Western European Inflation and the
Reserve Currencies (%)

1. On September 21, 1931 1 followed, from the visitors’ gallery,
the discussion in the House of Commons on the suspension of the
gold standard. 'The depreciation had been forced upon Britain by the
combined effects of the withdrawal of deposits held in London and
the freezing of bank loans to Germany. In the House, the Labour
opposition speakers attacked the two largest holders of gold, France
and America, and charged the City and the Bank of England with
mismanagement of the nation’s finances. They pointed to the
existence of a basic conflict between the pursuit of the national
interest and the City’s role as banker to the world. The suspension
of the gold standard was coupled with an Economy Bill. The
Labour speakers characterized depreciation and the Economy Bill
as a desperate attempt by the ruling class to save capitalism from
collapse, and one that would inflict much hardship upon the
workers,

I also remember that the expectation was voiced in the press
and elsewhere that, by frecing itself of the heavy burden of defend-
ing sterling, Britain would experience, as one Member of Patlia-
ment put it, an electric recovery. In fact the role of shaping

cconomic developments during the thirties was taken over by

political rather than monetary factors, leading to a new armed
confrontation which placed upon Britain’s shoulders the more real
burden of a vast and unfunded foreign debt. The defence of
sterling under the post-war conditions thus created was marked
by two limited retreats, the continental currencies hardening after
the precipitous falls of the war years.

2. My chosen task to-day is to try and establish to what extent
and in what ways British monetary policies, and those of the other,

main reserve currency country, have interacted with ours on the

(*) A text read and discussed at Chatham House, London, in February 1968,
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Continent. By “ours” [ mean mainly the policies of the European
Fconomic Community, with occasional references to other countries
of importance in monetary affairs, more specially Switzerland and
Sweden. I shall, morcover, confine my analysis to the years follow-
ing the return to convertibility; starting with 1939 and ending
generally with 1660, The main reason for stopping at 1966 is that the
statistical information o which my review will be largely based
is not yet available for 1967. The data which 1 shall derive from
that information would not be significantly changed by the inclu-
sion of 1967 — although future data are certainly going to be
affected by the monetary drama which started in its fourth quarter
and is still being acted.

[ am unable to formulate and present an accurate description
of all the varying opinions that have been expressed on the nature
of the monetary impulses emanating from of transmitted to the
reserve currency countries, more especially the United States. From
my own knowledge, however, [ would tend to distinguish two
extreme lines of thought, which are so far removed the one from
the other as to leave a very wide field of opinion in between.

At one extreme, there Is a «chool of thought which maintains
that the reserve currency countries have been exporting inflation.
At the other extreme, it is claimed that they have been importing,
if pot actual deflation, at least certain deflationary impulses from
the non-reserve COIrency countries, mainly those In continental
Western Europe. The evidence might show that the same kind
of impulses emanated from both sets of countries, and that the

difference between them was only one of degree.

3. The view that finds readier acceptance oh the Continent is,
of course, the first — namely that inflation was propagated from
the reserve currency countries. In my lietle world of central
bankers, this approach has been chiefly elaborated by Dr. Holtrop,
the former President of the BIS and the Netherlands Bank. 1 have
specially in mind the masterly analysis contained in the general
survey which opens the Report of the Netherlands Bank for 1965.
In Dr. Holtrop’s words: “Monetary policy will become ineffective
£ limitation of domestic spending leads to a surplus in the balance
of payments ”; in this case “ the supplying of domestic liquidity is
in fact taken over by foreign countries 7. Turning to developments
in the area of the European Fconomic Community during the three
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permit deficits to be financed long enough to make the kind of
adjustments that are most often needed. Deflationary measurcs, the
classical means of improving the balance of payments, cut employ-
ment and real incomes — effects which are neither politically feasible
nor economically desirable in 2 modern industrial country. In the
United States, large absolute reductions in real income cause only
small decreases in imports, and these decreases are partly offset by
decreases in exports, sO that very substantial declines in total pro-
duction and income are nccessary to induce relatively small improve-
ments in the net balance of payments. Furthermore, higher interest
rates, while discouraging domestic investment, may not be effective
in attracting capital to a weak currency when strong currencies are

available ™.

