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world’s currency experience of the last twenty-five years. For
reasons that need not be dwelt upon here, the gold standard in
the form in which it was reestablished after the First World War had
ceased to operate in the 1930’s. Gold, of course, has retained its im-
portance in world monetary affairs—not merely because the British
Commonwealth is the principal producer of gold and the United States
its principal holder, but fundamentally because the currency arrange-
ments of the community of nations continue to make an essential use
of it. ’
The use of gold in international payments  will be appraised here
by reviewing, in Section I, the gold arrangements in the world today
and by analyzing, in Section II, the policies and practices of monetary
authorities with regard to international reserves (whether gold, dol-
lars, or sterling). To round off this essay, Section III will discuss the
contemporary monetary system in another essential but often neglected
aspect—the relationships between domestic currency and international
reserves. A few concluding remarks will then sum up the main dis-
tinctive features of the international monetary system today and the
function of gold in that system.

G OLD arrangements in the world today are the outgrowth of the

I. GOLD ARRANGEMENTS IN THE WORLD TODAY

The principal trading nations make essential ﬁsé of gold for externai
purposes by reason of the gold arrangements that have evolved in the
world since the breakdown of the traditional gold standard in the early

1930’s. These arrangements are different in many ways from the

earlier ones; at the same time, however, they denote, in their very
substance, a basic continuity with the past.

Disappearance of the Domestic Tm'mmings,
of the Traditional Gold Standard

In the world today, free and unlimited gold coinage, which has been
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the distinctive feature of the gold-coin (or specie) standard prior to
1914 in most countries and prior .to 1933 in the United States, has
been dispensed with everywhere.- Most of the available gold has thus
been concentrated in central banks to serve monetary purposes.

In most countries, gold coins were withdrawn from active circula-
tion during the First World War; and when in the 1920’s the gold
standard was restored the currencies were linked with gold by legally
requiring the central banks to redeem their notes not in coin but in
bullion, and only in amounts that were set so high by monetary legisla-
tion that the general public was effectively discouraged from demand-
ing gold The reason why England and many other countries gave up
gold coinage was that such use had come to, be regarded as an “unwar-

ranted extravagance’. (the expression of Mr. Churchill, who was the
~ Chancellor -of the Exchequer at the time of Britain’s return to gold in
1925) ; the idea of a gold-bullion standard, however, had been David .
Ricardo’s-as early as the begmnmg of the 19th century.

Free domestic redeemablhty in bullion- was .in turn abolished every-
where durmg the 1930’s. In 1933, the United States itself withdrew
gold coins from circulation, and a year later provided, under the Gold
Reserve Act of 1934; that no United States currency should be redeem-
able in gold, that no gold should be coined, and that it should be unlaw-
ful for banks and the general public to hold gold or gold certificates
- (except gold in its natural state, i.e. nuggets, flakes, etc., and gold
coins of recognized value to collectors). Under the Act, the U. S. Gov-
ernment took possessioni of all monetary gold in the country, including
that held by the Federal Reserve Banks. :

Like the United ‘States, certain other countries—in particular the
United ngdom—do not allow their citizens to hold or trade in-gold.

A gold market exists in London, it is true, but—as will be explained
later—it does not provide any facilities through which British and
other. sterlmg-area residents can obtain gold for sterling, except for
bona fide use in the arts and industry. Most countries do allow the
~ domestic holding of ‘gold and some also permit or tolerate free markets
where gold can be purchased or sold domestlcally, in France the author-
ities intervene on the gold market in order to smooth out day-to-day
fluctuations. But nowhere do the monetary authorities deliver gold to
their nationals at a fixed price for domestic holding. Recent legislation .
in Belgium, Canada, and Switzerland provides for the minting of gold
coins, but only under certain stipulated conditions; since these are not
fulfilled, no coins are being ‘minted. In the United’ ngdom new sover-
eigns are being issued, but only for sale—against United States dollars
and other convertible currencies—in markets outside the sterling area.

o
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The Purchase and Sale of Gold-
among Monetary Authorities

While free gold coinage and domestic redeemability of currency into
gold have disappeared, gold remains the means of ultimate settlement
among monetary. authorities of the principal trading nations. To be
sure, the bulk of international transactions is, as it always has been,
“cleared” in the exchange markets, grid' the balances remaining after
transactions have been set off .against one another are settled, to an
extent varying according to the country, by the use of the United States
dollar and the pound sterling—currencies.in which many central banks
‘and Treasuries keep a part.of their monetary reserves. But monetary
authorities of leading countries buy and sell gold, at fixed prices or
. within prescribed margins on each side of a fixed par value, for the

settling of international balances; such gold is in the form. of bulllon 7

(i.e. uncoined or bar gold).*
As under the old gold standard by far the largest volume of inter-
national gold transactions is carried out in New York or London; but

the transactions are now effected in quite a different” way. For one’

thing, unlike before the 1930’s, the monetary authorities are committed
neither to buy nor to sell gold. Monetary legislation no longer requires
them to do so (apart from buying gold that nationals may be required
by law to'surrender to the monetary authorities), and under the Articles
of Agreement of the International Monetary Fund, too, there is no
obligation on any member to buy or sell gold in transactions with other
meémbers.** And, for another, the United States is today the only
country that maintains the international value of its currency by making
it interconvertible with gold through- transactlons with foreign monetary
authorities. Other countries maintainl the value of their currencies
through operations in the exchange markets, their monetary author-
ities being ready to enter the markets as buyers or sellers of Umted
States dollars at the limits of a given range.-

Apart from the United States dollar, there are but few currencies

whose value is defined by monetary legislation in terms of gold. Under"
the International Monetary Fund Articles of»Agreement however, the

: *The usual bar Welghs about 400 ounces, measures 7 by 3 9/16 by 1 11/16 inches, .

and is worth approximately $14,000.

