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three main types: (a) the arrangements provided incentives for merchant
speculation because there was little risk in a short-sterling position;
(b) there was unrelenting pressure upon forelgn exchange reserves be-
cause the authorities were forced to defend rates within narrow limits;
and (e) the monetary authorities were forced to assume administrative
burdens and risks because there was no functioning private market to
take care of commercial requirements,

Within the framework of this third concept, two alternate
exchange policies could be adopted to cope with these difficulties,
Greater exchange flexibility could be achieved by abandoning prevailing
official buying and selling rates and either: (a) introducing widened
gold points for official operations; or (b) announcing to the market
that official buying and selling rates will no longer be in effect.
With either arrangement, an additional risk will be introduced into
the exchange market; the authorities will have somewhat more freedom
to let the rate slide rather than to surrender reserves; and, finally,
a freely functioning private exchange market could be set in motion,
with commercial banks and brokers able to trade with each other at
market rates for approved transactions., Consequently, it will be well
to compare these alternative policies,

Are gold points significant?

On one significant technical point an exchange system with
fixed official buying and selling rates, with or without a declared
par value, is similar to the classical gold standard: there are an~
nounced limites to the fluctuation of the spot exchange rate, Until
the par value is altered or new gold points established, the financial -
and trading community and foreign monetary authorities are assured that,
under normal trading conditions, exchange rate movements will be confined
within the pre-determined and announced limits,

The fact that exchange fluctuations will ordinarily be so con-
fined, however, does not mean that the spot rate will necessarily be more
stable under a regime with gold points than under a system without a de—
clared spread, Where the monetary authorities are prepared to defend a
market rate and where trade and exchange restrictions are used as defen—
sive measures, as has been true in the recent history of the Italian lira
for example, a high degree of stability can be attained without any of-
ficial spread, Where defensive restrictions in the fields of trade and
payments are avoided, then the ability of the authorities to maintain a
stable rate will depend — in either of the alternatives we are consider-
ing - primarily upon the degree of external balance attained and, secondi
arily, upon the volume of reserves available to support the currency,
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The difference between these two types of exchange arrange-
ments -- and hence the significance of the gold points -- appears to
lie in another direction: that is, in the operational freedom in the
exchange market afforded to the local monetary authority, With gold
points in effect, their freedom is limited by the commitment to a fixed
range of price fluctuation, a commitment wholly absent where no declared
gold points exist. 1/

This limitation has botk an international and a market signi-
ficance, In the international field, the system with a declared spread
provides a bulwark against the development of a chain of competitive
depreciation; at least, it preserves virtually all the safeguards in
this direction which are to be found in the Bretton Woods arrangements, 2/
This protection against competitive depreciation is less evident where
the authorities are ecommitted to no official spread. Hence, the signi-
ficance of this safeguard becomes a matter of individual assessment of
the usefulness of the Bretton Moods obligations in preventing the recur-
rence of a wave of international competitive depreciation,

If the danger of competitive depreciation is somewhat less,

the problem of exchange stability in different markets may be as great

under a system with fixed spreads as under one with no official rates,

The wider the official spread, the more difficult this "cross rate"

problem becomes and the greater the danger that currencies will have

different values in different markets, Nonetheless, these difficulties

have existed under the narrow gold points previously in effect: through-

out the pest-war period, the market values for trading currencies have

differed from exchange values based upon the official parities. To some

extent, it has been possible to maintain values at legal parities by

means of controls in an isolated legal exchange market, but exchange

discounts have tended to emerge in illegal markets, The difficulties

with broken cross-rates seem to be not a matter of exchange mechanism

but a problem of imperfect market conditions; these differentials tend

to develop as a result of the obstacles to the movements of goods and

funds which prevent arbitrage operations from evening out excessive

price differences.

