Optimum World Monetary Arrangements
and the Dual Currency System ()

The recent (October 1963) meeting of thcj memb:ers of the

International Monetary Fund and various other international bank-
-ing organizations ended on a rather uncertain note. Th'erc was :;
round of mutually congratulatory spceche.s on the 'rapld rise ©
wotld trade and intergovernmental cooperation under present mone-
tary arrangements; but some ‘.delegatcs, partlcularl_y American {:uniels(_,1
expressed concern over constraints placed on American mopctjrg at |
fiscal policy by balance of payments problems. The United States
has been forced into a policy of taxing sales of.formgn securities in
New York and raising domestic short term interest rates in thf:l
face of heavy unemployment. Co-nve.rsely, the attempts of segcza
European countries to control inflation have been hampere hy
large capital inflows attracted by high interest rates. Amt?rlcans,bv:wv 0
once exulted over being the world’s banker, are becoming dubious
about the viability of a world mon.etary systerr:t dependcnt.olil.l.c?n-
tinued (largely uncontrolled) expansion of American -c?ollgr liabilities.
Thus, the “ Group of Ten ™ members of the In.ternauonal Monetary
Fund appointed a study coml'ni.ttee to examine Worlq m}cl}nctaiy
arrangements, particularly liquidity needs. It is my aim 1derc 0
discuss optimum world monetary arrangements which WODT ! sc:li.r;l
to be significantly different from present arrangements. 1he -d% -
ferent economic needs and positions of various areas will be dis-
tinguished; in particular, the internal problems of Western Eurogc
will be differentiated from the position of Western Europe vis-a-vis
the United States.

# The author is deeply indebted to Professor Emile Despres for .protciding .idcasn atltlldc
advice that appear throughout the paper. However, hie should not be implicated in a
policy conclusions.

;
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The international intelligentsia has been very profuse in the
advice offered central bankers and finance ministers. Current ideas
can be arbitrarily but usefully given four classifications: (a) increase
the liquidity available to the world’s monetary authorities in one of
various ways, for example by giving the IMF power to create credit
a la Keynes, or by raising the price of gold (in everyone’s currency),
or getting countries to hold cach other’s currencies (the multiple
currency standard); (b) the neo-liberal school of thought advocating
floating exchange rates (letting the market decide); (c) the status
quo school of thought (don’t change the exchange rate until a
crisis makes it unavoidable); (d) the deliberate maintenance of a
credible fixed exchange rate system by encouraging the integration
of financial markets as has developed among the various geographical
regions in the U.S, ‘

Alternative (d) is really the last discussed although it is a very
important consideration if any system of rigid exchange rates is
to become viable. The idea has been discussed by Professors James
Ingram and ‘Iibor Scitovsky in various places (1) and does not
imply a return to the gold standard as exemplified by textbook
discussions of Hume’s Price Specie Flow mechanism, The simple
gold standard solution, dependent on multiple expansions and con-
tractions of the internal money supply, is ruled out here as being
too ® primitive ” for serious consideration, given modern preoccupa-
tions with full employment. However, a viable system of fixed
exchange rates, which is achieved through financial integration as
was first fully achieved in the U.S. in the carly part of this century
may be optimal for other portions of the world as well. This idea
is developed further later on.

Strictly speaking, classification (a), the liquidity alternative, is
not really a solution to balance of payments problems; it is a way
by which a serious day of judgment may be postponed for a long
period and perhaps minor exchange rate changes can be avoided
altogether, thus lessening the probability of major crises develop-
ing. All current changes in world monetary arrangements, e.g.
strengthening the IMF, agreements among central banks, can be
considered to fall into classification (a) in one way or another,

{1} See, for examples, Jamzs INcraM, Reglonal Payments Meckanism, The Cuse of Puerto
Rico, The University of North Caroline Press, Chapel Hill, 1962 and Timor Scrrovsky,

Economic Theory and Western European Integration, Standford University Press, Stanford,
California, 1gs8.
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The most cxtreme form of increasing world liquidity is via the
Keynes-Triffin. plan for an international bank with direct power
to create credit, Using additional liquidity to provide a buffer stock
for maintaining fixed exchange rates assumes that balance of pay-
ments Auctuations either are or can be made reversible if the time
harizon for adjustment is made sufficiently long. However, .therc is
usually uncertainty as to whether or not any given fluctuation will
automatically reverse itself. Thus internal monetary and fascal
policies may still be subordinated, although less strongly, to maintain-

_ing balanced international payments cven with the provision of

additional liquidity. If they are not, then long-standing maladjust-
ments may force an eventual exchange rate change after the deficit
country has gone deeply into debt. However an optimist would say
that the “key ” currency countries would be relieved of their obli-
gation to produce international liquidity through deficits (an inhe-
rently unstable process as the British experience of 1931 1nd‘1cated).
The “ internationalization ” of present foreign official holdings of

" dollar and pound balances would permit the key currencies to adjust

their cxchange rates or take other mecasures more freely to deal
with unemployment and their balance of payments Problems. Unfor-
tunately, a realist would have to say that the creation of additional
international liquidity would make the preservation of the status
quo, with its resultant inhibitions on the use of monetary and fiscal
policy, a little more bearable and thus a little more hlfely. .
Deep in the heart of most professional economists is a passionate
liking for floating (private market determined) exchange rates, ie.
classification (b) above, 'This idea is ubiquitous in academic c1rcl<?s
but it radiates most strongly from the maverick University of Chi-
cago under the influence of Professor Milton Friedman and, more
recently, Dr. Egon Sohmen (2). A continuously floating exchange
rate would avoid the crises associated with discrete changes (or
anticipations of such changes) in the present system of adjustable
(quasi-fixed) rates, It would also avoid having governments back
into commitments to a fixed rate which can easily become inappro-
priate. Unfortunately, the liking of many tenured economists for

(2) Micron Friepmaw, *The Case for Flexible E_xchange Rates *, Essays in Po{iﬂ'w
Economics, Chicago, Ubiversity of Chicago Press, 1953 and EceN SomMeEN, International
Monetary Problems and the Foreign Exchanges, Princeton University Press, 1963, Sce also

Freomics Lurz, * The Case for Flexible Exchange Rates”, Bames Nuzionale del Lavaro

Quarterly Revies, vol. 4, No. 31, December’ 1951,
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the free market solutions is exceeded only by the dislike of the free
market by bankers and farmers, whether it be in foreign exchange
rates, interest rates paid to depositors, or the price of wheat. The
lack of communication between the academic and banking com-
munities on questions of floating exchange rates is the most unfor-
tunate of all the misunderstandings in, the current debate; and it is
much more a problem in communication than one of financial
integrity or the sanctity of motherhood.

The world of scholars is largely at fault for this failure in
communication. Despite the lengthy time period that the advocacy
of floating exchange rates has resided in the academic arena, neither
advocates nor opponents have successfully delineated the areas to
which the cases for and against floating exchange rates apply. The
literature in favor demonstrates conclusively that floating exchange
rates are always better, whether applied to Monaco, San Marino, or
the U.S. No wonder bankers recoil, and men in charge of develop-
ment programs in poor countries cringe when told that their burdens
will be immeasurably lightened with a free foreign exchange market.
By failing to specify the conditions under which a free foreign
exchange market is optimal, the neo-liberals have done much to
sink their own ship. )

Conversely, opponents of free foreign exchange markets have
been content to warn of the dangers of “ excessive” speculation in
the foreign exchanges of the kind observed in the stock market.
What this boils down to is the perhaps legitimate fear that stability
in trade in real commodities on current account will be unduly
sacrificed to capital movements of a fluctuating nature. But again
the conditions for this fear to be legitimate in the sense that the
economic consequences for differently situated geographical entities
are carefully weighed, are lacking. Commonly, historical examples
of freely floating exchange rates for-the world’s major currencies
are used to show how unsatisfactory this experience has been. Both
the early 1920’s and the 1930’ (the common examples) were very
unsettled times with hyperinflation and depression, and floating
cxchange rates were tried only after rigid exchange rates had cither
proved unworkable or had utterly collapsed. It can be easily argued
that floating exchange rates worked well given the adverse circum-
stances under which they operated. An additional example, that
of the floating Canadian dollar (the exchange rate floated within
about an 8%, range from 1952 to 1961, when monetary mismanage-



370 ) Banca Nazionale del Lavora

ment forced an end to the experiment), indicates that fears of exces-
sive speculation may be overemphasized.