** The only obligations provided for in the Artlcles of Agreement with regard to
gold are that a.member must sell its currency to the Fund for gold. if that becomes
necessary in order to réplenish the Fund’s -holdings of the currency in question, and
a member must buy its currency from-the Fund with gold when it has to fulfill its
obligations to repurchase its currency from the Fund. Apart from these requ1rements,
a Fund member is free to buy or sell gold as it wishes, provided it does so ‘at prices
corresponding, within certain margins, to the ‘par value of -its currency accepted by
the Fund. '
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sixty-eight participating nations have accepted the obligation to estab-
lish par values for their currencies that are binding for their foreign-
exchange as well as their gold transactions. These par values are ex-
pressed in terms of gold, or in terms of the United States dollar of the
weight and fineness in effect at the time that the Fund Agreement
was signed (1944). Members are obliged to maintain stable rates of
exchange based on these par values; and they are not to permit rates
to vary by more than 1 percent on either side of the par values. The
device of par values thus connects with the United States gold price
the par values of currencies that are not themselves defined by statute
in terms of gold, and accordingly makes the United States gold price
serve as an anchor for the world’s currencies. The United States itself
fulfills its undertaking under the Fund Agreement to maintain the ex-
ternal stability of the dollar by buying and selling gold in transactions
effected with other monetary authorities for the settling of international
balances. ,

The U. S. Treasury thits sells gold at the official price for the settle-
ment of international balances and other legitimate monetary purposes
to foreign governments and central banks; these can exchange dollars
for gold virtually automatically for these normal purposes. On the other
hand, the U. S. Treasury stands ready to buy gold from foreign gov-
ernments and central banks without limitation in amount at the official
price. : ‘

Sales and purchases of gold by the United States are at its official
price of $35 per troy ounce, plus or minus %4 of 1 percent, i.e. at the buy-
ing price of $34.9125 and the selling price of $35.0875 per fine ounce.
This price was established by Presidential Proclamation on January 31,
1934, under the authority conferred on the President by the Gold Re-
serve Act of 1934; the Proclamation reduced the gold content of the
dollar from 25.80 grains nine-tenths fine to 15 5/21 grains of gold nine-
tenths fine (13.71 + fine grains), thus changing the dollar parity from
$20.67 to $35.00 a fine ounce. This reduction in the gold content of the
dollar to 59.06 percent of its former parity fixed the value of the dollar
in the foreign-exchange market at about the level to which it had depreci-
ated in 1933. The President’s power to devalue the dollar further (to
50 percent of its former parity) expired on June 30, 1943; only an Act
of Congress.can now alter the gold content of the dollar.

A distinction is sometimes made between the gold content of the
dollar, which can be changed only by an Act of Congress, and the market
price for gold, which could be changed under Sections 8 and g of the
Gold Reserve Act authorizing the Secretary of the Treasury to buy
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-and sell gold, at home and abroad, “at such rates and upon such terms
and conditions as he may deem most advantageous to the public inter-
test,” i.e. at rates other than $35 per ounce. This authority has, how-
ever, been circumscribed by the obligations assumed by the United
States as a member of the International Monetary Fund. Furthermore,
it is stipulated in the Bretton Woods Agreement Act of July 31, 1945
that any change in the par value of the United States dollar shall re-
-quire legislative action by Congress.

Present gold arrangements in London are likewise very different
from those under the traditional gold standard. The London gold
market was reopened in March 1954 after a closure of sixteen years.
Only residents of countries outside of the sterling area may purchase
gold on the London market (the exception is the sale for industrial,
commercial, and artistic uses); furthermore, they may acquire gold
only if payment is made in dollars or other currencies convertible into
dollars simultaneously sold on the London exchange market or in the
so-called ‘“‘external-account” sterling, i.e. sterling earned—from trade,
and not from sale of property or securities—by others than residents of
the United Kingdom and overseas sterling countries. Such sterling,
which is convertible for nonresidents at the official exchange rate, was
established at the close of 1958; previously, gold could, in effect, be
bought in London only against dollars.

Sellers in London of gold mined in the sterling area of course receive
resident sterling, but the sterling area’s gold-producing countries have
free access to the London exchange market and their sterling holdings
are thus convertible into dollars, subject to gentlemen’s agreements not
to convert existing balances at too rapid a rate. As to gold sold by non-
sterling countries, it is paid for in external-account sterling, which can
be freely converted into dollars or used to buy gold.

The London gold market thus functions, in effect, like a dollar market.
Access to it is denied to residents, and even nonresidents can buy there
only if payment is made in dollars or other currencies convertible into
dollars. The chief differences between the London market and the gold
arrangements in force in the United States are that, on the one hand,
private interests can purchase gold in London but not from the U.S.
Treasury, and, on the other, the London price is allowed to fluctuate
within a prescribed range while the U.S. Treasury’s buying and selling
prices are fixed.

