International Reserves
and Payments Adjustment )

That something is wrong with the international monetary system
is now well known to even the most casual newspaper reader. The
cxperts have for some time agreed that the system is not working
correctly. Even the few who say that the system itself needs little
change- believe that the operators of the system do not understand
it and so do not operate it correctly. They thereby imply that even
if the system is a good one, it is not working well,

The consensus is not confined to the recognition that something
is - wrong. Intensive study, especially during the past six years, has
identified the difficulty in a way that has come to be widely
accepted. - According to this accepted - analysis, there are three Jogi-
cally distinct, although interrelated problems, commonly designated
as the problems of international liquidity, of payments adjustment,
and of confidence. The problem of world liquidity is generally
thought of as the problem of the adequacy of international official
reserves and credit facilities that enable national monetary authorities
to command the foreign exchange they need to support the value
of their currencies relative to other currencies in the foreign exchange
markets. The need for such liquidity (in the sense of both reserves
and borrowing facilities) is most obvious in a system where foreign
exchange rates are expected to be maintained at fixed levels (ignoring
permitted fluctuations not exceeding one per cent on cither side of
the fixed parities) and in which any failure to maintain them at
such levels is a sign of breakdown. In the context of the world
monetary system, the problem of liquidity is not the adequacy of
the liquidity of any one country. Any national inadequacy may
reflect merely the running down of a country’s international reserves

(*y The interpretations and conclusions in this paper are those of the author and do
not necessarily reflect the views of the staff, officers, or tustees of the Rrookings Institution,
The author wishes 1o thank Professor Lorie Tarshis of Stanford University for several valuable
omments on an eanlier version of this article,
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as a result of persistent deficits in its balance of payments. In the
context of the system as a whole, the liquidity problem refers to
inadequacy of the liquidity of all countries taken together. This
can become a problem because all countries need reserves or borrow-
ing power to finance deficits -and == for a variety of reasons, even
in a smoothly eperating system — al} countries will be in deficit or
surplus at some fimes, o that’ they must have reserves to pay out,
or ability to borrow from abroad to finance deficits until they can
get into surplus and regain lost reserves, or repay loans made when
they were.in deficit. . - L R

The .sccond. problem, that of adjustment. of international pay-
ments, refers to the process by which a country restores equilibrium,
in. its. balance of payments. Satisfactory payments adjustment  is
generally thought  to - requirc that disequilibria. be <liminated by
means.other than the imposition of controls over international trans-
actions for the specific purpose of influencing the balance of pay-
ments.- One of the purposes, of maintaining fixed exchange rates is
to facilitate international trade and investment; to maintain them
by- imposing barriers to such transactions protects the means by
sacrificing the end and is therefore widely regarded by €COonomMists
as an alternative to true adjustment, not a form of it. Since World
War II,-it has also become generally accepted that the correction of
a payments deficit by measures that recuce imports through curtail-
ing domestic demand for goods and services and  thereby creating
significant unemployment also does not constitute satisfactory adjust-
ment. The standard methods of adjustment that are regarded as
satisfactory. are reductions of prices, money Costs, OF incomes of the
deficit country. relative to those of other countries without the sactifice
of potential output for balance-of-payments reasons. Because it 1s
difficult to reduce prices and money costs measured in the country’s
own currency, this standard method of adjustment -— insofar as it
requires absolute declines in prices and money wages — does not
work in the modern world. Broadly speaking, this method  of
adjustment can operate only when the relative reduction of prices,
money costs, and real incomes can be accomplished otherwise. Under
a system of fixed exchange rates, the only alternative 1s a more rapid
rise of prices, money costs, or real incomes in other countries.

- The' third * problem, generally labelled the problem of ©con-
ﬁld};'r__l,‘cjc.“f"‘,j'référé:_in_ips ‘broadest sense to the danger of Jarge move:
hents of funds from one country to another by dicher privatc

|
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u'w’cstors-w'or monetary authorities who hold a portion of their coun-
try’s oﬁ“ic-lal reserves 1n the form of assets denominated in the reserve
currencics, mainly the dollar but to a lesser (and decreasing) extent
the British pound: In a narrower sense, the problem of confidence
concerns the danger of sudden switches between different forms of
reserve assets by monetary authorities and excludes such switches by
private investors. The label derives from the idea that the reason
for such switches is a loss of confidence that the foreign exchange
va].gc: of the asset will be maintained. The French Government’s
policy of converting dollars into gold during 1963 and' 1966 — ap-
Parenﬂy in order to put pressurc on the United States to change
its own' balance-of-payments policy ot perhaps its other policies —
shows however that other motives may cause movements out of one
form -of reserve-into another and that the label “ confidence * is too
f‘larrow; thc' problem might better be called one of “conversion ” or
reserve-switching 7. . - ' : S -

It well recognized that these three problems are closely related.
To ricntion only a few of their relationships, it is obvious that the
more effective is the adjustment mechanism, the smaller is the need
for liquidity to finance deficits because more effective adjustment
makes deficits smaller and eliminates them sooner, These two pro-
P}cms are Eflspl related in a way that operates in the opposite direction.
The larger arc a country’s liquid international assets, the less isthe
pressure on it to eliminate a deficit.

- Similarly, there is a two-way relation between the liquidity of
a reserve-currency country and reserve-switching. The larger is such
a country’s liquidity, the less probable it is that countries holding
assets denominated in its currency will doubt that the exchange
Yaluc of that currency will be maintained and therefore the less
likely }'hcy are to withdraw funds owing to lack of confidence.
Operating in the other direction is the fact that the grcater_ is the
danger that foreign holders will convert assets in 2 country’s currency
into other currencies, the greater are the reserves nceded by the
country. in which they hold those assets.. Thus, on the one hand
high Liquidity both reduces the danger of withdrawals and incrca'se;
the ability to withstand them when they occur; on the other hand,
t_hc _greater the danger of such withdrawals, the greater is the
liquidity neceded. , | '
- A corresponding two-way relation exists between - adjustment
and reserve-switching, Given ‘the amount of a country’s liquidit'y,
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the more effectively the country eliminates payments deficits, the
less likely it is that foreign holders of assets denominated in its
currency will wish to escape for fear of devaluation and thercfore
the less is the danger of reserve-switching, Operating in the other
direction is the fact that instability in the holdings of a country’s
assets can accentuate the burden on the adjustment process by con-
verting what, in the absence of nervousness or vindictiveness, would
be a small deficit into a large one and thercby make what would
otherwisc be a satisfactory degree of adjustment quite inadequatc.

While these and other relationships between the three problems
are well recognized, the scparation of the three problems has been
uscful not only for theoretical analysis but for practical policy. In
their efforts to improve the monetary system, governmeits have
distinguished between the three problems, and, despite disagreement
as to which of the three problems most urgently needs solution,
progress has been made by dealing with them one at a time. We are
now at a stage in the efforts to improve the international monetary
systern in which it is timely to reappraise the conventional view of
that progress and of the relative impertance of some of the problems
that remain unsolved.

