





THE KEYNES AND WHITE PROPOSALS

BY FRIEDRICH A LUTZ

. Prmcetan Unwerszty

I INTRODUCTION

~,( ,"' '.

’I "\HE mternatlonal monetary problems Whlch w1ll confront the
world after the war are of two types, temporary problems, which. -
will arise only in the period of-transition to * normal" condltlons,
and problems of a miore permanent character. : ,

.~ During the perlod of reconstriiction some countries w111 tend to have '
a strongly passive balance ‘of -payments. As-an-example we may take
Great Britain. There is no doubt that the long withheld ‘demand for
faw materials and agricultural products will lead to an increase in Brit-
ish 1mports The Dominions, moreover, hold ‘considerable -short term
“balances in London, frozen for the time. belng, but likely .to be. with-

. drawn as soon as forelgn exchiange control is- dropped. In the absence

" of any international cooperation, Great Britain would have the choice
of retaining foreign exchange control, along with bilateral agreements,
for a considerable period after the war, or of letting sterling find its
own level. Neither of the alternatives is very attractive. There is an

~understandable desire to get rid-of all the impediments to international
trade and, of these, foreign exchange control is one of the most severe.

" To let the forelgn exchange rate fluctuate freely immediately after the

_war is, on the other hand, far 'from advisable. Quite apart from the’
disturbing influence which speculation in the currency may have on its

_ general level, it is safe to say that, under the impact of the sudden de- -
mand for foreign exchange from the two sources mentioned above, .
sterling would depreciate much miore than would, in the long run, be '
required. Other countriés would then complain about “unfair” compe-
tition, based on an.undervalued pound sterling, with the result that we -
‘might again find ourselves ina perlod of competitive exchange depre— ‘
“ciation and currency wars.

Of the problems of a more permanent nature three deserve partlcular
mention.

= -1) Under the gold standard the total volume of international cur- :

rency was dependent on the accidents of gold production. As the quan-
tities of national currencies were based on the monétary gold stocks of A
the countries concerned, the world was thrust into periods of alternate
-deflation’ and inflation. A better method of regulatlng the volume of
-rmternatlonal currency must be sought ' : oo
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2) In. the 19th ceritury, Great Brltam and France, at that time the
‘main creditor centers, lowered interest rates whenever they obtained
gold from a favorable balance i in their mternatlonal accounts, and thus

- immediately stimulated foreign lending by their nationals. This re- .-

leased the countries which were losing gold fromi the nece551ty of sub-
mitting to a process of severe deflation. In the twenties, of this century,
the mechanism failed to work, because the United States, then the-main’
creditor country, prevented the i incoming gold from affecting interest
. rates at home at any time that lower 1nterest rates failed to fit into the
domestic monetary policy. The result was that the countries losing gold
had to bear the whole burden of rectifying the disequilibrium in the. bal-',
ance of payments Since the process of deflation ‘which this involved is
painful, most countries, faced with a considerable loss of gold, simply
preferred to go-off the gold standard. The question arises whether a. -

'procedure cannot be developed which will both make the adjustment: o

easier and oblige the creditor country to share in it.

3) The third problem is closely ‘connected with’ that Just dlscussed
- The period between the two wars showed the disruptive influence which
capital movements can have on equilibrium in the balance of payments.

- The necessity for devaluing a currency was often the result of a capital .

’ :ﬂlght associated with political and speculative influences. Is there a
way of avoiding such capital movements ?

The Keynes plan proposes the setting up of machlnery intended to

-solve both the tran31tory and. the permanent problems in international
monetary affairs. This is-also true of the White plan but the latter is
not purposely.concerned with the regulatlon ‘of the volume of interna-

~ tional currency. Principal attention, in this essay, will be devoted to the

- permanent problems. Before con31dermg the. contribution of the two

plans to the solution of these problems, however, we should say some-"

~ thing about the general character of the machmery that they envxsage '

N\

- IL. TI—IE “INTERNATIONAL CLEARING UNION”
: AND THE .
“UNITED ‘AND ASSOCIATED NATIONS
' STABILISATION FUND” .

AccorpING to the Keynes plan an- “International Clearmg Union” is to
be set up. The Union starts out without any funds whatsoever. Each
country has a quota in the Union which consists 51mply of a line of credit
~with the Union in terms of a unit called “Bancor.” If a country (either -
through its Treasury or through its Central Bank) draws on the
Union, the following entries will appear -in the Union’s books: on the
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‘assets: sxde there will be a loan- (m terms of Bancor) to the country
drawmg the check and on the liabilities side, a dep051t in favor of the
* country receiving. and deposmng the chcck The Umon thus creates:
its. own funds and, for this reason; can never run out of them. The
_ transaction just descrlbed amounts, of course, to a credit given by the

- “country with the credit balance to the country with the debit balance.

- Credit balances may also be built up through the deposit of gold with
the Union. The quotas -of the various countries determine not only the
credit facilities which the countries enjoy but also their voting power,
, isub ject to the proviso that no country shall have an absolute veto. The
‘ quotas are based on the relative importance of the member countries,
in international trade. If the figures suggested in the plan were adopted,
the initial quota for each.country would be 75 percent of its total average
exports and imports during the last three years before the war, and
would then change automatically on the basis of a three-year running
average of total imports and exports and, later, a five-year average. The
*initial quota of Great Britain would be approximately $5.5 billion, the
Amerlcan quota (1f we omxt the gold 1mports in the three last- pre-war ‘

