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INTERNATIONAL MONETARY STABILIZATION
by
C. P. Kindleberger

So far as can now be judged, four principal factors of disequilibrium
will exist at the conclusion of the period of relief and reconstruction after
the war to plague the esteblishment and maintenance of a free system of inter-
national trade and exchange:

1. The distribution of international monetary reserves will be
more distorted than in the pre-war period.

2. International liquidity will be more difficult to accord to
national capital assets not only because of shortages in foreign
reserves, but also as a result of the increase in internal liquidity
in all countrics.

3. The long-run shift in the relative priccs of finished goods and
primery products, which has resulted in a steady worscning of tho terms
of trade of countries depondont upon oxports of agricultural and raw
cormoditics, appoars likoly to porsist.

Li. The "chronic world shortago of dollars”, duc partly to the height
of Americen tariff protection and partly to the economic stagnation in
the United States during the 1930's, but resting fundamentally upon the
fact thet the rest of the world feels the need of American products in
gpreater value amounts than the United States requires foreign commodities,
is likely to be accentuated as a result of the changos during the war.

Considerablc progross toward the roconstruotion of frec, stablc and multi-
letoral intcrnational cconomie relations will have boon achicved if probloms
of war dobts, ineluding thc costs of finaneing relicf and roconstruetion, arc
ovorcomc by troating national vwar oxponditurcs in bohalf of Allics as dircet
costs of war which do not give risc to inteornmational obligations. E/ An

1/ Sco Fifth Roport to Congross on Lond-Leusc Opurations (Weshington, 19L2),
pp. 21=23.

attempt to collect reparations from the defeated enemy, which would further
complicate the problem of international economic adjustment, is also unlikely
to be made on the basis of past experience. Yet it should be remembered that
the disintepgration of the international sconomie system during the interbellum
yveors continued to toke placo at & rapid paco during the deceado of the 1930's,
aftor war dobts and roperations had passed from the intornntional sconc as
live issucs.

Crucial Problems for International Stability

The inobility of tho world to cope with tho four factors of discquilibri-
um just listod prior to Soptombor 1, 1939, was fully cvidonecd by the growth
of bilatoralism, trado discrimination, foroign-cxchange control, and elcaring
ogrocments. The war in its progress to tho summer of 1952 has ncecntuated the
potontial disruptive powors of thoso factors in the post-war poriod.
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¢, le The frcts ting to the concentration of 1.1:&1-3; gold in the
United States, the loss of British gold, foreign balances .and foreign securi-
ties, the accumulation of blocked sterling by Empire and other countries, ete.,
are too well known to require repetition. It may be noted, however, that the
Lend-Lease Act in the United States and the Canadian provision for a billion-
dollar gift to Britain, both initiated boectusc of the inability of the Unitod
Kingdom to finence its North American purchascs out of incomc or eapital,

hove halted British lossos of foreipgn assots in thesc countrics.

2. Tho problom of intornational liquidity, femiliarly known beforc the
war cs the "hot money" problem, has been effectively disposed of for the
period of the war by foreign-exchange control., If exchange controls ere to be
removed after the wor, however, the problem must be dealt with. BEven apurt
from the question of confidence in currencies, hot money will be troublesome
becausc the proportion of liquid to total assets_g/ has grown enormously in

See A. A, Berle, Jr., and V. Pederson, Liquid Claims to National VWealth,
(Y¥ew York, 193L).

nll countries. Currency in circulation, eentral benk deposits, commereinl

ond savings bonk deposits have incroased markedly, while physicnl eapital
ossets have beon consumed for war purposes. At the same time, the distinetion
botwoon governmont debt and cos® hos narrowcd ns governments hove given
explicit and tacit undertokings of stobility of interost rates during and
eftur tho war. Savings bonds in the United Statos coan be rodoocmed 60 days
after issuc ot cny time without noticc, ond similar spoecial sccurities have
been sold to the public in many countries. Ordinary government bonds are so
widely held by the public, corporations, and banks that any reversal of the
cheap monev policies pursued during the war would be likely to meet with
extensive politieal opposition and cendanger the safoty of important national
institutions. Cheep monuy has beon adopted as an immuteble policy of finance
during the w ar when eapital is secarce; it would appeer wvirtually impossible
to dispense with after the var when the need for capitol is reduced, the
donger of deflation threatening, and o heavy load of wvare-contructed debt must
be corried by governments.

If money rew"ins chenp after the war, government debt in the hunds of the
public in all countries will be convertible inte ensh with o low risk of loss
on principnl., The inerecsed liquidity of nantionnl assets will accentunte the
problem of providing internctionnl liquidity. Capitel flight will be a
greater peril to a country's international monetary stabilitv. If free
exchange markets are maintained, the ease of converting national assets into
cash will lead to increased attempts to distribute the risk of capitcl loss
internationally.

3« The trend in the terms of trade against primary products in favor of
industrial goods may be expected to continuec after the war, unless further
steps are taken to correct it, because of the war-time expansion in agri-
cultural and war materinl caprcity and the acceleorated development of manu-
facturcd substitutes for naturcl commoditics. 3/ That this trend hos boon

2(’ Reovicws of Colin Clark, The Bconomics of Igo’ 0, (Londomn, oh2), Thieh 1s

not yut available ot tHu“TEFﬁTTﬂ“?EFTIﬁET—TEHicLtu his viow thot o now
shift in tho torms of trade in favor of primory products will occur in tho
neor :ubur;. This position docs not nocossorily eonflict with that
expressced nbove, since Clark apparcntly oxpoets the stops ncecssary to
reversc thJ trond--tho oxpansion of purchasing powcr and productive
enprelty in the cconomically backward arcas, ond the further industrial-
izntion of primory produeing countrics=-vill in faet bo tokon.
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distyrbing to the main®Mance of international trade oq.ibrimn under an open
system cannot be doubted. The shrinkage of markets in general gives monopo-
listic cdvontoges to markets which remain aveilable. By making full use of the
pvovor of their bargaining position, largcoe-sciele importing countries can require
the countrioes from which thoy buy to buy from thems Onec involved in bileterel
clearing, morcover, primary producing countrics aro vulnerable to attempts
further to reduce apricultural and rew material prices or to raise quotations
on industrial goods. The long=-run shift in the terms of trade has opened
opportunities for governmment intervention on a diseriminatory bosis in the
pricing and distribution of goods in internationnl trado,

The recsons underlying this movement in the terms of trade ecn be illus-
trated by reforence to agrioultural products. The inelusion of raw matericls
complicotos the anclysis but does not groatly modif'ly its conclusions.