In his book on Europe and the dollar, Kindlcberger puts
forward the view that the deficit in the United States balance of
payments is not unlike the imbalance found when one measures
the average maturity of a bank’s liabilities against that of its assets,
which is, as a rule, longer. When the position is scen in this light,
the United States deficit is merely equal to its gold losses, the
foreign accumulation of dollar holdings being simply the result of
financial intermediation. This thesis was also proposed to the
readers of The Economist in February 1966 by Kindleberger,
Despres and Walter Salant together. Kindleberger argues that the
general public in continental Western Europe, and especially in
Germany, has a high propensity for maintaining its financial assets
in liquid form, chiefly as deposits with the commercial and savings
banks; this generates a tendency for the banks to stay liquid with
their central bank, and for the latter to stay liquid with the rest of
the world. At the same time cuch attitudes force up long-term
‘nterest rates. ‘Thus, given free capital flows, equilibrium between
Western. Furope and the United States is attained by the United
States botrowing short from Europe and lending — or investing —
long there.

The view that the operation of the international monetary
system to-day is such as to force the reserve currency countries into
a liquidity deficit has been vigorously expressed by the economic
adviser to the BIS, Dr. Milton Gilbert. Speaking in Washington
quite recently, he argued that the inadequate  supply of new
monetary gold pushes the residual seller of gold, namely the United
States, into deficit. In his words —

s
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monetary inflation all make sense. But the relationships from which
they are derived ¢ establish a link not between causes and effects,
but between certain phenomena and the related preconditions ”.

One feature common to most of the years and countrics under
review was excess demand — namely a situation in which aggregate
monetary demand was not entirely matched by the flow of goods
from production, valued at constant prices and generated at high
employment levels. Such cxcess demand will show up in a price
rise andjor a deficit in the current account of the balance of
payments.

In a group of countries highly integrated by trade, and maintain-
ing fixed exchange rates, aggregate monetary demand may be equal
to the flow of real resources for the group as a whole, though not
for each country individually — excess demand in some countrics
being offset by a deficiency of Jemand in others. Under these
conditions, forcign payment deficits would emerge in some countries
and would be matched by equivalent surpluses in others; prices
would neither rise nor fall.

Or aggregate monetary demand for the group may be excessive.
If, measured in terms of the national product, the excess were the
came in all countries, prices would rise across the board and no
individual imbalances would emerge in foreign payments.

Or, again, the degree of excess demand may differ from country
to country. Then the general price increase would be accompanied
by foreign imbalances, through which the pressure upon prices,

enerated with unequal force in the individual dormestic markets,
would be evenly distributed over the whole area, and make national
price movements converge towards a common trend.

6. 1 shall approach my problem by a factual analysis conducted
in the light of the foregoing distinctions.

There has been a state of excess demand in Great Britain, where
for the g years 1959-1967 the current balance of payments deficits
amounted to some 850 million pounds (0.3 per cent of GNP) and
the implicit price deflator increased by roughly one-third. No
allowance that might be made for the slack generated in the
restrictive phases of stop-go policies would be so great as to reverse
this conclusion, more especially in the last 4 years, in which the
foreign deficit has been concentrated.

The picture for the United States is different. Price inflation
was little more than half that in the United Kingdom (17 as against

3
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31 per cent) and the current account of the balance of payments
showed, for the g years, a surplus of close on 40 billion dollars
namely o.7 per cent of GNP. However, the United States’ perforrx;i
ance has deteriorated since 1964 — the price rise has accelerated and
the foreign surplus shrunk. ‘

~ An immediate inference from these figures is that the United

Kingdom may be held liable for having expotted inflation on two
counts — it drew resources from the rest of the world to the amount
of the current deficit (which, however, was caused to a considerable
extent by overseas defence expenditure) and it inflated the credit base
in the rest of the W.Ol’ld through the monetary financing of its deficit
by way of borrowing from the International Monetary Fund and
from forcign central banks, or by the actual surrender of gold
The United States, on the contrary, has gencrated two op osing
effects — through the current surplus, it has provided rcsou-rics tg
the rest of the world, reducing pro tanto the possible inflationar
gaps there: but, through the overall deficit, arising out of gcw(-:rﬂ?i
ment transactions and capital flows, it has also inflated the monetar
base in the surplus countries. ’