Umon the Fund does not start out wnthout contnbutlons On the con—‘
trary, each country- must subscribe a certain amount, called its quota,
fifty per cent.of which must be pald in in the form of gold, local cur- |
rency, and government securities, in specified proportions. The rest of
_the quota may be called later. The Fund’s balance sheet would then show,
on-the assets side, gold, currency, and government securities of all the
member states It is not clear what corresponds to these assets on the

conntry havmg a share in thls capltal correspondmg to the pald up part '»
“ .of the.quota.” 2In. addltlon, there might be, on the liabilities side, “Unitas”
'deposns which.a country may obtain against the deposit of gold. The

1 The other. possxbxhty of giving each country “Unitas” deposits seems excluded by
the fact that these deposits have to be covered 100% by gold. It may be noted that the:
plan sometimes refers to a country’s “exhausting its quota” (III, D). This is. an un-
fortunate expression. The original contribution of a country can be exhausted, but this

" could only be due to an active balance of payments of this country with the rest of the ’

“world, We should have to say in this case that the other member states exhaust this
country’s quota by buying its currency from the Fund. What is meant is obviously that
the country concerned has a passive balance of payments, with the result that the Fund
.must sell to it the currericies of other countries. “Exhausting the quota” in- thxs -context
‘means that.a country has bought foreign exchange from: the Fund up to an dmount
equal to its quota, with the result that the Fund holds three times the amount of local
currency, local securities, and gold ongmally paid in by the country concerned. (This

. assumes that only 50% of the quota is. pald in when the Fund starts to operate.) -
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books are to be kept in “Umtas, a umt of account whxch is’ equal to
ten American dollars. : : :

- The operations. of- the. Fund would consist. m changmg the assets
around selling, say, sterhng against dollars at one time, Swiss francs ‘

agalnst Canadian dollars at.another tlme, and so on. The activities look b

different from those of the Union, but the difference is formal only. If
the amount of currency of one country among the assets of the Fund-
decreases in favor of a corresponding addition to the amount of the
currencies of other countrxes this means that the former gives credit
to the latter; just as a country building up a credit balance under the

Keynes scheme gives credit to those building up debit balances: The - .

Keyrnes plan has the advantage of a simpler structure and shows, clearly,
the nature ‘of the economic phenomenon behind the transactions of the
international institution: It also avoids the quite unnecessary trouble,
imposed upon the member states by the Whlte plan, of going through
the procedure of paying in contributions.
The White plan suggests that a country’s holdings of gold and for- :
~ eign exchange, the magnit'ude of the fluctuations in the balance of pay-
.ments, and the national income, should all enter into the determination
.of the quotas. This formula, no matter what the details: might . be, .
‘would give the largest quota to the United States, just as the British
“formula would give it to Great Britain. But whereas the British plan
excludes a veto power by -any one member state, the. Amerlcan plan
-would, without doubt, give such power to the United States. This fol-.
lows from the fact that, on the one hand, a country'may be entitled. to
cast as much as one-fourth of the aggregate votes (V, 1),and that, on
the other, all important decisions must be taken with the approval of a
”four-ﬁfths vote of the Board. It is true that the plan does not state
that only.one country shall have one-fourth of the aggregate votes but,
if Great Britain as well as the United States should obtain one-fourth,
then in the case of disagreement between those two countries alone,
no major decision could be taken. If, on the other hand, only the United
‘States were equipped w1th veto power, this country would actually run
the Fund. : :

III. THE PROBLEM OF THE VOLUME OF -
INTERNATIONAL CURRENCY

As the White plan is not specifically concerned with the problem of the
volume of international currency, our discussion in this section will be
.concentrated on the ideas of Keynes though some remarks will be made,
at the end of the section, on'the implications of the White plan. The
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- -minor role which gold plays in the Keynes scheme w1ll for the mo—
ment be disregarded. R
A member state; under the Keynes plan could and would‘look at its

-"-quota as 1ts réserve of international currency, corresponding to its gold

Aireserve under the gold standard. Running into debt with the Union,

“which is identical with using up part of its quota, would correspond to

the loss. of: gold, i.e., it would lower the international liquidity of the
country concerned. The repayment of previously incurred debts to the

: Umon, ‘or:the, building ‘up of a credit balance, would correspond to the

'gammg of ‘gold. The volume of internal -currency could be expanded

‘in’ the latter case and must be ‘contracted (or else the currency would

have to be devalued) in the former case. It seems strange, at first, that

a Central Bank could look upon a line of credit as its reserve of inter-

national currericy but, since the Union which grants the line of credit is

" an intérnational institution equlpped with the power to create the inter-

national currency;, “Bancor,” there is nothing surprising in this fact

~ which parallels a Central Bank credit for commercial banks w1thm any
'natlonal Jurlsdlctlon ' .

" The sum total of international currency would be equal to the sum

. ‘total’of ‘the quotas, Just as it was equalto the total gold stock under

“the gold standard It is true of course that an individual member state,

'by acquiring a credit balance with the Union, may - ‘build’ up a reserve

muchilarget than its’ quota. The international currency reserve of this
country would then be its credit balance plus its quota. But since debit
and credit balarices cancel each other it still remains true that the aggre-

“gate of the quotas constitutes the aggregate of international currency.

- In the theoretically conceivable case in which all countries expand -
their ‘domestic currencies in step, while. there is at the same time no

-disequilibrium in the- balance of payments due to. changes in reciprocal

‘demand, the ‘countries may indulge in inflation to any degree ‘they- wish.

' No debit anid credit entries would then appear in the books of the Union.

"The sutn total of the quotas would be irrelevant. In fact, however, each

’country must take into ‘account the poss1b111ty that its balafice may be-"

come passive from time to time. The more the world price level rises

the smaller a fixed quota will become in relation to the possible deficit
in the balance of payments. This constitutes an ultimate check on world
inflation. But, under the Keynes:scheme, the quotas are not fixed but
rise automatically - with the aggregate value of .international trade.