To treat money as an ordinary economic commodity whose
value is best determined in the market place is as extreme as holding
the accidental nature of present monetary arrangements sacred. In
the first place, non-commodity money cannot be efficiently produced
with an uncontrolled private economy. The evolution of central
banking has been mainly directed towards eliminating the great
instability of private money issue, such as that which characterized
early nineteenth century American banking, where a profusion of
private bank notes circulated at varying degrees of discount or in-
convertibility, Thus the issue and control of the money supply
within a geographical region falls into that well-known economic
box labelled “ natural monopolies ”, and this is best controlled by
some government agency. There are great social benefits to having
a stable valued, completely acceptable, money, and these benefits are
not likely to be fully realized with uncontrolled private note issue.
But this brings up two related questions: (1) what is the optimum
geographic extent over which we should grant this monopoly power
to control a single currency?; and (2) what then should be the
monetary relationship this area has with other areas with different
authorities responsible for control of their monies? The discussion
so far by both monetary and international trade theorists has
avoided question (1), which has meant that useful discussion of
question (2) has been largely vitiated — witness the uncontrolled
advocacy of floating exchange rates by some and of fixed exchange
rates by others. The political entity known as the nation-state has
been implicitly taken as the currency area to which academic argu-
ments uniformly apply. But nation-states come in assorted shapes
and sizes and there are even a few signs that our space age men-
tality will permit us to outgrow these political structures. Thus,
elaboration of the basic principles necessary to carve the world into
optimal currency areas is useful even if the implementation is only
a long-term problem. .

The economic dependence of any given geographical area on

the outside world is of great importance in determining the optimal»

nature of its currency system. For economically developed areas,
size is roughly inversely related to economic dependence on the rest
of the world through foreign trade. Compare the economy of the
United States to the combined economies of Belgium and Luxem-
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bourg. In 1962, American exports amounted to 4.67%/, of national
income and exports from Belgium-Luxembourg amounted to 44.01%-
of their combined incomes. Most goods produced in a large eco-
nomjc arca will also be consumed in that same area, The domestic
price structure of these goods that do not enter foreign trade will
be mainly determined by economic forces within the area in question.
A domestic currency will be liquid (i.e. will have the traditionally
desirable properties of money : medium of exchange, numeraire, ete.)
if it maintains a stable value in terms of some price index of these
purely “domestic ¥ goods, since these domestic goods account for
the great bulk of economic consumption and production. Fluctua-
tions in the prices of internationally traded goods will not affect '
the value of the domestic currency to domestic pationals for a
“large” currency area with a relatively closed economy (3).

At the other extreme, consider a “ small ” and very open eco-
nomy like that of Peoria, Illinois. The fraction of domcstically
produced goods in domestic consumption is small and the majority
of prices of economic goods traded in Peoria are determined in the
United States. If there were a separate domestic currency, say the
Peorian dollar, the liquidity value of this currency would not be very
high if its value were maintained in terms of purely Peorian goods.
In order to induce Peorian citizens to take the Peorian dollar
seriously as money (i.e. as a unit of account, store of value, etc.),
the Peorian authorities would have to convincingly peg it to the
U.S. dollar since most goods traded in Peoria will have their prices
fixed in terms of U.S. dollars. However, if the Peorian authorities
do convincingly peg the Peorian dollar to the U.S. dollar, they will
have lost essential control of their own money supply. In other
words, to take full advantage of economic integration with the U.S.,
there will also have to be a comamon integrated securities market,
and thus the structure of interest rates in Peoria cannot be signi-
ficantly different from the given interest rate structure in the U.S.
If there were any differences, these would induce large capital
movements which could easily break the fixed exchange rate and
thus seriously disturb the stability of trade in real goods and services
between Peoria and the U.S. It is absolutely essential for Peoria
to maintain full integration with the US. to preserve its standard

(3) For a more precise and detailed discussion of this idea, see-my # Optimum  Cur-
rency Areas”, in dmerican Ecomomic Review, September 1963.
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of living, Thus, the Peorian authorities find they must keep the
supply of the Peorian dollar just at the level where the interest rate
structure inside Peoria is the same as outside, which is a product
of years of accumulated wisdom by the U.S. ¥ ederal Reserve System.
They find they cannot make independent decisions regarding the
creation of Peorian dollars. The continued existence of the Peorian
dollar may be a useful sop to civic-minded politicians in Peoria, but
it could easiy be dispensed with once Peorian citizens became
psychologically able to stand the loss.

The Position of the EEC and Western Europe

As some of the smaller economies of Western Europe become
more fully integrated through lowering of barriers to commodity
trade, c.g. Benelux and Denmark, an optimal long run monetary
policy may run along the lines of the Peorian experience. On the
other hand, some writers such as James Meade (4) have suggested
that the progressive removal of direct restrictions on commaodity trade
will ®disarm ” devices which have been hitherto used (among
other purposes) to control international payments within the EEC.
Thus he argues that the need for floating exchange rates is even
more pressing in order that external balance can be maintained
without hampering domestic monetary and fiscal policies to attain

full employment objectives in each country, or without forcing a-

reversion to trade restrictions in crisis times. Without trying to
minimize the difficulties of achieving full economic integration,
one can say that his proposal does not face squarely what economic
integration implies, viz.: (a) if the increase in trade within the
EEC continues at its current rapid rate, economic interdependence
will soon be very large indeed (see Table 1) and member countries
will find the scope for independent monetary or fiscal policy to be
increasingly limited whether or not there exists a floating exchange
rate; and (b) a continuously changing exchange rate is essentially
a device for forcing changes in current account commodity trade.
For example, a devaluation will increase exports and diminish im-

ports in order to balance the whole of international payments includ- .

{4) Jamzs B, Meapg, “ The Case for Variable Exchange Rates”, Thres Banks Review,
No. 27 (Sept, 1655) and * The Future of International Trade and Payments ™, Three Banks
Reviesy, No. 50 (June® 1g61). ’
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ing capital flows. However, as each country becornes more dependent
on the other for its most vital economic needs, the sacrificial adjust-
ment of trade in goods and services to capital flows becomes increas-
ingly objectionable and more perverse in its welfare effects. There
is an increasing need for capital flows to be the adjusting variable;
and a floating exchange rate makes the integration of securities
markets across countries very difficult. Integrated securities markets
are necessary to permit capital movements to adjust smoothly. This
point is discussed in more detail below. (c) Exchange rate adjust-
ments themselves come to have less proportional effect on commaodity
trade as integration continues, since an increasing proportion of the
economic goods traded within each country will have their price
determined in the community at large and will be relatively immune
to domestic economic influences.

This loss of effectiveness in exchange rate changes, (¢) above, is
a direct result of the process of integration. Increasing attention is
paid to prices in community-wide terms rather than those denomi-
nated in a single national currency. Money iflusion, which had
operated so as to get people to accept relative price changes via
domestic currency price changes, becomes increasingly small. Any
exchange rate change will have an immediate significant impact on
the price level of domestically traded goods denominated in the
domestic currency since such a high propertion of goods have their
prices determined outside the country in question. Money illusion
is destroyed as domestic nationals realize this and begin to make
their economic production and buying decisions in terms of a Furo-
pean-wide monetary standard. In the absence of fixed rates, it is
likely that a single national currency of a large country with
“sound ” monetary management, e.g. the German mark, would
become the dominant commonly accepted monetary standard by
which individuals make their economic decisions. Good money
would drive out bad. However, with convincingly fixed exchanges
the dominance of any one currency is unnecessary and the introduc-
tion of a common “European” currency can be easily facilitated,
This European (non-Gaullist) outlook in economic affairs is of course
inextricably part of the political aims of the community. It has the
complementary economic effect of improving efficient resource al-
location since there will be a common monetary standard by which
pro_ﬁt and loss calculations can be made for private investment
decisions on a Furopean basis. This is one benefit of the process of



374 Banca Nazionale del Lavoto

cconomic integration, providing the EEC Development Fund insures
that no major region remains chronically depressed or undeveloped
because of lack of social overhead investments.