Since the British current account deficit was only a small fraction
of the American surplus, the two reserve currency countries takén
together, have been net suppliers of real resources to the ,rest of
the world; they have thereby contributed towards moderating infla-
tionary pressures in the domestic economics of their trade partners
taken as a whole. Their contribution has been equal to the
purchasing power absorbed by the net real resources provided

However, through the overall deficits in their balances of a mehtsl
they have also inflated the external reserve assets and th[z:rgb the
liquidity of the rest of the world. Although in absolute terms th
overall deficit of the two countries combined was smaller than theii
;:glelet a;coupt surplus, the expansionary influence may well have
hee dc;z Sitoglq]l?liirg}i(;;c’ since it acted with greater intensity through
tren;n .ordeIr to clarify this point, I shall .ﬁrst Jook briefly at the

s in the supply of money and quasi-money in the surplus
countries, and ascertain whether and to what extent the chosp t
offset the expansionary effect of their foreign payments. ! °

y 7. Since the surplus countries cannot be treated as a single
Zvcxrty, it 15T;})1rudcnt to go through the national figures before using
ages. ey show that the expansion in liquidity was without




10 Banca Nazionale del Lavore

exception much greater than that in the national products at constant
prices. In fact, during the eight years 1959 to 1966, money and
quasi-money increased in Belgium-Luxembourg at an annual rate
of clasc to 8 per cent, while the national product at constant prices
expanded yearly by 4.5 per cent. For the Netherlands, the cor-
responding figures were 9.2 and =.3; for France, 13.2 and 5.2} for
Germany, 12.5 and 5.3 and for ltaly, 14.4 and 5.5. These ratios
cluster around weighted average values of 12.8 and 5.3 per cent
for the group of five.

Similar relationships applied elscwhere on the Continent. In
Switzerland, the rate of expansion for moncy and quasi-money was
10.3 per cent, that for the national product 5.3; in Sweden, the two
rates were 7.5 and 4.6 respectively. '

The growth in the national products was obtained by full or
near-full utilization of capacity in all the countries concerned, except
for short periods of restriction following investment booms or wage
explosions.

This being so, it can safely be inferred from the figures that
no serious constraint was put upon the expansion of production
from the side of the provision of liquidity (x).

8. The next query in the study of interactions between national
monectary trends concerns the respective roles of the domestic and
the foreign components in generating this ample supply of liquidity.

The most convenient source is to my knowledge the statistical
bulletin of the International Monetary Fund, which gives a break-
down for each country of its central bank’s assets, as well as a

monetary survey of both central bank and commercial bank assets.

and liabilities.

For continental Western Europe, one is struck by the farge role
which gold and foreign exchange reserves have played during recent
years in the expansion of central bank assets forming the monetary
base. In the smaller countries (Belgium, the Netherlands, Swit-
serland and Sweden) practically the whole expansion in the mone-
tary base since the introduction of convertibility has been due to the
foreign component, Central bank claims on the government have
not changed much in Belgium and Sweden; they are insignificant

(1) The supply of liquidity was kept tcre strictly in line with the flow of real resources
in the two reserve cutrency counteies, the rates of expansion being 3.5 for both series in the
United Kingdom; 6.0 and 4.8 in the United States.

T
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in the Netherlands and Switzerland. Central bank claims. on the
private sector (mainly the banks) are unimportant in all four
countrics.

In the bigger countries (France, Germany and Ttaly) the ex-
pansion in the foreign component was accompanied by a growth in
one or both the domestic components, namely claims on government
and claims on the private sector. The Banque de France expanded
its credit to the government; the Banca d’Ttalia and the Bundesbank
ino.::rcascd both their claims on the government and thosc on the
private scctor.

This summary review reveals that the big countries, far from
‘offsetting the expansionary effect of the foreign component, added
to it by augmenting central bank. credit to domestic borrowers,
while the small countries accepted such expansion in the monetary
base as was generated by their foreign surpluses without significantly
adding to or subtracting from it. Tn two of them the central banks
had actually no domestic assets to subtract from. This is not to
say that they were entirely passive — for instance, they used from
time to time ceilings on bank loans to residents in such a way as to
contain the volume of credit that might have been created for
domestic use on the banks’ expanding liquidity base, and to return
part of this liquidity to the internationa] market.

