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FOR PUBLICATION IN AMERICAN ECONOMIC REVIEW

PROFESSOR WILLLAMS AND THE FUND

In his article on the Bretton Woods plans in the October
issue of "Foreign Affairs" John H. Williams discusses what he calls
the mechanics of the Fund. In this respect the article differs from
his previous studies which were largely confined to more general
implications of the proposals., Professor Williems' discuscion of the
mechanics i3 in many respects misleading and gives the reader an er-
roneous imprescsion of the workings of the proposal.

1. The Mechenics of the Fund

To begin with it is essential to recognize the fact that no
financial mechanism by itself can prevent a development of dollar
scarcity after the war. A shortage of dollars develops whenever pay-
ments foreigners want to make in this country exceed payments by United
States resgidents to foreigners. Tho balance of poyments of the United
States after the war will depend in large part on post-war debt settle-
ments, the level of cmployment end income here and abroad, the extent
and nature of trade barricrs, the way in which relief and reconstruc-
tion needs are finunced, the extent of Americun foreign lending, the
degree to which speculative capital movements are controlled, the
pattern of exchange rates and the degree of their stability, and the
shifts in demand and changes in technigues both hore snd abroad, Both
the Fund and Benk plans formulated st Bretton Woeods are designed to
help prevent the development of scrious unbalence in the internationsal
transactions of the United States and of ull other countrics. The Fund
aims at stability of exchaonge rates, elimination of competitive ex-
change depreciations, elimination of bilateral clearing agreements and
exchange controls which hamper world trade, wund control of speculative
capital movements., The Fund provides for approvel of changes in ex-
change rates when the changes are necessary for the correction of &
fundamental disequilibrium, so that countries will not have to struggle
to maintain & rate inconsistent with balance in their internationel
transactions. The Fund will assicst members to meet temporary deficits
in their international tremsactions to provide them with a breathing
spell during which to toke measures to correct the unbzlance in their
international tramsacticns. The Bank will promote wise international
lending for reconstruction =nd development purposes., Countries now
subject to wide swings in their balances of payments because of de-
pendence on one or two raw material exports to pay for foreign goods
on whkich they are dependent will be helped to broaden their economies
and to develop mew exports, nnd thus either to reduce their dependence
on foreign goods or to improve their chances of paying for them.




Both the Fund and Bank not only aim to prevent the develop-
ment of unbslonce leading to a shortage of dollurs or amy other cur-
rency but also help to meet any shortage which does develop. There
are several provisions in the Fund plen which are designed to keep the
Fund itself from running out of a currency which is in demand. Coun-
tries amply supplied with reserves must use their reserves at the
ssme rate that they draw on the Fund, countries gaining reserves must
use half of the increase to repay past borrowings from the Fund, coun-
tries borrowing from the Fund must pay interest charges which rise
with the amount borrowed and the time over which it is borrowed, and
finally the Fund can refuse to lend to any country which is not ueing
the time gained to correct its intermatiocnal position., If in spite of
the efforts of the Fund to promote international balance and in spite
of the arrengements designed to prevent the Fund from running out of
dollars, dollars in the Fund are tending to become exhazusted the Fund
can declare the dollar a scarce currency and members cen take steps to
alloecate dollars among their naticnals to the extent necessary to squate
the demand to the supply.

1. Professor Williams has the erroneous impression that a me-
chanical difficulty in the Fund plen will lead to a shortage of dollars
in the Fund and to dollars being declared ecarce even when there is no
world shortage of dollars, i.c. when the United States has an even bal-
ance of payments position.,* If this were correct it would be a very
serious criticism of the Fund. It implies that the Fund would lead to
restrictions on transactions with the United States when there was no
underlying shortage of dollars and when restrictions otherwise would not
be imposed,

It is difficult to see how the Fund's dollars would come to
be exhausted if the demand for and supply of dollars at a given pattern
of exchange rates tended to equal each cther, as they would if the United
States were in an ewven balance of payments position. Private individu-
als can not deal with the Fund directly. The monetary suthorities of
foreign countriee will borrow dollars from the Fund only when therc is
pressure on the dollar rate which would otherwise lead to a loss of gold.
If dollars offered for sale tend to egual dollars demanded in the world
as 2 whole there will be po special pressure cn the dollar rate even in
a country which buys more in this country than it sells and the monetary
suthorities will have no reason to borrow dollars from the Fund.

The ease Professor Williams has in mind is substantially as
follows. Assume that Burope has on excess of payments due to the United
States of $1 billion =and assume that Latin America, on the other hand,
has an excess of receipts due from the United States of $1 billion.

* "Thus, even though this country had an even balance of payments
position, the Fund's holdings of dollars would be rapidly ex-
hausted." (p. 46)
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Professor Williams calls this en even balance of payments position and
saye the dollars in the Fund may be used up nevertheless because the
Latin Americuan countries may wish to accumulate dollar balances up to
the $1 billion of their excess recoipts rather then sell the dollars

to Furope. Professor Williams says Burope will then borrow the $1 bil-
lion it needs from the Fund ond the Fund's dollars will tend to be ex-
hausted.