The. Prevailing View of Progress in Improving the System

After what appears, to the outsider at least, to have been a slow
start in recognizing international monetary dangers, governments
began to address themselves seriously to the issue of liquidity in its
global context some five or six years ago, The staff of the Interna-
tional Monetary Fund had earlier given much thought to that ques-
tion and had published reports on it in 1953 and 1958, There is still
no clear and agreed formulation about the criteria for judging whe-
ther international reserves are adequate; a variety of criteria have
been put forward and criticized,

Despite this fact, a number of steps have been taken over the
past decade to expand the portion of international liquidity repre-
sented by borrowing facilites. Thus, in 1959 and 1966 general in-
creases were made in member countries’ quotas in the International
Monetary Fund, which set the limits of their ability to borrow
foreign currencies from the Pund. In 1962, ten major countries and
the Fund set up the General Arrangements to Borrow, under which
they agreed to lend the Fund up to $6 billion of their currencies if

e
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it was threatened with -a shortage of those currencies and might
therefore become unable to meet the needs of members who needed
to~borrow them. Beginning in 1961, the United States began to
arrange bilateral agreements with other countries to “swap” cur-
rencies, an arrangement under which each partner provided the
other with currency in equivalent amounts for short pcridds, enabling
the' partoer to draw on these credits in case of need. These arrange-
fn;:nts.expandcd inito a very considerable network of swap agreements
involving many of the major countries; those involving the United
State_s Federal Reserve System alone amounted to $1034 billion on
March 1o, 1969. These arrangements provided for substantial in-
creases of liquidity in the form of credit facilities which, when used,
b‘cg:am_c borrowed reserves. Reserves were also increased by the deck-
sion of the IMF to allow member countries to borrow up to amounts
equal to their so-called “ gold tranches ” with virtually no questions
asked. Since amounts thus borrowed could, when repaid, be im-
mediately borrowed again, the gold tranche became equivalent to
owned reserves and is so regarded by all, or virtually all countries,
along with their monctary gold stocks and their liquid assets in
dollars, .sterling, and foreign cxchang'é reserves held in other forms.
The major step, however, was the arrangement to provide for owned
reserves called Special Drawing Rights. Although there was disa-
greement as to whether an increase in owned reserves was actually
needed, it was agreed that such increases might be needed in the
future if they were not alrcady neceded. The various countries in the
Group of Ten could agree, therefare, that it was desirable to establish
a “ facility ” to increase such reserves and actually to increase them.
Th.c prevailing view is that, with this agre¢ment to establish and
activate the SDR facility, the liquidity problem has been largely
solved. _

Some of the leading experts think that the next problem on the
agenda should be, that of reserve-switching. They believe that this
problem was already serious when reserves consisted primarily of
gold and of dollars, which the United Srates undertook to convert
into gold on demand of monetary. authorities, but that the imminent
ssuance of SDR's, by creating still .another form of reserve assct,
will magnify the problem.. While most cxperts agree that the co-
existence of different forms of reserve assets presents a problem, the
question of adjustment scems to hold a higher priority on the agenda
of most private economists and of governments. The observation
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of Prof. Meade is representative. In-commenting at aconference in
Bologna on various approaches to solution of the liquidiry problem,
he said: “1 should say frankly that I feel very sincerely-and very
strongly that' the attention given to liquidity in our -discussions is
quite out of proportion to the attention that has been .given to
adjustment. I.am saddened at the sight of so many people in such
positions of great responsibility, and in such positions of intellectual
and academic influence in these matters, spending such a high pro-
portion of time discussing the differences... between the various ways
of controlling and increasing international liquidity relative to the
proportion of time which they have given to what in my view is
the much more important problem of how. the countries in the free
world adjust their payments to cach other ” (x).. . . |
A symptom of this concern about adjustment is the increased
support of greater flexibility of exchange ratés in acadernic circles,
The idea that a system of fixed exchange rates actually results in
interference with the market mechanism and impairs the operation
of the infernational system has prevailed for many years, especially
among economists who most strenuously oppose government inter-
ference with market processes. In the past few years, opinion
among academic cconomists has moved strongly in this direction.
While the proponents of completely flexible cxchange rates are still
relatively few, there is no question that support of greater flexibility
of exchange rates in some form now represénts the consensus among
academic economists.’ . o o
Several forms of flexibility have been proposed, ranging from
“ floating rates ” (i.e., complete flexibility free of any government
intervention in the forcign exchange market, as advocated by Milton
Friedman in his now classic article ® The Case for Flexible Exchange
Rates ”, published in 1953) to less extreme forms, such as a widened
range of permissible fluctuation around fixed parities, provision for
small but frequent adjustment of parities (the so-called “crawling
peg ™), either automatically on the basis of past actual market rates
or on @ discretionary basis, or' some combination of a widened band
and a crawling peg. : ' = SR e
. Private bankers and government officials have traditionally been
so averse to the thought of operating under a system of flexible ex-
change rates, ‘despite the fact that Canada did so for twelve years
(1) See RatparL Hivaw (ed.),” Monetary Reform’ and the Prics of Gold (The Johns
Hoplkins Press, Baltimore, 1968), pp. 121-22, i S e :
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from 1950-1962, that they have generally refused to discuss-it in
public or even to give it serious consideration in private, The pro-
spect of operating under such a system was just too appalling. The
tide of opinion has nevertheless affected them, too, The first sym-
pathetic consideration by an offictal occurred when Dr. Mariuos
Holtrop, then Governor of the Bank of the Netherlands and Pre-
sident of the Bank for International Settlements-and a distinguished
economist, expressed the opinion that greater fexibility of exchange
rates should be considered,

‘In the United States, the President’s Council of Economic
Advisers, in its January 1969 Report, after an 8-page discussion of
the adjustment problem, devoted another four pages to discussing
proposals for exchange rate flexibility. Its very ncutral discussion is
introduced with the staterent (page 146) that, “ The dramatic ad-
vances in world trade and prosperity achieved under the present
system provide a strong case for conservatism in considering innova-
tions; at the same time, the recurrence of financial strains has aroused
widespread interest in possible amendments to the system”, an
introduction which foreshadows sympathetic consideration, It con-
cludes in an equally neutral tone that, “ The various proposed
modifications in the exchange rate system raise many difficult
technical issues, and clearly a proper evaluation of these proposals
must be preceded by a great deal of careful study ”. What was sig-
nificant about the Council’s discussion was not any conclusion ex-
plicit in these carefully worded statements but the willingness to
discuss the issue so fully in an official docurent. This support for
greater flexibility of exchange rates has begun now to extend to
the private banking community, with the possible exception of the
foreign exchange traders themselves, At the annual meeting of the
International Monetary Fund in the autumn of 1969, official study
was encouraged by finance ministers and central bankers from: many
countries,

'The reasons for this increasing support are increasing pcssirﬁism,
not- to say- despair, that the adjustment problem can be solved under
a regime of fixed exchange rates and the belicf thae changes in the
exchange value of a country’s currency provide a method of altering
thf:.. level of its costs and prices relative to those of other countrics
without (in the case of a deficit country) reducing them in terms
of its national currency or (in the case of a surplus country) inducing
an-inflationary rise in them. What, in turn, has caused the increase
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in pessimism? Mainly, the increasing frequency of n:{:ises. The
United Kingdom. had deficits.in 1967 even larger than in the pre-
ceding two years, despite the dccla_rcd intentions of the Brltl:‘;h
Government to put the elimination of dcﬁgts at the top of .its
agenda. The devaluation of November 1967 is cvm.lcnce of the com-
plete failure of that effort. The paymenis deficit of the Um.tcd
States, whether measured on the better known bu't less appropriate
“liquidity ” definition or on the alternative “ oﬁicml—r(.:servc-t.:ransac—
tions ” or “ official settlements * definition, was far higher in 1967
than in any preceding year, despite the increasing iptensity of con-
trols over capital outflows, and many people l‘ega}r.d it as responsible
for the hemorrhage of gold which led to the crisis of March 1968.
Then came the interrelated but mainly distinct crises of the German
mark and the French franc in November, 1968. It is ironic that by
the time of the last of these three crises, the only one that clearly
reflected a failure of adjustment, so much of the movement of
opinion in support of greater flexibility of exchange rates had already
occurred.

