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character from the multiple recerve-currency approach: in coantrast to

the voluntary acceptance of individual reserve currencies, tle participating
countries would oblige themselves to accept and use the composite unit.
Hence, the system would be closer either to the gold standard~--if the amount
of composite units in circulation were to be regarded as fixed--or
alternatively to a system of centralized reserves--if the agency creating
the reserve unit were given the responsibility of adding continuously or
periodically to the volume in circulation. Hence, this approach would be
subject to the same criticism as those two systems.

The report fails to mention one variant of the system which not
only is fully compatible with the existing payments mechanism but has
already been put into operation. A reserve ceater may be willing to hold
other coavertible currencies as part of its reserves~-as the United States
has been doing, albeit on a very modest scale, for the last four yesars,

Such action does not complicate settlements among, or reserve holdings of,
the non-reserve ccuntries, and cannot lead %o disruptive shifts amcng reserve
assets. The decision cf the Federal Reserva System of February 13, 1962, to
re-enter the fieid of foreign-exchange cperations had the express purpose

of pzoviding a means whereby, in the long run, "reserve holdings of foreign
currencies may contribute to meeting needs for international liquidity as
required in terms of an expanding world eccuomy" 2/,

Flexible exchenge rates. The problems posed by this proposal go
to the very roots of iulernational monetary thecry and policy, and it would
have been impossible even to enumerate all arguments for and sgainst the
scheme withia the framework of a relatjvely brief report. 1In fact, the
criticism of the flexible exchange-rate system included in the analysis of
the "centralization of reserves" proposal may be considered the best
refutation possible in such narrow space (pages 83-84).

But three points might be added to that criticism.

First, it is not true, as the advocates of flexible rates maintain,
that "exchange-rate flexibility will free monetary and fiscal policies for
domestic purposes' (page 97). As explained above, any policy that results
in a substaniial change in exchange relations might well tend to threaten
either inflationaryor deflaticmary repercussions on the domestic price
system, Only if tne policy goal of "a reasonably stable price level
(page 39) were abandoned, could rate flexibility be sure to free monetary
aund fiscal policies from international paymeats coansideratioms.

Second, it is not true that "uncertainty' conceruning future exchange
rates will not impede foreign trade or foreign imvestment “because hedging
on forward markets will eliminate this obstacle at a negligible cost"
(page 97). Such hedging is possible only for short-term commitments--not
for long-term debt transactions 10/.

9/ Authorization Regarding Open Market Transactions in Foreign Currencies;

" reprinted in the Annual Report of the Beard of Covernors for 1963, p. 5l.

10/ Direct investments and other equity transactions need no hedging since
they do not create obligations repayable in a fixed amount of money.
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The proposal assumes that in the case of long~-term commitments
exchange~rate fluctuations will not matter "since the expectatior of a
fall in the price of a foreign currency is typically associated with the
expectation that prices will rise in that country more than in others"
(page 97). But this belief is unwarcanted. Under a universal system of
freely fluctuating exchange rates, nobody could tell in advance whether
the currency of the debtor or that of the creditor would be more likely
to depreciate or appreciate against the other in the long run. Hence,
selection of either currency as the basis of a long-term contract would
be scmething of a gamble for both parties. An expectation that exchange=
rate fluctuations would “typically” be exactly proportionate to changes
in domestic price levels could be based only on oversimplified purchasing=
power parity theorizing.

Finally, the proponents of exchange-rate flexibility overlook
that long-term planning, whether private or public, reguires a reasonably
stable standard of value to be used as unit of account. If neither the
domestic currency nor an internationally recognized "key" currency can be
used for that purpose, business and government planners will be tempted
(or compelled) to return to the use of gold as the traditionmal "stable"
basis of accounting; the report itself rightly refuses even to consider
the practicability of the only other possible alternative, that of a
"Commodity-Reserve System" (pages 70-71). In this way, a system of
universal flexible exchange rates would, slowly perhaps but inevitably,
pave the way for a restoration of the gold standard. As ususl, valimited
freedom would lead back to servitude. 11/

The proposed variant of limiting flexibility of exchange rates
either by permitting government intervention or by establishing some
maximimm margin (pages 98-100) would combime the disadvantages rather than
the advantages of fixed and flexible exchange rates. Like the present
system, it would fail to provide a mechanism for automatically "balancing"
a country's international accounts; and like a system based on unlimited
flexibility it would fail to provide a stable means of settling long-term
international obligations or a stable unit of account for long~term
planning. Hence, the "convergence of opinions" of the participants towards
"some form of limited flexibility" of exchange rates (pages 105-106)
merely proves that a compromise acceptable to a committee is as often an
unhappy as a happy medium.

t
Ihe report's policy consensus

The report has made an effort to achieve a "consensus on policy,"
and has arrived at four agreed propositions. But three of them are
trivial and the fourth is of doubtful validity.