This arises, according to Professor Willisms, from 2 mechani-
cal difficulty in the plan, "The groat wealmess of the Fund from o
mechanical standpoint is that while other countries in paying for our
exXports would use up the Fund's supply of dollars, our own payments for
imports would not replace these dollars,"™ And this is due, sccording
to Professor Williams, tc the fact that the Fund plun does not recog-
nize that the dollar is u key currency snd that Latin American countries
want payment in dollars. As a result the United Stutes is not able to
use the Fund to meet its adverse balances with those countries,

But the trouble with this exemple ie that, as soon as Latin
American countries want to accumulate $1 billion in dollar balances, as
Professor Williams assumes, the United States balance of payments pcsi-
ticn is8 not even, ae he says, but yneven. The Lotin Americun demend
fer dollars is equal to its supply and the Furcpean demend exceeds the
supply by 91 billion. In the world as o whole there is an excess of
demand for dellars of $1 billion, that ie, a shortage of dollars. Under
these circumstences therc is no reason why the United States monetary
authorities should go to the Fund for foreign currencies even if Latin
Americen countries were accustomed to tsking payment in their own cur-
rencies, The dollare are drawn from the Fund because there is a shortage
of dollars, not beenuse the Fund plen fails to toke account of the fact
thet the dollar is a "key" currency.

2+ Perhaps Professcr Williams reclly means that the moin diffi-
culty is that there will be a shortage of dollurs due tc the fact that
Toreign countriee will want to accumulate dellers beccuse it is o "key™
currency. In that case the important question is whether the Fund will
tend te reduce or intensify the desire to acocumilate dollurs. Professor
Willioms seems to think tho Fund plin would lead to dollar hoarding and
in this connection says: "The trouble in the present scheme lies in the
discrepancy between the relutively large demand for exchange as repre-
sented by the quotas wnd the limited supply of dollars with which to meet
1t.** But there is no reason why the oxistence of this gop should lend
te dollnar hearding arcund the world, The Fund ie essentially =n inter-
nationsl loan fund. Even if there were no gap there would still be @
limit to the =mount of dollars that any single country or all countries

* Pﬁgt“ z\\é .
** Page 50.
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together could obtein from the Fund., In the past dollar loans have
been available from private individuals rmd from public institutions
and the fact that there wes a limit tec the zmount that could be bor-
rowed ras not respensible for any hoarding of dellars that has tuken
place,

Foreign countries have accumulated dollor balunces in the
past either becausc they smticiputed cn adverse balance with the United
States or becouse they could always obtein other currencies with dollars
since other countries had or snticipoted adverse balonces with the
United States, To the extent that the Fund succeeds in promoting a
better balunce in international transoctions the desire to hold dollars
cr eny other currencies will be less. The fact that other currencies
cen be obtained from the Fund when needed will also tend to diminish
the holding of dollars,

* Professor Williams thinks the Keynes plan avoided the mechanical
difficulty of the Fund plan because enough dollars would be available
to meet the maximum quota demends for dollars. As mentioned above
this means that when dollars run ocut the quotas have alsc run out.
Professor Williasms' difficulties of key currcncies, the fact that
the United States might pay for her imports outside the Clearing
Union, possible hoerding of dellars, ete. would be as importent, or
unimportant, in the Keyneg plan as in thc Fund plan,

Another reference to the Keynes plmn says the quotas were much
larger because Keynes intended the Unicn to be used for relief and
reconstruction purposes and for the settlement of war balances. But
Keynes simply scid thot additionsal bancor credits might be given for
these purposesa.