Restriction through the use of compulsory reserve requirements
and similar devices was in several countries impeded by lack of
legislative power or of previous experience. '

.9 The factors mentioned so far, namely asset structure and
institutional limitations to the implementation of restrictive policies,
v:foul.d not have really prevented the adoption of a more severe policy
line if in the judgment of the monetary authorities the situation had
called for it. The process by which the range of policy tools avatlable
to the central banks has been enriched in recent years might have
been advanced in time. The acceptance of the expansionary effect of
the foreign surplus must be explained by more basic reasons.

. _G}‘OWﬂl requires the central hank to supply the amount of
llquilchty that will sustain it. Convertibility, and the expansion in
foreign trade associated with growth, require it to increase its

external reserve assets in relation to domestic liquidity (some of

which may at any time be turned into demand for foreign exchange)

and otl[mr relevant yardsticks, such as the freedom of foreign
transactions.
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For both requirements to be met, some of the additional liquid-
ity must flow from the external component, ie. from the accretion
of external reserve assets. Policy actions will be directed at keeping
the long run development of such assets on the resulting trend line.

Deviations from the trend would by themselves cause correspond-
ing fluctuations in the overall provision of liquidity; to maintain
the smooth development of the latter the central bank will as a
rule take action to offset the cffect of the foreign component by
moving contrariwise the flow of liquidity from changes in its
domestic assets.

These were the critetia that actually guided the continental
countries in adopting two distinct policy lines, one for the long
and the other for the short run. Conditions prevailing elsewhere
(described below) enabled them to obtain the long run cxpansion
in foreign assets while allowing monetary demand to expand fast.
For the short run, they applied (with certain exceptions) the policy
of keeping the expansion of liquidity on an even keel, by offsetting
the changes in the flow from the external source; an action which
is neatly shown by correlation analysis, This general statement is
merely a first approximation to the description of the policies that
were actually pursued, to which T shall return in a while.

1o, The two reserve currency countries followed during the
fifties and sixties a more risky course, by practising the offset policy
beyond the time limit of the short run. In the case of the United
States, the persistent drain on domestic liquidity exerted by the
adverse balance of payments has been maodified by the return flow

of dollars deposited with American commercial banks; for the rest

it has been offset by various actions on the part of the monetary
authorities, mainly open market transactions and reductions in
reserve 1‘equlremcnts.

In addition to offsetting the drain on domestic liquidity due to
their foreign payments positions, the two countries have added to
total liquidity to finance domestic expansion (cf, footnote to point 7}

The length of time during which the two reserve currency
countries could follow this dangerous coursc was due in part 1o
factors that were independent of the attitudes of the authorities in
the surplus countries, such as the large gold stock of the United
States, the large and repeated use of Fuand resources by Britain, and

|
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the position of the dollar and the pound as trading currencies,
which in an expanding world will tend to augment the dollar and
sterling balances of non-official holders.

11. A closer look at the attitudes of the authorities in the
surplus countries themselves reveals that their motivations may have
changed with the progress of time, and that our ¢ year span
should be divided into at least two sub-periods of unequal length,
the first of which roughly embraces the threc years following con-
vertibility, namely 1959-1961.

In the surplus countries there has existed, for most of the years
under review, a conflict between the objective of price stability and
that of balance of payments equilibrium. By concentrating on the
objective of price stability, and containing domestic demand accord-
ingly, the monetary authoritics would have got an unwanted ex-
pansion in the foreign surplus. By inflating demand to absorb the
surplus entirely, they would have pushed up prices further, The
German and Dutch revaluations of March 1g6x were, of course,
timid atterapts to find a way out of the dilemama, or at least to
reduce its importance — floating exchange rates, though much in
favour in academic circles, being inconsonant with both the Bretton
Woods agreements and the Rome Treaty.

On the whole, the monetary authorities accepted the constraint
of fixed exchange rates, which had given risc to the dilemma, and
proceeded within the existing system to choose a path which
reflected their ranking of objectives in order of importance. I have
no doubts that, in the present climate of opinion, growth is accepted
by central banks as the ultimate objective and that other policy
aims get their ranking largely as being instrumental to growth.
"This is notably so of price stability except possibly in one or two
countrics which are more inflation-conscious. The adequacy of
foreign exchange reserves is measured by the same standard, since
the stock of reserves is held to be adequate when it gives time for
th‘c adjustment process to bring foreign payments back into balance
without the economy going through a recession. The optimum
reserve level for a country will, of course, be influenced, much as
it is for a bank or a business firm, by price expectations, rates of