. .1The proposition that a given vilume of international currency can support, under
-the conditions mentioned in the text, any degree of inflation, would also be true for an
international gold bullion standard provxded that gold cannot be withdrawn from the
"Central Banks except for export purposes -




Quotas and inflation can feed upon-each other. The only check that then
exists is- that, since the quotas are.based-on.a three-year or five-year
running average of exports and imports, the increase in the quotas lags
behind the increase in prices. But, for the first years-after the war, when
* we can expect international trade to rise .faster than world productlon .
this check will not be strong, if, indeed, it exists at all. One may argue
that these inflationary possibilities are of no importance, alleging: the .
fact that, in recent years, certain countries did not inflate although ac- -
“cretions to their gold stocks would have permitted them to do so. Yet, if
‘the experlence of the period immediately followmg the last war is any
guide, there is surely real danger of inflation in the years xmmedlately
~ following the present war. We shall see, moreover, that there is, under:
- the plan, a certain pressure on countries with credit balances to get rid
of them. One way of doing this would be to follow an inflationary policy.

- Up to this point’ we have neglected gold. Gold does not, indeed, fit -
‘very well into the picture. One has the feeling that Lord Keynes worked
it in for political reasons, realising that no plan has a-chance of being
adopted unless it guarantees the maintenance of the monetary use of
gold The stake which the United States and the British. Empire- have;
in-gold is too- .powerful .a force to allow its demonetization. But there
is no doubt that gold is a nuisance rather than a help in the plan. .

- Since Bancor is the international currency, and since every country '
is equipped with a quota in terms of Bancor, there is no reason why a
«country should want to buy gold for monetary purposes. If a market
for gold is to be created it must be made possible to exchange gold for
‘Bancor. This is allowed for by the plan but its implications have, per-
'haps not been seen and, certamly, not explored. Suppose the United .
States is willing to carry out an inflationary policy which, with fixed
exchange rates, would make her balance of payments passive. The deficit
would be covered by first acqulrmg Bancor against gold and then draw-

ing on the accounts thus acquired in favor of the countries with active

trade balances. If these are, at the moment, in debt to the Union: they
~will now dlscharge their debts and it is quite conceivable that the Union

. will come out with Bancor balances entirely covered by gold.: This would

of course amount to a redistribution of the United States’ gold stocks.
‘But the point to be stressed here is that each country would now have, -
as its reserve of international currency, Bancor balances backed by gold
" and, in addition, its quota. An inflationary policy on the part of the
United States would also raise the total value of international trade,
thus tending to increase the quotas. It can be seen from this example that
“the monetary reserve of all countries, taken together, is actually thé total
monetary gold stock (which increases yearly by gold productlon) plus - -
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the sum total of the quotas (whlch increases w1th mtematlonal trade).
,The mtroductlon of gold into:the plan thus makes it still more 1nﬂat10n— .
ary than.it would be-without any use.of the-metal. . .
It 'should be added that the plan provides some checks agamst the‘,
mﬂatxonary possxblhtles irtherent in it, Thus.it is stipulated that: -
- @ a) The gold price of Bancor can be changed. The purpose of raising.
tghe gold price of Bancor would be to efféct a decrease in gold production,-
and to cut down the volume of Bancor which the holders of gold stocks
could obtain from the Union in exchange for gold
_ b)) A country. accumulatmg a credit balance in ‘Bancor can be made: ‘
‘to pay one per cent per annum on the amount of its average balance in
~éxcess of one-quarter of its quota, -and another one per cent on the
amount of its average balance in excess of one-half of its quota. The
context in which these charges are suggested refers to credit balances to
" which debit balances of other countries correspond. If they also hold.
for balances that are-covered by gold they would amount to-a tax on the
old which is exchanged for Bancor deposits. It is hardly worth while
V'to speculate about-the mﬂuence whlch such a tax would have on the -
market for gold. : -
" ;z:¢) The Board can reduce the quotas, by a spec1ﬁed proportlon of the
' fiull qitota which will be the same for all countries, “if it seems necessary
L to correct in this manner an.excess of world.-purchasing power.” Such
a 'réduction is, however, a'dangerous weapon: Those countries which
have only a-small margin of their quota left may lose this margin alto-
gether and may have to take deflationary steps to make their balance of -
' payments active. The effect of the reduction of the quotas is comparable
,to the  effect of ralsmg the reserve requirements for member’ banks
, Just as in that case an individual member bank with insufficient: excess
feserves may run into difficulties, so a country which is left with an
msufﬁcnent ‘margin: of its quota may find itself in trouble.r =
If gold production is large enough, or the United. States is willing to
follow an inflationary .policy with the results indicated previously, it is
' ~qu1te concewable that the quotas would have to be reduced to zero, in’
'”"hlch case the plan would be automatlcally suspended and replaced by
‘ the gold standard. .
& In conclusion on this point we may say that the plan works in such a
Way that there can never be a shortage of international curréncy but that
'there can be an excess of it. The mﬂatlonary tendency of the plan can be
1 The plan provides that no country will have to cut down its actual deblt balance

But the disappearance of the margin left for further drafts on the Union mxght 1t5e1f '
be sufficient to force the country- to. ‘take deflationary’ measures. ;
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combatted, but the most eﬁicxent way of domg it, the reduction of quotas i
is a2 weaporn which.may cause considerable disturbance.