The tcrms of trade huve moved cgainst agriculturcl products and in favor
of industricl commoditios boecusc of diffcorcncecs in tho institutional orgonizo-
tion of production in the two fields on the one hand, and in the oharuncter of
the demond for them on the other. The differences in the orgonization of produc-
tion need not be eluborated. In vorious quarters it is urged that they be
norrowed by nitionnl cnd internctional aecredge controls and internotionnl agree-
ments to stockpile surpluses on tho "ovor-normal groncry" prineiplc s for cs
cgriculturc is concerned, 5/ or by the destruction of' monopolistie practices in

L,/ Scc L. A. Wheelor, "Agriculturcl Surpluscs in tho Post-Wor World", Foroign
=  Affcirs, Volume 20, No. 1 (Oetober 1941), pp. 87=101. el N

industry. Tho fret thot the domand for agriculturcl products as o wholo is
rolotively inclastie ond the demond for industrial products relotively clastie,
howovor, prcsonts & far loss troctoblo problem. As productive officicney
improves in agriculturc, factors of production must bo shiftod out of rgri-
culturc into monufaeturing or sorvico industricus, beecusc tho demrnd for egri-
cultural products is limited; &s productive cfficicney inercvascs in industry,
on tho other hand, an ovorall cxpansion in industrial output as a wholc is
possiblc. 2/

2/ This discussion omits considcration of vnopulation trends, synthetie indus-
try and other now sourccs of demand for esgriculturel products, the rele of
bettor nutrition, and many othcr relevant aspocts of the problem. It
should be pointed out, howsver, that malnutrition, for which more production
of protective foods is needed, raises the ceiling on total egriculturel out=-
put but does not vitiate Engel's law, It is further signif'icant for the
world problem that Engel's leaw does not apply where the standard of living
hovers at or below the subsistence lovel, In this arca, Malthus's law
applies instead.

—— - —

The pessibility of technological unomployment in agriculturc calls into
question a fundamental assumption on which the cease for international special=-
ization rusts. Greator officiency in agricultural production can raisc the
rcal income of a country dopendont upon cxports of the agricultural product
only if lebor frocd from the leand is able to migrate dbroed, or, whorc migration
is impossiblo for political rcasons or for inability to accumulate tho capitel
initially cnllod for, whon industry is dovoloped within thoe country. This indus-
try ncud not bo ns officicnt as industry cbroad., Tho reel incomo of the country
will bo inerenscd if at somc lovel of costs, lubor displocod from agriecul turc
can produco industrisl products prcvicusly imported to cnable part of tho
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‘procéeds of an unchanged volume of exports to be spent gn other types of
imports.

If neither migration nor industrialization occcurs, the terms of trade of
the country experiencing an increase in productive efficiency on agricultural
products will move against it, and the country will have made no gein from the
inereased output. The terms of trade may even move so fer thet the country
oxperioncos & not loss in roal income as o roesult of on inercasc in effieicney
in the oxporting industrics.

i« Tho concopt of 2 chronic world shortage of dollars is porhaps too
complux for full anclysis in o paper of this longth., Thet n shortago oxists
is supported by the fuet that the balance of payments of the United Sbates has
recorded surpluses on current nccount in all but two yecrs since 1919; ~nd the
fret thot the merchondise tride bnlonce of the country hus been favorcble cnch
yecr since the lorgee-senlo eopitel imports of the 1870's. Tho smell brlonce of
peyments doficits in 1036 and 1937 occurred during o period of hoavy inventory
anccumulotion cnd drought.

Tho difficultics oncountecrcd by foroigners in obtoining cdoquate supnliocs
of dolloars crc "blamed" on United States tariff policy, or on the fact that
during the 1930's, United States recovery lagged behind that of other countries
as compured with 1929, These explanations fail to moke clecar why & new oqui-
librium is not c¢steblishod whon United Stotes tariff barriors arc raiscd, aftor
simply & trunsitional shortago of dollars; and theoy fail to push tho cnelysis
of higher U. S. income and cnsuing highor imports to tho impact of thosc in
turn on tho purchascs of foroign countrics in the U. Se

At bosis tho oxplanation for tho chronic world shortage of dollars is to
be found in the toehnieal suporiority of the United Statos in tho production of
mony goods nocossary to @ high modern standard of living, end to tho naturcl
deosirc in othor countries to raisc ronl incomes fustor than the basic conditions
of their economic productivity justify. The United Stutes hes lorge ocnd foirly
bolenced noturcl resources, relotively modern cnd efficient eapitel equipment, o
oompare tively small populction in relation to natural resources tnd copitel
equipment, but o large domestie market for the output of its own miss-produc-
tion industries. Tho United Statos eoan produce n wvoriety of producers' and
consumers' goods with a prico and quality advantope so gront ns to be almost
cbsoluto, Tho advantages of other countrics over the United Stotes in the
production of other industricl goods cre rolativoly narrow, Undor those condi-
tions, tho law of comprrative advantoge oon ostoblish oquilibrium in internc-
tioncl trade only with great difficulty, ospeeiclly sinec tochnologienl andvoneo
is buing mado in the Unitod Statos and cbroad at o rapid poecs

The fact thot othor countrics wont to inoroasc thoir standord of living
frator thon the foets of their ceconomie productivity justify eoan bo oxpressocd
in tho stotomont thot tho demond of the rost of the world for Amoriean monuface
turcd products’é/ is highly olastic with rospcet to incomo ond priec, whoroas

é/ The forcign domend for Amorienn primory products is, of coursc, subjoct to
the influcnces of tho long-torm shift in the torms of trado, as well as %o
the economic forces in the United States, which have lately assumed
political forms, tending to bring sbout equalization of incomes. Compare
the shrinkape of American foreign markets for lard, wheot, cotton, tobaceo,
fruit (other than citrus), etc.




the United States demand for foreign products is relatively inelastic.Z/

Z/ That the American market can be sold by mod:~n methods is illustrated by
the success of Czechoslovakia in developing outlets in this country for
sales of pottery, glass, shoes, gloves and other leather goods, during
the interbellum years. The "Corporacion para Promotion del Intercambrio
organized by American exporting interest in Bucnes Aires to promote the
sale of Argentine products in the United States, was apparcntly achicving
considerable success in 1941, until shipping difficulties curtailed its
operations.