The French Commissariat du Plan has already felt the force
of point (a) above. Its control over the French economy becomes
increasingly restricted as cconomic integration proceeds under thc
Treaty of Rome with many new cconomic markets outside of its
control. It is clear that very significant changes in fiscal policy
within one country will require the acquiescence of the others whether
or not frec foreign exchange markets exist among them. The
independent economic power of national governments will neces-
sarily diminish. For example, an expansionary national fiscal policy
would cither require financial transfers from other members to
provide external support or the other members would have to agree
to absorb the additional increase in exports that a devaluation would
entail, L.e. they would have to agree to the subsidization of exporters

and import competing industries in the devaluing country. Signifi- -

cant exchange rate changes would not be any more accegts}blc to the
signers of the Treaty of Rome than tariffs or export subsidies. .

As integration proceeds in the trading of goods, I have tried
to show that the need for a common monetary standard becomes
more pressing and changes in exchange rates become both less
desirable and less effective. How then are external payments to be
kept in balance? in (b) above, it was noted that capital movements
have to begin to play the role of the adjusting variable since it
becomes increasingly undesirable to force changes in commodity
trade patterns. Since the need for a system of convincingly pejg'gcd
exchange rates becomes more pressing, both to insure st.ab1hzcd
commodity trade and integrated capital markets, its accomplishment
will mean that national monetary authorities’ will lose effective
control of thelr money supplies for the same reasons that the
Peorian central bank lost its control. The interest rate structure
across countries in'the EEC will become necessarily determined by
the need for balancing international payments among members.

Is this concomitant of integration the potential complete loss of
independent national control of monetary policy, and to a lesser
extent, fiscal policy, an intolerable opportunity cost for the EEC
countries? Unfortunately, the answer may be yes unless a great
improvement is made in the current status of financial integration
in the community, The reasons for this bear some detailed examina-
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tion. We have scen that national monetary policies as manifested in
national interest rate structures will be virtually completely subor-
dinated to maintaining intra-community payments, Given the pre-
sent primitive state of financial integration within the EEC, the
interest differentials required to get balancing capital movements
from time to time may have to be very large. They could easily
move perversely with domestic economic requirements regarding
full employment and inflation. For example, a country with a
balance of payments deficit may find itself forced to contract the
domestic money supply to maintain a high interest rate structure in
the face of unemployment — which may even be community-wide.
The difficulty is much like that found in the working of the gold
standard unassisted by international securities markets. As integra-
tion of trade in commodities proceeds and additional successes are
achieved in encouraging labor mobility, the likelihood of different
conditions of inflation and recession existing across member countries
should become less (although not be eliminated altogether), and, as
we have seen, the possibilities for differently tailored national mo-
netary and fiscal policies to fit purely national needs also become less.
Thus, the former effect should ameliorate the latter. Common mo-
netary and fiscal policies will eventually be sufficient. However,
the lack of financial integration may prevent these common policies
from being exccuted if significant interest rate differentials are
required for balancing international payments.

Once financial integration becomes highly developed, as was
finally eccomplished within the United States in this century, the
problem disappears. Banks throughout the United States hold wide
portfolios of nationally marketable asscts. Any regional shortage of
cash which might arisc can easily be financed by selling securities
without significantly increasing the interest rate’ offered to do so.
The essentially common interest rate structure means that proficability
considerations governing investment decisions will not be distorted
by different regional interest rates; i.e. borrowing costs. Presurmably,
an upgrading of the social profitability of investment decisions is
one of the main benefits of economic integration. The smooth
functioning of these securities markets requires that many financial
institutions — insurance companies, banks, etc. — develop rules of
portfolio selection which are nonwregional in character. For the
EEC a convincingly pegged set of exchange rates is one prerequisite
but the growth of ¢ European ”, essentially non-national, corpora-
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tions is another, Sccurities issued by these companies should be
ameng the first to have equal liquidity value anywhere in the EEC.
In this sense, a vertically integrated trade structure is complementary
to the production of “ European ” securities, But it is very doubtful
that such a natural evolution in the existence of Buropean securities
will be sufficient by itself to smooth the possibilities for inter-country
money transfers and common monetary and fiscal policies. This is
particularly true as Jong as national monetary authorities hold tight
control over important financial institutions such as banks and
deliberately limit capital transfers. :
Professor James Ingram has a very penctrating discussion of the

‘success of American financial integration among the various states

and, recently, with Puerto Rico. Nobody in Puerto Rico knows
what the domestic money-supply is or worries about inconvertibility
or consciously holds exchange reserves. In the middle nineteenth
century, financial integration in the U.S. was a less conspicuous
success as frontier banks continuously found themselves short of
cash and with portfolios of assets they could not market in the east.
From time to time, there were waves of regional bank failures.
Both Ingram and Scitovsky consider that the Federal Reserve System
came into existence about the time integrated financial markets
became completely effective. They suggest that the FRS does not
have to make any significant balancing payments among arcas
because of the marketability of financial assets the banks now have.
Undoubtedly the issue of federal government securities also created
a very useful interest-bearing liquid asset with which the banking
system can be stocked. Given the greater barriers to comprehensive
financial integration that now exist in Europe, more deliberate
policies in addition to simply removing direct controls on capital
movements and creating a common Furopean currency may be
necessary. A useful step may be for a central monetary authority
within the EEC to issuec EEC bonds in return for a fraction of the
national debt of each member country. Thus an international security
market in “ governments ” would be created. These “ governments ”
would be a useful guid pro quo in the shifting of cash balances.
This additional flexibility would make it much easier for the national
governments to turn over their money issuing power to an EEC
authority, This transfer of power is discussed more fully in the
last section on transitional problems. ‘
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The process of integration in commodity trad .h
rapidly within the EEC — see Table ¥ belowy(s). s progressed

TaRLE 1
EEC TRADE AS A PERCENTAGE OF EEC NATIONAL INCOME (5)

1952 1962
Total EEC National Income {unadjusted billions Amer-
ican dollars) , e . 79.83 168
e . 34
Intra-EEC Exports/EEC National Income P 5.37%, §.06%,
(e] 2 7y
EEC Exports to Outside World/EEC National Income . 12.64%, 12.26%
EE(I} Exports Outside Western Europe/EEC National
neomy '
& e e e, 7.48%, 6.72%,
EEC Exports to U.S. and Canada/EEG National Incotme 1.20%, 1.65%

. Commodity exports (without services) relative to national (inter-
national?) income have been taken as a crude measure of interde-
pendence. The year 1952 was chosen as a base point by which to
measure the current position (1962) on the premise that most of
the distortions in world trade due to World War II had been
removed by 1952, The remaining trends should give a rough picture
of normal (Cold War) evolution of trade patterns, given the political
trans-.formation which is taking place in Furope. Intra-FEC trade
has risen by over 509, measured as a fraction of the rapidly growin
EEC income, The community as a whole has become slighﬁy mor%
sclf-sufficient regarding non-Western European countries where
exports dropped about 10%, measured as a fraction of EEC income.
EEC exports to the U.S. and Canada grew but remained quite small
measured in these terms. Intra-REC exports as a fraction of national
Income, 2.06%, as scen above, would rise if certain peripher
countries now part of the EFTA (European Free Trade Association);'

(50 This and subsequent tables were o

onstructed  f informati ‘ovi i
Monshiy Buligiy of P rom information provided in the

Tnteemations] somee el U;lllted Nations a‘rld International Financial Statistics of the

moasare of e a‘tli‘y ”un e Export/National Income ratio has ambiguities as 2

o So;g;r .on g p:uucullarlgf when more than two countries are involved. Never-

Mg t,h " N-ationalel mtultlvley sans.fymg meaning, particularly when trends are important,

ot o ! neeme is used in the. c!cnommator and not Gress National Product and
me of the National Income Statistics for 1962 are preliminary.