The truth is that problems of adjustment and of the adequacy
of growth in world (not merely national) reserves are not so casy
to distinguish, for they are accompanied by the same symptom:
persistent  deficits in the balances of payments of countries that
perform international banking services, Persistent deficits of such
countries do not necessarily mean that they have not pursued proper
adjustment policies; that is only one possible explanation. Inadcqu.ate
growth of world reserves produces the same result. A reappraisal
of what has occurred in the past few years strongly suggests .that
much of what has been taken to be a failuré to solve the adjust-
ment problem was in fact a failure to solve the problem of growth
of international reserves.

A Reappraisal of Recent Deficits

To understand why this s so one must rccog_n?zc' that people
think of adjustment, ic., the restoration of equilibrivm, as the
climination of deficits (and also of surpluses, although fewes Pcc;pic
think of that, and nearly everyone treats it as less urgent) without
the use of controls imposed especially for that purpose, It is quite
natural, therefore, that a failure to eliminate deficits is gcnc_raﬂy
interpreted as a failure to solve the adjustment problem and as either
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an inadequacy of the adjustment mechanism or interference with
its operation. This interpretation, while natural, is net correct for
a number of reasons. Several of the reasons need not be. developed
fully, but should be mentioned. :

First, consider a deficit on the liquidity definition of the net
balance, which is the more widely reported of the two concepts
officially used by the United States. This concept does not treat as
a US. receipt -an inflow of foreign capital, whether privately or
officially owned, that the foreign holder invests in “liquid ” dollar
assets (Le., short-term dollar assets or U.S. Government securities of
any maturity), Such inflows of funds are treated as a means of
financing foreign payments, just as gold outflows are, even though
such inflows represent a demand for dellars in the foreign exchange
market just as much as does the purchase of a dollar of merchandise
exports, The United States (or any other country) can be in deficit
on that definition even when the demand for its currency exceeds
the supply in the foreign exchange market at the prevailing exchange
rate, and it can be in surplus even when the supply exceeds the
demand. Indeed, transactions that do not affect the foreign exchange
market at all can convert a deficit into a surplus or a surplus into
a defcit. Clearly, that concept can be misleading as an indicator of
disequilibrium in the foreign exchange market. It not only can be
but has been misleading. Foreigners have voluntarily increased their
holdings of liquid dollar assets more or less continuously throughout
the postwar period and over the long run will no doubt continue to
do so as long as the world economy and world trade continue to
grow. To the extent that the U.S. deficit, on the liquidity definition,
consists of such voluntary accumulation, it does not reflect a dise-
quilibrium. :

Second, the official settlements concept of the net balance of
payments can also be misleading for the same reasons, although it
is not likely to be misleading to the same degree as the liquidity
concept. The official settlements concept differs from the liquidity
concept mainly in treating inflows of foreign private capital as above-
the-line receipts, even if they are invested in liquid assets. (A less
important difference is that the official settlements definition treats
inflows of foreign official funds, even if they are invested in non-
liquid forms, as financing items “ below the line ” rather than receipts
above the line)) The reason it can. be misleading is that foreign
monetary authorities, like foreign private holders of funds, may also
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want to increase their holdings of dollar assets, which ate part of
their monetary reserves, because they want to increase the working
balances available for keeping their currencies stable and not merely
because they have no alternative. Such voluntary increases in their
holdings also do not imply a need for payments adjustment by the
United States. Nevertheless, the official settlements concept comes
closer to indicating disequilibrium in the foreign exchange market.

But there is another difficulty that, in recent ycars, has been
just as serious as the one just mentioned, and is important for the
relation between the liquidity and the adjustment problems.

We may take it to be true, at least for countriés whose cur-
rencies are not used as reserves by other countries, that from the
point of view of onc country, a deficit in its official settlements
balance is indeed a disequilibrium. In the case of such a non-reserve
currency country, 4 deficit on this definition implies a decrease in
reserve assets and, since these dssets-are exhaustible, it cannot con-
tinue indefinitely. But it does not follow, under a system such’ as
we have had, that such a deficit implies a disequilibrium in the
relation between the currency of the deficit country and the cur-
rencies of other countries, To sec why it does not, we must review
some of the principles of balance-of-payments accounting.

The international transactions of one country have a counterpart
in those of other countries, One country’s exports are another coun-
try’s imports, One country’s lending is another country’s borrowing.
"Thus, if all countries define their deficits and surpluses symmetrically
(i.c., treat as above-the-line receipts what the partner countries cail
above-the-line expenditures), then the algebraic sumy of all countries’
deficits and surpluses will equal zero. Or, to” put the same point
in a different way, instead of adding up the differences between each
country’s receipts and expenditures, we may add up the expenditures
of all countries and the receipts of all countries and see directly that
the two totals will have to be equal, since every international receipt
;s an international expenditure viewed from the other end. Thus,
for all countries taken together, the sumns of international receipts
and expenditures are equal on symmetrical definitions, and there can
be no deficit or surplus for the world as a whole, Or so it would
appear. ‘
But the appearance is false, Tt is false because of the treatment
of gold that is transferred between the non-monetary and the mon-
etary spheres, Such transfers, even when they occur within a
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countty, are treated as though the gold had moved internationall

When goI‘d_ mines, let us say in South Africa, sell gold to -tgé
South Afr.gcan Reserve Bank, their net sales are treated as exports b
South Afrllca. Those export receipts are balanced by an 'inc[;easc iz
South P.xfnca’s official monetary gold reserves, which is a financin

transaction rather than a receipt or expenditure, There is no im oﬁ
in any country’s balance-of-payments account to match this ex l:l)jl‘lf
‘Slmllar’ly, when private purchasers in any country buy cmldp f01:
industrial uses, for hoarding, or for speculation, the transgction is
treated as an import;- but there is no counterpart export in thé
accounts of any country. In practice, such individual transactions are
not 1nc'luded in exports or imports; only the difference between
producufm and non-monetary consumption of gold is entered, the
entry being an export if production exceeds non-monetary cons:Jm -
tion and an import if non-monetary consumption exceeds produ‘ctiog.
These excesses are equal, réspectively, to increases and decreases in
world monetary gold stocks, ' ‘