»

The Amoriean demand for raw materials is, of course, derived. The
influence of this fact on the course of imports is so strong that the
volume of total imports fluctuates closcly with the physical volume of
industrial output in the United Status, as mecasured by the Federal
Keservu index. This relationship is so marked, morgover, that no
distortion in thec correspondence appecars to have rosulted from the
imposition of tho Smoot-Hawley Tariff Act of 1930 or tho tariff rodue-
tions under the Tradc Agroemonts Act of 193l.

It can be domonstrated that discquilibrium in tradc reclationships will be
brought about if national moncy incomes incrcasc by a similar percentage in
two countrics onc of which has an inelastic domand for tho goods of the other,
while thc demand of the latter for the goods of the former is clastic. If
the ratios of oxports to mtional incomc in the two countrius also diffor,
furthor disturbancos result.

Assume Country A with a low marginal proponsity to import (low
clasticity of domand for imports with respeet to incomc), and country B
with a high marginal propensity, trading exclusively with onc another. From
& position of cquilibrium in trade, an autonomous risc in national money
income of an oqual percentage in rclation to the pro-oxisting level, occurs
in cach country. A's imports from B will riso somowhat, but B's imports
from A will risc considerably. National incomc in A will rcecive o further
stimulus from the favorable balanca of trade; national ineomc in B will tond
to decline from the new level. If a new trade equilibrium is +to be
esteblished (assuming no change in the exchange rate, demand schedules or
other conditions of trade) national income must rise still higher in A,
decline in B or both. If the original inerease in national money income
was sought in both countries, say, in order to eliminate a certain amount
of unemployment, and a strenuous attempt is made to maintain it, the
equilibrium of the trade position cannot be restored.



When A has a low marginal propensity to import and is only slightly
dependent upon export trade, znd B a high marginal propensity to import and is
hecvily dependent on exports, adjustment becomes much more difficult. An
cutomonous rise in the national incomes in A produces a smell increase in impor
from B. The rise in B's exports, however, results in cn inerense in incomes in
B, most of which in turn is spent for imports from A. This rise in imports may
be larger than the increase in exports which prompted it, with the result that
the original stimulus to the favorcble balance of trade in B eventuczlly produce
an unfavorable balance. The maintenance of trade nqulllbrlum in a world where
these conditions obtain is a difsleult tasi. ng

It moy be sugrested thet the United States has o comparatively low
propensity teo import and a low ratio of exports to nntional income, whereas the
rest of the world has a relatively high elasticity of demand for United States
exports of manufactured goods and a relatively high ratio of exports to income.
If this be true, and if ths forsgoing analysis be applicable to the post-war
situation, additional dollars made available to foreigners by inereased United
States imports may lead to a pgreater inerease in foretipgn expenditures for
American products, lenving the world still short of dollars, This is not to
gninsay the desirability of lower Americon tariffs, since the shortage would
still occur at hicher levels of recl income. It simply underlines the con-
clusion that n reduction of the American tariff is not of jtself an adequate
solution for the world-shortage of dollars and that the earnest admonitions of

he rest of the world to the United States that it "live like & craditor
nation" fail to come to grips with the fundamentals of the problem.

Thrce Unorthodox Solutions

The types of solutions appropricte to the problem of establishing and
maintaining a free system of international trade and exchange after the wnr
may be illustrated by the analysis of threc recently advanced proposals;

(1) The Feis plon, (2) "The Twentieth Century Economic System,"™ and (3) “Pool
Clearing". E/

_———— e e - - = -— C—

8/ Sec Herbert Feis, "Restoring Trade after the War", Forecign Affairs, Vol. 20,
Noe 2 (January 1942), ppe 282-292, and Anonymous, "X TwentIeth Century
Economic System, pamphlet (London 1941). The third proposal has beon put
forward in an unpublished, privately circulated memorandum, and provides
for a system called "“pool clearing"e. It is perhaps unfair to analyze pool
clearing, when the reader is unable to test the wvalidity of the analysis
against the text of the proposal. The reason for so doing, howsver, is that
the proposal in question is the most able presentation of the basis idea
common to the thiree schemes.

An earlier variant of esscntially the same idea is advaenced by Edgard
Milhaud, A Gold Truce (London 1933), Chapter VII is particularly worth
examination as an attempt to answer all possible objsctions to the plane

—— — —— e —— —
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111 variations of an essentially similar idea, to use international

ring as & ystitute for or a complement to an open exchange market.

Feis' plan, which he doscribes aos o sugzgestion for a i7rade Stabilization
Fund or Budpeot", ealls for the United Statos to make three or four million
dollars available to forecign netions as & minimum annual budget for payments to
the United States for goods, sorvices, or debtse This sum would be cllocated
pmong various foreizn nations by negotiations Foroign countries drawing against
the minimun cradit a2ssigned to theom would credit the United States with an
cquivalent amount of their own currencics, computed at agroed rates of oxchnnge,
or of othor forcisn currencies as agreed upon. These credits in turn would
drowm upsn ~s the United States spont dollars -- which would be poid in €o the
authority handling the plon == for for01gn goods end scrvices. If o balanco of
dollars croditad Lo foreimors, or of foreign curroncics erodited to the United
States, woro loft unspent at tho ond of a spoecified poriod of timo -- Fois
suz~osts two vears -- tho unspent sums would bo cancelsds As tho use of the

an doveloped, it would be oxpecoted that all countrics would crodit all othor
countrics with minimum budgots of loeal currancy ot the beginning of coch trade
yeor -=- ot agrecd ratos of oxchrnge alterabls by negotietion.. Fois also
onticipates thot privote markots for foreign oxcheange, froc of government contre
would grow up outside of the eonfines of the minimum budgets, to provide media
of intornatismnl payment far eopital movements, trade in exeess of minimum
roquirements, mold flows, otec.