While Dr. White evidently did not intend to maké any contrlbutlo
‘to'the solution of the problem of the volume of international currency;
his. plan has certain implications in this direction which must now be“f'
~ brought to light. Under the White scheme the volume of interhational
currency seems at first sight to be identical with the volume of monetary
gold. It is true that a country may acquire Unitas deposits by deposmng :
gold, and may draw on these deposits to settle differences in.the balance
of payments, but, since Unitas deposits must be covered 100% by gold,;
they do not constitute an addition to the reserves of international cur:
rency at the disposal of. the countries concerned. A closer exammatlonﬂ
however; throws a different light on the matter. The plan (II1, 4) pro-
vides that each country has a right to purchase, with its local currency,
such foreign exchange ds is. necessary to meet an adverse balance of,
payments on current account. It is therefore clear that each country may
consider itself as being in possession of foreign exchange to the extent
of its quota. A member state can therefore act.like a country on thé
gold exchange standard, i.e., it can (and those countries without gold
must) view this claim to forelgn exchange as part of its reserve of inter;

national currency. The White plan therefore extends the mternatlonal' "

currency reserves, just as does the Keynes plan, by the amount of thg:
~ quotas. The only difference is that the White plan does not envisage aJl
automatic expansion of the quotas, nor does it mention the p0551b111ty -
of a.change in the price of gold in terms of Unitas. The quotas, how-
_ever, can be reduced by the Board just as under the Keynes scheme. The
White plan, too, could function without any gold whatsoever so long ‘H,A
the countries-have the right to buy foreign exchange from the Fund!
- There is therefore, on this score, no fundamental dlfference betweert -
the two schemes ' ‘ B o "~ﬂ“:

IV DISEQUILIBRIUM IN THE BALANCE
- OF PAYMENTS

UNDER the Keynes plan the Central Bank of a country with a passxve
balance of payments could sell checks drawn on the Union, with the
result that this country would acquire a debit balance (and the countries
with active balances of payments a credit balance) with the Union. As
was pomted out above, the econoniic pheriomenon reflected by these book
entries is that of a short term loan : the countries with the credit balances
would in fact lend to the country with the deficit the monetary equlvalent
of the commodities making up the latter’s import surplus.
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~Theé deﬁc1t in the balance of payments of any country can clearly. not. »
go on forever, First there are certain ‘counteracting forces which work
automatically: It is riot difficult to see that the selling of checks. drawn .
on the Union by any Central Bank would lead to a corresponding de- -
cline in commercial bank deposits, to an equal decline in the deposits of
the commercial banks with the Central Bank, and to a consequent reduc-
tion in their reserve ratios, and that the opposite movement would take
place in the country which built up a credit balance. This corresponds
exactly to what happens in the case of an outflow or inflow; respectively,
of gold under:the gold standard. Under both systems, when, at least, the
. banks have no excess reserves, the result is an automatic tendency to
deflation in the debtor country and.to inflation in the creditor country;
tendencies which may, howéver, be counteracted by open tmarket opera- :
tions on the part of the Central Banks concerned. ' ‘,

- The Keynes plan, furthermore, envisages a kind of psychological pres-
sure toward inflation on the countries with credit balances.. These bal-
ances cannot be withdrawn in the form of gold. Unless, therefore; a
country is content to lend to the debtor countries for an indefinite length
of time; it will have to follow an inflationary policy in order to get rid
of the credit balance to which theé debit balances of other countries cor--
-respond.* (The tax.on credit balances, to be dlSCUSSCd later, w1ll make
itself felt in the samedirection.) :

«Fhe-author. of the plan, however, -does not solely rely on automatlc
forces to check inflation or to balance accounts. He provides a procedure
of ‘tightening the screw in order to force the creditor and debtor coun:
~ tries to bring their balances in order. The main steps are as follows:

. +«(1)"A mémber state with a debit balance shall pay, into the Reserve
‘Fund of the Unlon 1% per annum of its average debit balance in ex-"

~ cess of one-quarter of its quota, and another 1% on the balance in excess:

of one-half of its. quota: The same applies to the creditor country. As
far as the country with the debit balance is concerned this charge could
' ‘be effective only for psychological reasons. An international loan at 1%
would still be cheap.. Nor. does the charge seem high enough to induce
the creditor country to take steps to reduce its active balance of pay-
ments unless _again, pSychologlcal forces determine its action.? The -

countries’ concerned moreover, whether debtor or creditor, can avoid

these _charges.’ After consultat:on with the Board a debtor country

1 Economxcally there -is not much dlﬁerence between receiving gold -and keeping it
indefinitely, on the one hand, and g1v1ng credit for an indefinite period on the other.
“But psychologically the difference .is corisiderable. -
" 2 The proposal to put a 1% tax on the balances of the creditor countries is a.feeble
- attempt to apply in the ﬁeld of international finance levxo Gesell’s idea of taxmg cash ;
balances . ¥ .
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(through 1ts Treasury or Central Bank) can borrow Bancor drrectly S

from a creditor country, an operation which simply involves the cancel-
lation of both debt and credit items on the,books of the Union. If coun-
tries avail. themselves of this opportumty, the debtor country will be in

" a position to start, all over again, drawing against its quota. Further- S

‘more, there is nothing to prevent the debtor country from raising its
discount rate and thus attracting prxvate foreign funds.* All these meas-
ures would postpone the adjustment in the balance of payments.