1/ The monetary authorities are committed only to operate at the official

- trading limits; but, unless they are able —- through intervention in the
market or through other measures —- to keeo the currency from remaining
at the lower support level, a difficult market situation is likely to
develop,

2/ See Article IV, Section 4 of the Fund's Articles of Agreement. Since

" members undertake in sub-section (b) to permit exchange transactions
only within prescribed limits (for spot exchange, within one per cent of
parity), there is somewhat greater danger that currencies may have dif-
ferent values in different markets where wider gold points are in effect
than would be the case with narrow official trading limits,
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Within the exchange market, the commitment to 3 declared
spread provides the merchant with a standard for ovurposes of pricing
and for making economic decisions which is firmer and more reliable
than is found in the case where no official rates exist, 1/ To this
extent, it can be argued that, under normal conditions, foreign trade
is thereby facilitated, To be sure, in the absence of such a spread,
the trader can make use of the forward market to cover much of the added
exchange risk, Nonetheless, a range of business transactions and of in-
vestment decisions exists which would be discouraged or interfered with
by the greater risks and pricing difficulties associated with an unde-
clared spot rarge. In reality, our suggestion that merchandise trade
would be discouraged where no official rates are in effect does no more
than re-state an accepted weakness of a flexible exchange mechanism,

Furthermore, the existence of an official spread should, at
least in thenry, provide the merchant with attractive incentives to
cornduct his exchange operations in an equilibrating manner under cer-
tain cirecumstances, Where no limits are in existence, the prudent
trader is encouraged to maintain a covered position at all times; hence,
such equilibrating flows of funds would not seem to be practical, With
an official soread in effect, however, he might be induced upon occasion
to alter the timing of his exchange operations to take advantage of a
bargain rate or, on the other side, to act in an opposite way when the
rate is near the other limit of the official range, This may be no more
than a theoretical possibility under prevailing economic conditions, In
any case, such equilibratinz capital movements can hardly be expected to
develop except where the market accepts the declared price range as a
realistic value for the currency and has confidence that the par value
can be maintained.

Concluding observations

Britain's experience with widened gold poirts since late 1951
provides ground for suggesting that greater exchange flexibility, if
conceived as a technical operation with limited objectives, can be use~
ful as a stabilizing factor in the exchange market, g/ By providing a

more satisfactory base for the market position of sterling, the recent
exchange innovations, including the opening of a functioning private

;/ The wider the spread, the less positive this advantage of a fixed parity
system becomes, The advantage would seem to remain where the spread is
no wider than the gold points introduced by Britain in December 1951,
How much they could be widened without negating this advantage is largely
a matter of judgment,

g/ This favorable British experience was in large measure a reflection of
the technical success of the new monetary policy in the United Kingdom.
An appropriate policy in the monetary field is indespensable as a support
for a program of exchange flexibility,
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market capable of taking care of the exchange requirements of commercial
interests, has been a positive step toward greater stability for the pounds
Furthermore, despite the external payments difficulties experienced by the
sterling area countries during the first three quarters of 1952, the spot
rate has moved widely within the official spread, as may be seen in the
chart, and has not remained at the lower support price as had been feared
at the time the wider gold points were initiated,

The checkered movement of sterling since December 1951 reflects
the impact of adverse as well as favorable external factors upon the mar-
ket position of the pound, If the strength shown from March to May may
be attributed to a general covering of short sterling positions following
the introduction of the new monetary policy, the weakness recorded from
the latter part of May to October reflects the sterling area's continuing
external difficulties, particularly with the European Payments Union coun-
triess The subsequent strength of the currency in the latter part of 1952
and early 1953 reflects the demonstrated effectiveness of the restoration
of monetary policy in Britain as well as the improved external position
of the British countries as affected by the severe import restrictions in
effect,

Britain!s experience with wider gold points commenced at a time
of severe external imbalance and extended through unfavorable as well as
favorable periods of time; despite the adverse circumstances, however,
sterling has demonstrated considerable market resilience, The period
where a widening of the rates meant only a further devaluation proved to
be short-lived, Nonetheless, Britain's experience in early 1952 stands
as a warning that wider gold points can lead to disappointing results;
if the currency does not rise above the supvort level, the same difficul-
ties will be encountered with wider gold points as can be expected where
a narrow official spread is in effect,

If a policy of greater exchange flexibility is to be pursued,
the major decision to be made is whether the gold points are to be main-
tained or whether all official quotations are to be withdrawn, Although
the authorities have greater freedom of action where no announced market
range exists, two advantages seem to be associated with the system of
gold pointst greater protection is provided against competitive deprecia-
tion and foreign trade ought to be facilitated somewhat by the official
commitment to an official spreads, Yet it is significant that the gold-
point arrangement i5 essentially a compromise position which attempts to
avoid the worst disadvantages of either a system of narrow trading limits
or of fluctuating exchange rates,