Tht
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The plan outlined in A Twentieth Contury Ecomomic 8ystem, cndorscd by tho
London Chamber of Commerce, 9/ involves loss elaborato machinery. It starts

_EE/ See R.,p)ru et G_g.:f"r:l_—Prchlpl 28 of o -f;u-;}_.‘-_.}_r_'_ Econ ’J-I‘: o ;';phlct (London
1942), pe 11,

with an international convention, in which the participating countriss agree on
a scrics of exchange rates. BExporters draw foreign-curreney bills cgninst
foreign purchasers, discounting these bills for loecal funds with their
respective national sxchangeecontrclauthorities, which debit the importing
country. Importers meke payment for purchases from abroad in local currency

to their respective exchange authoritiss, which credit the exporting countrye
The exchangse control of a country with a surplus of exports over imports
vis-a-vis another country builds up a claim on that country which can be
reduced only by importing further amounts of its goods. Otherwise the latter
is entitled to cancel the oredit after seven years.

The authior states that multilateral trade sould be provided by the creation
of an International Exchange where blocked credits in one country could be
canceled azainst debits in another at the conventional rates. le is apposed,
however, t5 holding all credits and debits with the International Exchange.

He considers it important that countries owning uncanceled credits recognize in
which countrics thesc have arisen, in order that they can "take steps to clear
those eradits either by taking more imports or restricting exports to them".

The third propcsal that for "Pool Clearing", is similar to the Twentieth
Contury Eeonowic System plan but &s shorn of its strongly bilateral tendencies
and without specific provision for the eanccllation of unused surplusese Each
country establishes a national clearing fund, and together all eountrics ostabe
lish an Intornational Cloaring Officcs Exporters obtain payment by drawing
bills on immorters abroad ond discounting these bills at the Hational Clearing




“ B

Fund, The latter pays the exporter by borrowing 1ocal.nds from the
central hanlr, and registers a claim with the international office. Importers
pav their national funds for fo eign merchanidses In this case the national
fund repavs lozns to the central bank and its credit at the international
clearing office is canceled.. The internmational office regards net claims from
all net cxporting countries as offset by balances accumulated in net importing
countriss as a whole, without identifying particular claims with balances in
particular countries. The persistant accumulation of deficits by a country
will require: (a) the funding of deficits into loans or exchange depreciction;
in the oase of countries the trade of which is only technically out of balance;
{b) enforced depreciation or exclusion from the systom on the part of countries
continuin +to imnort but unwilling te export; or (¢) no action at all, i.c.,
the continuous acoumulation of balances in the case of countries ready and able
to scll abroad, but from which the world is unwilling to buy. Surplus
countries run some risk of loss through depreciation of the claims they have
amassod agninst deficit countriss. It is felt that they canm be rslied upon To
increase thoir imports from the world as & whole (not the deficit countrics
alone), in order to keep dovm cumulative and wmnanageable surpluscs which
represent barren investments ond run the risk of losse.

Thesc brief summariocs fail to do justice to tho specifi. plans put forward,
Ent'mny indicate thoir broad outlines. Ia general, the proposals are designed
to relieve countries with chronic deficits in their balancos of payments on
current account from the sole necoessity to undertalke ndjustments, and to shift
the bulk of the burdon to surplus countriese. The Twentioth Century System is
frankly bilateral; the Feis plan trics to rid itsclf of evident bilateral
features by lenving room for the negotiation of balance transfers; “Pool
Clearing™ makss a valiant attempt to avoid bilaturalism,‘i/ but it is not at all

_L/ Tho objections to an internationnl system of sottling trade bilaterally are
obvious and compelling. In prospcrous times, the United States buys 4200
million of tin and rubber from British Malaya and sells that country some
525 million of Amsrican goods. To forece a bilatoral balance would involve a
reduction in Amorican tin and rubber imports or =n increasc in Maloyon ime
ports from the United States, the latter in the fmcc of choaper goods availe
able in tho Netherlands Indies, Jupan, and perhops tha United EKingdom.

Undor tho Feis proposal, the intercsted governments would negotiato the
distribution of the British Malay.n cxport surplus agoinst the United States,
wiiich would require government distortion of trade unless it wore possible

to cloborate o system which, prior to the: faet, would distribute the surplus
in th: same wny that dynamic forcos of o fres morket would have dictoatod.

Tho Twentieth Contury Systom nlso mnkes cllownnec for negotiated transfors

of balancos, but, under tho easc cited, appoars to insist thot if tho United
Strtos has an over-all doficit, or 3ritisih Molays cn over-all surplus, some
spocial morit attachss to corrcctions in the mutual tradec botweon thoesc coun-
trios as o meoans of arriving ~t the nooded adjustments. Subjecting transfors
of surpluscs and deficits to government nogotiation in ony ensc ssums vo
rotain the likelihood of tradc rivalry and diseriminction on o politiecl
bnsise

esrtain that the plan would oparantc successfully in this conncetion. E/ All

three systoms dopond upon forcipgnecxchnngs control to onsurc that trode transe

e e - e il

2/ If one or two countrics accumulato large surpluscs and onc or two countrics
largo deficits at tho Internationnl Clearing Officc, it is hard to seec how
the adjustments on the part of tho surpluscs countriocs could avoid boing

ot . bilateral basiss
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- actions arc in fact handled through the mechanism sst Qf'}r the purposo; the
Feis nlan ostensibly leoves room for frocdom of exchonge transactions sutsido
thc trade stabilization fund, but these transactions have to be examined to
ensure that they do not ineclude deals which belonr inside, say, imports on the
part of a cowntry which has credits abroad to be used upe The Twentieth
Century System is not opposed teo trade adjustments in the form of export
restrictions by surplus countries: +the Feis proposal, put forward to assure

ountries of import minima, and "Pool Clearing" are evidently averse to this
ethod of adjustment,

To get back te the four factors of disequilibrium:

1. All thres proposals evidently £ill the immediete need of countries
wiich will be left after the war without adequate monstery reserves. If any of
them were adopted, no nation need retain its controls over trade transactions
for fear of beinz unable to pav for imports or in order to raconstitute a
monctary reserve of appropriate size.