3
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were added, Table 2 below gives the combined position of the
EEC and EFTA.

TABLE 2
COMBINED POSITION OF EEC AND EFTA (6)
1952 1962
Combined EEC-EFTA National Income (unadjusted bil- s e
licns American dollarsy . . .« .+ .+ o« 35. o
Q
Intra-ERG - EFTA Exports/National Income 8%, 11.27%
i 9 8.81%,
EEC - EFTA Exports to Outside Wor-]d,‘Naanai Income , 10.67%, ;/
EEC - EFTA Exports to U.8./National Income . . . 27% 1.51%
o, .62 A
Intra-EFT'A Exports/EFTA National Income . . . 3.93% 3.96%

We can see that both groups taken together are surp-?sjilg;y
highly integrated (more so than cither the EEC or the EF " ¥
itself) and there is a strong trend toward further integration. Also,
there is a strong trend for the group as a whole toward less m‘t;gf'a—
tion with the outside world. If Britain is excluded 1‘f1romothcf E é\,
for purposes of this calculation, then tk;: ﬁgl(lil‘ehdfﬁll.27 f/or :;telr?l a:i.

i i [ 105 the figure fo
for intra-community trade 7ises to 13.10 o and the figu X

This significant change

d drops to 7.96%, from 8.81%.
fgggzltsetlif: factpthat o7thcr EFTA countries are mLEC% ptngre cliﬁscéz
i is Britain. The case of Britain w
integrated to the EEC t_han is e o B

ined in some detail later on. IF should be that
Eﬁi}lﬁ; arrangements themselves will affect the degree of inte
grater. i iri is with the previous conceptual
Combining this empirical analysis with the previous
discus:ion, it agppears that both the level of integration in Western

Europe now achieved and the strong trend toward further integration .

would mean a single currency system encompassing rnr:)cslt1 oszzfszie;g
Europe (with the possible exception of _B‘r1‘tam) is rapi ylishin ing
necessary. However, the political Poss1b111t1es for alccc:imp Oncgm-ay
are greater within the EEC and it must be the t:flt cr.ht e
have once viewed the two opposing schools of thoug » foating
exchange rates and fixed rates with financial 1r%tcgrat1ﬁn,commoﬂ
native means of balance of payments control within the |

(6) See note 5.
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Market. However, I have tried to show that floating exchange rates
become a weaker and less desirable control device as integration
increases. Further, to be fully efficient, economic integration requires
a concomitant financial integration with a single monetary standard
and interest rate structure. The idea that this financial integration
can be avoided through floating exchange rates, while complete
economic integration on the American model is achieved, is illusory.
The main reason that the intra-European payments system has not
yet run into difficulty, given the present system of rigid exchange
rates without financial integration, is the soothing balm of the large
American balance of payments deficits. All European governments
have been running overall balance of payments surpluses of varying
degrees which they have used to build up dollar balances. However,
these unintended overdoses of American medicine can only be
considered a temporary fortunate coincidence for the intra-European
payments system. A start must be made on viable European financial
integration to provide a payments system for less fortunate but
normal circurstances. Without this financial integration, it will
be difficult to preserve even the present state of liberalized com-
modity trade within the EEC, let alone make the future advances so
necessary for both political and economic welfare.

The EEC and the United States: A Dual Currency World 2

The optimum single currency system for the EEC and most
surrounding EFTA countries which are highly integrated with it
does not extend to North America. See Table 3 below.

Either the U.S. alone or Canada and the U.S. combined would
form a highly self-contained economy which shows a trend towards
increasing autarky., From 1952 to 1962, there has been about a 109
reduction in the fraction of national income earned by exports to
the outside world. Direct exports to Western Europe are very small,
using the national income measuring rod, only 1.37%, for the U.S.
by itself and 1.589 for the combined economics in 1962. Again,
if Britain is excluded from Western Europe, these direct export
figures drop to 1.13% and 1.19%, respectively. Conversely, we have
similar percentages using Western Furopean income as the yard-
stick — see Tables 1 and 2. Since the U.S. is not highly integrated
with Western Europe, and vice versa, most of the previous arguments
and suggestions for a common currency system in Western Furope
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can be reversed when applied to relations between the two l?rgc
areas. In fact, a floating exchange rate betweep tht-: Ar?cni;n
dollar and an EEC currency would work well, ignoring olr r(i
moment the purely transitional problems. These transitiona SEi)b(])c
blems are: (1) the adjustment in the exchangc rate for ljny posth1 :
overvaluation of the dollar before floating could ‘}T(iii bsrr\;?o t Err;
(2) the position of the large dollar balances currently held by Weste

TaBLE 3
POSITION OF THE UNITED STATES AND CANADA (7) ’
Ty
1952 1962
1.8, National Income (unadjusted billions American ‘575
dollars) . . . .« e e e e 202.0 . 4 A
Total U.8, Exports/National Income . « .+ + o 5-15;/[, 4 BO;
U.8, Exports to EEC/National Income . . . R 0.65!{, a7 7
U.8. Exports to Western Europe/Nadonal Income . . 1.13% 1.37%
U.5. Exports to Western Europe exchuding U.K. /Natio- 9, i
nat Income . . . . . . SR R
Canadian Mational Income (unadjusted billions American "
dollars) .« . . e« . e e e e e e 19.15 .ggo
Total Canadian Exports/National Income .. 23,152/0 20, 2 ;,//E)
Canadian Fxports to U.S./National Income . . . 12,53;/0 1;_320;
Other Canadian Fxports/National Income . . . . 10.55%, 86.5 A
Combined Canadian - U,S. National Income 3115 ) 4 ,:27
Total Net Exports/Combined National Income . . .l 1.62%, 4.12%,
: Combined National .
Tmﬁlmﬁ? o tc.) W.’cste.rn ‘Eur?pC/.Conll_ ln.c e r.47% 1.58%,
Total Exports to Western Europe excluding U.K./Com- ot 10 .
bined National Income L e e e .01%

Europeans, and other contractual arrangffments of *..farlozlls kl::icllz
which are denominated in terms of American do_llars,_ an, (3)kets
financial dependence of Europe on the Ncw York securities max] 1

Measurement of economic integration by the exEort/ natiol::a
income ratios should be tempered by a concern for inter-country

capital flows. Such flows may be very impor.tant for ;og;t;n:;
without well organized securities markets of ‘thclr own. A tc1 > fo
these markets may be valuable even if there is no net capita ow
in or out of the country in question. For example, Europeans e

) See note 5.
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New York sccurities markets both as buyers and sellers. Of coursc,
large net capital flows reflecting genuine differences in the social
profitability of investment will increase the importance of having
access to such a market, Thus if one were to weight the importance
of financial integration in the above exports/national income ratios
these ratios would be shown to understate the interdependence of
Western Europe and the United States, and probably to overstate
the interdependence among Western European countries,

Although this “ perverseness ” of financial integration compared-
to commodity trade is very real at present, it is basically artificial
and unnecessary. [t simply reflects: (a) the absence of a single
large currency area in Furope; (b) the restrictions still maintained by
European national governments on capital movements; and (c) the
development of financial institutions in New York which has not
been interrupted by wars and political upheavals of the kind ex-
perienced in Europe. The prior existence of specialized financial
institutions in New York where economies of large size are important
probably greatly hinders the development of equivalent embryonic
European institutions. Furopean reliance on the Furo-dollar market
is testimony to the absence of a single European currency of suf-
ficiently high liquidity value, The development of a financially
integrated single currency system in Europe, which we have already
seen is necessary for balancing intra-FEuropean payments, would
remove much of the artificial financial dependence on New York.
A floating exchange rate would give further impetus toward reducing
this dependence. However, there still remain difficult transitional
problems which will be considered later in the article.