As already noted, the British monetary legislation does not define
the pound sterling in terms of gold, as it did before September 1931.
The United Kingdom has, however, the obligation under the Inter-
national Monetary Fund’s Articles of Agreement to maintain an official
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‘exchange parity of £ 1=$2.80, to which corresponds a gold parity or
par value of 250s. per fine ounce. Furthermore, under the Fund’s rules,
a member can buy or sell gold only within prescribed margins based
on the par value of its currency. The fluctuations in the London. pr1ce
of gold are thus ‘strictly limited.

The price in shillings is established at the- daxly “ﬁxmg '—the cere-'
monial meeting of the six major bullion dealers at which they attempt
to match up their orders to buy and to sell gold, in the light of their
knowledge of the demand and supply in the market as a whole, includ-
ing such interventions as the Bank of England, as a residual buyer
and seller, may undertake in order to maintain an orderly market. The
trading during the day is done on the basis of the price at “fixing,” al-
though it may vary from that price because of new developments or
movements'in the sterling-dollar rate. Generally, the sterling price of gold
increases whenever the dollar price of sterling decreases and vice versa.
- This inverse relationship reflects, basically, two essential aspects of the
working of the London market—the fact that it is mainly a market for
central banks that have the alternative of operating in New York, and the
fact that the British authorities, by adjusting their offerings of gold—
selling more gold, for instance, when the dollar-sterling rate is weak—
can influence the offerings of dollars by foreign gold buyers and thus
reduce the necessity for themselves intervening in the exchange market.

As appears from Chart I, the dollar equivalent.of the London gold
pr1ce from the reopening of the London market in 1954 through the
end of 1957 fluctuated almost continuously between the United States
buying and selling prices. On only a very few occasions did the dollar
equivalent of the London' gold price touch the U.S. Treasury’s selling
price (as at certain times in 1954 ) or fall slightly below the U.S. Treas-
ury’s buying price (as in late 1956 and at the beginning of 1957). In
contrast, during 1958 it stood above the U.S. Treasury’s selling price
~ of $35.0875; the peak was reached in October 1958, but by the year-
end the price fell to $35.09. It declined further ‘during the first quatter
of 1950, but rose subsequently to $35.12 in May (monthly average).
~ Bullion dealers are not able, as under the old gold standard, to pur-
chase gold from the United States' (theycould, however, offer gold
for sale here). But the impossibility of private gold arbitrage does not
diminish the importance of the London gold price as compared with
the U.S. Treasury’s buying and selling prices. Central banks, stabili-
zation funds, and Treasuries (and the international financial institu-
tions) have the alternative of buying or selling gold in:New York
or in London, and in fact conduct their transactions where the price is
most advantageous at ‘any given time (assuming that the location of
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the gold itself is a matter of indifference, and that the London market
can accommodate, at any given ‘time, all possible sellers and buyers).
The relationships-between the sterling price of gold, the sterlmg-dollar
exchange rate, and the dollar equivalent- of the London gold price

CHART 1
' THE DOLLAR EQUIVALENT OF THE LONDON GOLD PRICE, 1954-1959

(Monthly averages in dollars per fine ounce)
U.S. Dollars

35.20

U.S. Treasury selling 'price .
($35.0875)

B " U.S. Treasury buying price
($34.9125)

“1954 1955 1956 1957 1958 1959

therefore bear 1mportantly on the direction and the volume of 1nter-
natlonal gold movements today

A Bird’s-eye View of International Gold M ovements

No comprehenswe data are available on gold settlements among

monetary authorities. The United States is the only country that pub-
lishes—with a‘lag of three months—certain information regarding its
gold purchases and sales, in the aggregate as well as by countries and
international institutions; these data aré quarterly and on a net basis
and, therefore, do not give a full account—only a broad statistical pic-
ture—of United States gold transactions with forelgn monetary author-
_ities. Until the reopening of ‘the London gold market in early 1954,
the pattern of world gold’ transactions had been marked principally by
direct transfers between forelgn monetary reserves and those of the
United ‘States: Since the development of trading in the London market,
however, many central banks have been deahng in gold there, for
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reasons already explained; and. since no data are released on transac-

‘tions in that market, the pattern of international gold movements has

actually tended to become less visible. Nevertheless, by collating and
surveying the .published data, including the periodic returns of central
banks, it is possible to make a number of broad inferences regarding the
magnitude and direction of international gold movements.

The magnitude and direction of United States gold transactions with
foreign countries and the International Monetary Fund from 1946,
following the end of the Second World War, through December 1958

‘are shown in the upper grid of Chart II. As clearly appears from it,” **

there have been six distinct phases in United States gold transactions,

with large-scale purchases alternating with large-scale sales.. These . '~

shifts of the United States from the position of a net buyer to that of
a net seller of gold—together with changes in the official dollar holdings
of forelgn countries—basically reflect, onthe one hand, the state of
the United States “cash” balance of payments (i.e. the excess of out-
payments to fore1gn countries over receipts from them, and vice versa),
and on the other, the decisions of foreign monetary authorities to pur-
chase gold rather than build up dollar balances or to sell gold in order to
replenish dollar balances.