2. The Twentieth Century Systom and "Pool Clearing®™ meet the problem
of internation~l liguidity by providing for sxchange control which presumably
forbids any but official capital movements which arc undertalen to fund surpluse
and defiecits in balance of pavments. Provision under the system could,. of
course, be made for more labtitude in capital movements. The Feis plan purports
to allow for freadom of oxchange transactions outside of the "trade stabili-
zation budget device", It is ovident, howsver, that oxchange surveillanco is
required outside this arca, and it is not clear how hc expects to meks move
ments of short-term capital manageable outside tho s&stom. In a1l throo casos,
the mooting of tho problom of lacks of monetory rescrves will scrve to inerzase
confidence in currencics, at lecast for a period. If doficits pilc up contin-
uously against & country, however, a movement of tho exchango rotes may be
anticipated, ot loast under pnol eloaring, which would provide a stimulus for
exchange spceulation. Under thessc conditions, the exchange enntrol necessary
to operate the systom at all would probably bs used to provent short=term
capital mevemonts on private account.

3« and 4. Vherc thess proposals fall short of providing an adegquatc basis
for the roconsgtruetion of internationsl stability in world trade ond oxchango is
in theoir lack of corroctives for tho doep-s:atcd factors of disequilibrium dis-
cussaod above under the headinges of the trond of tho torms of trado egoinst
primary producins countrics and the chronic world shortage of dollarse. Tho
proposals roly on variouns mcons of adjustamnt: a) conseiomsly promoted
ineronscs in imports by surplus countrius; b) consei usly promcted deercascs
in exports by surplus countrics; o) cxchange doprociatisn on tho part
doficit countrics, or exchongoe approciation »n the part of surplus countricsg
d) thc conversiomn of unscttlcod balances into gifts from surplus to deficit
countrizs. g/ The cffoctivenoess of thosc moasurcs of adjustmont may be testod
_/ It may be noted thot whilc tho various authars do not cxplicitly roly on

oxpansion sr contraetisn of monecy incomos os a method of adjustmont--such
o8 arc ocnlled for undor tha “gold standard®,--which hns beon prlitically
r"“udl .ted on this aseount--the thros proposals do involvo such changos,

T5 take the simplest cx-mplo, under poal clearing, = surplus cowntry
borrfms from the eentral bank, which dircetly -.,nl._r.p;r;-s natisnal income and
cxpands the crodit base; the defieit coumtry builds up idlec balanecece at the
contrnl bank which contrancts msney inconos dircetly ond the credit basce

I> bo surs, furthor contral bank or Triosury sporatisns could offset thoso
inflationory oand daflatisnary offoctse

— . ———— — —
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fgninst the two disoquilibrium footors. .

n) To rely > increascd imports by industricl countrics to corrcet the
shift ir the torms of trade rgrinst primary-producing countrics is futile in the
1ong run, sincc ot hirhor standards »f living = country wnnts o groator pro=
portion of industrial goods to primary commoditicse In tho short rurn tho
position is comploxe An industrinl country with subs tantinl rosources ongaged
domestieally in primary pro uucL1) 1, moy bonefit by shifting resources from,
say, cericulturc to industry, importing more agricultural products from abroad.
In this instarco, the mirration of labor from cgriculture to industry .cours
within the surplus country rathor thon from tho deficit to the surplus countrye
In highly industrinlized countrics like tho Unitcd Stotos, however, o s?ift
of lobor from agriculturc to industry is alrcady toking ploce o adjust for the
inercascd officiency of domestic agrieculturc. It has not Pr)ﬂvédud in ponce
time fost onourh t9 absorb nll tho domestic labor froued from ~griculture; it
is difficult ©> sce how it could be spooded up, in viow of the cconomic
barrior to such migrotion on private account -- lack of cavital, ~nd bccausc
of political and 1“st¢tutlonal frictionse The inducement to a more thoroug!
going shift provided by the piling up of current account surpluses under, say,
the "Pool Clearinz" scbeme, would have little effect in view of the domestic
resistances.

If & countrv liks the United Kinpdom were to sceumulate surpluses under
the pool clearing scheme, there would be alwost no incentive to inorease
agricultural importse. The operation of Engel's law in the long-run makes it
1mposslblo for these schiemes to solve the n*oblem of adequate torms of trade
for primary productse

7ill surpluses accumulated by the United States under the pool cleoring
socheme lezd to increased imports by the United States which will bs sufficient
to correct the chronic world shortage of dollars? The analysis of the dollar
shortage above suzzests that it will note. The United States could import more
finisiied goods at any level of production, can import more raw materials at
hirher levels of produetion, =znd mizht 1.hort mors agricultural products to the
extent it succeeds in moving factors of production already engaged in cgri-
culture into industrye But these increascd imports will raise money incomes
abroad, and will produce incroasod demands for American products in 2xcess of
the orisinal increases in Amcrican imports. éf Tho chronic shortage of dollars