11/ Needless to say, these objections are not directed against flexible

exchange rates for individual (peripheral) countries.
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It hardly needs many months of hard work of 32 of the world's
most eminent economists to reach the conclusions, first, “that balance-
of-payments disturbances differ substantially in source and duration"
(page 1.01); second, “that adjustments of payments imbalances of an
enduring kind should be initiated promptly" (page 102)--the report
concedes that it is "difficult and highly uncertain” or even “hardly
possible" to know "at a sufficiently early stage" whether a payments
imbalarce is of an enduring or non-enduring kind (pages 50 and 103)--;
and third, "that the financing of reversible disturbances requires the
use of official reserves (save under a system of freely flexible exchange
rates)" (page 102).

The fourth proposition "that the protection of the large out-
standing foreign-exchange component of the world reserve pool against
sudden or massive comversions into gold should receive a high order of
priority," (page 102) may at first glance sound sensible. Nevertheless,
it is unwarranted,

Obviously, sudden massive conversions of reserve currencies
into gold would threaten to undermine the existing system. But every
central bank in the world is aware of this danger. Ever since a few
central banks helped to brecipitate the Great Depression by putting an
end to the inter-war gold-exchange standard, not one of them has attempted
sudden massive conversicng of reserve-currency holdings. In fact, the
report itself states that they have “held on to their dollar balances
and taken on additional holdings because they are unwilling to incur the
onus of precipitating a crisis" (page 62).

Since every central bank is indeed unwilling to precipitate
a crisis, formal protection against such an unlikely contingency is--as
some participants have recognized--not 'an urgent problem" (page 61).
Hence, this problem need not, from the point of view of present policy
requirements, call for "a high order of priority" (page 102).

In order to guard against the alleged danger of massive con-
versions into gold, the report proposes to permit dollar holders to
convert their holdings "into gold-guaranteed deposits with the IMF"
(page 105). But if any major country took such action, holders of
dollars, in the United States as well as abroad, might well take it
as an indication of impending dollar devaluation. The result, needless
to say, could be a run on the dollar of unprecedented magnitude; in such
case, the proposal would be more likely to bring about than to avoid the
danger of "international financial disorder" (page 104).
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Conclusions

The present international payments system-~although, in this
reviewer's opinion, the least unsatisfactory of all that have so far been
tried or proposed~-poses indeed a great number of serious problems. But
the report fails to draw attention to some bagic difficulties that have
to be overcome if any international payments system is to become a more
perfect: means to achieve the “general goals" of economic policy outlined
in the report (pages 38-40).

These difficulties do not primarily concern liquidity needs
and types of reserve assets. Rather, they involve the question of how
national entities (public authorities and private enterprises) must act
in order to permit the maintenance or restoration of international payments
balance, without hampering the pursuit of domestic policy goals.

The report correctly states that, at least for the approaches
involving a centralized-reserve or a multiple-currency plan, "closely
coordirated decisions by the leading monetary authorities would be
required for the successful functioning of such a system" (page 57).
Actually, such coordination would also be necessary under a flexible-
exchange system (in order to avoid chaos in exchange markets), or under
the gold standard (in order to avoid disruptive gold flows); and
(needless to say) it is equally important under the present system.

But what are the conditions, the limits, the processes of such coordination;
and how can international coordination be reconciled with domestic policy
determination?

"Closely coordinated decisions" cam be reached only when there
is agreement on basic purposes of policy, on "rules of the game' for
the participants in international monietary arrangements. But what kind
of agreement can we expect to be possible as between developed and less
developed, 'laissez-faire" and interventionist, surplus and deficit,
"open" and "less open" (page 44) economies? And how can any rules be
policed within a system of national sovereignty?

By its failure to discuss any of these questions, the
report reveals the gaps in our knowledge. But in so doing, it
challenges all of us to go on with the task of reconstructing the
theoretical basis of international monetacy policy.