- return and spendability; and, in the case of the major reserve

holders at least, it will also be affected by the wish to make the

1nternat1.onal monetary system work, as it is, or, possibly, to
change it.
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Actual situations and developments will depart more signific-
antly from certain notms than from others, in ever-changing patterns
to which the responses of the monetary authorities will constantly
be adjusted. It is in view of such change that 1 suggested earlier
the division of the years under review into two sub-periods.

r2. In the years 1959 and 1960 the balance of payments deficit

of the United States was very large; in fact, the deterioration dates
from 1958, when a massive deficit appeared all of a sudden. The
United Kingdom also had large dehcits in both years. In the
Western world, 1959 was a year of incipient recovery from the
recession of 1958, In continental Western Europe, the recovery
roceeded in a climate of price stability, which slowly worsened
through 1g6o and 1901 One simple manner of assessing the role
played in the deterioration by inflationary impulses coming from
abroad is to compare the price increase with the external current
account surplus.

For the EEC countrics taken as a whole, prices rose in 1959
by 2.5 per cent; the current account surplus was also 2.5 per cent
of the combined national products. 1f domestically generated demand
had not been supplemented by foreign demand, and assuming
other things to have remained equal, prices in those countries would
have kept stable; such rise as occurred may be entirely imputed to
net forcign demand. Forcign demand, however, deserves to be put
in a better light than this for the role it played in leading, or
accelerating, the recovery.

For 1960, the price increase in the five monetary areas combined
was 2.7 per cent and the current account surplus 2.1, Three-quarters
of the excess of monetary demand evidenced by the price rise were
therefore of foreign origin.

In 1961, the price rise accelerated to 3.6 and the current account
surplus shrank to 1.5. The two opposite changes point to a swell
‘n domestic demand, partly based on the liquidity generated by the
persistent foreign surplus, the expansionary effect of foreign demand
shifting from the current absorption of real resources to the
cumulative creation of liquidity. For the three years taken as a
whole, the annual foreign surplus of the FEC countries was 2.0 per
cent of GNP and the price increase 2.9.

To evaluate how the liquidity supply will be affected by the
current account surplus and how in its turn it will affect the growth
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of the national product at current prices, one has to introduce the
relevant multipliers, namely the ratio of the money supply to central
bank assets and the ratio of the national product to the money supply;
or briefly the product of the two, namely the ratio of the nationai
product to central bank assets. Using 1965 data for ten Western
EuroRean countries (the five monetary areas in the EEC, three
Scandinavian countries, Switzerland and Austria) the ratio of the
national product to central bank asscts is found to range from 4

in Switzerland to ¢ in Germany and Sweden, with an unweighted
average of 7. :

When this multiplier is applied to the foreign surplus, it
appears that a surplus equal to 2 per cent of the national product
will, in the absence of compensatory action by. the central bank
finance an expansion of the national product by 14 per cent, Whicl;
petforce will be to a large extent inflationary (except possibly in
Japan). A surplus of around 0.7 per cent of the national product is
sufficient, as a source of liquidity, to match the growth rates in real
terms with which we are familiar, which arc in the region of 4
to 5 per cent

In the cases of Germany and the Netherlands the current
account surplus for the three years — expressed, I repeat, in terms
of the national product — was greater than the price increase.
Such a relationship indicates that the flow of domestic monetary
demand was kept slightly smaller than that of newly produced
goods and services. Whether this was done in an effort by the
authf)rltics of the two countrics to offset the inflationary impulses
coming from abroad or was unintentional, I am unable to say.
But price stability must have ranked high among policy aims in

Germany and the Netherlands, if their next reaction was that of
revaluing. '

nent:?;\.ﬁ;gstelfgzli‘thc pace of inflation quickened further in conti-
et at o unlz‘r]opeg_t contmlJ:ed to be sus:tamed in the following
nowl;ere e lr/ 1966, and widespread, since the price rise was
powhe | 3/ per cent per anpum. In the group of ten

ies mentioned before, it averaged 4.2 per cent, against 2.8

during the previous th
rec years, EEC countries did n
than the others in the group. ot fare bettes