We need not go into the reasons for this treatment of gold in
balanc‘c-of-paymcnts statistics, For present purposes it is sufficient
to point out that gold is the only form of reserve asset now in
existence f)f which this is true because, as Mundell and Machlu
havc"put it, gold is the only asset that is nobody’s liability Wheg
SDR s are created, however, it will also be. true of them ir-lsofar '1§
countries treat the SDR’s they receive by direct allocati.c;n as intc‘r:
national receipts making for payments surpluses, like excesses of
gold production over non-monetary consumption, ,

“As a result of this treatment of gold, the sum' of deficits and
surpluses, even on otherwise symmetrical definitions, is equal rllot to
zero but to the change in the world’s monetary g(’)ld stock, bein
a surp.lus for the world as a whole when the world moncta; : 01§
stock increases because gold production exceeds non-monctar})rx %on-
sumption, and a dcﬁc’it when gold stocks fall because non-monetar
consumption of ‘gold exceeds production. This means that whcg
gold product‘_ion_ exceeds non-monetary consumption so that world
t?lsefves'arfc increasing, it is an arithmetic necessity for the sum of
211 surpll_its;;s to exceed the sum of all deficits. Tt is even arithmetic-
In‘yt }FOSS] c,.h,ov?ever. unlikely, for all countries to have surpluses.
p’rodlf tgppos;tc situatlon, wllcn non.—mon_etary con‘sumption exceeds
o ic 110n 0 golc.i, the sum of all deficits must exceed the sum of

surpluses and it.is possible, although unlikely, for every country
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to have a deficit — again assuming that other transactions are treated
ically (2). S - - S
SymHI\ITe(:;l—mo)rjlcEaZy consumption of -gold began. to_-exceed new _sukIl»
plies in 1966 and the excess increased explosively so long ade t)::
price for private buyers was held down by official sales, Accor ing
to estimates of the International Monetary. Fund, ~t1llc ch.zltf}g,cs 11;
world monetary gold stocks have been as-follows (in millions o

U.S. dollars):

] *Quarterly at annual -rates
Feat ot o bE1s — ~ and grd 4th
DRSS f [ UL AP ‘___.
‘ 1964 710 340 2,078 1?66 : - g(é
1965 ©o220 ~ 1814 | 428 ~130 1,1
1966 — 45 : 40 IR — 55 - 80
196% — 1,580 280 — 6o — Bop =500 p
1§68 - 715 —35.480 p 1,130 P 820 p GBo P
i 1969 _ .. 560 p . n.z, n.a,

p=preliminary.
.0, = not avatlable,

This is the amount of aggregate net b.a'lz'mccs: on an oi!’flcl:ial
settlements definition, ignoring. errors and omissions in thcl statistics.
A logical question still remains to be answered, 1f there is a
difference between gold production and non-monetary consumptlon?
what determines which countries get the aggregate net surplus~01_
deficit that results from the dif{crepcc? .‘It may appear, fro‘m Llhc
description of how this diﬁcrencc. gives rise (o a net wprlc} .surﬁ)i:ii
or deficit, that the surplus or deficit occurs 1n. the countries 13 W[' !
roduction and non-monetary consumption of .golcl differ and wl ‘TIC]
therefore have the corresponding cxports or imports. "This _15 true
when the differences between production -and non_-m‘om;:t]axy. c?n:
sumption of gold are not associated wx'th other internationa tclians:a&
tions. But to the extent that these d1ffercnce's are assoclate v;:l |
other international transactions, other countries affected b){l t ?liz
transactions may bear the impact. Suppose, for, example, that

< N wally ot
(z) Balance-of-payments data, 3s reparted by individual countries, ave actualy

. - O i I its
but the Internationat Monetary Fund tries to climinate the asymmetries

R he footnotes to Table 1

summaries of the world payments situation. See, _forlcxamp‘lc, the e
(page 55) of its 1969 Armmd Report for pn’ expranation of major adjustments, .
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residents of Country A purchase gold in excess of Country A's
production. If they finance their purchases of gold by selling
securities to residents of Country B or by borrowings that, directly
or indirectly, come from Country B, then the imports of Country A
represented by this excess of non-monctary consumption of gold
over its production are matched by an inflow of capital, and its
net balance of payments is unaffected. If the excess private pur-
chases of gold come from Country A’s monetary gold stock, what
offsets this loss of reserve assets in the financing sector of Country A’s
payments accounts? ‘The answer is that the flow of capital from
Country B to Country A gives rise to an excess demand for Coun-
try A’s currency at the fixed exchange rate. Country B’s monetary
authorities sell reserves to meet the excess demand for A’s currency
and, as a result, A acquires reserves in an amount equal to its sales
of gold to the private purchasers, Country B experiences an outflow
of capital and a loss of monctary reserves, so it has the payments
deficit. Thus, insofar as a country finances its excess of non-monetary
consumption of gold over its gold production by liquidating privately
owned foreign assets or incurring private liabilities to foreigners, it
pushes the deficit that it would otherwise have on to the country that
provides the financing, If the financing country has so good an
adjustment mechanism that it avoids a deficit, it only pushes the
deficit on to one or more other countries.

The essential point is that the deficit cannot be eliminated from
the system so long as non-monetary consumption of gold exceeds its
production. When that is the case — and it was the case from the
second half of 1966 through the first quarter of 1968 — we have a
game of musical chairs, No amount of agility on the part of the
players will permit all of them to find a seat. A player who is more
agile than others may succeed in getting a seat for himsclf but he
can do so only at the expense of someone clse, The problem in
international payments is perfectly analogous. In theory, it is pos-
sible, of course, that the struggle to maintain balance in international
payments could eliminate the cause of the shortage of reserves, It
could do so if the competitive struggle to deflate, by reducing prices
and money wages, stimulated gold production or if it reduced non-
Monctary consumption of gold. Tt could reduce non-monetary con-
sumption by reducing the prices of metals and other commodities
that compete with gold in industrial uses or by making hoarding or
speculation on a rise in the price of gold seem unprofitable, This
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would correspond to the players at musical chairs running around
the room so vigorously that they lost enough weight to enable two
of them to occupy one chair — and in the modern world it is no
more likely, for it would force a decline of output and employment
that would be intolerable.

A situation in which the world’s monetary gold stock is declining
is thus another situation in which the presence of deficits is not
alone sufficient evidence of disequilibrium aemong currencies and
therefore of need for adjustment in the position of one currency in
relation to others, which is the conventional meaning of “adjust-
ment ”. This does not mean, of course, that a disequilibrium among
currencies may not also exist at the same time, but merely that the
presence of a deficit in the international payments of one or more
countries is not sufficient to prove the existence of such a dise-
quilibrium.