. 'On the whole the Keynes plan would seem to lead to more short-. -

tferm’lendincr than does a gold standard. We have (a) the:“automatic” -
Iendlng through the Union, (b) the additional lendmg which occurs in -

. case an agreement is reached between Central Banks in order to avoid -

the charges of 1%, and (c) we may have private lending as a result of‘a
change in the interest rates. Under the gold standard the “automatic”

lending would not exist nor would there be the pressure (in the form of
a tax) on the several countries to come to a:direct loan agreement. The
tendency toward large short-term capital movements is at first sight a

strange result of the plan,’ considering that its author is on ‘the whole - B

opposed to them. Since, however,’ the apparent idea of the plan'is to avoid
-as long as possible the taking of steps which are necessary to adjust the

balance of payments, this result is, perhaps, not so surprising: as at first .

appears. There would seem to be little justification for a policy which
tries to postpone thie adjustment in the balance of payments. The meas-
ures which must be taken, once the adjustment can no longer be delayed,
must be correspondingly severe and will thus create more pamful dlS-
turbances than would otherwise be necessary ’ .
, (2) If the debit balance of a country has, for more than two years, -
‘ "exceeded one-quarter of its quota, the debtor country may devalue its
‘currency by as much as 5%, but it may not repeat this procedure unless
it has the consent of the Board.” If the debit balance is in excess of one-
_half of the quota the Board may require devaluation. The idea is, of

course, to prevent the deflationary pressure that would otherw1se be- - ‘

necessary. To these provisions there are two objections:
(a) The possibility of devaluation is made dependent on the fact
- that the average debit balance has been in excess of one-quarter of the

11t is true that the author of the plan looks askance at short-term capltal movements
of the “unwanted” kind and suggests their control by the member states. But the plan.
does not force such a control on the member states and the capital movéments mentioned
in the text can hardly be called “unwanted.” We therefore assume the absence of the
control of capital movements until we take up the problem more fully-in Section V.~
" 2 Since other states may feel that their interest is injured by the devaluation of any
currency they will be unlikely to give their consent except on being. threatened thh
unilateral action on the part of the state concerned.
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quota for at. least two years It -would. seem more desuable to make
it dependent .on the increase of the debit balance. If the debit balance.
. has been in excess- of one-quarter of the quota for more than two years,
bat is no. higher at the end of this perlod than it was at the beginning,
then. the balance of ‘payments has ‘been in equilibrium for two years. -
- If the currency is now devalued, it will no doubt be undérvalued, and
_ other countries may well complain about “exchange dumping.” Only -

* & rising. debit balance indicates a continuing deficit in the balance of
- payments The devaluatlon therefore should take place while the debit

balance is increasing.
- - (b) As soon-as the market begins to thirik: (on the basis of a country’s
; deblt balance with the Umon) that this country is gomg to devalue its
currency, speculation agamst that currency will set in. There is no risk -

" whatsoever involved in such speculation since the exchange rates are
 fixed up to the time when the devaluation takes place. As long as they
are “fixed,” they cannot' move even as much as they did under the gold
-standard, since gold shipments are not required to cover a deficit in the '
* balance of payments and gold points therefore do not exist. The Keynes
_scheme, in. consequence, simply invites short-term capltal movements.
" The author; it is true, suggests a control of them, without, however,

" making such control, an integral part of his scheme. We shall later

indicate that the introduction of the control of capital movements is no. -
_ easy or pleasant matter. In view of this fact, it seems more reasonable
'to provide from the outset that the value of a currency in terms of
Bancor will be allowed to fluctuate within certain limits. This could be
- achieved by a device which would correspond to the widening of the
“gold. points under the gold standard. The Central Banks would be per-
" mitted to. establish a dlfferentlal in the buying and selling prices. of
- Bancor drafts. Speculation against a currency would then no'longer be’
rlskless and the speculators could from time to time be squeezed by ap- '
\proprrate action on the part of the Central Banks.
) Instead of, or in addltlon to, requiring devaluation by a country,
. once its- debit balance is in excess of half the quota, the Board may ask .
~the countryto introduce the control of outward capltal movements.' The
1mp11catxons of this provision will be discussed in Sectron V.. :
" 1/(4) If a country’s debit balance is in excess of one-half of its quota
the Board may recommend “internal measures affecting its domestic
-economy, which may appear to be _appropriate to restore the equrllbnum
ernational balance.” But only if the debit balance remains in
three-quarters of its quota for at least a year, or else rises atan,

e:Board can also require the surrender of gold or foreign exchange by the country




- excessive rate, can the Board ask ‘that such measures be taken ‘This
shows clearly that.recourse to' deflatiofiary measures is- viewed only as :
a lastresort. Its function seems to be- mainly to-prevent a country from,
relying on the pos51b111ty of repeated devaluations. If this easy way''
out (easy, thatis, for the devaluing country though not for tlie others). .

were guararteed, we mlght expect a' domestic monetary policy, on the:

part of any member state, which more or less entirely disregarded the
effect of its’ monetary measures on international trade. This might
readily lead to rather frequent changes of foreign exchange rates, with
the result that the situation would not differ greatly from-that prevail-
ing in the decade immediately preceding the present war. Even with

the scheme ‘as it is, no one could be surprised to find that, in a- perxod o

of strain, events developed in a fashion'similar-to what happened in
those years. The Board, which is not equipped with any power to en-
force its decisions (there are no sanctions provided in the plan); would
probably have to consent to devaluations, willy nilly, just as the coun-
tries included under the tripartite agreement had to consent to devalua-
tions of the French franc because there was not much that they could
~ do to prevent them. The fact that countries can be declared in default:-
would: hardly be sufficient to keep them in line. The effect of such a-
~ declaration would be to prevent the country concerned from contmumg
to draw on the Union. But the declaration would only be made in a. situ="
ation in-which a country had practically exhausted its quota so that it
could not in any case draw on the Union.:
* The procedure to be followed under the Whlte plan when a dis:
equlhbrlum in the balance of- payments occuirs, is fundamentally the .
same as under the Keynes plan. A country with a deficit balance has the
right to buy forelgn exchange from the Fund (provided it is used to
make up a. deficit in the balance of payments on current account): to-the -
extent of its-quota. This corresporids, of course, to drawing on the-
Union under the Keynes scheme. As soon as the Fund has acquired Iocal '
currency of a country in excéss of the latter’s quota - (it ‘must be ré
membered that ‘onilly 50% of the quota is paid in) this country has i v
pay to the Fund, in gold 1% per annum on the excess.. After a transi:
tion period of two years, thé Fund can, with the consent of the Board

sell foreign exchange to the country concerned even if it already holds, -

200% of that country s quota-in the form of the latter’s currency. The
Fund can then require that the country take steps to restore the equlhb~