———— e e —

g/ The Argentine experience of 1936-38 roveals the offests of « high defendence
on foroign trade and o high propensity to import on the Wx l“ﬁu? of posmaents
adjustmentse The North Amcrican drought of the summor of 1938 raisoed world
pricos of wheat and corn. Argeatina with large crops of these ceroals
enjoyed an cnormous cxport surplus during the 1936-37 scason, using some of
the proceeds to pay off debt. Aftor a mormal laz, money incomcs in
Argentina rosc sharply. Imvorts followed the risc in incomc and orders
wore placed for substantial quantitios of Amcrican cutomobilcs, otec. Iven
if thc gain in oxports had been sustained in tho following year, Argentina
vrould hovo found itsclf with o large import surplus which had to be
corrcctod by foreign-cxch nW»-uonurol meagurcs, dirccted primerily agrinst
imports from the United Statoes.

i ——— i —— o —— ] e —— T O T — | — — —— A~ e

wuld remain, albeit at higher lovels of ruul incoma thrﬂughout the wnrld
and tho Unitod States would continuc to pile up surplusocs

Tho gold 2ccumulated by the Unitod States during the 20 yoars prior to the
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W-r*has not succeceded in inducing an oxpansion of Unit,.St-..t-':s imports which
wos not followed by an equal or groator risc in cxports. This gold ropresents
an investmont as cumulative nnd as barrea as claims on forcign countrics, and
is inecroasingly rocognizod o8 such by the man in the street and in vaudoville
jokes. Porhaps clzaims on an International Clearing Office would provide
rrester inducemsnt than rold to stimulate imports. In any event,it may be
doubted that increased imports would corrsct for long the world shortage of
dollars.

b) The adjustment of trade throusgh roductions in exports by surplus
countries has alrecdy been shown to fall short of the desires of the authors
of two of ths proposnls under consideration. To limit exports of industrial
products to primary producing countries will, of course, widen the terms of
trade between primary and industrial commodities. The sine mercsure fails to
solve the problem nosad by the world chronic shortage of dollars, sincz tho
demand for dollars is in effect an insisteont cxpression of tho decmed necd
for American goods. To ro Jucﬂ the amount of zoods available, would mecct the
problom but in a highly unsatisfactory fosihion.

c) Tho author of the plan for "Pool Clearing" gives groat weight to ex-

chenge dopreciation as a solution for deficits which arisc as o result of
trade disequilibric. "Experience shows that tho elasticity of total demand
for import and &f the total foroign demand for - country's cxports is alwnys

ush that, at one point or wnother, dopreciction con effeet ~ balanoing of
tr'du“. Issue mov be talken with this statoment on two counts. Somo exporicnce,
that of Gormany in 1922 and of the United Statss in 1932, suzzests that
exchange fluctuntions nesd not rosult in - balancinz of o trade position; in
addition, the type of tr-ode adjustmoent brought about by doprcecintion may not
be the most desirable once

Rather thon recount the complicated cxperiencs of Cermmany, 2o possible
onsc to be oncountersd in the post=wmar poricd may be excmineds. Assume thot
country I has lost foroign asscts, on the oarnings of which 1t depended for o
gongiderable proportion of its incomc from abrond; X is recselved to maintain
its standard of .living, and in foet to improve it through o nntion-wide
program of rcconstruction and rchousing; it has an unfuvorable position in
oxport markots, the demand for its products being reolatively inelastic with
respect to price, mnd miny of its coxports arc monufoctured of imported raw
materinls; X's demand for othor imports is inclastic sincc thoss consist of
fosdstuffs nnd raw matoricls fir domostic consumptione Undor thesc eircum-
stnncaes, depreecintion will boe slow in raising tho value of cxports and may
ineronse tho over=all value of imports in tcrms of X's currcnecye If, in
addition, woge rotes arc tied to chiangos in the cost of living, the cxpansion
in tho total volue of exports moy not oceur at alle Undor these and othor
imaginoable cireumstances, oxchange depreciction is o vory clumsy dovice,
and nay prove incfféctive bocause of progressive inflation 2t home, E/

_/ Soe Goc f;rﬂv Crowthor's discussion of the British post-wnr shortage of dol-

(o=}
lars in “knﬂij-Amcr1c en Pitfalls", Foreizm Affairs, Vol. 20, llos 1, pe 11:

“"In the classical theory of the free exchangzes a situation of this sort would
be corrccted by a depreciation of the pound, which would cheapen British
goods in Americc cnd make American pgoods dearcr in the sterling areas. But

in this pnrt1cu1°r casc it is questionable whether the romedy would worke
British goods do not, in general, sell on price in Amcrica ¢ees On thc other
hand, mony of America's exports to the sterling area, particularly the
automobiles and machinery nro virtual necessities for the maintenance of
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_» dndustry and trades It would be rash ©o go co far ."c-J say that there is
no rots of exchonge botwoen the pound and the dollar which would balanco
the accounts in o froe markot, But it would have Lo be a vory sevore
deprociation, whieh would hardly bo woleomo in either country."

Exchangs appreciation, on the other hand, may be matched pori possu by
deflation so that the appreciation of the currency does not stimulate an
incroase in imports nor rostrict exports. This is strongly susgested by the
experionce of tho United States when the pound storling fell from p4.86 in 1931
to ,3.12 in 1932, cvea though the deflation in the United States did not
orizinate solely or moinly in storling depreocictione Doflation kept up with
the approciztion of the dellar, so that the current account balance continued
favorable ot the highest walues of tho dollar,

s e — 1 — e — w—— —

Exchonze fluctuations will doubtless corroct balancceof-poymonts
difficultics in tho usual case, but thoey do so, like reductions in oxports by
the surplus countries, by frustrating the economic forces which make for
disequilibrium, In the case of countries with trade deficits resulting from a
worsening in the terms of trade, exchange deproeiction is likely to balance
the pesition by ensuring thet the country obtains less imports for a given
or slirshtly larger wvalume of exports. Such dopreciation will rodistributo
income within the ecountry, and moy be desirable in diverting real incoms from
the mass of ths consumers to oxport producers. It is hard ©o sece, howoever,
that it cen alter, and it may parpetunte, tho distribution of the factors of
production between primary ard industrial which give risc to tho growing
discdvontage to the exporting groupse.

d) Tho cancellation of unscttlsd bal-nees moy or mayv not corrcct tho doep-
sonted disturbances which smive risc to trade discquilibria, If the trade
definits forpiver ropresent imports of capital goods, which will increase tho
praductivity of the deficit countrics in appropriate lincs, their financing by
cancellaviom will tend to promots lonz-run equilibrium. If, on the other hand,
the deficits arisc from consumption anmd the underlyine situation cs To cconomic
productivity remains uwnaffested, concollntion, or making o gift »f tho surplus,
is o pollietive which mus®t be maintained so long ns the system is lopt in
sporatisne.

