











Notes on the Measurement of
-9~ International Liquidity

respect to those drains for which it is already deemed adequate. The
concept of efficiency derives its significance from the proposition that
the volume of international means of payment can be too great -- that is,
that the denger of internationsl inflation cannot be disregarded. If a
country takes into account its holdings of international means of payment
in formulating monetary and fiscal policies, increases in holdings may lead
to more expansionary policies. The concept of efficiency does not depend
for its significance on whether the holdings of a country or group of
countries are already considered adequate, and it is equally applicable to
the problem of increasing the resources of a particular country or a

large area.

It will often prove more efficient to take steps to reduce the
requirements for international means of payment rather then to increase the
supply; however, efficiency, as defined above, is hardly likely to be
the basis on which such measures would be decided. Of the various methods
of increasing the supply of international currency resources, increases in
Fund quotas tend to be among the most efficient. Under current Fund policies,
the second quarter of a country's quota may be drawn if the country is making
"reasonable" efforts to achieve stability, and the third and fourth quarters
only if the country has agreed to a stabilization program. Thus, that part
of a country's resources represented by the last half of its Fund quota (and
to a lesser extent the second quarter of its quota) is available only after
the country has taken measures to curb expenditures. To the extent that
the stabilizetion measures are effective, there is & lessened probability
that all the available resources would be utilized. An improvement in a
country's ability to meet a crop failure, for example, through an increase
in its Fund gquota would therefore be less likely to contribute to inflation
than would a similar increase in its gold holdings. The superior efficiency
of an increase in Fund quotas in meeting specific exchange drains is most
striking when this increase is compared with the effect of raising the price
of gold; Fund quotas may, or may be adjusted to, correspond roughly to the
payments problems of individuael countries, while a higher gold price would
increase the resources of the gold-holding and gold-producing countries
regardless of the adequacy of existing holdings.

The relative efficiency of any particular method of increasing
the total supply of international currency rescurces is not independent of
the supplies of various types of such resources, however. In particular,
as the proportion of Fund quotas to the total resources of individual
countries rises, a larger proportion of the Fund's resources will probably
be committed gt any one time. As an increaging share of the Fund's resources
becomes committed, countries that have not drawn on their quotas are less
able to assume that the entire amount of their quotas may be made aveilable
in time of need. Thus, beyond some point, efforts to increase the supply
of international means of payment exclusively by raising Fund quotas may
encounter g type of diminishing return, at least with respect to certain
types of potential exchange drains. Even after that point has been reached,
however, an increase in Fund quotas may still be the most efficient method
of increesing international currency resources.

NOT FOR PUBLICATION



Notes on the Measurement of
- 10 - Interagational Ligquidity

o APPENDIX

As an illustretion of one of the simplest forms of models for
assessing some aspect of the adequacy of the supply of international means
of peyment, we may take the calculation found in Measures for International
Economic Stability (United Nations, 1951), which evaluates gold and dollar
holdings of foreign countries and international institutions against the
potential drain from a depression in the United States.

The assumed depression is one involving "a twelve-month reduction
in dollar supply of the same relative severity as that in 1937 and 1938 ...
followed by & quick and full recovery in the following twelve months."
United States imports of merchandise (on a quarterly basis) are assumed
to fall nearly 50 per cent over the course of five quarters, and then to
recover, so that annual irports in each of the two depression years would be
one-third less than the pre-depression level., United States payments for
services and remittances are assumed to be about lower by one-seventh in
each of these two years.

Using some U, S. balance of payments data for 1950 and 1951, the
United Nations experts estimated that the decline in imports might lead to
a decrease in dollar earnings by foreign countries of $8 billion in the
two-year period, and the lower payments for services and remittances to a
decrease of another $1 billion. The report also made an allowance of sbout
$1 billion for a possible decline in the outflow of U. S. private long-term
‘I' investment and for short-term capital movements into the United States. The
total reduction in the dollar earnings of the rest of the world over the
two-year pericd was thus put at $10 billicn. If dollar payments to the United
States were to be maintained at an unchanged rate in such a depression, the
total loss to foreign countries in gold and dollar holdings would approximate
this figure, except to the extent that their gold and dollar holdings had
risen in the base period., 1

The report estimated that in October 1951, gold and dollar reserves
of countries other than the United States were, on the average, equal to
about 25 per cent of their annual rate of imports, and, while not attempting
a precise definition of what would constitute adequate levels of reserves,
concluded:

Reserves of countries other than the United States,
even when supplemented by recourse to the Fund, are
in general barely sufficient to meet the unforeseen
emergencies (such as crop failures, political changes
and rumors, and foreign exchange speculation) that
erise in the affairs of most countries from time to
time, even in periocds of genersl world prosperity.
Existing reserves would not enable countries, in

. addition, to maintain their imports in the face of

1/ In 1951, the increase in their holdings was only about $0.1 billion.
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a recessgion in one or more major countries that
sharply, thovgh only temporerily, reduced the
demand for exports throughout most of the world.
Statistics epert, a substantial reduction in the
supply of dollars would inevitably lead to wide-
spread exchange crises and a rapid growth of trade
restrictions end exchange control.