1 The plan-also provides that a country with a credit balance. above a certam minimum
shall discuss with the Board certain measures such as monetary expansion at home and

reduction of tariffs. But, since the creditor country retains the rlght to’ make the ﬁnal"-
decision, such discussion is not llkely to be very effective. ’
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-rium in the balance of payments. The steps taken may consist in. de-
_ flation or devaluation. What has been said about- Keynes solution ap-..
'plles ‘on the whole, here also,. and a detailed discussion is- unnecessary
It.should mierely be noted that: : . -
(a) The Fund has somewhat wider powers than the Umon It can
.influence the domestlc currency supply in a- member country: it can
~ offer'its own obhgatlons for sale in that country (IIL; 1) : or it can sell
securities of the country, held by the Fund, in the market of i issue. Pro-
vided the currency thus obtained by the Fund is held in the form of a
balance with the Central Bank of the.country concerned, such a policy
will lower the reserve ratios of the member banks.* This method could
"be applied in a country with a passive balance of payments and the op-
~ posite procedure could be followed in a country with an active balance of
" payments. The deflationary or inflationary effects of this policy could
of course be counteracted by the Central Banks of the countries con-
~cerned. In case of a conflict between the Fund and a Central Bank the

Central Bank would almost certainly prove to be the stronger.
(b) The plan provides for the possibility of exchange rate fluctuations
- within- specified limits. (VI, I) Accordmg to Sec. IV, 2, however, the

value of the national currencies is to be fixed in-gold or Unitas. If this:

is to.be interpreted literally the exchange rates could show no. appremable
" fluctuations. —
“(c) The one important dlfference, in the present connectlon, between 4
the two plans concerns the treatment of a country with an active balance:.
- .of payments. When the Fund begins to run out of its holdings of the
currency of: a country - (because this country has had an active -balance
_of payments) the Fund can, as a last resort, ration such a currency
among the other countries: NG other interpretation can be given to the

- phraseology of Sec. III; 7 which says that “The Fund shall apportion.

.its sale of such scarce currency. In such apportionment it shall be guided.

" by the principle of satisfying the most urgent needs from the point of”
view of the general international economic situation. It shall also con-
sider the.special needs and resources of the partlcular countries making
the request for the scarce currency: ” This means-that in such a situation;
forelgn exchange control is 1ntroduced by the Fund whereas its avowed

-purpose is to get rid of such control: There appears to be no reason what-
soever for such a provision. The thmg to do would be to force the

1 Thls should not be confused with the automatic effect which arises if the monetary-
authority of a country -buys foreign exchange from the Fund and sells it to its importers.
Such action also tends to lower the reserve ratios of member banks provided the Fund
holds the local currency thus acquired in the form of a balance at the Central Bank of
. the country concerned. What "happens here cofresponds to what-happens under the-
Keynes scheme when a Central Bank sells checks drawn on the Umon ) . :
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Acountry whose currenCy becomes scarce to resort elther to inflation or
to, appreciation of the exchange value of its currency, which are the -
logical counterparts of -deflation and' depreciation;. respectlvely, which;
- the plan envisages in the case of a country with a deficit in 1ts balance of;
‘payments . ‘

- ¢d) The Fund will tend to accumulate “weak” currencies and lose thez '
strong * If a devaluation of “‘weak” currencies, i.e., currencies of coun-.
tries with passive balances of payments, takes place, the Fund will incur .
‘losses. To guard against such losses the White plan provides. (IV, 4)

~ that the country whose currency is devalued must deliver to the Fund,

~ when requested, an amount of its.local currency sufficient to make up for ~

~ these losses. This additional currency can simply be created by the
Central Bank of the country concerned and it has, therefore, nothing
to lose by devaluation. No such mampulatlons are required under the -
Keynes plan but-the result is much the same. '

If the devaluation of the exchange value of a currency is ]ust sufﬁcxent
to brmg the balance of payments into equilibrium, the Fund will-cease
to-acquire additional currency. of the country which had the passive -
balance but it will not get rid of the currency already accumulated. Cor-.
respondmgly, some. other currency or currencies will. remain scarce |

" among the assets of the Fund. Thus it may easily happen that the Fund
will tend to be permanently loaded with certain currencies and to. be
short of others. To avoid this, the degree of devaluation of the “weak”
(or the appreciation of the “strong”) currency would have to-be such as

- not merely to bring the balance of payments of one country with the
rest of the world into equxhbnum, but to make it active where it was
prevxously passive and passive where it was previously active. ‘

Jtisa dlsadvantage of the White plan that it creates a high degree

"eof uncertainty for the monetary authorities of the member countries..