Misleading signals from balance-of-payments deficits are not
confined to situations in which world monetary gold stocks are
actually diminishing. They may appear in the payments of some
countries even when those stocks are rising, if they are rising less
rapidly than the desired rise in the reserves of all countries. In
a growing world economy, it is to be expected that most coun-
tries will want their net reserves to grow. Some countries, of
course, may have reserves larger than they think they need and
therefore do not want increases, Soine may even feel able and willing
to sustain losses of net rescrves, as the United States did in the first
ten or dozen years after World War II. However, if those coun-
tries that feel the necd of increases actually achieve those increases,
which they can do only by having surpluses in their international

ayments, and if the combined amount of those increases (surpluses)
exceeds the increase in world monetary gold stocks, other countries,
taken together, must not only fail to have a net growth of reserves,
which they are likely under present conditions to want; one or more
of them must have a deficit. That is an arithmetically necessary cot-
sequence of the fact that fulfillment of the first group’s targets im-
plies that they absorb not only the entire increment of net reserves
but some net reserves from other countrics. Thus, in this situation,
too, deficits may reflect not a disequilibrium among currencies but
an excess of demand for new net reserves over the supply.

The situation posited in these logically necessary propositions is
not merely hypothctical. We have already noted that world monetary
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gold stocks decreased from the second half of 1966 through the first
quarter of 1968. World monetary gold stocks increased by too little
from, at latest, 1960 and very probably since the carly 1g50%s, as
l\‘/‘[ﬂton Gilbert argues in his analysis of how the system operates
(“ The Gold-Dollar System: Conditions of Equilibrium and the

Price of Gold ”, Princeton Essays in International Fi
October, 1968). ¥ al Finance, No. %o,

In the situations described, can we say anything about which
country or countries will experience the resulting deficits? Although I
have not attempted to test this proposition by any technical methods
there is strong reason to believe that the United States tends to bé
Fhe country that ends up with most of them, except in periods when it
is pursuing an unusually tight monetary policy. Private buying of
gol-d, hke. buying of any other asset not accompanied by an equal
increase in saving, requires that the buyer either liquidate more
other assets or borrow more than he otherwise would have done.
Even if he sells assets or borrows in his own country, his action
makes credit conditions tighter there, When this happens on a
r.noderatc scale or is offset by domestic crcdit'expansion, it is not
likely to have significant international effects; when it happens on
a large scale and credit conditions are allowed to tighten, however,
th(_: effects are likely to be felt in other countries, part of the response
being a repatriation of scme capital held abroad or borrowing from
abroad or both. The United States is the foreign country likely to
feel more of these effects on its balance of payments than any other
country because it is the country whose assets constitute the largest
portion of total international asset-holding and are likely to be
liquidated in largest amount, and is the country from which incre-
mcptal financing is most likely to be obtained, except when monetary
policy in the United States is very tight, This generalization — ad-
rpittc-dly, a broad one — does not depend on the cause of the
tightening of credit in other countries.

But international effects, and therefore effects on the United
.State.s, are especially likely to occur when the cause of credit-tighten-
ing in another country is an increase in private buying of gold. In
the first place, for reasons already explained, a tightening attributable
to domestically financed private buying of gold has an initial direct
ftdvcrse effect on the balance of payments of the country in which
1t occurs. The monetary authoritics are less likely to accommodate
such an increase in demand for funds than one arising from increases
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in demand for domestic financing of, say, plant and equipment
expenditure, housing, or durable consumer goods. Indecd, they may
actually reinforce the tightening if the gold-buying threatens to
cause a deficit or reduce a surplus below desired levels. Therefore, a
tightening of credit conditions relative to other countries js more
likely to occur when the demand for funds results from an increase in
the private demand for gold than when it results from other causes
(excluding increased demand for foreign securities), A second pro-
bable reason is that, in the case of speculative buying of gold, the
buyers themselves are more likely directly to liquidate some foreign
assets or to borrow abroad than are buyers of capital goods, houses
and consumer durable goods. Large operations in gold are conduct-
ed mainly by wealthy people or firms familiar with international
markets for financial assets and accustomed to dealing in them.

The same considerations apply if the deficit-inducing effects of
increased private buying of gold initially fall upon foreign countries
other than the United States. If another country is affected first (e.g.,
because the gold-buyers happen to liquidate assets in that country)
and tightens its monetary policy, the ultimate effect is still likely to
fall mainly upon the United States. We have already noted that U.S.
private capital normally responds to tight money in another country
in larger amounts than the private capital of other countries.
Moreover, the United States is likely to react most to non-monetary
means that another country uses to protect its payments positions.
Thus, a country may cut its foreign aid or its imports, thereby
passing the deterioration on to a second country. When it is a less
developed country whose balance of payments is thrown into deficit,
the United States is — or at least was until recently — the country
most likely to provide aid, Especially if the response of the second
country is to cut imports, the United States is likely to try to offset
its share in the corresponding loss of sales by providing Export-Import
Rank or other supportive lending. For these and other reasons, there
is a strong tendency for these deficits to show up in the balance of
payments of the United States.

It is true that this is only a tendency. Even when the system
is out of equilibrium, the United States can be in balance or even
surplus. This may occur when it has suffered a cyclical decline that
reduces imports below long-run trends, or when a boom abroad
increases United States exports, or it may result from tighter money,
newly imposed restrictions on capital exports, and similar develop-
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ments and measures, The United States can thus shift the deficits
to other countries. But such a situation is not likely to last lon
It forces otl?cr countries to impose restrictions on trade and paymcnitgs;
or pursue tighter fiscal and monetary policies, and is likely to result
in the deflection of deficits back to the United States. !

~ When private demand for gold increased and the Gold Pool
satisfied that demand at a price only slightly above $35 an ounce
pressure was placed upon the aggregate of world balances of payj
ments and especially on the payments position of the United States.
That pressure was not confined to the period beginning in 1966
when those purchases actually exceeded gold production and forccd,
aggregate net deficits. It had already existed before, when gold
production exceeded private purchases. Why? Because ’thc excess of
gold production over private purchases was less than was required
by. t%lt‘ targets expressed or implied by national policies under the
existing conditions of world economic growth. Under conditions of
such grf)wtll, rescrve<cutrency countries as well as others need in-
creases in their net reserves as their international transactions grow
and that requires balance-of-payments surpluses, Some had grcatcr,
SIT_YPII.J,SCS and increases of net reserves than they felt necessary, but
did little or nothing to reduce them, Others strained to maiéltain
surpluses. Insofar as the surpluses wanted by all countries added up
to more than the excess of gold production over non-monetary con-
sumption, the whole system was under pressure. This pressure
first of an inadequate growth of monetary gold stocks and thcn’
Peginnlflg in 1966, of an actual decrease, was an important element
in t_hc imbalances of world payments during the several years pre-
ce‘dfng the emergency conference of the Gold-Pool countries on the
critical weekend of March 17, 1968.

What haPpencd on that date? The conference was called
because the private purchasing of gold had reached crisis proportions
as a result oflspeculation sct off by devaluation of the British pound
m.thc preceding November. The speculation on a rise in the dollar
Erl?e ol? gold may appear to have been without rational economic

asis, since the sterling devaluation had long been regarded as a
Decessary step toward, rather than one away from equilibrium. But
g}p‘arcntly many PCOPIC believed that it would or might force the
innited St'ates to raise its official price for monetary gold. An increase

the private demand for gold, of course, is not the same thing as
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an increase in private purchases, but it was enabled to result in
increased private purchases because the seven-nation Gold Pool bad
undertaken in early 1961 to stabilize the price in private markets
by supplying gold from their monetary stocks at a price not far above
the official price of $35 an ounce. What happened at the Washington
conference on the weekend of March 17 was that the countries
attending the conference (the members of the Pool other than France)
decided to stop supplying the private gold market and to let the
intensified demand be reflected in higher market prices. Thus, the
loss of gold from world monetary stocks, which had amounted to
$2-34 billion in the six months ending in March 1968, was stopped
at one stroke.