To understand more fully the workmg of the international currency ~
mechanism, however, it is necessary to look beyond these aggregate
fluctuations in the United States gold position. Two aspects, in par-
ticular, are significant. The first is the importance of gold transactions -

“between the United States and the United ngdom As may be seen

from the lower grid of Chart II, the United States gold purchases from,
or sales to, the United ngdom accounted as a rule, for a sizable
portion of total United States gold transactions; and secondly, the
United Kingdom frequently repurchased gold ‘f_er the United States
that it had sold during an earlier period. These alternating purchases
and sales of gold reflect, of course, the wide fluctuations in the sterling
area’s gold and.dollar payments they also reflect, however, Britain’s
practlce of holding ‘most of its reserves in the form of gold, and of
acquiring gold at. times of balance-of-payments. surpluses and disposing
of it during per1ods of deficits.

Other countries also sell gold to, or purchase it from, the United
States, but in amounts much smaller than the United Kingdom. Among
the Continental European countries, Belgium, the Netherlands, and
Switzerland have had transactions with the United: States fairly fre-
quently during the postwar years; France, Germany, and Italy, inter-

_mittently. Canada sold sizable amounts in some. of the early postwar
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CHART 1I
UNITED STATES NET GOLD PURCHASES AND SALES, 1946-1958
(+ = purchases; — = sales) '
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years, as did South Africa. Argentina, Mexico, and Venezuela also
made important purchases or sales.

The second aspect of United States gold transac‘uons that emerges
from Chart I is the decline in volume from the reopening of the London
gold market in early 1954 to the end of 1957 and the rapld rise in 1958.
Behind these gold movements were, of course, the swings in the bal-
~-ances’of payments of the United States, the sterling area, and Conti-

nental European and other countries. But the reopening of the London
_gold market and the growth of gold transactions there were also a
factor of great import. Obviously, so long as sellers receive a hlgher
price for gold, and monetary authorities find it cheaper to acquire
gold in London rather than in New York, transactions will be con-
ducted in London (provided the location of gold is a matter of indiffer-
ence) ; only when it becomes cheaper to buy gold in New York will trans-
actions converge there. The movements in the London gold price and
- the differentials with the U.S. Treasury’s price, which are shown in
Chart I, directly affect United States gold movements as summed up
in Chart II.

Sellers have continuously received a higher price in London than
in New. York. The South African gold producers are required to sell
their whole; output to the South African:Reserve Bank, which in turn

sells most of it, through the Bank of England, on the London gold

market. The South African Bank has no commitment to sell gold there
but, according to an official statement, “the maximum use” is made of -
the London market-because, “having regard to the international nature

and the leading position of the London market, it appears unlikely
~ that a better price could normally be obtained elsewhere.” During the

. year ended March 1958, the South African Reserve Bank’s sales of -

gold thus totaled $632 million, of which $625 million was on the London
market and $2 million against payment in Swiss francs. In addition °
to the South African output, which represents some 80 percent of the
entire sterling area’s production, London also receives the sizable out-
- put of Ghana, Southern Rhodesia, and certain other sterling countries;
unlike South Africa, these countries dlspose of their output directly

* _ through bulliori houses. "Gold originating from various nonsterling

countries is also sold in London.

There are no published data of the volume of newly- mined gold sold
in London; the British foreign trade returns contain, however, data
regarding gold imports, and although these differ from actual sales (be-
cause they exclude earmarking operations), they nevertheless indicate
that some $450 million worth of gold arrived in London during each
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of the years 1953-1955 (latest year available) ; most of this gold came
from South Africa and other sterling-area producing countries, while
about 11 percent was Russian gold. Occasional statements by the Chan-
cellor of the Exchequer in Parliament throw some light on more recent
developments. Thus, according to a statement in March 1958, total
British gold imports during 1957 anmiounted to $840 million; of these,
imports from Russia equalled some $200 million. Assuming therefore
that all gold sold by the USSR to_the United Kingdom was physically
1mported into the country, all other gold imports totaled $640 million.

At various times prior to September 1957, gold ‘'sold on the London

gold market came not only from imports but also from Btitain’s official
monetary. gold stocks; this was, of course; the consequence of the
presstirés on’ sterling, which necessitated official intervention in the
exchange’markets and sales of gold in the gold market to replenish
official dollar balances. On the other hand, during the last quarter of
1957, in 1958, and in early 1959, sterling was strong, and the British
authorities not only recovered some of their earlier reserve losses, but
also purchased South African and other gold that otherwise would have

found its way into the London gold market. The supply of gold on the .

London gold market did not match the demand, and the dollar equiva-
lent of the London price accordingly rose above the United States
selling price. Not only did the British authorities keep in their reserves
the bulk of gold acquired from South Africa, but they also purchased
gold in New York.

The principal buyers in London are thé central banks in Continental
Western Europe—so long as ‘it is advantageous with respect to price,
as already explained. Gold is also purchased on the London market—
against convertible currencies—by private -operators, especially for ex-
port to the Middle and Far East. On the other hand, there is evidence
of gold sales there by central banks in order to obtain dollars.

No data' are available regarding central-bank gold acquisitions or
releases in London; but some indication of such gold: operations may
be obtained by relating the changes in the gold. reserves published in
foreign central-bank returns with the data of United States gold pur-
chases and sales; the bulk of gold that was purchased from sources other
than ‘the United States. was obviously acquired in London. Thus, the
German central bank purchased during January 1955-December. 1958
$10 million in the United States, and $2,013 million “elsewhere.”