Thus, although no precise definition of adequacy was formulated in the
report, the apparent criterion established by the U. N. group is that
holdings should be at least 25 per cent of imports plus an amount sufficient
to meet a U, S, depression, 2/

The position of foreign countries at the end of 1957 may be
evaluated on the same basis. Imports of foreign countries rose by
$15 billion from 1951 to 1956 and by an esdditional $8-1/2 billion to 1957.
The $15 billion increase in imports from 1951 to 1956 would imply an increased
requirement of $4 billion, while using the 1957 figure would raise the
requirement by another $2 billion. Because 1957 was a year in which many
countries imported at what were generally considered excessively high rates,
some sort of adjustment is appropriate; we shall therefore assume an
increase in requirements of $5 billion, a figure corresponding to the average
1956-57 level of imports.

The increase in gold and dollar holdings of foreign countries and
interngtional institutions from December 1951 to December 1957 was
$9.4% billion; thus, the aggregate rise in holdings exceeded the increase in
requirements for general reserve purposes by about $4-1/2 billion. The
percentage declines in U, S. purchases of goods and services assumed in
the U, N, report would lead to a decline in dollar availabilities over the
two-year period of sbout $10 billion if based on the average level for
1956-57, which differs only slightly from the 1957 figure. An allowance
would have to be made for the decline in the outflow of U. S. private
long-term capital; we might for purposes of argument assume a reduction
of $3 billion for the two-year period, equivalent to a cut of 50 per cent
in capital outflow. The reduction in U. S, dollar payments over the two
depression years would therefore be on the order of $13 billion. If foreign
countries were to maintain their purchases from the United States at the
1956-57 level, the loss in gold and dollar holdings in the two-year period
would be about $11.5 billion, since during 1956-57 holdings rose by
$1.5 billion., However, it would be unrealistic to assume that United States
exports would remain unchanged in the event of & major decline in the
outflow of U, S. private long-term capital, If exports declined by half the

2/ Tt might be noted, parenthetically, that the requirements as calculated in
the report were based on preliminary data. Actually total gold and dollar
holdings of foreign countries and international institutions at the end of
1951 were about one-third of total 1951 imports, but some allowance must
be made for random factors in the distribution of holdings. (In a more
sophigticeated analysis, one should also avoid applying the same percentage
to ecountries which hold sterling and those which hold dollars.)
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assumed $3 billion decrease in capital outflow, for example, the drain on
Poreign holdings of interuational means of payment projected as resulting
from a U. S. depression would be of essentially similar size ($10 billion)
whether baesed on 1951 cr 1956-57 magnitudes.

Thus, in the period from 1951 to 1957 there has occurred a
significant improvement in the position of foreign countries as a whole
with respect to international means of payment. In fact, the improvement
would appear to have made up roughly half of the deficiency implied in the
United Nations report. It might be noted that by the end of 1957 the holdings
of several foreign countries did not fully reflect recovery from the payments
disequilibria which had occurred earlier in the year, and in the first half
of 1958 gold and dollar holdings of forelgn countries and international
institutions are estimated to have rigen by more than $1 billion.

It has frequently been pointed out that the gains in gold and
dollar holdings during the past few years have accrued principally to a
few countries (especislly Germeny) and while we have as yet taken no
specific account of the distribution of holdings, it is clearly possible
to make any appropriate allowances at the expense of complicating the model.
For example, we might assume that during the hypothetical U. S. depression
the resulting drain in gold and dollar holdings would not be met in any part
by reductions in German holdings. In effect, we cculd construct a similar
model without Germany.

Excluding Germany, the increase in gold and dollar holdings from
1951 to 1957 emounted to $5.7 billion, while imports rose by more than
$15 billion if we measure to the average for 1956-57. In this moded,
therefore, requirements associated with the general level of imports rose
by slightly less than $% billion and the additions to holdings over and
above these requirewents -- the amounts available to meet a depression in
the United States -- were less than $2 billion.

The addition of special assumptions of this sort will often
result in meking the model more realistic, although care must be taken to
insure that an unrealistic model does not emerge from the combination of
various assumptions which are in themselves unexceptionable, Since the
number of assumptions which may be introduced into any general form of mcdel
is, at least theoretically, infinite, there is a distinct possibility, if
this approach became accepted, that we might be treated to an increased
diversity of opinion on the adequacy of supplies of internastional means
of payment. However, any such discussion would focus attention on the
differences in assumptions, and hence on the various potential sources of
exchange drains, rather than on the gelection of base years and similar
technicelities, It would therefore probably bte more productive than
current arguments.
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