We have already seen that such a change must, as a matter of
arithmetical necessity, cause an improvement in the sum of balance-
of-payments deficits and surpluses. It was to be expected that a large
share of this improvement would accrue to the United States. Its
net balance, measured according to the official settlements definition,
had been persistently in deficic for years, except for a small surplus
in 1966, In the second quarter of 1968, it was suddenly converted
into a substantial surplus and it has continued to be in substantial
surplus in the five quarters since then (i.c., through the second
quarter of 1969).

The change in the United Statcs’ payments position from deficit
to surplus since the termination of the Gold Pool was, of course,
been the subject of much discussion by commentators. They attributed
the change to a number of things that affected the United States’
balance of payments favorably but did not mention the one thing
that dominated the world environment of international payments
and was practically, although not logically, a nccessary condition
for that change: the elimination of gold sales to the private matket
and thus of depletion of the world monetary gold stock. The reasons
that commentators gave for the change ranged all the way from onc
that is plausible and had some real significance — the tightening of
credit policy in the United States — to the sudden development of a
foreign taste for American common stocks, the rebellions and disor-
ders associated with the student riots and workers’ strike in France
in the spring of 1968, and even the Russian invasion of Czechoslo-
vakia, although that did not occur until August 1968. Such explana-
tions are, at best, incomplete. They reflect the tendency to look only

at the transactions in the United States’ balance of payments to
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explain what happened to its net balance and to neglect what la
behind them and permitted the changes to occur, g

Of course, any development such as the termination of the drain
from W)orlld monetary gold stocks can affect the net balance of a
country’s 1nte1:nationa1 transactions only through some component of
those transactions. But its effect is not visible in the transactions
Fhemselves. To see how these transactions were affected by the change
in go.ld policy, let us assume that the unrest in France or the Russifn
invasion of Czechoslovakia did frighten French and other European
owners of capital and induce them to shift substantial portions of
their assets from France and other European countries, but that the
Gold Pool had been continuing to feed the private rr;arket. What
would have happened? Even the most superficial acquaintance with
tl}c att{tudcs of Continental investors, not to mention Middle Eastern
oil sheikhs, Latin American capitalists, or others, permits only one
answer : they would have shifted their assets largély into gold rather
I.:han into American securities. In that case, the enormous increase
in the inflow of foreign capital into the United States would not
have occurred on the scale that it did, and the United States would
not have experienced so large an improvement in its payments posi-
tion as actually occurred.

.Th-ls is not to say that the change in the net balance of the
United States was exactly equal to the cut in the aggregate net
deficit of all countries that resulted from termination of gold sales.
The United States might have received only a portion of it or more
than all of it. In fact, the improvement in the American position
eXf:cc-dcd the aggregate improvement, especially in the second and
third quarters of 1968, when the French balance of payments sud-
denly developed an enormous deficit. Events in France were clearly
one clement in the shift of the American position. But if gold had
bcen. able to continue flowing out of world monetary stocks, a larger
portion of the French deficic would have gone into gold and less
into mmprovement of the U.S. payments position,

T.hc rise of interest rates in the United States relative to interest
rates in other countries also played a significant role, Had it not
occurred, some of the capital that came to the United States would
gi'&}:‘zi)tiy 'htave }%one elsewhere. But, again, if the risc in American
—_ m;?l ets ad 1been accolmpamcd by. continuipg depletion of
b o0 etary gold stocks, .tlght money in the United States would

produced a far smaller improvement in the American payments
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position than actually occurred. At best, other countries would have
kept their interest rates down and the American deficit could have
been reduced on this account (i.e., abstracting from. the French crisis)
by as much as the amount of capital flow that would have been re-
directed by the change in relative interest rates. But if the amount
of such capital had really proved to be very large, other countries
that were unwilling to see a deterioration of their net halances would
have raised their interest rates sooner and further than they did.
Probably most large countries are in this position, although Germany
is a major exception, The United States deficit could not have im-
proved by more than the deterioration in payments that other coun-
tries would have been willing to tolerate, As each country’s payments
position approached the limit that its monctary authorities would
tolerate, they would have allowed market forces to tighten interest
rates within their own country and probably would have helped the
process along by their own policy actions. The improvement in the
recorded American payments position could be as great as it was
only because it did #oz require an equal deterioration in the payments
of other countrics, That possibility rested entirely on the stopping
of the gold hemorrhage that resulted from the termination — un-
fortunately very belated - of the Gold Pool’s sales. Everyone
recognizes that this change of policy had much to do with ending
the drain of gold from United States gold stocks. It should be
equally clear that it also had much to do with ending the deficit.
Any explanation of the reversal in the American payments position
that leaves the termination of Gold-Pool sales out of account misses
both an important element in that reversal and a major change in
the international monetary environment.

These statements do not mean that termination of Gold-Pool
sales sufficed to give the United States an official settlements surplus
indefinitely. Nor does the existence of a surplus since then mean
that the composition of United States international transactions is
satisfactory. The wealthiest country in the world should be ex-
porting more goods and services than it imports and providing capital

to it, instead of having a nearly even balance of exports and imports.

of goods and services and absorbing private capital, on balance, from
the rest of the world.

Furthermore, in emphasizing that decreases in monetary gold
stocks adversely affected the United States balance of paymients, the
above statements do not imply that the causal connection betweel:
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th_c two runs only in this direction. It is no doubt also true that the
w1d§ advertisement of the United States liquidity deficit and the
persistence of that deficit stimulated speculation on a rise in the
dollar-price of gold and led to the enormous increase in -private
demand for it after 1960. To the degree that this was the case, the
United States deficit was self-aggravating, with deficits stimul;tting
private demand — first despite the price-stabilizing operations of the
gald pool and, later, because of them — and expansion of private
demand, when satisfied by the Gold Pool’s sales out of monetary
stocks, aggravating the deficit.