'The Fund may try to curtail the domestic money supply in a country,

. it may ask surrender of gold and forexgn exchange in excess of the

amounts the country had when joining the Fund. (III, 8), it may place -

conditions on the sale of foreign exchange to a country even before the
‘latter has bought foreign exchange to an amount equal to its quota; it
may devalue the curréncy of a country. A Central Bank will find it
difficult to administer its monetary policy if it has no way of knowmg
- what will be the reactions of the Fund to any of its measures. :
Summarlzmg, we may say that the procedure envisaged by the two
plans, in the case where a country has a passive balance of payments
‘with the rest of the world is intended to avoid deﬂa 6n’in'the’ country
concerned (a) by bridging the gap, as long as p0551ble through the grant-

1] am indebted to Professor Frank D. Graham for this point.
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ing of short term credit (b) if this is ot sufficient, by controllmg ‘out-
ward caprtal movements, and (c) by devaluation. Devaluation is to be

“the main method of adjustmg a fundamental disequilibrium in the .

balance of payments There'is no device in the plans which could effec-
.trvely prevent a member state from following a monetary policy lead-
ing to such a fundamental disequilibrium, nor is the Board strong
- enough to prevent a devaluation if a member state insists on it. The
situation, in times of -crisis, would therefore not be fundamentally dif-
ferent from that under the tripar:tite agreement before the war. R

V. CAPITAL MOVEMENTS

WE have seen that the Keynes plan (and the same is true, though to a
lesser degree, of the White plan) will tend to increase short-term capital

- movements as compared with what they would be under the orthodox
. -gold standard. Keynes strongly favors the idea that the member states
should control these movements. Irideed the success of the plan will
largely depend on the possibility of controlling speculation against a
currency which is expected to be devalued. Keynes, however, does ‘not
try to enforce such ‘a control upon the member states, except that the
‘Board may requxre it from a country which has a debit balance in excess
of half of its quota.” The ‘White plan goes a little farther. ‘The provision
‘that a country has a right to buy from the Fund forergn exchange up to
an amount equal to its quota, provided this exchange is used to meet an
_adverse balance of payments on current account, implies that .foreign -
" excharige dealings are concentrated in the hands. of a central authority
from which the purchasers must buy their fore1gn exchange on applica-
. tion stating for what purpose the exchange is needed. The White plan
would ‘therefore function only with complete registration of foreign
. -exchange dealmgs This is the first step in the direction .of forelgn ex-
~ change control. It creates red tape, delay, annoyance. But it is still con—
" ceivable that the authority ‘could give a general permxsswn for-all pur-
-chasés ‘on current account” but ‘reserve the right ‘to- grant; or refuse,
foréign ‘exchange for the purpose of capital export Such a polxcy is
‘suggested in the Keynes plan. .
- Now it is well known that a country which tries single-handed to
. control capital exports is confronted with almost insurmountable diffi-
" culties. It is not sufficient to deny forelgn exchange to those who want'to
shlft thelr capital abroad. It is also necessary to control exports. If out-
1 The problem of. Iong-term caprtal movements is- not discussed here. Keyrnes advo-’ '

cates an international lending institution. A discussion of this problem must waxt until
‘ the detarls of the plan are known.. - o . S




’ —nght capxtal movements are forbidden there is always a tendency to-ex-

port all kinds of things which would otherwise not be. exported (from N

“jéwelry to rare stamps) simply in order to’ build up balances abroad.
~All éxporters would have to be compelled to report to the central author-
ity all of the forelgn éxchange ‘that they acquire. They could not be
permitted to leave the proceeds ‘of their éxports abroad without j provmg
that they do it for good business reasons and not.because they expect -
a devaluation of their domestic currency. They could not even be per-
mitted to extend their terms of credit without such proof ‘Under such
circumstances the temptatlon is'great not to reglster the acquisition of
forelgn exchange at all, partlcularly since the exporters know better
_than anybody else that it is almost impossible for the central authority
to:check on them: It is just as difficult to check on the applications of
importers for the purchase of foreign exchange. To trust the honesty
of the importers, who in any case feel annoyed by the clumsy and slow .
procedure to which they are subjected, does not seem to be very realistic. .
The experiences of those countries which have made the attempt to .
control capital movements indicate that a comprehensive system:-of
forelgn exchange control, mterfermg greatly with- 1nternat10nal trade,
-1s-an almost inevitable outcome. - s
- The control of capital exports would be made easier if it were sup—
ported by a control at the receiving end. This is'suggested: by Keynes
and the White plan makes such coope_ratlon on the part of the receiving
country obligatory. But even then the use of undercover agents and
numerous devices which, in such circumstances, are invented in great
. variety by the imaginative business world, would make capital exports
possible though they might be smaller than if they were left free. But, -
against this; we must set serious dlsadvantages of whlch two seem to. be
-partlcularly 1mportant : ‘
First, there is the undermining of business ethics.. Thxs is. the in-
-evitable result of restrictions' which interfere with the smooth function-
ing of trade and which, moreover, can never: be administered in-a
perfectly fair- way. Secondly, once the apparatus for foreign exchange
control exists in the form of complete registration of foreign exchange |
transactions, it would be surprising if the authorities did: not sooner -
or later-make use of it for the control of foteign exchange transactions. -
on current account. (It is, for the moment, assumed that it is poss:ble
to-combine control of capital movements with a general permission for
exchange transactions on current account.) -This would, of course, be
agamst the intentions of the two plans. But the temptation is great. Ex-
perience seems to show that governments are rather strongly dlsposed
towards exchange control. It is so very convenient to use it for protec-.
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‘tive purposes or for eHectwely dlscrxmmatmg agamst some unfavored

