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of diseriminatory import policies is all that can reasonably be expected,
then the most natural order of events would surely be to secure, first,
the removal of intra-European discrimination.and, later, the removal of
Buropean discrimination against the outside world., The first step has
now been virtually achieved,

The EPU and‘convertibility

The European Payments Union is widely hailed by its supporters
as an important step in the return to general convertibility. Tt is
pointed out that the new system provides not only for the complete inter-
convertibility of member currencies but also for automatic partial con-
vertibility of the member currencies into dollars (as determined by the
fractional gold-payment provisions)., On the other hand, critics of the
new institution express considerable dissatisfaction with the gold-payment
provisions, which, they contend, are too "soft"; and they maintain that
the achievement of transferability within Europe has been achieved by
methods which delay the attainment of full dollar convertibility.,

With respect to the "hardness" of the EPU gold-payment provisions,
it is not easy to make a simple statement. One point, however, seems
clear: A careful examination of recent intra-European payments data does
not support the conclusion that gold would be unlikely to flow at an
early stage. If, for example, the Payments Union had been established
on Qctober 1, 1949 (i.e., shortly after devaiuation), and if the pattern
of payments had been the same as has actually occurred, four member
countries would have reached gold points during the first eight months—
a period characterized by a marked increase in intra-European balance,
The four countries are Belgium, Turkey, the United Kingdom, and Viestern
Germany. On the basis of its May deficit alone, Turkey would have been
thrust into the 80 per cent gold-payment range, During the eight months,
Viestern Germany would have been required to pay $34 million to EPU,
while the United Kingdom and Belgium would already be entitled to receive
substantial sums of gold from EPU in spite of large "initial debt posi-
tions,"

This information does not, of course, prove that the gold-pay—
ment provisions are "hard," and it may be objected that if the Payments
Union had been in existence during this period, the pattern of payments
would have been quite different. This may be admitted, but there seems
to be no reason to believe that the pattern would have revealed a higher
degree of intra-European balance. On the contrary, it seems more likely
that the reverse would have been the case.

In any event, much will depend on how the system is administered,
In particular, the hardness of the system to a very large extent will de-
pend on how generous ECA is in renewing "initial positions" and in coming
to the rescue of member countries in difficulties,
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A related but more fundamental criticism of EPU is that the
achievement of intra~European transferability has increased the diffi-
culty of the "dollar problem," and has thereby diminished the chances
for an early return to dollar convertibility. The substance of the argu-
ment is this: The liberalization of intra-European trade and payments,
coupled with the extension of credit by EPU, will tend to place partici-
pating debtor countries in a position to outbid the American market for
European goods which would otherwise be exported to the dollar area, It
has been suggested that the European demand for European products which
are potential exports to the dollar area tends to be less elastic than
the American demand (because of the availability of American substitutes),
with the result that a rise in European prices (induced, for example, by
the extension of Epy credit) would tend to result in a diversion of
European sales from the American to the European market.

While this assumption with respect to elasticity may be correct,
it is clear that the foregoing analysis is relevant only if the effect of
EPU is to raise European costs and prices. Such a development seems pos-
sible, but hardly likely., On the contrary, it would seem reasonable to
believe that the new arrangements may result in substantial and widespread
price reductions throughout Western Europe. It should be remembered that
post-war Testern Europe until the present time has been a "sheltered high~
cost area,"” and would have been likely to remain so permanently in the
absence of determined efforts to liberalize European trade and payments.
Under EPU, efforts are centered on liberalizing intra-Buropean trade and
payments, but any major success in this direction should exert downward
pressure on European costs and prices in at least four Wayss

(1) In the first place, even in the absence of trade liberal—~
ization, the intrcduction of full multilateral settlement within Western
Europe should result in European price reductions by making it possible
for member countries to import from the cheapest European source. Such
price reductions are likely to be mainly at the expense of abnormal pro-
fits, and are not likely to result in the elimination of existing firms,
Nevertheless, it should be noted that this is an immediate effect of
the introduction of multilateral settlement,

(2) Any substantial liberalization of intra-European trade is
likely to lead to the gradual elimination of high-cost marginal firms,
While the firms may remain in business for a long period after they have
ceased to be profitable, it should again be noted that the prices they
charge would be immediately affected by exposure to outside competition.,

(3) The removal of trade restrictions is almost certain to
affect the pattern of new investment in such a way as to result in a
- more economical allocation of resources. In the recent European environ~
ment, which has been characterized by a high degree of bilateralism and
by trade barriers which discriminate not only against the outside world
but within Europe, it has been impossible to plan investment on a rational
basis. Many plants which have been built may be able to remain in pro-
duction only if heavily protected, while low-cost plants which might
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~have been highly profitable if trade had been liberalized have not been
built because of inadequate markets. While this is a long-run argument,

it is probably the most important argument in favor of liberalization of
Buropean trade and payments, and it is the argument which most clearly
suggests the urgency of taking action without delay, Once high-cost firms
become established in a sheltered environment, they become vocal vested
interests, and their political influence tends to increase with age,
Consequently, every month that liberalization of trade and payments is
postponed makes the task politically more difficult and economically more
painful. Since, at the same time, American bargaining power is diminish-
ing as the aid program tapers off, liberalization may well be a question
of now or ever, :