Chantt ghe price rise has not been wniform in time, nor have th
ges in its pace been simultaneous all over Western Europe.
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These differences suggest that the movement of prices was to a
large extent governed by changes of domestic origin in the volume
of demand. We are all familiar with the process of overheating, in
which an expansion in investment demand or in government con-
sumption leads to a wage cxplosion followed by a downward
adjustment, Memorable experiences were those of Italy in 1963-1964,
the Netherlands and Germany in 1964-1966. Further evidence of
the large role played by domestic factors is provided by the changes

in the foreign balance and in the distribution of the national product,

The average current account surplus of the EEC countries — in
the 5 years from 1962 to 1966 — fell to 0.7 per cent of their
combined national products. The change from previous experience

was specially striking in the Netherlands, where in the 5 years

the price rise was close to 6 per cent while the current account
surplus shrank to vanishing point. In Sweden and Switzerland the
current balance became negative.

Such current surpluses as were left accounted for a fraction
only of the further improvement in the forcign exchange position
of Western European countries, To a larger extent the improve-
ment was due to long-term capital inflow from the United States.
In the final analysis the capital inflow did not provide the recipient
countries with additional real resources, except for the importation
of new technologies and entreprencurship which was associated with
it. For the rest, it merely implied an acquisition of short-term claims
on the capital exporting country, against the surrender to it of long-
term financial assets, and/or the acquisition by it of the control over

part of the productive equipment of the Western Buropean countries.

These movements in prices and the foreign balance took place
while production expanded satisfactorily thanks to high employment
levels and to large productivity gains. A very fast rate of expansion
in the volume of domestic demand was therefore forthcoming to
match the additional supply, to bring about a shift in the use of the
national product towards domestic consumption and investment,
and to speed up the price rise.

If the inflationary process had been mainly caused by foreign
demand it would probably have induced an expansion of profit
margins. The national accounts of the Western European countries
do not show such a change in income shares. The reverse scems to

be true: prices increased faster at times when income distribution

shifted in favour of labour, and the balance of payments deteriorated.
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Western European countries from time to time fell victims to this
condition of wage push.

14. While domestic factors played the chief role in causing ex-
pansion and its overspill into inflation, the international environment,
marked by creeping inflation and the United States deficit, acted
as a condition furthering the process, and that in several ways.
When the forces that will stagt the boom are gathering, a strong
external monetary position acts as an encouragement to the author-
ities to let investment grow and as an inducement to wage con-
cessions. In the stage of readjusument, the country merely has to
slow down the pace of its inflation rather than deflate absolutely,
and is helped by strong external demand in shifting resources to
exports.

The continuance of the external deficit in the reserve currency
countries, under conditions of creeping inflation elsewhere, was
by itself sufficient to keep the inflation going. It was neither
expected nor desired by the reserve currency countries that their
trade partners in Western Europe would prevent the importation
of inflation by more restrictive monetary policies and larger surpluses
or by appreciating their currencies. Both courses of action are utterl
disliked by the surplus countries themselves. It was thercfore a
practical certainty for the authorities in the reserve currency countries
that their persistent deficits, whether on current or capital account,
would make some inflation unavoidable in the surplus countries.
I this sense, the deficits were a sufficient condition for inflation
in Western Europe — a conclusion that does not in itself squarely
place the responsibility for Western European inflation on the reserve
currency countries, since they were not a mecessary condition.

- TO repeat, the continuous improvement in the external monetary
position of Western European countries was a condition which
favoured the choice of the expansionary options whenever an altern-
at§ve petween expansion and restriction was suggested by other policy
criteria. But the factors of a domestic nature which even in the
abr?en.cc of a foreign surplus made for infladon in a country like
Bntam were not absent in contincntal Western Europe, and from
time to time came to the fore as inflation leaders.

If this conc%usj.on is correct, the hoped-for return of the reserve
currency countries to external balance, while making for an easier

assessment of responsibilities, will not by itself slow down dramat-
ically the pace of inflation in Western Europe.
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15. Having granted this, I am not ready to subscribe to the
conclusions reached by Kindleberger or by Gilbert.