Recently (July 28, 1963), a report to the American government
by the Brookings Institution very briefly introduced the notion of a
dual currency system connected by a floating exchange rate as a
“second-best ” solution if efforts to increase world liquidity are
unavailing. This evoked an anguished, but probably  prepared,
disclaimer from the Under Secretary of the Treasury, Mr. Robert
Roosa. However, Mr, Roosa’s concern was with what I have called
the transitional problems — principally the large overseas holdings
of American dollars. From a long run point of view, this floating
exchange rate would indeed be the optimal solution, provided Europe
evolves a single currency system of liquidity value comparable to
that of the American dollar. Since these two large currency areas
arc not at all closely integrated in commodity trade, a floating
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exchange rate which continuously changed the prices of goods that
entered foreign trade vis-a-vis domestically traded goods, would make
virtually no significant impact on average domestic price levels
within cither area, The profitability of cxporting will rise and
importing will fall in the areas whose currency was devalued, and
vice versa for the other area. This high elasticity of response of the
small foreign trade sector connccting each large area makes the
changing exchange rate a fairly efficient control device. Relatively
small exchange rate changes would be required to induce a given
proportionate change in the trade balance.
Parenthetically, it might be noted that standard discussions on
the problem of measuring clasticities of supply and demand for
goods that enter foreign trade usually consider commodities in
isolation. Computations are run to measure, say, the elasticity of
demand for imports by regressing imports of a particular commodity
on its relative price compared to some domestic price index. Judg-
ments are made on the total elasticity of demand for a country’s
imports by looking at ¢lasticities of demand for individual cornmo-
dities — judgments are made on the total supply elasticity for exports
in the same way. However, the total elasticity of demand for all
imports will be less than the sum of the weighted elasticities of
individual commodities. It is the former total which is relevant
in the case of an exchange rate change. The larger the total foreign
trade sector, the smaller will be the total eflective clasticity of
demand for imports compared to the weighted sum of the elasticities
of demand for individual commodities. If we take the extreme
case of an economy where virtually all goods consumed are imported,
say Monaco, then the effective elasticity of demand for all imports,
given a price change induced by an exchange rate adjustment, will
be extremely small because of the lack of domestic substitutes, The
internal consumer price index will change by the amount the
exchange rate changes. For a significant price clasticity of demand
for imports as a whole to exist, there must be significant substitution
possibilities for imports as a group with domestically produced goods
as a group — which means the foreign trade sector has to be small
relative to the ¢ domestic ” sector. The same arguments hold for the
responsiveness of exporters to an exchange rate change. T he domi-
nant consideration in determining the effective clasticity of response
of commodity trade to an exchange rate change is the relative size
of the foreign sector. Of course, the clasticity for individual com-
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modities will have some influence. If trade between two areas is in
manu‘fa:ctured products, which are highly substitutable with domestic
produ'ctlon, then an exchange rate change will be more effective
than if trade is complementary, for example the trade of manufac-
tured products for agricultural products. For trade between the EEC
and th_e U.S,, there is a small common foreign trade sector and
trade is largely in substitutable manufactured products, i.e. the
EEC is rapidly becoming more self-sufficient in agriculturz:l p.r(.)duce
and the U.S. is no longer such a heavy exporter of raw materials.
Thus on both counts we would expect a floating exchange rate
between the EEC and the US. to effectively influence current
account commodity trade and thus efficiently control the balance
of payments as a whole.

Although we would expect a floating exchange rate, completely
frec of official support, to be a relatively efficient control device
for the bal.ance of payments between these two large areas, it need
not be quite the best solution. An official exchange equ,aliza'tion
fund uncommitted to any particular pegged rate which offset short
run speculative movements arising from random political occurrences
could perform a very useful function. Care would have to be taken
that such a fl.ll'ld never attempted to maintain a disequilibrium rate
for any significant time period. As in the case of the British
Exchangc .Equahsation Fund of the 1930, this fund would simply

lean against ™ temporary market fluctuations in such a way as to
net a small profit. Such a fund operating with well organized pri-
vate futures markets could minimize the exchange risk associated
with current account commodity trade transactions ‘

Precisely because the foreign trade sector is small, continuous
alterat{on of the prices of commodities that enter foreién trade via
a ﬂqatmg cxchange rate need not have a significant disruptive effect
in cither large currency area. Short term capital fows and portfolio
investment, which can only be imperfectly hedged, may be reduced
but between large economically developed areas this should be an
insignificant economic loss. Very often these portfolio flows are 7oz
the_result of a different social profitability of investment in one larpe
region as compared to another. Rather, they may be the result %f

different monetary authorities attempting to follow different interest

rate policies at the same time; or they may be speculative movements
gn:mlpatmg exchange' rate changes, Thus, these investment flows
ctween large areas with separate currency systems do not necessarily
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inprove the allocation of investment resources between t.hes.c areas,
However, direct investment should not be l}ampercd ‘31gmﬁcar.1tly
by a floating exchange rate, and this is the vehicle by Wlnc.h technical
information and production “know-how ” are transmuftcd‘ For
direct investment, actual cash outlays are very small relative to th.e
average rates of return that can be earned on such_ investmept. T'lns
increased exchange risk would be a relatively minor consideration
for direct investment even though it may be considerable for port-
folio investment. As long as both the EEC and the U.S. have vir:
tually equally desirable currencies, t.he‘rc is‘ no reason to fear a chronic
flow of portfolio investment in one direction - as one wquld expect
to find from an underdeveloped country to the United States.

Because portfolio investment flows would be less sensitive to
interest rate differentials, and because a changing exch_ange' rate
itself would have only a minor disturbing effect on economic activity,
different monetary policies tailored to meet domestic needs could be
easily carried out with a floating excl.langc rate. A Jow interest r‘atﬁ
policy in one area could be used against pnergployment and a 111%~1
interest rate policy in the other against mﬂa‘mon, if need be; The
resulting small capital flows cause the low interest ratc area’s cur-
rency to depreciate but this is quite bearable as t.he_resultmg dlsrgp—
tion in foreign commodity trade wo-uldl»be small in its economy»vylde
impact. It is anomalous, even pathf:tlc3 that the small Amer.lcan
foreign trade sector — see Table 3 — with the much smaller direct
trade connection with Western Europe, should be allowcd to greatly
influence American monetary and fiscal policy. The gains in the
value of output to be had from restoring full employment and f_ull
capacity are far greater than the doliar value of the \f_vholc foreign
sector — and this foreign sector need only suffer some inconvenience
from the floating exchange rate. This would not be the case if both
areas were highly integrated in their commodity trade. Alsol, since
the U.S. and the EEC are not highly integrated, the probz}bﬂlty. is
much greater that there will exist different condlt}qns of 1nﬂat1c.m
or depression in each area compared to the Rrobablllty of suclfl dlf;
fering conditions existing among the highly integrated countries o
the EEC. 'Thus it is more important for the US and EEC to be
able to use independent monetary and fiscal pc?lmcs freely, and a
floating exchange rate permits them to do so with very low oppor-
tunity costs. '
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Paradoxical as it may seem, it is clear that a high degree of
integration between the financial markets of the EEC and U.S.
may 70f be optimal with a floating exchange rate, We would not
want capital flows to be sensitive to interest rate differentials in
order that independent monetary policies be feasible. The mainte-
nance of exchange controls on European capital movements and the
recent (July 1963) forced imposition of tazes on foreign security
purchases by President Kennedy should serve to reduce interest rate
sensitivity in the future, An all' or nothing situation may be
desirable. That is, we should either have: (1) total financial and
economic integration with fixed exchange rates — the optimal inter-
nal EEC solution; or (2) a floating exchange rate with limited
financial integration — the EEC-U.S. optimal solution. For many
countries, the adjustable peg system without financial integration
(which they have backed into) gets the disadvantages of both (1)
and (2). Countries are inhibited from using monetary policy, or even
fiscal policy, vigorously to satisfy domestic needs and they shrink
from using the exchange rate adjustment until their difficulties
become very great. ‘They do not get the full advantage of the division
of labor associated with economic integration or complete control
of internal full employment. This unsatisfactory middle ground
of the adjustable peg may be the concomitant of a country not

having (1) or (2) as clear alternatives — a problem which fortun-
ately neither the EEC nor U.S. face.

