of international reserves, now so urgently
sought and so passionately retained, would become unneces-
sary. They are needed only to allow countries to cover
enormous deficits while their fixed exchange rates are out
of alignment.

This is not the place to pursue the involved argument about
fixed vs. flexible exchange rates. The only point of mentioning the
flexible-rate question here is to bring out the fact that a flexible-
rate system seems to be Lerner's real objective,

But whatever his objective, he has given us, in both articles,
a clue to the nature of his approach to the subject at hand, and to the

reason for his failure to grasp the nature of the issues actually at

stake. ''We possess the means to free ourselves from the tyranny of gold,
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We need aim,l* announce etc.” "The solution to the [U.S. balance-of-

payments problem] is , . . 8imple.” (Underlining added in both cases.)
This is the essential clue, For Lerner, the problem is one of some
easily-solved inadequacy or inappropriateness in the machinery of the
international payments system. His approach is reminiscent of much of

the thinking about international liquidity a year or so ago, when the

idea prevailing in many quarters was that there is no reason whatever

for a shortage of international liquidity, since such liquidity can

be created at will. Like Lerner's, that attitude (which fortunately

Seems# to have died away to some extent as people have become better
acquainted with the underlying substance of the subject) reflected lack

of awareness that the issues actually at stake involve profound differences
of view, both within countries and among them, as to the extent to which
it is desirable or safe for the international community to trust the
pelicy-makers of any country to deal, largely without outside inter-
ference, with domestic economic problems having international implications.
These differences, which may seem to pertain only to deficit countries

but which invariably lead to debate over surplus countries as well, cannot
be exorcised or evaporated by monetary gymnastics.

The plain truth is that we now live a world that has to be
managed; and it is being increasingly recognized that that would be just
as true under a system of flexible exchange rates as under one of fixed
rates. And in a democratic world the task of management is never going

to be "simple."