The position of the United States, as a long-term lender and
short-term borrower, was maintained thanks to the pursuit on the
part of the American monetary authorities of a policy aimed at
allowing short-term interest rates to rise while keeping down those
for longterm finance. They were moderately successful, but the
provision of liquidity through the massive purchase of government
securities by the Federal Rescrve System was an essential part of their
strategy. brom 1959 0 1967, the public increased its holdings of
currency, demand and time deposits at commercial banks from 206 to
365 billion dollars. Public debt increased over the same period by
62 billion dollars (from 283 to 345), of which 10 billion only was
bought by individuals, 29 by commercial banks and other institu-
tions, and the residual 23 by the Federal Reserve System. The
Federal’s holdings now include a substantial proportion of inter-
mediate-term  sccurities, ‘The whole 159 billion expansion in the
money supply has been based on these purchases and on the re-
ductions in reserve requirements, while the gold stock has contract-
ed by 8 billion dollars. Yet, the average maturity of the public
debt, which had shortened from approximately g years in 1949 to
5 in 1958, has declined further to 4 years, and the rates for Aaa
corporate bonds have risen from 3.80 to 5.50; those for 3 to 5 - year
government securitics from 2.90 to 5.70 (5.70 in December). Of
late, the United States has become borrower at both the short
and the long-term ends of the spectrum. When policy actions of a
monetary or administrative nature are so dominant in shaping ex-
ternal money flows as they have been on both sides of the Adantic,
but more specially in the United States, and produce such. drastic
changes in their volume and direction, one has to plough very deep
indeed to discover underlying layers of propensities.

As to Gilbert’s contention that the international monetary system
works in such a way as to squeeze gold and dollars out of the reserve
currency countries, the proof might have been found in the size of
the current account surpluses and in the extent to which the volume
of domestic monetary demand was depressed to produce them, But it
has been shown that since 1962 current account surpluses in Western
Furope have been small, employment levels high, and the price rise
sustained. 'To put it in a slightly different way, it is not proved that

the policies of the Western European countries Were in any signifi-
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cant measure oriented to the obtainment of foreign surpluses, since
these came about without other accepted policy aims being sacrificed.

. The actual ranking of objectives will be pragmatically tested
in the same way as the conclusion to point 14 — ie., by the
rea;tion of the surplus countries to the desired new situation in
which the United States will not gencrate additional reserves. i rﬁy
asscssment of muotivations is correct, the countries on the Continent
will probably continue to take the expansionary options and stand
ready to incur foreign deficits.

16. _This is a conclusion for the next few years. For the lon
run, opinion seems to be divided between those who favour the
mcchanistic approach of the gold price to the problem of expanding
international liquidity, and those who would rely on reserve creation
through the agency of the International Monetary Fund., The
experience of the past decade seems to suggest that the greatest

_potcntia'ditics for financing foreign imbalances Lie elsewhere, namely
in the international monetary market.

The link between current account imbalances and the need for
official finance is through the items of net long-term and net short-
term capital movements. To the extent that the two flows are of a
stabilizing nature, they will act as buffers, cushioning the impact
of current imbalances on official reserves.

Extensive statistical evidence kindly collected for the present
occasion by my former associates in research points to the following
tentative conclusions. Long-term capital flows between developed
countries have increased the need for official financing, since the
surplus countries in Western Europe bave been nect recipients of
long-term caP.itai. Short-term flows tend to be destabilizing when
the expectation of alterations in exchange parities sets in, and
the Umted K_mgdom has ‘unfortunately provided repeated cvi,dcncc
of this; but, in contrast to long-term flows, for most countries and
zmzztlisiag: time during the period under review they acted in an
th ok g WaY: partly bccat_ise the central banks have promoted
ﬁc ng It sort of Aows, by varying the supply of foreign exchange to
itl ctkljl‘af‘ ket an(_i by genera_l regulatory action. A gradual refinement
0 their operational techniques has secured improving results. The
size of the short-term flows has heen increasing over time in relation

tc; that of ‘th.e deficits, and in recent years the flows have been more
of a stabilizing nature than previously
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Italian banks possibly provided the first notable instance of the
great potentialities of the international monetary market by borrow-
ing from it in 1963 more than one billion dollars. In 1966-1967
American banks borrowed close to 3 billion dollars. To give a few
more instances — the German and Dutch current account deficits
during 1964-1965 were largely financed through the market. Italy
in 1965-1g66 and Germany in 1967 returned to the market part of
the inflow of foreign exchange from their current surpluses. In
the case of Japan, the impact of alternating foreign surpluses and
deficits on the movement of official reserves has been greatly reduced
by the short-term flows,

7. The international money market is thus acquiring the
character of a market in reserve money, in the larger sensc that
money flows take over in part the function performed by official
reserves and in the stricter sense that official foreign eschange is
channelled to it in various ways — through transactions of the
central bank in each country with its own commercial banks,
through the deposits which central banks hold at the BIS and
through direct placements by the central banks themselves.