Yhere there is o long=-run tondoney for the torms of trade to move
agrinst primary products in favor of industry, fictsrs of production must bo
shifted from agrieultural nnd raw material production intso industry. To the
extont that tho nocessity to make gifts brings this about in the surplus courtry
which is prosumably 2lrcady lorgely industrizl, tho nocessity to concel
surplusus will impreve tho basic situntione But tho prospects in this commocct-
isn arsc unlilkely to provide an adequate solution in the long run, as psintad
sut under (a) aboves “here the deficit (luans) in the agricultural country is
utilized to finance domastie industriclizatisn, tho esoneccllation of ths dofieit
praoducos o reel improvement in tho situatione If deficits on the part of the
primary-producing countrics arisc from oxpenditurcs on consumption zoods
abrood, tho cancellation of such doficits will eontinue to be nccossary in the
futurc,

Similar rocsoninr cpplics ty the prodblem ercated by the world shortoage
of doliarss If dollars arc made avoilable t5 the rest of the world to finance
o highor lovol of coasumption than would othorwise obtain, the systom may he
counted upon to be a vsrpotual sne. Yhors, however, the dollars arc giveon to
forcign cowmtrics o cnable theom to narrow tho gop between their cfliicicney in |
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production and that of the United Stotus, 1ece, T2 111’: capital formetion
abroad, tho cancellation of United Statss trade surpluszs will tend to correot
the fundamental disequilibrium in the intermational trade position.

1t is politically difficult to justify gifts from surplus to deficit coun~
tries on sither of these grounds. An increase in public debt in the United
States to finance more effective resistance to the Axis and 2 somewhat
hirher standard of living for United l'ations is deemcd appropriate in time
of war on the primeiple of equality of sacrifice’in the attainment of a mutually
sourht end. In pence time, with wide variations in the stapderd of living
within the United Statss, it is doubtful whether use of public funds to
incrszase consumdtion abroad would be politically supportable, except in
cases of desperate ncede It would also be politically difficult to justify
gifts of capital equipment abroad. Capital equipment is productive, ond
can pav for itself with 2 portion of the increased output it makos possible.
If the United Statcs is not ready to receive cdded imports when repeyment
is offered, the funds repayed ccn be reinvested abroade

Britain in the ninetecnth century had a tochnical supsriority in the
production of industrial products, and lcnt abread on = large scals to
finonece tho spread of industry abronde If Britain had stopped lending for
any roason, while it retained its margin of superiority, there would have
been a world shortoge of sterling and a plea ‘for renewed loans rather than
for Britain to restrict its exports or to "act as a creditor nation". Britain
continued to pile up surpluses for reinvestment until World 'lar I and hos
acted as a ereditor nation as far as the whole balance of payments on
current account is concerned, only since 1914. For Britain to have given
away the advontasges of its superior productivity during the nineteonth contury
would hove been unthinkable at that bimo.

To sum up: The three proposals put forward cannot be expectod to solve
the deep-seated disturbances in intermational trade and exchanpe through
voluntary increases in imports by the creditor countries, by reduced exports
of such countrics or by exchange-rate adjustments, To the extent that these
proposals at basis resolve themselves into gifts from surplus to deficit
countries, thev may or may not help to correct the disturbances. Tho
proposals may therefore be taken as inadequate to meet the basic needs of
the post-war period.
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pzzpodox Proposals

Can international monstary stabilization then be achieved through the
more srthodox techniques of gold purchases by surplus countries, or by the
formation, Dy surnlus and deficit countries alike, of an international
stabilization fund? The system of gold purchases which the United States
practiced from the passage of the Gold Reserve Act of 1934 to the Lend-Lease
ict, evidently fails to clear the first hurdle - the fact that most of the
countries of the world no longer possess adequate gold reserves. On the second
score, hot money, the proponents of gold insist that confidence in currencies
can be maintained only throurh basing national currcncies on pold reserves. g/

—— ———— S —— — . W =t & —— - —a i

g/ Sea any journal catering to a finaneial audience interested in gold mining
socurities, espe The Northern Miner (Toronto), The Financial Post of the
seme city, and The Financial Naws (Tondon) e
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This position is dobatable. As far as the tondency for the terms of trade %o
move against raw-metorial producing countrics is concerned, gold purchases are
on the wholc noutral, except possibtly in soms areas where the alternative to
employment in gold mines is more intensive use of labor in agricultural
pursuits. The real contributiocn which the gold purchasc system makes, howover,
ig in its sasing of the world shortagec of dollars. So long os the United State:
is propored o monetize geld morc roadilv that other claims upon foreign zoods,
$1,200 million arc made svailable to the world annunlly sgainst forelgn now
zgold productione.

Dospite those advantages to tho system of gold purchases it is abundantly
clear after ths exporicnce of the last decade that therc is nothing inhcrent
in tho limping type of gold standard practiced before the war which tends to
corroct discquilibria in internationnl ocomomie rolationships. The open systom
of intarnational trade basad on gold brole dovm complotoly in spite of tho

1

attainment of new high rocords by mold productione

—

An intornotionsl stabilization fund writh largo rosourcos would, lilkc tha
unorthodox nropos-ls, obviato tho nocossity for a rodistribution of intcrnation-
n]l nsscts, and mizht contribute effce tively to confidomee in national
currencisse The collcetion of intornationcl assets in the fund could bo mode
avnilable to countrics with temporary balancc-of=paments difficultics for a
sufficiont period of time to enable discquilibria of oo cphemeral charaetor to
bo corrcctod. Surplus countrics would be paid for their oxeoss of Bnlos over
purchascs, so long os their orisinal contributions to tho fund sufficed for thig
purnasc. Loans by the fund to deficit countriss wonld have to stop, howovir,
when the nsssts of the fund wore fully cngaged in unpnid pruvious loans, unless
further contributions from the surplus countrics were forthcominze