(L) As had already been mentioned, to the extent that European
restrictions against American exports vary in stringency from one country
to another, countries with the more stringent restrictions may find them~
selves exposed to American competition simply by liberalizing intra-
Buropean trade and payments. If Norway, for example, proceeds o remove
intra-Buropean trade and exchange restrictions, it is also tending to
reduce restrictions against the United States. To the extent that such

liberalization occurs, the effect is clearly to create a less sheltered
European environment,

These four influences clearly operate in the direction of lower
European costs and prices. Thether these influences will be offset, or
even outweighed, by the inflationary impact of the rather generous EPU
credit provisions remains to be seen. 1In any case, it must not be assumed
that such price reductions as may occur as a result of the liberaligation
of intra-Furopean trade and payments will necessarily be sufficient to

obviate the need for further changes in exchange rates (or, alternatively,
further deflation),
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TYPES OF CONVERTIBILITY Albert 0, Hirschman

There is hardly any economic issue on which the non-Communist world
has been as divided during the postwar years as on that of currency converti-
bility, At one extreme the quest for convertibility was decried as the
"old adoration of blind economic deities"; 1/to others, convertibility
represented an essential means of integrating the whole free world into a
rational and progressive economic order. The following note does not enter
directly into this discussion, but attempts to clarify and dissect the
concept of convertibility in the hope that the discussion will thereby be
brought into sharper focus, and that agreement on a common objective will be
facilitated,

General vs, current account convertibility

The distinction between general and current account convertibility
is well established., Fund members, for instance, are obliged in principle
(i.e. subject to the provisions regarding scarce currencies and the transition
period) to maintain convertibility on current account only. Restrictions on
capital movements are not proscribed in any way, The experience with "hot
money" movements during the inter-war period was directly responsible for this
distinction and for the freedom left to Fund members to impose any restrictions
whatsoever on capital movements,

The experience of the past few years, however, tends to show that the
distinction meets with great practical difficulties, There have been
numerous instances of large-scale capital movements that have taken place
in the guise of commercial transactions. The control of capital transactions
has proven to be more difficult than that of current transactions, Whereas
the normal sequence of lifting exchanpe controls was believed to run from
current to capital transactions the actual sequence has often been the
reverse in the few postwar examples that are available, Thus, freedom of
capital transfers was substuntially reestablished among some Continental
countries through the restoration of the freedom to export, import, and trade
bank notes at a time when these same countries often maintained elaborate
quantitative restrictions and other controls over their merchandise trade with
each other,

Current account convertibility: Convertibility of foreign-owned vs,
convertibility of domestically-ovwned bulanicos

Within the concent of current account convertibility an important
distinction must be mude between convertinility of foreign-owned as opposed
to the convertibility of domestically-owned balances, A country might well
narrowly limit the right of its residents to use their local currency balances
for the purpose of current spending on imports, tourism etc. while granting
non-resident owners of such local currency balances complete freedom to
convert them into third currencies, provided such conversion is required

1/ Barbara Wurd In the New York Times Mapazine, July 30, 1950, p. 38,
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for the settlement of current account deficits incurred with these third
countries, This narrower concept of convertibility is referred to in

Article VIII, Section L, of the Fund Agrecment while the wider concept of
general current account convertibility appears to correspond to Section 2 of
the same article, 1/ Generally we have the narrower concept in mind when we
talk of convertivility of sterling. In fact we might write down the equation:

convertibility on current acccount = convertibility

of foreign~ovmed balances for current account purposes +
absence of quantitative trade or exchange restrictions
on current transactions,

Conceptually, the distinction between the narrower {and more usual)
concept of current account convertibility and the wider concept is unequivocal.
To what extent, however, it is possible and desirable to divorce the one
objective from the other, is quite another matter,

It is clear that the crucial step in the direction of multilateral trade
and payments is the establishment of convertibility of foreign balances. All
the trading partners of the country taking this step (let us call it country
X) are thereby enabled to use balances earned in country X for purchases in
the cheapest market. 0On the other hand the removal of quantitative restric.
tions on imports would make it possible only for the importers of country X
to buy in the cheapest market and even then only to the extent that its
trading partners have established currency convertibility in the narrow
sense,

Nevertheless, if rigid quantitative restrictions (whether discriminatory
or not) are maintained as convertibility of foreign-owned balances is
established, a dangerously precarious situation might well arise. The
decision to establish convertibility of foreign balances necessarily results
in a brusque change; it creates an entirely new situation overnight,
Quantitative restrictions, on the other hand, can be lifted one by one and
retreat here is alwuys possible without too much danger to the ultimate
objective, In the case of convertibility of foreign balances, on the con-
trary, retrest means defeat, and one more defeat - after that of 1947 -
would probably be definitive. In view of this situation, it appears desirable
that a country go rather far in reestablishing freedom from quantitative
restrictions on current account for its own residents before establishing
convertibility of foreign bvalances.