Problems of Transition to a Dual Currency System

Evolving a genuine dual currency system as envisaged above
faces some immediate transitional problems which can be overcome
and should not be allowed to obscure the ultimate desirability of the
dual currency arrangement. These transitional diffculties are all
very closely related and therefore must be considered jointly. As
mentioned before, they are: (1) the present inadequate development
of European securities markets inhibiting intra-European money
flows and forcing many European borrowers to depend on New
York; (2) the exchange rate adjustment for the possible overvalua-
tion of the dollar if a floating exchange rate is to work smoothly;
and (3) the position of the large dollar balances currently held by
Western Furopean banking systems — about 22 billion dollars at
last count (October 1963). Because of the American balance of
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payments deficit, an immediate floating of the American dollar
(the removal of official supports) would cause a fall in its value
vis-a-vis the currencies of Western Europe. This devaluation would
not significantly diminish the purchasing power of these dollar
balances to buy American goods, but their real purchasing power for
intra-European transactions would decline.

The extent to which the dollar is currently overvalued is not
likely to be large. Indeed, it depends very much on whether Euro-

pean banking systems would continue to acquire dollar balances in

the absence of a formal fixed exchange rate system. This would
depend on both government policies executed by central banks and
the direct economic interests of the commercial banks, Both are
rather imponderable. However, even if these banks stopped acquir-
ing dollar assets altogether (so long as they did not unload existing
stocks of dollar assets) the American’deficit would roughly corres-
pond to that measured by the U.S. Department of Commerce, which
_is about ten per cent of total American payments. Moreover, recent
inflationary trends in Europe would tend to confirm the Brookings
projection of balance in American payments by 1968. The extent of
the capital account deficit is aggravated by the underdevelopment
of Buropean sccurities markets and direct restrictions on intra-
Furopean lending by some countries. Thus, the New York securities
market has been cast in the role of a financial intermediary purchas-
ing relatively illiquid Buropean securities and issuing very liquid
short term dollar claims to Northern European banking systems, all
of which are counted as part of the American deficit by U.S. Depart-
ment of Commerce accounting procedures. If Europcan capital
markets were to develop to the point where these Northern Furo-
pean banks directly purchased European securitics which are now
floated in New York, this source of pressure on the American
dollar would be reduced (6). As we have scen, such a development
is also necessary to facilitate a viable intra-Huropean payments system.
A floating exchange rate would act as an important catalyst in the
formation of a Furopean securities market by making access to the
New York market less desirable for Furopean borrowers, providing
European financial institutions were sufficiently developed.
The words “ financial integrity ™ are greatly overworked as a
substitute for economic analysis within the international banking

{6) T am indebted to professor Edward Shaw for this point.
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fraternity, especially when balancing the convenience of financiers
against the problem of the unemployed. Nevertheless, it is clear
that in this particular case the U.S. has a moral obligation, as well
as an immediate interest, in supporting the value of the dollar assets
accumulated by European central banks. Some of these banks have
had the opportunity to draw down the American gold stock but
have refrained on the urging of the U.S. government. It would
be poor long run American policy if these banks were to be penalized
by having their reserve position deteriorate through. a fall in the
value of the American dollar, Also, it is very necessary to prevent
the dishoarding of these dollar balances by individual countries if
there is not to be a major collapse in the value of the dollar when
floating is tried. Thus, for a floating dollar to be successful, some
arrangement has to be made for these outstanding dollar balances.

A guarantee on the value of these holdings is necessary and
desirable. This should be given on the condition that Western
European governments do not dishoard immediately, in which case
the guarantee would cover any costs of “waiting” in terms of
depreciation of the dollar that might occur. The time period and
conditions under which these currencies would not be dishoarded
would have to be carefully negotiated as is discussed below. The
guarantee cannot and should not take the form of compensation in
gold. Such a gold guarantee would not be credible since the U.S.
gold amounts to about 15-24 billion dollars (July 1963), which is
less than the outstanding dollar liabilities. In addition, the American
Congress can be counted on to pay homage to “ financial integrity ”
and oppose the removal of the domestic currency gold backing
restriction, however redundant that may be. A simple solution is
to give the guarantee in dollars, i.c. paper dollars, which are perfectly
well suited for buying American goods. This guarantec would
simply adjust the dollar holdings of EEC countries so they maintain-
ed their value in terms of EEC currencies. Nothing more complex
is required. Perhaps the additional step could be taken to cut the
umbilical tie with gold once and for all by having governments
agree to simply stop dealing in the yellow metal. This would be
very easy once there was a viable payments system in the form of a
genuine dual currency world, The anachronistic partial dependence
of the world’s monetary authorities on gold is a symptom of the
insufficient viability of present monetary arrangements where govern-
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ments arc rightly suspicious of the inadequate payments balancing
devices now in existence. : .

The Keynes-Triffin plan for expanding the IMF into a world
central bank with the power to create international lquidity (money)
does not direczly fit in with this analysis. It presupposes a fixed
exchange rate world when a dual currency system may bc? oI_)tlmal.
A key part of the Triffin proposal is the internationalization of
outstanding pound and dollar balances now largely held by Western

Furopean central banks by having them turned over to this interna-

tional authority in return for accounting credits. In this way the
“key ” currency countries will be freed from the fear of a run on
the dollar or pound, such as that which caused the international
monetary system to collapse in 1931. Thus, t-hey Woluld be free to
pursue mare rational monetary and fiscal policies, This result would
certainly hold more strongly if there existed a dual currency system
which gave assurance that payments would automatically be balanced
within Europe and between Europe and the U.S. once the dollar and
‘pound balances were “ internationalized *. o
A variant of the Triffin proposal, in keeping with the dual
currency system, is that an EEC institution — ot a world-wide
institution — should assume control of these dollar and po}md
balances held by European banks. Besides being more feasible, given
the existing political institutions of the EEC and the common
interest of its members in this matter, this variant proposal wou'ﬁd
serve to kill two birds with one stone: (1) it would be much casier
for the U.S. to negotiate a dollar guarantee with a sing%e EEC
institution rather than to try multilateral negotiations Whl.Ch”a{ly
one country could casily wreck by attempting to “cash in” its
dollar balances for U.S. gold and thus put pressure on the others;
(2) this new EEC institution would evolve into the European central
bank so badly needed if the single currency system within Europe
is to be viable. _
Initially, this EEC central bank would only hold units of account
- for member countries in return for their dollar and pound balances.
These units of account could be used for intraEEC settlements in
the manner of the European Payments Union (EPU). They would
be more satisfactory than dollars for this purpose if there was to
be a floating exchange rate with the U.S. I—Iov?ever, one main
purpose of the old EPU — the facilitation of multilateral European
debt clearing — has already been achicved through convertibility.
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The maintenance of effective convertibility among European cur-
rencies since 1958 has been greatly helped by the accumulation of
dollar balances which has meant that intra-European creditor nations
have had no doubts about the ability of European debtor nations to
“pay” since both groups have run surpluses with the U.S. Until
recently, the U.S. dollar has been considered to be adequate “ money ”
for this purpose. As mentioned previously, this system will become
less viable when the U.S. begins to balance its international accounts.
The increased economic integration and rules of the EEC make
exchange rate adjustments or direct trade control among EEC
members less desirable and more difficult as balancing devices.
Thus, a common financial system for the EEC, as discussed above,
should evolve and the consolidation of the pound and dollar balances
in one institution could be a uscful beginning.