Thes_c facts are not denied by the thesis set forth here. But none
of them in any way impairs the thesis that a substantial portion of
the official-settlements deficit experienced by the United States in
recent years reflected the absolute decline or inadequate growth of
world monetary gold stocks,

Implications for Reform of the International Monetary System

What is the significance of this recent experience for the liquidity
and adjustment problems and the necded improvement of the inter-
national monetary system? |

One implication is that the significance of changes in a country’s
balance of payments cannot be understood merely by looking at the
E:ountry’s international transactions, A country’s balance of payments
s part gf a matrix of interrelated international transactions, and that
miatrix is itself only a reflection of what is going on inside tl,le various
national economies. Economists have often preached that sermon
but they, and not only newspaper commentators, constantly ignore itj
. ff'he' cotrect interpretation of recent experience has a number of
implications. In the first place, although a deficit or surplus in a
nation’s balance of payments is supposed to be a signal indicating
both the presence of a disequilibrium and a need for adjustment in
its balance of payments vis-a-vis other countries, the signal may be
false, even when deficits and surpluses are measured by the official
settlements definition. In a world monetary system that depends in
part upon net reserves — i.c., reserve assets that, like gold, are not
anyone else’s fiabilitics — a deficit of any country, but cspec’ially one
of 2 reserve-currency country, does not necessarily represent a dise-
quilibrium between that country’s currency and the currencics of all

_ other countries, It may reflect, instead, a disequilibrium in the rela-
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tion between all currencies taken together, representing the combined
demand of all countries for net monetary reserves, and the supply
of such reserves. In that case, a deficit may not imply a need for
payments adjustment vis-d-vis other countries. Nothing in any one
country’s balance of payments tells the observer whether a deficit
reflects a disequilibrium among currencies, a disequilibrium in the
market for the net reserve asset, or both.

Deficits in periods of inadequate reserve growth give a signal
analogous in its falsity to that given by business losses in a period
of shrinking or inadequately growing aggregate demand. When
aggregate demand is growing at an appropriate rate, persistent losses
are a signal that the enterprise suffering the loss should reduce its
output and that some of the resources it uses should be shifted to
the production of other goods and services, When a firm's losses
result entirely from insufficient growth or actual shrinkage of
aggregate demand, however, reallocation of its resources is not
called for.

Since deficits make international adjustment appear to be re-
quired both when it is and when it is not required, their persistence
can appear to demonstrate that the adjustment process has failed
when it has not, as well as when it has. Correspondingly, when net
world reserves are increasing rapidly, surpluses may conceal a coun-
try’s relative deficit (i.e., a surplus that is too small in relation to
those of other countries), although this is far from being a current
problem.,

Another implication of the recent experience is that the problem
of international liquidity is not confined to that of the adequacy of
the stock of international reserves but includes also the adequacy
of the increment of net reserves, The stock of international reserves
in the world could conccivably be adequate and even excessive by
any of the various criteria that have been proposed, but the increments
could still be too small in relation to the net balances of payments
that monetary authorities desire, for the authorities may well refrain
from reducing surpluses, even when they are satisfied with the levels
of their rescrves. For example, exporters and import-competitors may
resist measures to reduce a trade surplus or private borrowers may
resist any reduction in their access to foreign capital, while the
authorities themselves, fearing inflation, do not wish to make
domestic capital more readily available. Whether their reasons are
rational is irrelevant, so long as they act on them. A generalization

International Reserves and Payments Adjustment 303

of such attitudes can produce mounting barriers of restrictions on
trade and capital movements or deflationary monetary and fiscal
policies.

These lessons can be summarized very simply: Some of what
has passed for the adjustment problem has been a liquidity problem
in disguise. The unsclved adjustment problem is smaller than is

commonly believed. The pre-SDR liquidity problem was greater
than is commonly believed,

Dangers of Not Recognizing the Implications

It may well be asked why these points should be stressed now,
when the losses of net monetary reserves of the world monetary
system have already been terminated and when arrangements have
already been made to increase them through SDR’s, The analysis that
would have been timely before appears now to be of only intellectual
interest. The general answer is that the accepted view of what has
so far been accomplished and what still remains to be done is greatly
influenced by the interpretation of the imbalances in the international
payments of various nations that have occurred in the past. These
views persist and so do the policy aims that flow from them.,

More specifically, one may point to the view that the dramatic
shift.in the balance of payments of the United States from a large
deficit prior to March 1968 to surplus thereafter is a freakish
occurrence and that the United States is likely to revert to a deficit
as big as before or even bigger, considering how small the surplus
in its current accounts has become. It is true, of course, that the
change of $5 billion in the United States payments position from a
deficit of $3.4 billion in 1967 to a surplus of nearly $1.7 billion in
1968 is greater than can be explained by termination of the gold
hemorrhage. It is also generally agreed that the United States, with
its great wealth and high rate of saving, should have a larger current
account surplus than it has now. It does not follow, however, that
therf:. is grave danger of a reversion to undesirably large and persistent
deficits in the total American balance of payments even if the present
rise of U.S. prices is substantially slowed and nominal interest rates
return to more nearly normal level. Termination of gold losses
basically changed the international monetary environment, and is-
suance of SDR’s may reasonably be cxpected to change it further.
To ignore these changes leads to exaggerating both the probability
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that the American official settlements position will revert to deficit
and the probable size of any deficits that recur.

Another reason why the analysis here presented is still relevant
to policy concerns the new SDR’s. Some countries among the Group
of 10 — and perhaps some outside it — apparently were reluctant
to support issuance of $ig.5 billion of SDR’s in the first three years,
and their reluctance, if based on misinterpretation of deficits, may
unjustifiably affect use of the new reserves and attitudes toward
further issuance of them. There is a danger that some countries may
not treat their direct allocations of SDR’s as receipts that improve
their surpluses or reduce their deficits and may, at the same time,
cling to the view that their net payments positions must be main-
tained in surplus. How they treat these allocations in their interna-
tional accounts should be a matter of mere bookkeeping but book-
keeping may not be so “ mere” if monetary authorities allow their
views about policy to be influenced by its results, Deficit countries
probably will feel relief from unjustified, as distinguished from
justified, pressure to eliminate their deficits, but it is also probable
that surplus countries may feel no more pressure to adjust than they
do now.

Another way in which the analysis remains relevant is that
exaggeration of the unsolved adjustment problem may lead to cor-
responding exaggeration of the short-ran need for flexibility in
exchange rates or of the amount of flexibility that is required.

[ am aware that in stressing these implications of the foregoing
analysis I tisk appearing to deny that there is any adjustment prob-
lem at all and appearing to say that all would be well if the problem
of reserve growth were solved. That overstates my view. Insofar as
restoration of equilibrium in balances of payments requites countries
to take domestic measures that they find intolerable or lack the
courage to take or lack the sophistication to recognize, there is a
real adjustment problem. But one should not regard as a disequi-
librium calling for adjustment deficits that reflect failure of nct
reserves to grow adequately. Nor should one regard as a signal for
adjustment deficits on the part of the United States or ather reserve
currency countries that are merely a response to the desire of foreign
monetary authorities to increase their holdings of liquid asscts in the

reserve-currency country. Such deficits do not represent disequilibtia - .
and do not call for adjustment. It is certain that the United Kingdom -

has had deficits which do represent real disequilibria, possible that
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the United States had one in the carly 1960’s, and probable that it
acquired a new one when price rises accelerated as a combined result
of the Viet Nam escalation and the failure to increase taxes and
chtrain the growth of the money supply, To the degree that this
15 tiue — a degree that is highly uncertain — there is an adjustment
pr(?blem. The most unambiguous evidence that there is a long-run
adjustment problem is the persistent German surplus during the
1960s. The French crisis of 1968-69, which accentuated the problem
of thf: mark, also appears to be evidence, although it is not yet clear
tl}at it is merely an adjustment phenomenon that can be cured by
different monectary arrangements, The German surpluses and the
French deficits do represent disequilibria and do not involve a reserve-
currency. The question at issue is not the existence of the unsolved
ad]ugtr'nent problem but its size relative to the size of the problem of
providing adequate levels and increases of net world reserves,