Gold purchases and sales in London and New York are an integral

part of the working of the international currency’ mechanism. However;.

an understanding of the place of gold in international payments also
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requires consideration of the policies and practices of monetary author-
ities with regard to the form of monetary reserves—whether. gold, dol-
lars, or sterling. o :

II THE PLACE OF GOLD IN INTERNATIONAL
RESERVES

The staff of the Internatlonal Monetary Fund has recently analyzed
the forms of international reserves in their aggregate with a view. to
appraising the adequacy of reserves and prospective reserve require-
ments.* There is no need, therefore, to describe here the broad compo-
sition of international reserves and the factors behind it. What has to
be done, however, is to lift the veil of these aggregates and discuss the
actual policies and practices of monetary authorities of each of the
principal trading nations with regard to the composxtlon of their inter-
national reserves. ,

Gold versus Dollars

Although most monetary authormes pubhsh data regardlng official
~ monetary gold stocks, very few disclose the composition of foreign-
exchange holdings. Enough information is released, however, .to. make
it possible to give an approximaté—but, on the whole, represeiita-
tive—indication -of the importance of dollar reserves in total gold and
dollar reserves of leading countries, as shown in Chart ITIL A glance
at the chart, which covers sixteen' individual countries Holding some
four-fifths of the aggregate world gold and dollar reserves apart from
the gold stocks of the United States and the International Monetary
Fund, shows that most Western European countries hold much larger
‘amounts of their reserves in gold than in dollars. Thus, the United
Kingdom during most of the years 1950-1958 held some go percent
of its gold and dollar reserves in gold. Belgium, the Netherlands, and
Switzerland (as well as Portugal, which is not shown on the chart)
likewise hold the bulk of their reserves in gold. France and Sweden held,
during most of the years 1950-1958, about three-fifths of their total
gold and dollar reserves in gold. The Federal Republic of Germany,
which had no” gold and only a very small .dollar reserve in 1950, has
built up its reserves in a spectacular fashion while gradually increasing’
the proportion of gold in total reserves from 8 percent in 1951 to almost
60 percent in 1958. Of these Western European countries, Belgium,
Germany, the Netherlands, Portugal, and Switzerland during 1950-

* International Reserves and Liquidity, published in September 1958,
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1958 added much more to their reserves in the form of gold than of
“dollars. B

" Ttaly at the end of 1958 held in gold somewhat less than one-half of
its reserves, and Austria’somewhat more than one-fourth; the propor-

tion was one-third and one-fifth, respectively, in 1957. Among Euro- =

pean countries not shown in the chart, Norway held about half of its
reserves in gold, and Denmark and Finland about one-third.

Outside Europe, Canada holds three-fifths of its gold and dollar re-
serves in the form of gold, and South Africa almost go percent. The
Ph111pp1nes and ]apan on the other hand, hold by far the largest part
‘of their reserves in~-dollars. Durmg the .past few months, however,
: ]apan has made gold purchases to increase the proportion of reserves
held in this form.:

The d1str1but10n of official reserves between gold and dollars depends,
of course, upon the preferences of the monetary authorities concerned.
There are, basrcally, thrée treasons for holding gold in preference to -
"dollars—statutory requirements for note circulation and other central--
" bank liabilities, the desire of monetary authorities to show gold in their
* reserves in order to favorably impress public opinion, and the need -
to protect the country’s monetary reserves agamst the hazards of de-
preciation. -

-.Today, some thirty central banks are requrred by law to hold reserves

._.of gold, or gold and foreign exchange, against their note issue and, in

many cases, their deposrt liabilities. Besides the United States, however,
there are only four countries Where the statutory reserves must be held -

- exclusively'in gold——Belgrum, El Salvador, Switzerland, and the Union

" of South Africa; elsewhere, it is provided that the required cover shall

- _consist of gold and foreign exchange. Furthermore, the prescribed level

- of the required reserves is lower today than under the post- World Warl.
" gold standard. : : :
The desire. of monetary authorrtres to hold gold continues to be
strong throughout much of the world. Above all; in- countries whose
populations have been, within a generatron or two, victims of currency
“disorders, the showmg of gold in the central bank’s balance sheet is, -
at times, an essential monetary tactic. This is true even of central banks
whose statutory requirements have been suspended or actually repealed
or who have never been subject to such requirements. :
The third reason, which may well be the determining one, is the

- . tradition in many. countries of holding the bulk of reserves in gold— .

a tradition that reflects the desire of the central banker, responsible for
the country’s monetary reserves, to protect them against possible haz-
ards of depreciation. It is presumably because of such considerations
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CHART III
APPROXIMATE COMPOSITION OF GOLD AND DOLLAR RESERVES, 1950-1958
(In billions of dollars)
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that many central banks that have the statutory right to hold foreign ex-
change do not always make use of this right and often prefer to hold
gold; and that banks not bound by statutory requirements nevertheless
keep a large portion of their reserves in the form of gold."

To be sure, even under the old gold standard there were a few .-
countries like India and the Philippines that held their reserves in an-
other country’s currency—sterling or dollars—which was itself con-
vertible into gold; this variant was-called the gold -exchange standard.
And during the 1920’s a number of countries in Europe and elsewhere

resorted to the gold-exchange standard. But none of the pr1nc1pa1 trad-
~ ing nations retained large amounts of foreign exchange in its reserves.
- Germany converted part of its foreign-exchange reserves into gold as
early as 1925, and Italy and Poland in 1928. Even where no large or -
sudden shifts were made, the proport1on of foreign exchange in total
gold and forelgn-exchange reserves was allowed to decline gradually.
In France, during the de facto franc stabilization from mid-1926 to mid-
1928, there was a large inflow of funds from abroad. The Bank of
. France thus acquired sizable amounts of sterling under a French Gov-

ernment guarantee and took over at its own risk these sterling assets .

after the franc’s legal stabilization in June 1928. During the following
three years it converted a large part of this sterling into gold, but re-
frained from converting all of it—out of regard for the “monetary dif-
ficulties of other countries.” Nor did thé Netherlands Bank and the
National Bank of Belgium withdraw their entire sterling balances; as
the latter explained, an early conversion of sterling into gold was not
‘considered because of “feelings of international monetary solidarity.”
The three central banks c0nsequent1y suffered large losses because of
the sterling devaluation in September 1931. The bookkeeping losses
have now been made good, but the episode has not been forgotten.