There are ulso references (pp. 43, 50) to the gold standard which
imply that scmehow we would be better off under the gold strmdard
without the Fund plen. This scems inconsistent with Professor
Williams' earlier position thut both the Keynos and Whitc plens were
essentially geld stenderd plins., The references appear to be mis-
lecding sinee under the Fund plsn gold could be used as freely as
aver Tor the settlement of intern:tional beloances end countries not
only would continue to accept gold without guestion but may be re-
quired by the Fund to supply their currencies in exchange for gold.
Furthermore, under the gold stondsard losns have always been made
from cne country to another. The Fund would perhaps increase the
total amount of international lending, and would certainly see that
loans were forthcoming to those in need at reasonable rates. ‘But
the gold stendard mechmnism of gold flows would continue to operate
opd whatever tendency there is in the mechanism toward an even balance
position would not be substentially interfered with by short torm '
loans of the type the Fund is designed to make.
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3. Even if we assume that the desire to hold dollars is not
diminished under the Pund plan, there is little reason to expect
that foreign countriec will be able to accumulate dollars in large
amounts for some time to come. To go back to our hypothetical ex-
ample, the Latin American countries will not be able to accumlate
dollars yesr after yesr unless they not only have a favorable balance
with the United States but with the world ae a whole (or unless they
convert gold or other foreign exchonge reserves into dollers). They
can not accumulate dollare as a result of trade with the United States
and continue to finence deficite with other countries through the
Pund, PFirst of all half of nny increesse in their dollar balances
would have to be used to repay their borrowings from the Fund, or at
the outset, for most countries, to bring their gold and dollar contri-
butions up tc 25 per cent of their quotas oven if they have not been
borrowing from the Fund. More important, the Fund can not be used
to finance @« large or sustained outflow of capitsl, and any country
accumulating large foreign belances and borrowing from the Fund at
the same time would be doing just that. In substance, then, the fear
that & large demand for dollurs arising from a desire to hoard dellars
will exhsust the dollars in the Fund is based on an unstated assump-
tion that several countries with large favorable balunces with the
United States nlso have large favorable balances with the world as o
whole. This is not o very renlistic assumpticn. Most people believe
that there is more possibility of o shortuge of dollars coming about
a5 a result of huge foreign demsnds for zoods :mnd equipment. FEven if
relief snd reconstruction needs are financed on a permonent or long
run bosis end loong are fortheoming for industricl development progroms
it is very doubtful if meny countries will have large favorable balances
with the world as z whole for some time to come, ;

II. The Functions of the Fund

I shall not comment 2t length on some of the other criticisms
of the Fund plan in Professor Williams'! article becsuge they are re-
statements of positions already widely discussed, A few comments on
specific points follow.

1. Professor Willizme says that it has now been recognized that
the Fund cen not finsmeae relief and reconstruction needs, or assist in
liquidating war balances, Alsc it is provided that members cuzn maintain
controls in the transition period, Professor Willisms wonders then what
the funetions of the Fund in the transition period are. The answer, I
think, 18 quite clear., BEven though relief, reconstruetion,mnd develop-
ment needs ure not to be met by the Fund, the temporary difficulties
intended tc he met by the Fund will seccur as frequently eond be ae serious
in the transition pericd =2s at ony other time. Temporary bulonce of pay-
ment difficulties are bound to arise in the course of adjustments to wor-
time shifts in production mnd tronsportation omd mnrkets. For this recson
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there is need immediotely cfter the war, not only for =n internztioneal
agreement to stabilize exchange rates ond looking toward the removal
of exchtnge controls, but for =z fund of credits to meet temporary dif-
ficulties. ]

2. Professor Willioms thinke that the present Fund plen provides
for adeguate exchange flexibility whieh he felt that neither of the
earlier plans did. But Professor Willisms soys even if the actusl Fund
provisicns are reasoneble he doubte that thoy can be cdminisetored proper-
ly because of the fundomental difference in attitude which he says exists
£8 between British =nd American authorities snd proponents of the plen.

I wonder if these differences are not much more importent from a political
point of view than in a resl sense. As Professor Williems says, sterling
is a key currency and Britain operstes es en important banking ond exchonge
center for the world as n whole, Although the British fear the ebsolute
power of on international body to refuse o chonge in the sterling rate
should Englend sgein be in the position similar to that in the early
'thirties, nevertheless Britnin has a very real interest in mointaining
sterling =s for 2s possible at a stable rate so o& not to discourage the
usc of London as o finmmecial center. The United States, on the other
hand, although intensely interested in stable rates has a real interest

in preventing such serious deflationary influences as might result from

a refusal, in the case of a fundamental disequilibrium, to allow a chsnge
in the British rate.

3. Another main criticism of Professor Williams which he reiterates
in the October article is that there is no general need for foreign ox-
chenge in view of the fuct that many countries hove large gold or dollar
balences. It is true co Professor Williams says that many countries have
much larger reserves of gold and dollar balunces in terms of post-1934
dollers than they have ever had before. But these reserves continue to
be unevenly distributed. According to confidential cstimates of gold snd
dollar balances as of the end of Mareh 1944 there are many countries
whose reserves ore inadequate from the point of view of being able to
meet & proboble deficit in their balonces of puyments. Of the A4 original
members of the Fund, 5 countries have virtually no gold or dollars, 13
have gold or dollars equal to 20 per cent or less of the value of their
exports in 1938, and 21 equel tc approximately 50 per cent or less of the
value of their exports in 1938. Since, for example, 2 drop in the value
of 2 country's exports by 10 per cent in ony one year is not improbable
none of these 21 countries are in a position to meet probable deficits
by exporting geld without fear of the offoct on their total reserve posi-
tion, This is all the more clear if sceount is taken of the fact that
most countries have a large percentage of their reserves tied up in
meeting internal reserve requirements.

If a country facing the development of = deficit in its balance
of payments is unwilling to use its reserves and takes steps to eliminate
the deficit there may be domestic deflationary consequences or restric-
ticns on internationel trade which may in the long run turn out to be un-
necessary sheuld the deficit prove to be only temporary. This is precisely