:Fhis question is relevant not only to the need for activatin
SDR’s and che amount of SDR’s needed — which is now settled for
the next three years — but to the need for greater flexibility of
exchange rates. The contribution that greater flexibility of rates can
make to solving the true adjustment problem and the possible costs
of solving it through greater flexibility are now being more widely
and .searchingly considered than ever before, Recent discussions and
writings have thrown new light on old questions and identified new
questions. Some claims made for the superior ability of flexible
c?(change rates to solve the adjustment problem need further con-
sideration, but it would require at least another article to deal with
Fhose questions. One serious defect of the current literature, however,
is directly related to the main theme of the present article, Much
of that literature, in comparing the merits of flexible and fixed
‘c‘xchangc rate systems, compares flexible systems with what it calls

the present systen ” and refers to the chronic crises that have
occurred under that system, Many writers now conclude that, at
worst, a system of more flexible rates could not do worse than the
system we now have, What these writers call “ the present system 7,
however, is characterized not only by fixity of rates but inadequacy
of growth in net reserves, and a substantial share of responsibility for
Ele increasing intcnsi;y and frequency of crises over the past decade
r:tse Sbecj: 1%1‘:' rfi-sult of this inadequate growth, not of the fixity of
s, A gical comparison 'of flexibility with fixity of rates should

disinguish what is inherent in fixity per se and not take for granted
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that a fixed-rate system operates with defects that are not inherent
in it. The literature has often merely assumed that the troubles of
the monetary system have come from the fixity of rates rather than
the lack of adequate growth in net reserves, and most writers not
only fail to examine the assumption but are unaware that they have
made it.

The association of inadequate reserve growth with fixity of rates
was understandable when fixity of rates was associated with both
unlimited convertibility of monetary gold reserves into private gold
holdings at a fixed price and rising prices for other commodities
— as it gradually came to be during the past two decades. But the
monetary system that associated fixed rates with this kind of convert-
ibility, which is the system many writers really have in mind when
they refer to *the present system ”, has been changed twice since
March 1968. The two changes together have broken the tie between
fixity of rates and inadequacy of reserve growth, The termination. of
gold pool sales in March 1968 and the associated measures taken at
that time stopped absolute depletion of net monetary reserves. The
decisions to establish a facility to create SDR’s and to activate it have
provided for absolute increases in net monetary reserves. Therefore,
“the present system ” witl: which writers compare systems of flexible
rates is no longer the present system. The discussion has not taken
into account that the system has been changed to one that provides
fixity of rates while permitting — although, admittedly, not ensur-
ing — adequate growth of net reserves. To assess the contribution
that greater flexibility of exchange rates can make toward mainten-
ance and restoration of equilibrium among currencies, flexible-rate
systems must be compared not only with a fixed-rate system in which
growth of net reserves is inadequate but one in which that growth
is adequate and which therefore has very different implications for
deficits and surpluses and for the felt need for adjustment,

The world is now only in the first stage of movement to this
new system. It would appear reasonable to see more clearly how the
emerging system works. That consideration suggests that whatever
need for greater flexibility exists is not likely to be very urgent,
especially since adjustments have occurred in the exchange rates of
the French franc and the German mark,

These observations do not imply that we should not continue {0
examine systems with greater flexibility. On the contrary, it 18
desirable that we do so, Some questions, such as those concerning

International Reserves and Payments Adjustment

307

ad;ustment under flexible rates and the success or failure of past
adjustment under fixed rates, may have been answered incorrclztl
or incompletely. Other questions have not been answered at all
It is an open question, for example, to what degree disequilibriz;
among currencies arc caused by, rather than merely reflected in
;nor_lgary factors and to what degree it is sociologically or poIiticalI};
bie;s;d egt;c:l ;-ﬁf;:g:; ;h?[:z fty trl?d:)netary meats, or even Wl_lcther an
_ _ ese questions can be valid for all

countries or for a given country on all occasions, On the one hand
it is doubtful that flexibility, or even a flexible policy in general,
can solve all problems that appear as payments problems in a wa’
.thgt would be widely regarded as satisfactory. On the other h:mdy
it is I'lard to see how some problems, such as long-run discrcpéncie;
In price movements, can be either avoided or solved without greater
flexibility, i

Failure to appreciate the full significance of the changes that
‘havc aIrc.afiy been made in the system: and to take them into account
in appraising the need for improved means of adjustment {s onl
one example of the lag between events and intellectual understandin 4
'Another _example may occur in our undcrstanding of what the va%é
increase in the amount of interest-sensitive, internationally mobile
l{qmd capital implies for the desirable level and growth of interna-
tional monetary reserves. That development may make inadequate
even the amount of SDR’s that the nations have recently agrc(cld to
actlv'atc. We should see how responsive the new system will be to
the increases in reserves that have been and will be agreed upon
and we should also continue analyzing the benefits and costs of’
greater flexibility of exchange rates in its various forms.

Conclusions

L have raised some questions that [ have not answered and hinted
at others, Nevertheless, some conclusions can be readily summarized

and some questions at which I h i
o ' have hinted m .
explicit : ay be made more

sarill. Dﬁeﬁmts ‘and §grpluscs in international payments do not neces-
: y reflect dm‘equ_lhb'na among national currencies and therefore
hot necessarily indicate a need for © adjustment ”
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. Some of the difficulties that have been associated with the
fixed-exchange rate characteristic of what is called “the present
international monetary system ” are not attributable to the fixity of
exchange rates but to inadequate growth — or actual shrinkage —
of world net monetary reserves,

3. Although a flexible-rate system may (and probably would)
be better than a fixed-rate system in which net reserves are being lost
to the system as a whole, that does not mean it would be better or
even as good as a fixed-rate system in which the world’s net monetary
reserves are growing at a steady rate.

4. Increases in the world’s net monetary reserves are easy to
obtain if we agree to get away from the fixation on gold, With the
agreement to establish and activate Special Drawing Rights, we have
made a major beginning toward that goal. The system now in place
is different from, and has the potentiality of being a real alterpative
to the brand of fixed-rate system. that we had until March 1968,

5. The installation of the new system makes a flexible-rate alter-
native less urgent, We should see how the new system operates.

6. We should nevertheless continue to examine various methods
of increasing the flexibility of rates and of the internal policies ap-
propriate to them because, although we have been wrong in idencify-
ing some of the problems of the international monetary system as
those of disequilibria among countries, such problems do exist and
presumably will continuve to exist. On the one hand, we need to
consider more deeply how far we can realistically expect greater
permitted flexibility of cxchange rates to solve them, On the other
hand, we need to recognize that the direction of technological change,
especially in communication and transportation, — through its effects
on the mobility of goods, capital and perhaps also of labor — is-
increasing the economic integration of the world to the point where
the nation-state finds it increasingly difficult to exert the sovercignty
over economic policy that it thought it had, How to reconcile the
conflict between nationalism and the pressure toward increasing inte-
gration is the basic problem,
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