It should be obsaorved that neithoer gold purchases nor an international
gtabilization fund arc far different from the threu unorthodox proposals
outlined ctove. Under th: systom of 70ld purchascs, surplus countrios rcecive
peyment for their oxcess of sclos over purch~sos in 2 conventionzl commodity
which thoy can monotize. Undor tho Feois plon, The Twenticth Contury Economic
System or "Pool Clocaring", howsver, surplus countrics could monotize this
cxcoss in o sensc by finaneing it ~t the contral bank. The surplus could,
on th: othor hond, be finoneod by the notional troasury, but this is cntirely
similar to the poliey of 7pld storilization followod by the United States
Troasury in 1236-37,
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An international stabilization fund requires financins by the contri=-
buting countries which cen be undertaken out of Central bank credit or bvdgete-
ary receipts. So long as the country maintains a balanced position in trade,
the line of credit or collection of assets allocated to the stebilization fund
has no effect on the economy. Vhen a surplus occurs, however, new envral bank
funds are mnde available to the market, or a budget deficit must be financed
(or & budeetary surplus is reduceds) The result of the surplus is inflationary
in its effects on national income, whether under the gold standard, “Pool
Clearing®, an internatioral stabilization fund or any other type of conceive
able formula .

The stron~ kinship of zold purchases and an intornational etabilization \
fund with the three proposals for righting world trade discussed above doos not '
meon thot these devices must inevitably be discarded becausc tho unorthodox |
proposals wore found to fall short of their objectivese Within a limited spherec |
cn international stabilization fund can make @n effective contribution to
monctary stabilizetion, by providing o collection of internationrl asscts for
short-torm usce Its proponcnts who claim for it a broader objective, or the
porpotuation of monetary stability throush a formula, c.ge. a couuntry can horrow
up to 2 per cent of its national income from the stabilization fund to finonce
trade deficits, but thorenfter in order to qualify for further loans it must
deprocintc its curroney by 3 por ecnt - thosc advocatos are simply more timid
than the authors of ths unorthodox schomes discusscd abovcee

Tho Nood for Long-Torm Capital Novemonts

————— b

e
ihilc some now intornational monctary mochinoery, such as a stabilization

fund, moy moke on offcetive contribution to internationnl monctary stability

in tho short run, the offecctivs basis for such stability must be found in o
rovival of longeterm capital movemenise The authors of tho throc unorthodox
schomos already discusscd and most of th: cdvoeatos of gold standards, inbor-
notional stobiliz-otion funds, otee oim ot achicoving o balanec in the curront
account position of most countriss, and hope to keop thuse accounts porpotuclly
in balancc. In so doing, they arsc waging war agninst the fundamental cconomic
tondeney for thc rowards of likec factors of production to movu toward oqualitye

“"ithin an arco or rogion whore factors of production have mobility, the
tendoncy for incomes of like fretors to uchicve cgunlity cnn be obscrved in
practice as it is recognized in thoorye thoro mobility dous not obtain, it
onec wrs possible for uncqual incomes to be roccivod by similar factors of
production ovor long periods of timc without stress or strain on political or
cconomic instituticns.

It may be doubted, howsver, whether wide inequalities in incomes received
by like factors of preduction can endurs for long today without soms conscious
effort to narrow them. lhile the physical mobility of ths overwhelming majority
of the world remains limited, there is great mobility of ideas, including the
jidea of what constitutes an adequate standard of living. Base of communication
of thourht is a twentieth-century commonplace; but the consequence that like
factors of production are beginning to insist upon a greater approach to
cqualityof rcal incomes in spite of lack of mobility is barely beinning to be
roalized.

The desirs for zreater equality in standards of living and its continued
frustration lic closc to the basis of the international disequilibrium of the
twentieth conturye Primary producing countrics insist that if thoy are capable |
of producing more goods thoy should be privileged to conswme mors of the types |
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of zoods they wante Dollars are chr nically short because the world wants
American products in order to enjoy a u_341y standard of living directly, or in
order to have the use of the most efficient tools for producing desired goods.

International monetary stabil llzatinn, thersfore, must be sought in &
wider arez than that alrc"wscr ibed by "pool cl leering", stabilization funds,
ro0ld stocizs, hotl money, intersst rates, or evel budget-balancing. The need of
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all countries for adequ“te monetary reserves moy be readily har dled if steps
.ro taken to assure that these reserves will not be quickly dissipated by
capital flight or throush uneconomic importse Faith in currsncles call be
restorsd in the short run, but counfidence adequate for an open systen of inter-

national exchanze must wait on a trend which promotes rather thon frustrotes
income equalizatione.

It must be accepted by the economist that la rge-scale migration camot be
relied upon haAully t» achieve the desired equalization of incomes. Some
migratison will be possible, from thc most densely over-populated arcas in terms
of naturnl resourccs, capital cquipment, mnd the stondard of living to which
the population has boen accustomod, o underpopulated and developing countricse
Prineipel reliancc, w\w:vq., must be ploced upon the spraad of capitel equipment
end modorn techniques of production. The movomont of the torms of trado zgainst
primary produets can bo haltod by improving still further productive e {ficionecy
in agriculturo ond raw metorizls, at tho some timc that domastic inﬁustrlwl
oppertunitics are rualizod as fully as possiblc. The world shortage of dollars
can bo met by the sproad of American, British, Gorman, Sweodish and othor modern
production tochniquos throughout the world, togeothor with sufficient cipital
to put them into operation.

&) "*ﬁ

Monetary stabilization, tharofore, rests fundamentally upon the rosumpv tion
of lonretorm eapital londing on o significant sealc. Proposals which if '
the basic probloms of stabi nd aim mercly to provide tomporizing mo
to £i1l1 the gop in balence of payments on curront ~ecount arc doomod to faile
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