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the establishment of formel coavertibility of the pound sterling have
suggested that snch convertibility would be feasible (assuming correct
policies) if British gross reserves were raised to, say, $5 billion; even
these observers would thus consider negative net reserves of $1-1/2 billion
not alarming. Under these circumstances it is difficult to see why United
States positive net reserves of $10 billion should be deemed "precarious”
and why a redvetion of tiaese arithmetical "net reserves" to zero should be
disastrous. No bank finds it necessary to cover its lisbilities a full 100
per cent by cash assets; 1if it did, it would cesse to be a bank, and would
become simply the equivalent of & safe-deposit vault. The same principle
epplies to the United States as a world banker.

For the immediate future, the problem of a further increase in
foreign-held dollar balances should therefore not be considered alarming.
It may be conceded, however, that st some indefinite future time a point
may be reached at which a further inerease in toreign-held dollar balances
might cause apprehension., It is therefore legitimate to inquire into other
methods of increasing foreign reserves.,

Effectiveness of an increase in gold price -- Before pointing to
workable sgubstitutes for a further increase in toreign-held sterling and
dollar balances, the question should be examined whether or not an increase
in the price of gold would necessarily result in an increase in the total

of international reserves.

The answer is not as simple as Mr. Harrod would mske it appear.
The dollar and the pound sterling act today as near-perfect substitutes for
gold in large part because the stability of their value in terms of gold
is taken for granted; as soon as serious doubts arise on that score (as
was temporarily the case in relation to sterling in the summer of 1957),
these currencies might cease to be treated as substitutes for gold. Au
increase in the price of gold might therefore result in a tendency to hold
international reserves only in gold rather than in gold, dollars, and sterling.
If it became known that the price increase was not & one-time step, but
would be repeated as soon as internationel reserves asgain were considered
"inadequate," dollar and sterling might permanently lose their function as
international currencies. The consequence would be a simple problem of
arithuetic: 1f the price of gold were doubled, gold reserves held by
countries outside cof the United States and Canada would increase in value
from $13.8 billion to $27.6 billion; but if at the same time dollar and
sterling balances totaling the equivalent of $19.4 billion ceased to be
congidered as reserves, international reserves would be reduced from the
present $33.2 billion to $27.6 billion. This would be & peculiar way to
increasge international liquidity.

Moreover, from that time on any addition to internationsl liquidity
really might depend exclusively on newly mined gold (and Soviet gold sales);
such a state of affairs might indeed tend to make international liquidity
inadequate every few years, provided that world trade continued to expand
at the present rate. There is no need to confine the argument against raising
the price of gold to the inflationary dangers of that step, to the extremely
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inequitable way in which the reserves of foreign countries would be affected
by such a move, and to the fact that (apart from South Africa) the Soviet
Union would be the main beneficiary of such a step -- since the action in
itself might have a harmful rather than a beneficial effect on world
liguidity.

Otheg_gggs to increase world liquidity -- Since the expansion of
foreign-held dollar and sterling balances in reistion to the gold base must
ultimately be limited, and since an increase in the price of gold would be
dangerous end might be ineffective, the continued increase inu international
liquidity to mateh the expansion of world trade should be accomplished by
the third factor discussed by Mr. Harrod, the increase in resources of
international institutions, and especially of the International Monetary Fund.
Mr. Barrod's objection, that the need o repay drawings on these resources
makes them imperfect substitutes for gold, is invalid. A country can hope
to preserve its international financial liquidity only if periods of deficits
are followed by periods of surpluses. A continual deficit must inevitably
lead to the destruction of the domestic currency. The need to achieve a
surplus in order to repay drawings on international institutions, far from
being harmful, is a useful. means of discipline for the deficit economy.

If present arrangements concerning the "repurchase" of Fund dravings are
suspected of being too strict or too rigid -- although such a suspicion
would have to be Jjustified by a detsiled supporting argument -- they could
easily be made as flexible as needed.

A great advantage of increasing the resources of international

institutions, and egpecially of the International Monetary Fund, lies in

the fact that it would put the burden of financing temporary deficits not
merely on the United States and the United Kingdom, but on all world trading
economies with ample reserves. The basis of subscribing to quote increases
in the Fund, for instance, could easily be readjusted so as to take into
consideration current export and reserve positions rather than the inter-war
data on which the original quotas were based.

Finally, an increase in such institutional resources would not
need to be as large as an all-around increase in reserves, since drawing
rights would be offered only to countries in actual need, and would not
automatically and unnecessarily expand the reserves of surplus countries.

Conclusions

Mr. Harrod believes that an increase in the price of gold would
permit the rest of the world "to adhere more fully to the principle of
multilateral trade and non-discrimination" (page 11). This belief would be
mistaken even if present international reserves were inadequate and if a
rise in the price of gold were an effective remedy for such inadequacy.

NOT FOR PUBLICATION




- 8 - Roy Harrod on the Role of Gold Today

A
‘deficit with the United States, but only if it has a global payments deficit.
There have indeed been times when "regional disequilibria" could threaten
try's reserve position even in the case of an over-all surplus; but
ese times vanished when sterling and the currencies of the Eurcpean Pay-
ments Union became de facto convertible. Over-all deficits however, cannot
be eliminated by bilateralism and diserimination; in fact, since bilateralism
and diserimination distort the optimunm allocation of external resources, they
tend to aggravste a deficit position. -

é@gﬁt@&fis,in danger of losing gold or dollars not if it has a bilateral

However, without conjuring up the nightmare of a world-wide return
to bilateralism and discrimination, it may be conceded that the problem of
maintaining adequate international reserves is important for the future
expansion of world trade. It is fortunate indeed that the free world has,
in its international financial organizations, the tools to insure a con-
tinuing supply of international reserves, without needing to experiment with
an increase in the price of gold. e
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