‘,_country o : e
:Furthermore, a country w1th a deﬁc1t in the balance of . payments

mlght easily prefer foreign exchange control to devaluation. It benefits

_from the latter only if there is unemployment in the country. If full em-

- ployment exists it may appear that a devalilation merely makes the terms

" - of trade less favorable for the country without any compensatmg benefit

in the form of an increase in employment In this situation it is tempting
"~ to avoid devaluation and to resort to foreign exchange control. If the
apparatus for the control already exists the temptation may be too strong
‘to be resisted. To make complete registration of foreign exchange deal-
- ings a part of the plan seems therefore a dangerous procedure which -
. may easrly lead to a reintroduction of the full foreign exchange control
-which it is the purpose of the plans to abolish. ,
. The only sound thethod of preventmg short-term capltal movements
’of the speculative and.political kind is to remove their causes. So far as
capltal movements undertaken for political reasons are concerned, they
~will depend on the degree of political stability that is achieved after the
~war. Nothing can here be said about that. As regards speculatwe capltal
movements we may either resrgn ourselves to the fact that it is impos-
srble to.restore-an atmosphere in which no country dreams of touching
_,-,»the foreign exchange rates, or we may;-as a matter of-principle, prefer
_fluctuating .exchange rates to fluctuating price lévels. In either case it
_seems advisable (for the reasons given above) to establish a margin
w1th1n which the rates can change rather than resort to sudden devalua-
) ,tlons and to the. control of capital exports

VI PROBLEMS OF THE TRANSITION PERIOD

_BOTH plans have considerable merits as methods’ for dealmg w1th the
- difficulties which ‘will -arise in the period of transition to more: stable
.conditions. As far as the now frozen short-term balances are concerned
.the White plan provides, and the Keynes plan suggests, a procedure
,.,accordmg to which the Fund (or the Union) shall take over the balances
in exchange for Unitas (or Bancor). The Fund (or the Umon) will
then liqiiidate them over a period of time. The details (glven in the
,thte plan) need not here be discussed.

“ The other problem which arises out of the expected ‘heavy. demand
for 1mports, on the part of practically. all countries except the United
States, is solved by g giving those countries reserves of international cur-
rency, in the shape of their quotas, on which they can draw. to finance
their purchases Whether the-quotas: proposed are suﬁ"lcrent to brldge
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over the transition penod is dxfﬁcult to tell1 Much depends on the
foreign exchange-rates chosen. Neither plan suggests criteria for such

~ a'choice. Keyneés seems to rely.on a method of trial and error, allowmg

rather  frequent. changes in the exchange rates in the first five years
after the war. The chaos in forergn exchange rates which prevarled after.
the last war would, however, be avoided. If the. plan is adopted we shall
witness unstable (though not chaotic) exchange rates for a, cotisiderable
“period after the war, combinéd with a gradual lifting of forergn ex-
change control. All through this period the United States seems likely
to build up credit balances in the Umon ‘whereas most other countries
will run into debt. .

‘VIL. CONCLUSIONS

,LEAVING minor points aside our dlscussron has shown that

(1) The Keynes plan has a strongly mﬂatronary bias ‘which could
be removed in part by not allowing the quotas to rise automatically wrth

(2) Gold is qulte unnecessary orevena nuisance under both schemes .
(3) The control of capital movements suggested by the plans is
_ hkely to lead into comprehensrve foreign exchange contro] even. for
transactions on current account. Instead of capital movements bemg o
controlled, it would seem better that the forexgn exchange rates-should
be allowed to fluctuate within a certain margin as the Whrte plan sug-
gests; - .
(4) The Keynes plan, in particular, but the Whlte plan also, shows
. a tendency to postpone inevitable adjustments in the balance of pay- .
ments, with the result that, when the adjustment has ulamate]y to be -
made, it ‘will be more painful than it would have been if made earlier;
(5) Not much can be done against devaluation by a member state if
such a state insists on it. Economic sanctions would have to;be env:saged
if there is to be any chance of securing cooperatlon between the member
states in times of crisis. ¢

It is interesting to step back and to look at the plans as a whole. Unlike
“the classical economists, most modern economists do not favor solu--
tions ‘of economic problems which are based on principles. Instead they
advocate, in each concrete instance, measures devised ad hoc which, if -

1 Great Britain would have an initial quota of approximately $5.5 billion. One-fourth

- of it, i.e., $1.4 billion could be used before the one per cent-charge was levied. This may

be compared with the figure of roughly $1 billion representing that part of the import

surplus-of Great Britain which used to be financed by the return on foreign mvestments
A large part of these mvestments has been liquidated during the war.
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Vmgenlous froma techmcal point of view, may contradlct other measures
devised in other fields. The result is that the pattern of economiic policy
- of modern governments is far from being a model of logical consistency.
- (The influence of pressure groups accentuates this result.) Economic
~“policy has indeed become so inconsistent that it hampers the working -
* of the economic mechanism much- more than it fosters it. What is true
. of economic policy as a whole is also true of its separate spheres. The
two plans discussed in this paper are an illustration of the point. They
avoid clear-cut solutions such as the gold standard, or a paper standard,
. or one single Central Bank for all countries would offer. Free exchange
markets but also foreign exchange control, fixed exchange rates. but
also currency depreciation (and in addition perhaps a small dose of
"deflation), the use of gold as international currency but without its
having any role as an integral part of the mechanism of international
adjustments; all these ideas are merged into one plan. It i is unlikely that
“such a combination will work satisfactorily. It seems more probable
that one of the mutually inconsistent ideas worked into the plans will -
“win out. As it stands, the least desirable, foreign exchange control,
would seem to have the best chance. The plans have great advantages
for the period immediately following the war inasmuch as they provide
reserves of international currency, for those countries which will need
them to finance an import surplus, and offer a method of avoiding com-
plete chaos in the foreign exchange market. They have, moreover, the
- ‘merit of bringing before the public an ifnport’ant problem which deserves
extensive discussion. But they do not give a solution wh1ch can be_
regarded as satlsfactory for the long run.
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