The ultimate goal of such an EEC institution would be for
each individual Buropean currency to establish a fixed rate of
exchange with the EEC units of account so that governments and
individuals accept national currencies as if they were equivalent to
these units of account. A transaction could take place using currency
from any region of the EEC without having to formally convert it
to that of any other region using it. The maintenance of national
names such as guilder, frane, etc., together with value equivalents in
an EEC currency, would be possible for psychological purposes but
really unnecessary from a legal point of view. The issuance of this
international money would be the province of this EEC central
bank, and its dollar rescrves (and possible gold reserves) would
provide something of a psychological crutch to infidel nonbelicvers.

With the issue of this international currency by an EEC institu-
tion, the powers of national governments to issue their own cur-
rencies will have to be carefully circumscribed. No attempt is being
made in this paper to give a detailed discussion of what form these
institutional arrangements should take. However, it appears necessary
that the transition period will be one in which. successively greater
restrictions are placed on the “ money ” issuing powers of national
authorities and most new monetary expansion should be controlled
by the EEC institution. Flexibility to obtain ¢ money ” by national
governments or regions would be maintained by an active market
in international government securities where national authorities
can get money by selling some of their assets or by « going into
debt 7 by promising to repay in terms of international money. As
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financial integration proceeded, purcly national control in the EEC
of monetary and fiscal policy would necessarily evolve to the position
that state governments inside the U.S. have now.

They would have no direct power to issue “ money ” and
“ fiscal * policy would be limited to paying for expenditures through
current taxes or by floating bonds in the integrated securities markets.
Overall problems of income stabilization would necessarily have to
be assumed by an EEC institution which operated through these

integrated securities markets. Individual banks, both nationalized

and private, would have free access to these markets and would be
controllable through open market operations on the part of the
central EEC muonetary authority,

The above crude sketch of what form financial integration must
take seems fantastic given the current status of financial integration
in Furope. Yet it is hardly more unreal than the projections for
integration of commodity trade would have scemed twelve years ago
when the European Coal and Steel Community was formed. One
of the main theses of this paper has been that there is no satisfactory
alternative to financial integration in the EEC (and possibly EFTA
countries without Britain) if the current level of integration in
commodity trade is to be extended or even maintained. What is
needed is a definite timetable for financial integration of the kind
used to force reductions in trade barriers. A timetable ending in
complete integration would make any issue of international currency
by an EEC central bank more credible and acceptable as moncy,
just as prospective reductions in trade barriers greatly stimulated
trade. It is necessary for the EEC to make good use of its period
of grace, due to the lucky accident of the large American deficits,
to construct such a timetable. '

From a technical point of view, floating a currency is much
easier at a time when it is not overvalued in its pegged position, i.e.
there does not exist a balance of payments deficit. When a currency
is overvalued, speculation can very casily dominate the market when
floating is triéd, since there is not likely to be a consensus of opinion
on where the equilibrium rate should be. This means that the
American authorities may be forced into devaluing first, finding a
position where there is no deficit, and then floating. It may mean
that a devaluation greater than is optimal from a long run point
of view has to be undertaken in order to convince speculators that
no further falls in the currency are likely. Thus one can sce that
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Furopean governments would have very great incentives to get rid
of their dollar balances and aggravate the situation unless some kind
of guarantee, as discussed above, was given, If the American author-
itics were to take the assumptions underlying the Brookings study
scriously, by 1968 the American balance of payments deficit may
disappear. Thus it might be possible to float the exchange rate then
without an immediate sizable devaluation or an elaborate structure
of guarantees. Nevertheless, to wait this long for what is necessarily
an uncertain event in my view gives up too much in the way of
lost domestic production in the U.S. in the intervening four or five
years. The relatively small foreign trade sector should not be
allowed to dominate domestic monetary and fiscal policy for such a
long time period. However, it is optimal to wait a short while until
the situation is relatively favorable, i.e. the interest equalization. tax on
foreign security purchases goes through and foreign military expen-
ditures are pared as far as possible. 'If immediate steps were taken
to encourage intra-European lending, this would also remove pressure
on the dollar. These policy measures, together with a guarantee on
outstanding dollar balances, should serve to minimize the extent of
the devaluation necessary. Once the dollar is devalued to a lower.
pegged rate, the American authorities should state their intention
to float the dollar at a future time and that they believe the future
freely determined rate will be slightly above the new pegged rate.
Never again should the monetary authorities commit themselves to
a fixed exchange rate between the U.S. and EEC unless there is a
very great growth in the direct trade connections between these
two large areas. The costs of a fixed exchange rate in terms of lost
flexibility in both the EEC and U.S. to carry out independent
monetary and fiscal policies — either anti-inflationary or income
stimulating — are simply too great.

Stanford RoNarp 1. McKinnon

APPENDIX

Other Major Trading Nations

The above discussion on optimizing world currency arragements has dealt
with what might be considered the two extreme cases: the relationship among
the increasingly integrated Western European countries on the one hand and
the relationship between the U.S. and the EEC-EFTA on the other, Again,
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ignoring transitional problems, the optimal solutions for both these extreme
cases are easy to see. The positions of most other countries in the western
world are somewhere in between and less straightforward to diagnose. It seems
likely that many smail contries will find it optimal to peg their currency to
cither the FEC currency or the American dollar because of their economic
dependence on one bloc or the other and their desire to maintain the liquidity
values of their own currencies, The problem of cheosing is only really relevant
for the advanced countries which permit free foreign exchange transactions by

all private citizens and have fairly stable domestic price levels so that prices:

are used as a means of controlling resource allocation. Those countries with
extensive exchange controls and continuous internal inflation tend to have thelr
foreign trade more or less directly administered by their governments. Thus,
the choice of a particular price system in the form of a peg to a major bloc is
not pressing and not sustainable, Presumably, internal inflation will continue
to be the dominant factor forcing continuous changes in the prices of their
currencies compated to either of the large blacs. The cases of three advanced
countries where prices and monetary systems are important are discussed below.

Canada: The Canadian case is interesting because Canada tried a floating
exchange rate prior to 1962 and it appeared to work rather well in balancing
international payments, Canada is a highly open economy as Table 3 shows.
We note that Canadian economic dependence on the U8, has remained very
high while its interdependence with the outside world has declined significantly
in the ten-ycar period 1952-1962. In 1962, the average integration level with
the U.8, — 12:37%, of its production going to the U.S, — was similar to integra-
tion so far achieved in Western Burope: see Table 2. However, in Western
Europe there is a strong trend toward further integration while there is no
such trend between Canada and the U.S. Whether there would have been such
a trend if Canada had a common currency system with the 1.8, is impossible
to divine, This is not the place to give a detailed analysis of Canada’s position,
but some casual empiricism would suggest that the Canadian experience gives
some support for a single North American currency system. Certainly, the
range of fluctuation in the exchange rate for the Canadian dollar was small
after 1952 — about 8%, This exchange rate stability existed while there was
a large faitly smooth capital flow from the U.S, into Canada, although the
Canadian dollar had to appreciate significantly in the period 195052 to accom-
modate this inflow. ‘The machinations of Canadian politicians in 1961 aimed
at disrupting the capital flow into Canada were largely motivated by the belief
that the Canadian dollar was overvalued and they tried to “tall it down .
Purther hamfisted tactics involving attempts to tax American invesiors carly
in 1963 have greatly weakened the smooth workings of capital flows between
the two countries, However, they do highlight certain difficulties in Canada’s
carrying out a separate monetary policy even with a floating exchange rate.