‘Today, foreign monetary- authorities hold United States dollars for
a number of reasons, which vary, of course, with the particular needs
and circumstances. One of them is the need for operating balances,
which has greatly increased with the expansion of United States for-
eign trade and with the increasing importance of dollar settlements in
* the trade between third countries. Official dollars in excess of operating
- balances are held because the United States dollar is eligible as cover
for domestic currency under the monetary legislation or actual central-
banking practice of many countries or simply because monetary author-
ities wish to hold interest-earning assets rather than gold.

Obviously, as foreign monetary authorities have built up their dol-
-lar holdings, the newly acquired dollars have come to be regarded
less as additions to operating balances and more as reserves for longer- .
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run contingencies; such reserves, while they have to be kept essentially
liquid, may suitably be invested in short-term securities, whether Treas-
ury bills and certificates or bankers’ acceptances and commercial paper,
or held in the form of time deposits at commercial banks. Among the
many considerations: bearing on the preference of monetary authorities
for short maturities are the need for liquidity, unwillingness to ‘incur
the risk of price fluctuations and thus capital losses if it should be neces-
sary to sell longer-term securities, and legal restrictions in central-bank
statutes. The preference of the various monetary authorities for any
partlcular form of dollar-earning assets is partly a matter of the spread'
in the yield among these forms of investment, and partly a matter of
taxes; during the periods when the spread is relatively narrow, tax’
con51derat10ns are undoubtedly important.* - _

‘At the close of 1958, forelgn central banks and stab111zat1on funds
as ‘a"whole held $18.0 billion in gold and $8.7 billion in short-term
United States dollar assets. For the most part, they have continuously
- added to their dollar holdings, having thus used only a part-—though,
at times, a'sizable part—of newly acquired dollars to purchase gold
from the United States. As a matter of fact, there are only two instances
when foreign monetary authorities purchased gold with dollars drawn
from pre-existing dollar balances; but both of these instances are sig-
nificant and bear importantly on the functioning of ‘the. mternatmnal :
'monetary system today. ‘

- The first of these instanceés was in the closing months of 1950 and
early 1951, at a 'time when, shortly after the Korean outbreak, the
United States was experiencing acute inflationary pressures; on the
other hand, foreign ‘countries, because of the sharp rise in commodity
prices and the- iricreased :commodity. imports by the United States,
earned all of a sudden much larger amounts of dollars.- Not only
did the foreign' monetary authorities convert the dollars into” gold as
these were acqulred but they. also converted, in the aggregate, some

* Interest paid to all forelgn re51dents on acceptance holdings and ‘on time deposnts
is exempt from the United States federal withholding tax -of 30 percent. On the other
-hand, interest on foreign holdings of U. S. Treasury securities is exempt only if the
holders are foreign governments or are among the central banks. that have been given
tax-exempt status under U.. 'S. Treasury rulmgs and various tax treaties. A large
number of foreign centfal banks thus remain subject to the United States tax. The .
tax status of a particular ‘monetary authority is, therefore, 1mportant in determining the
net yields available to it on alternative investments,
~ For central banks and. other institutions that are tax- exempt dlﬁerences in the
yields on Treasury bills and bankers’ acceptances have, on the whole, been narrow.
For banks that are subject to tax, however, acceptances -yield mote-than Treasury
bills. For such banks, time dep051ts also yield more; even for the central banks that,

have a tax- exempt status, time dep051ts on occasion may yield more than Treasury .
bills.' Tax and yield considerations are therefore inextricably intertwined.:
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$300 million of pre-Korea dollar holdings. By. April 1951, however,
these trends had undergone a sharp change. Foreign gold purchases from
the United States came to a sudden halt, and beginning with the third
quarter of 1951 were followed: by heavy sales.

The sharp reversal in United States gold transactions in April 1951
undoubtedly reflected many factors, in the United States as well as
~abroad ; the most important.immediate one appears to have been, how-
ever, a marked change in expectations of foreigners regarding inflation-
ary.prospects in the United States. This change in expectations obvi-
ously took account, among other things, of the cessation of the rise in
American prices in early 1951, the introduction of wage and price con-
trols, the increase in output, the slowing down in the rate of consumer.
purchases after the post-Korea scare buying, etc. But the adoption of
monetary and debt-management policies designed, under an “accord”
between the Treasury and the Federal Rerserve System, to minimize
. further monetization -of U.S. Government securities through Federal
Reserve purchases was, beyond any doubt, also important. The readi-
ness and the determination of the United States to curb inflationary
pressures largely removed the immediate motive for the monetary
authorities of foreign countries to maintain a greater-than-usual pro-

portlon of their reserves in the form of gold. :

- In 1958, foreign countries as a whole purchased gold from the United
States with currently acquired dollars, not with dollars drawn on pre-
existing balances; they bought $2,294 million worth of gold from the
United States and added $745 million to official short-term dollar assets.
But some of the countries that made the largest gold purchases, in par-
ticular the United Kingdom, Sw1tzer1and and Belgium, drew, to a
varying extent; on their previously accumulated balances. Even though
the reductions in dollar reserves by these countries were made up by
increases by others, last year’s experience points once again to the con-
clusion-that a-fundamental underpinning of the working balances and
monetary reserves held by other countries in the form of dollars is
firm confidence in the ablhty and determination of the United States
to maintain its official price of gold. Any spread of doubt concerning
that price can materially lessen the flexibility ‘and reliability of mone-
tary arrangements throughout much of the world. .