The reason for this is twofold, In the first place, the maintenance of
tight quantitative restrictions over a wide range of imports while converti-
bility of balances is restored would muke any advance toward the elimination
of quantitative restrictions perilous for the maintenance of convertibility,

A premature restoration of convertibility of balances might therefore
have the effect of freezing the existing pattern of quantitative restrictions,

1/ This section prohibits only restrictions on current payments on the
Theory thut the prohibition or regulation of quantitative restrictions
on trade will be assured by another international institution such as the
ITO., Thus it aims at the wider concept of current account convertibility
only insofar as the realization of the concept is a responsibility of the

Fund,
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‘Secondly, restoration of the convertibility of foreign-owned balances
without prior relaxation of quantitative restrictions would reduce the
number of alternative remedies that would be before a country experiencing
balance of payments difficulties, These alternatives are:

(1) Devaluation,

(2) Restrictive monetary and fiscal policies,

(3) Reintroduction or reinforcement of quantitative restrictions,
(4) Abandonment of convertibility of foreign balances,

I do not wish to discuss here the order in which the first three measures
should be adopted in different situations; but it will probably be granted
that a country which has reestablished convertibility should have at its
disposal the maximum number of alternatives other than the cancellation of
convertibility of foreign balances since this is the decisive step that
leads from a multilateral to a bilateral world. One of these alternative
courses of action is resort to guantitative restrictions. But in order to
be able to tighten or reintroduce quantitative restrictions a country must
first have relaxed or abolished them, It is for this reason that a
country ought to have abolished or substantially relaxed quantitative
restrictions before taking the greut Jump into convertibility,

Convertibility of foreign-owned balances: Convertibility of balzances
held by Toreign residents in general vs, convertibility of net balances
held by central banks

This distinction is useful, since it brings out the fact that exchange
controls - i.e, channeling of all foreign exchange operations through
national central banks or ad hoc institutions - are compatible with converti-
bility, This is oft:n not realized, It is possible to imagine a situation
in which convertibility in the most general sense prevails with all foreign
exchange freely bought from the central bank and all foreign exchange
earnings sold to it against local currency. It is true, of course, that in
this situation there would be no real need for the central bank's monopoly
of foreign exchange., Tt would be sufficient for the central bank to intervene
at the margin so as to make sure that the market is cleared at the going
exchange rate, But in a world of nations which move toward convertibility
at widely different rates, exchange controls are likely to be maintained even
in countries that move fastest toward convertibility., Although such a
country will grant to its trading partners the right to convert balances in
its currency, the reciprocal right may not be assured, It will, therefore,
be important for the country in question to make sure that no more than the
net balance owned by it is converted into another currency. This assurance can
only be had if the transactions are centralized and netted periodically
among the central banks concerned,
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Convertibility of balances held by foreign central bankss Convertibility
between pairs of countries vs, convertibility through multilateral clearing

The final distinction is between the two methods of operating converti-
bility when it is restricted to balances held by foreign central banks,
With world-wide establishment of this type of convertibility, it is possible
to conceive of all central banks establishing net positions periodically with
all other central banks and every central bank standing ready to convert every
balance owed - directly or indirectly via a "key currency" - into whatever
other currency is desired by the holder. Theoretically such a system is
unexceptionable, but in practice it seems bound to give rise to bilateral
argument or bargaining at any time when a c¢untry finds itself or believes
to find itself in balance of payments difficulties, To avoid this it would be
preferable (and only natural) to 1ift the whole process out of the bilateral
channels where it might well be choited and to assure its automatic operation
through some multilateral clearing device, If all countries were to transfer
the balances held by them to an international clearing house some countries
would emerge as net creditors and some others as net debtors., In the course
of the offsetting process, countries would in effect convert surpluses earned
in one direction into means of payments for settling deficits incurred in other
directions, Under a system of full convertibility, the net debits rwed to
the clearing house should be payable entirely in gold or in any currency
acceptable to the net crediters,

In contrast with the Euronean Payments Union the Clearing House envisaged
here is world-wide in scope and in contrast with both EPU and Keynes!
International Clearing Union it makes no provision for credits or overdrafts,
It is presented here merely as a type of convertibility that probably would be
most efficient in a world in which exchange controls persist and which,
therefore, is unable to return to a system where convertibility is assured in
private exchange markets., Such a system would still do the job which con-
vertibility is meant to do: it would pernit all countries to spend their
current earnings in the country and currericy of their choice,

It is often said that the European Payments Union would cease to have any
raison d'etre if and when settlement will take place one hundred per cent in
gold, The preceding analysis shows that this is not the case. As long as
exchange controls are maintained and convertibility means the convertibility
of balances held by foreign central banks, a system effecting convertibility
through multiluteral clearing is far more efficient and reliable than a
system that relies on what might be termed "bilateral convertibilitys"