The main disadvantages of the gold-point system seem to arise
around the difficult question which must be decided: how wide should the
declared spread actually be? With too narrow a spread, the disadvantages
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of the earlier post-war exchange arrangements might reappear; with too
wide a range, the market may be able to find little meaning in any of-
ficial price commitment, If the spread is wide enough to avoid the
rigidities of narrow gold points, new difficulties are likely to emerge,
particularly in maintaining orderly exchange conditions and cross ra‘ss
in a world with exchange and import restrictions, Hence, a step .toward
wider gold points makes desirable parallel steps in the direction of a
freer movement of goods and short-term funds to increase arbitrage

possibilities, Trade is alse likely to be disturbed, the greater the
degree of exchange fluctuation,

Since the selection of any exchange arrangement is a choice
of distinct advantages inseparable from particular disadvantages, new
difficulties of maintaining exchange stability are likely to be encountered
under a system of wider gold points, Consequently, the demonstrated weak-
ness of the former system of narrow trading limits should not lead to the
conclusion that a wide degree of exchange flexibility is necessarily de-
sirable at this time, The clear disadvantages of a high degree of flexi-
bility should be borne in mind, particularly if a period of intensely
competitive selling is in prospecte Is there not some danger that the
post-war experience with the rigid par-value system during a period of
easy selling may lead to the widespread acceptance of too much exchange
flexibility —- at a time when only buyers' markets are to be found?
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UNITED STATES:

APPENDIX A

Exchange flexibility

Changes in short-term Claims on,

and Iiabilities to, Foreigners in Sterling

(In millions of U, S, dollars)

Us S, short-term claims
payable in sterling on: a/

U, S, short-term liabilities Monthly change
payable in sterling to: b/

in net sterling

United Kingdom Australia  United Kingdom Ausiralia position ¢/

1950

Septenber 5645 38,2 38,1 A + L6:6
OctOber 10909 h8l8 29c8 09 + ;’1‘8
Noverber 98,6 42,6 22,5 6 - 9.9
December 8345 32,8 25.8 o8 - 28.Lh
1951

January 66.1 20,6 25,3 5 - 38,8
February 75.9 2143 28.3 ol + 76
March 71.7 3h.1 32,0 o + L9
April 79.2 28.0 hl.O 07 ad 709
May 76,2 2646 L1,9 6 - 5.2
June 90,5 204k L2,7 ol + 7.1
July 87.L 18.2 Lo,8 5 - 3.5
August 68,7 15,9 L1.1 6 - 21,
September 3847 12,6 3kel 1.1 - 26,8
October 19,6 10,0 3640 8 - 24,3
November 19.0 5.6 46,6 .6 - 15,4
December 194 . 3.6 59.L 6 - 1,k
1952

January 13.5 3.1 95.1 '5 - h202
FEbmaI'y 18.8 1.7 112.2 .7 Ll 13.h
Marc}l 20.8 1.2 10903 1.6 + 3.5
April 21.1 1,0 101,3 .5 + 9,2
May 2343 1,1 82,0 o5 + 21,6
June 20.6 .8 59,8 ) + 19,1
July 21,2 o7 51.9 of + 8.3
August 20.5 06 hoo'? ol + 10 oh
September 14,8 6 Lo,1 o5 - L.
October 17+5 L 3547 ol + 7.0
November 20.9 5 33,2 o3 + 6,1
December 19,2 1.0 30.2 1.0 + 1,1
1953:

Jamary 23.5 o6 30.9 o5 + 3e7
February 31,8 o9

e and

- —

Source: -~ Treasury Bulletin (monthly), U, S. Treasury Department.

a/ Covers Sterling deposits of U, S.
from foreigners,
b/ Covers sterlin

Ticial institutions,

¢/ A plus (+) occurs when the sterling position of U.S.
because of a rise in U,S, sterling claims or a decline in
during the month. A minus (-) occurs when the U,S,

either because U,.S, sterling claims decline or U,

reporting banks and domestic customers due

g liabilities reported by U.,S. banks due to foreign banks and of-

interests is enlarged either
UeS, sterling liabilities
sterling position is reduced
S. sterling liabilities rise,