Today, such apprehensions regarding the assured stability of the
United States gold price are ill-founded and can only do harm. But
the fact that there has been no massive liquidation of foreign short-
term dollar holdings should not give rise to complacency. The United
States is exposed to inflationary pressures that will not necessarily be,
as during the earlier postwar years, weaker than those in other major
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trading nations. A flight from the dollar might, therefore, be touched
off if the idea gained ground that conditions were developing under
which a rise in the United States dollar gold price would appear in-
evitable. If this were to take place, the pressure on the dollar could

come not only from foreigners withdrawing their balances, which has -

its natural limits, but from Americans themselves. Renewed inflationary
stresses in the United States ought to be prevented, of course, for over-
whelming reasons of a domestic nature, -economic and finan¢ial as well
as political and social; but injury to the 1nternat10na1 standing of the
dollar clinches the case. ~

‘Sterling versus Gold and Dollars-

The third principal form of international reserves is the pound sterling.
Under the old gold standard prior to 1914, sterling balances were used
as'an international currency in place of, or in addition to, gold; today,
too, sterling continues to be widely used in international payments—
financing perhaps some two-fifths of world trade—and is held as a
reserve currency throughout much of the world. But holdings of ster-
ling by monetary authorities of other-countries (excluding Britain’s

colonies) are only about one-half as large as those of dollars. Further- |

more, the bulk of official sterling reserves is held by countries that have
traditionally had close political and economic ties with the United

Kingdom; the holdings of nonsterling countries are much smaller.
It is an essential attribute of a reserve currency. that there should be
no restriction on its use for ordinary payments. The members of the
overseas sterling area are free to use their sterling reserves for payments
to countries other than dollar countries; and they are increasingly able to
acquire dollars against sterling (as a practical matter, the degree of
discrimination against dollar payments has.been reduced during recent
years, in the United Kingdom as well as in-other sterhng countries).
Residents .of nonsterling countries can; as-a. result of “external” con-
vertibility reestablished. at.the close of 1958, make sterllng payments
to any part of the world or acquire gold on the London market.

There remain, however, several d_1fferences_\between sterling reserves
today and before the Second World War—differences brought about
by the war and its aftermath. Thus, external sterling liabilities of the
United Kingdom, which ‘are counted as reserves by other countries;
greatly exceed its own gold reserves ; the low:level of Britain’s gold (ard
dollar) reserves in relation to its own obligations bears .importantly
on sterling as an international currency. Also, there has been increasing
evidence of late that members of the sterling area now ‘desire to build
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up gold and dollar. reserves of their own. With more dependent terri-
tories acquiring independence and establishing central banks, the tend-
ency toward holding a portion of reserves in the form of gold and dol-
lars has been noted in countries like Ghana, Iraq, and Malaya. '

The picture contains, however, light as well as shade. Admittedly,
British reserves are not as big -as might be regarded desirable for an
international center, but this instfficiency can be exaggerated. Sterling
balances, which look big on paper, are in part held for long-term’ pur-
poses. Also, a large portion of these balances is earmarked as backing
for domestic currencies; to be sure, the local currency legislation can
be amended in order to release the monetary reserves to meet external
deficits, as in India during recent years, but the use of sterling balances
as legal cover nevertheless remams 1mportant in all sterlmg-area
‘countries,

Another sizable part of balances now represents working capltal for
the proper handling of settlements in sterling. The very fact that sterling-
area countries can draw down their balances whenever they run pay-
- ments deficits, just as they build them up in. good times, is a most useful
contribution to the smooth financing of a large part of the world’s trade.
These sterling assets are thus invaluable, but as the British authorities
have repeatedly stressed, sterlmg cannot continue to finance a large
part of the world’s trade and be used by other countnes as a medrum
of reserve: unless ‘it remains- strong.

Now that sterling acquired through trade has once again become
convertible for nonresidents of the sterling area, not only into dollars
but also into gold, the position of London as an international financial
center has been greatly enhanced. This is a development of ‘great im-
_port that will have far- reachmg implications for the financing of world
trade, the international movements of funds, and the functromng of the
international currency system.