An international market for reserve money fulfils the function
of collectively assessing the creditworthiness of individual banks
and countries, and mecting their needs, with greater flexibility than
institutions like the Monetary Fund where available facilities are
somewhat rigidly linked to individual quotas. Accordingly, the
market reduces more effectively the need for owned reserves.
Moreover, the amount of funds coming to the market will be
related to the size of the imbalances which arise in international
trade, in a mutual adjustment between sources and uses,

18. A question which comes to one’s mind is whether it will
be possible for the market to develop further once the foreign
payments of the United States have been brought back into balance.

Imbalances in foreign payments will continue to arise outside
the United States; they will be financed out of the existing stock of
reserves or, let us assume, out of short-term borrowing in New
York. The surplus countries will be in a position to return to the
market the foreign exchange accruing to them; the market will
use it partly to finance new imbalances and partly to expand its
liquidity, which, let us assume again, will take the form of deposits
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with New York banks. In the final analysis, the market may develop
to the measure of the imbalances which arise outside the United
States, the relationship between such imbalances, the uses of funds
by the market and the sources of funds being reminiscent of that
between the demand for bank loans, the volume of credit and
deposits.

The analogy with the operation of a banking system goes
futher, in that the financial intermediaries which act in the inter-
national money market need to tnaintain an amount of liquid
holdings related to the volume of the deposits they receive. At
times when their liquidity was low they would abstain from granting
new loans, and the resulting upward movement in interest rates
would push the banks of the deficit countries to borrow marginally
in New York. When the funds from this source finally enter the
market, they will as a rule be deposited in New York in order to
build up the depleted liquidity.

Under the assumptions made, the system will develop its dollar
liquidity by American banks lending short as much as they borrow
short. Under the balance of payments presentations used outside the
United States, the two flows are treated in the same way and would
offset each other in terms of balance of payments results.

‘19. Be that as it may, it is perhaps not totally unrealistic to
cnvisage as from now foreign exchange policies under which the
financial intermediaries that are active in the international moncy
market might dispense with building up their doflar liquidity.

The 3 of 1 per cent fluctuation which is now permitted on
both sides of exchange parities serves no meaningful economic
purpose. The freedom to adjust the peg itsclf has practically been
r.enoul:lced within the Furopean Economic Community, since altera-
tions in .the: exchange parities between the currencies of the group
would disrupt the system of farm price regulation ruling within it.
The day may not be far off when, through international agreement,
or th.e emergence of new rules of conduct, parity changes will be
‘pg?;:técal.ly ruled out over a wider area, and when the central banks
:Ees ec1-c(¥je: f:urrcntly to bu).r am.i sc?ll. foreign exchange at par. Under
these conditions, the operative liquidity ratio for banks that are active
in the 1nternat.101:1.al market would be a single one, namely that
between: total 11q.u1d holdings and total labilities, irrespective of the
currencies in which holdings and liabilities were expressed,
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20, Perhaps 1 am outlining a state of affairs which reflects my
intellectual preferences rather than the realities to be of a reasonably
near future. But the recent trends in the international money and
capital market I have briefly described hold out a real promise for
a new and better approach to the problem of international payments
to which we ought not to be blind.

Floating exchange rates are often advocated as a radical means
of reducing or climinating foreign imbalances. The flexibility of
the rates implies a rigidity in a more fundamental sense, in that it
takes away the buffer provided by expansion and contraction in
foreign exchange holdings and therefore requires a country to balance
resources with uses in the short as well as in the long rua.

The alternative approach, which increases flexibility in this more
basic sense and Furthers international economic integration, lies in
adopting policies that will promote offsetting flows of funds. It is
with these objectives in view that 1 have stressed the merits of an
exchange structure of almost absolute rigidity.

Even if a new exchange policy of the kind I have sketched does
not matesialise, we shall in all probability benefit all the same from
a further development of the international money and capital market.
The role of the City of London in such a market may well turn
out to be comparable, in dignity and importance, with its ancient
one of world reserve centre.

Rome.
Paoro Barrr