[ S
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Generally, the conditions of inflation and recession in the postwar United
Stated were reflected in Canada and there was no need for significantly different
monetary and fiscal policies in Canada as compared to the U8, In fact, the
Canadian authorities used their scape for independent monetary and fiscal policies
(given to them by the floating exchange rate) rather badly after 1956, Interest
rates on Canadian government bonds were kept about a point and a half above
the American equivalent from 1957 to the beginning of 1962, This attracted a
capital inflow from the U.S. which largely replaced Canadian financing but
had the additional effect of keeping the value of the Canadian dollar high, which
hampered export expansion and encouraged imports. Economic stagnation
which existed in the U.S. in this period was much greater in Canada, where
per capital real incomes did not rise and unemployment was much higher.

In sum, Canada has gained little from the floating exchange rate (although
it conld have done better), and the gap between Canadian and American per
capita income has not been closed. Full economic integration with a common
currency could greatly increase Canada’s per capita income - witness the far
greater prices Canadians have to pay for American durable goods such as autos,
However, care would have to be taken that Canada’s yet rather weak industrial
base was not eroded by ‘short run profitability considerations if integration was
to cccur, Most manufacturing activity in Canada would shift to the U.S, unless
there were special tax concessions to permit it to be built up further, These
concessions could take a more modest but similar form to those used by Puerto
Rico. In addition, the lagging participation by Canada in modern technology
could be improved by the establishment of one or more university-research-indus-
trial camplexes, of which none now exist, With these safeguards for its induscrial
and technolegical development, Canada, and to a lesser extent the U.S,, could
substantially benefit from. the formation of a North American common market
with fixed exchange rates and intcgrated capital markets. A common currency
system could rather easily evolve providing there was no interference in the
natural working of the capital market by cither Canadian or U.S. authorities,

Great Britain: One unique aspect of the Brookings report was the idea
of a pound-dollar peg with both floating in terms of the EEC currency as an
alternative to improving world liquidity arrangements. From a short term point
of view this seerns reasonable, since both currencies are probably slightly over-
valued and need the opportunity to embark on expansionary monetary and
fiscal policy without being hampered by foreign balance constraints. IHowever,
from a longer run paint of view, what the monetary position of Britain should
be is not so clear, as Table 4 shows.

Although the fastest growing part of an otherwise declining foreign trade
sector is direct exports to the ERC, total exports to both the EEC and the EFTA
countries are not high by other standards, i.e. the integration achieved among
EEC and other EFTA countries — see Table 2. British exports to the U.S. and
Canada, using the national income yardstick, have grown a little but still remain

4
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moderately small, Exports to the sterling area show a drastically declining trend
but still remain a large component of total trade.

There scem to be at least three alternatives, assuming the sterling area
remdins tied to Britain: (1) the pound-dollar peg; (2} a pound-EEC-EFTA cur

rency peg; (3) a separately floating British pound. One great difficulty in making |,

a choice is that the cholce itself will likely have some effect on the future develop-
ment of trade patterns. The “short run” solution of a floating pound-dollar
may inhibit the potendal future British integration with Western Europe, con-
Erary to Britain’s long run economic and pelitical interests, Alternative (3) has

TaBLe 4
POSITION OF GREAT BRITAIN (8)

1952 1962

British Naticnal Income (unadjusted billions American
dolars) . . . . . . . . . . . . 35,59 63.0

Total Exports/Nattonal Income . . . . . ., . 20.15%, 16.86%,
Exports to EEC/National Jncome . . . . . . 2.27%, 3.21%,
Exports to EFTA/National Income . . . . . 2.06%, 2.05%,
Exports to U.S, & Capada/National Income . . 2.17% 2.30%,
Exports to Sterling Area/National Income , , , . . 9.65% 5.97%

the same difficulty as (1) but brings up the question of whether the pound
sterling area is sufficiently *large” in the sense that I have used the term.
Is the foreign trade sector sufliciently small that continuous balance can be
achieved through relatively small fluctuations in the exchange rate? The Cana-
dian experience indicates that Britain is sufficiently “large” and, with more
prudent monetary policy than Canada used, could probably successfully float
the pound without any immediate difficulties, although the rest of the sterling
area, with their heavy capital needs, might not go along with a floating pound,

The real dilemma for Britain is whether or not she should aim for the
possibility of unhampered use of monetary and fiscal poliey for short run
objectives, i.e. the floating exchange rate, or try for the longer run objective of
integration with one of the larger blocs. Modern technological developments
seem to make economies of scale increasingly important so that truly competitive
capitalism can only function efficiently within a large market area, Towever,
the transition period would be difficult because of these short run needs to

(8) See note 5.
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maintain the free use of monetary and fiscal policy, An economy of the same
size fully integrated into a large bloc would not have the same needs for indepen-
dent monetary and fiscal policy. An additional short run difficulty that Britain
might face arising cut of integration with Europe would be the use of the
London capital market by European borrowers. ‘This use would reflect the
rather undeveloped state of European capital markets compared to London and
might be manifested in a capital outflow from Britain which could intensify
payments balancing problems in the eatly stages of integration. The British
problem is really much less tractable than that of the U.S., and possibly a final
solution would depend on some major political development such as acceptance
for membership ia the EEC and the development of viable single currency
system in that area, In this event, alternative (2) might be worth a try because
of the long run benefits, In the interim, a peg to the American dollar may be
the best compromise. It might be noted, however, that 2 floating pound which
is initially devalued relative to European currencies might not be accepted by
the rest of Western Furope. They may raise their direct trade barriers to British

exports, It would be valuable to have prior agreement with Western Burapean.
Central bankers, which may be asking for the moon.

fapan; The position of Japan is similar to that of Britain as it has a

moderately lerge and fairly open economy; but it could potentially gain a good
deal with more complete integration with an outside bloc,

TADLE 5
THE POSITION OF JAVAN (g)

- 1952 1962

Japanese National Tncome {unadjusted billions American
dollars) e e 13.73 43.66

Total Exports/Natenal Income . . ., . , . | 9.25%, 11.27%,
Exports to U.8./National Income , , . . . 1.71% _;,.23%
Exports to Western Burope/Mational Income . . 1.31%, 1.58%,

‘Japanese exports to the U.S, have been growing relatively fast even in
terms of its rapidly growing national income. Exports to Western Europe have
been growing much less quickly, As yet, Japan is not heavily integrated through
trade into either large bloc although the statistics given in Table 5 probably
understate Japanese dependence on international trade, The ability of the Japan-
ese to get critical raw materials and advanced capital goods — largely from

() See note 5,




396 Banca Nazionale de! Lavore

North America — has been ctucial for jts rapid economic growth, Only recently
has the Japanese government taken some modest steps to liberalize the importa-
tion of manufactured consumer goods. Thus, export earnings have been largely
used to buy only the miost necessary “ hard core™ imports. Further reciprocal
trade agreement between Japan and the North Atlantic countries could mean
a continued relative expansion in Japanese foreign trade relative to Japanese
national income. Such an evolution implies that the extensive direct controls
Japanese authorities now exercise over commuodity trade would have to be libe-
ralized to the point where Japan could become a full fledged member of GATT
(the General Agreement on Tariffs and Trade),

However, given the present highly managed nature of the Japanese cur-
rency (including controls of capital movements), a free foreign exchange market
with a floating exchange rate would not work too well. The foreign trade
sector would not be responsive to contitwous price changes in the yen, both
internally and externally where Japanese exports still face administrative restric-
tions on the part of many countries. The optimal interim solution would seem
to be to maintain the yen-American dollar peg with continued management of
the yen as the main control device. In the future, as liberalization of direct
controls proceeds, a decision to try for complete economic integration with
Notrth America might be made if the political conditions were right. This
integration could be viable if it took place both in the capital markets and in
commodity trade, as is necessary in the case of Western Europe. Indeed, access
to American capital markets is probably quite important for Japanese economic
development, Thus, even in the absence of complete economic integration with
the U.S., the Japanese government should try, as best it can, to maintain the
yen-dollar peg in a dual currency system,

R. I. McKinnon