To be sure, there have been for several decades other financial centers
alongside London. But while the emergence of New York as a major
international center goes back to the 1920’s and the 1930’s, its impor-
tance has greatly increased during the postwar years at a time -when
London itself had seen its position weaken for political, economic, and
financial reasons that do not have to be mentioned here. With the
strengthening of sterling and the renewed importance of London as an.
‘international financial center—and also with the rebuilding of the second-
ary financial centers on the Continent of Europe—the international
‘monetary system operates  in ‘a multi-centered environment. Nobody
" “can tell how these arrarigements will work out. All that can be sard 1s
‘that—to use the words of the International Monetary Fund’s staff—
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may well be that a multi-centered world can function as well as a one-
centered world in perxods of calm, but in periods of stress it is subject
to wide and sweeping movements. Such movements may create severe
strains in the international financial structure.”* The need for effective
international financial cooperation will, therefore, be even greater than
during the past quarter of a century. -

III DOMESTIC CURRENCY AND INTERNATIONAL
RESERVES

" The international monetary system described in Sections I and 11 in
which gold plays an important role functions in a political, economic,
and financial environment different in many ways from that of the old
- gold standard. Section III will therefore review the actual functioning
of the monetary system today in its most important domestic aspect—
" the relationships between the domestic currency and international re-
serves.

' Th:e _Link Between International Reserves and the
Domestic Money Supply

Whether or not the note circulation and other, central-bank liabilities
are subject to statutory reserve requirements no government or central
bank can frame domestic economic and financial plans and p011c1es with-

‘out regard to the external influences to Wthh the country is subJect
or the external repercussions of the country’s own domestic economic
and financial conditions. The state of the country’s international re-
serves is, of course, only one criterion for central-bank policy, and the
“importance of this guidepost varies from country to country, and over
time; it is clearly of greatest concern to countries that are heavily de-
pendent on foreign trade, or that have to operate on a narrow margin
of reserves:

- The link between international reserves and the domestic money
supply is, in large parts of the world, much looser today than before

“the early 19305 and eveti looser than before 1914. Available evidence
is summed up in Chart IV, which shows for sixteen countries the
annual net change since 1951 in the central bank’s international and
domestic assets (i.e. in gold and foreign-exchange holdings, on the one
hand, and in claims on the government and on the private sector of
the economy, on the other). These changes in international and domestic
assets determine, of course, the behavior of the note circulation and

* International Reserves and Liquidity, p. 4.
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central bank deposits, and hence of the entire money supply. The year-
to-year figures may conceal seasonal and other temporary movements,
but the over-all picture is quite clear.

First, there are many countries—in particular Austria, Belgium, Ger-
many, and Switzerland, as well as Australia, New Zealand, the Union
of South Africa, and Mexico—where the gold and foreign-exchange
inflows and outflows are a more important factor in the money supply
than the changes in domestic assets. More often than not, an increase in
international assets is accompanied by a smaller rise in domestic assets
or even by an actual fall.

In Ttaly, the rise in the central bank’s note and deposit liabilities
rested during 1955-1956 on both foreign and domestic assets; however,
the source of monetary expansion in 1957-1958 was almost entirely
the inflow of foreign assets. In the Netherlands, the rise in the central
bank’s international assets was largely offset by a fall in domestic assets
during 1952-1954. The loss of international assets in 1956 was made
good by an expansion of domestic assets, which in 1957, however, fell
more rapidly than the gold and foreign-exchange reserves; last year,
the large inflow of gold and foreign exchange was partly offset by a
reduction in domestic assets.

In a few countries, the United Kingdom and Canada in particular,
the domestic money supply is isolated from the gold and foreign-
exchange flows, and the counterpart of the currency issue consists al-
most entirely of government securities. In the United Kingdom, this
arrangement dates back to 1939 when virtually the entire gold reserve
was transferred to the Exchange Equalization Fund (the latter was
established in 1932, when it was entrusted with a large portion of the
Bank of England gold) and the whole issue of the Bank of England
became fiduciary. In Canada, the Exchange Fund was established in
1940. '

The absence of a relationship between the domestic money supply
and international reserves does not, of course, in any way imply that
the monetary authorities are unaware of the consequences for the
country’s external payments position of a monetary and credit expan-
sion out of line with the physical capabilities of the economy. Further-
more, a practice under which the money supply rests on central-bank
domestic assets rather than on the bank’s international ones may well
be suited to particular countries or particular circumstances. The post-
war monetary experience of many countries, however, points to the
conclusion that a supply of money and credit entirely separated from
the central bank’s international reserves has its dangers, and can be,
and often has been, allowed to expand in excess of the currency needs
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that are compatible with reasonable exchange stability. Conversely, a
money supply related to international reserves has proved flexible enough
to enable the authorities to retain full control over domestic currency.
The relation need not be a formal one, and has not been in many coun-
tries, including several with the most developed central-banking systems
in Western Europe. ‘

Concern QOver the Effects of Domestic Economic and Financial
Conditions and Policies on International Reserves

Whether .or not the accruals and the losses of gold and foreign
assets are a factor in the formation of the money supply, the monetary
authorities as well as the governments are necessarily concerned over
the- effects of domestic economic and financial conditions and policies
on international reserves. Their concern stems, first of all, from the
necessity to decide between holding reserves and spending them on
purchases from abroad that may be regarded as more important or
more urgent than gold and foreign exchange. This is a familiar dilemma
in countries that wish to speed up at all cost the rate of economic growth;
but such countries frequently tend to forget that investment in monetary
reserves may, within a short period of time, prove more productive
than the domestic investment foregone, for instance by avoiding an
exchange crisis and the accompanying restrictions on economic growth.

Furthermore, the monetary authorities continually look upon gold
and foreign-exchange reserves as an essential guidepost because they
are aware of the consequences of disorderly monetary conditions for
external balance. This is self-evident, but as a matter of fact it has re-
quired, duritig the past decade, prolonged efforts to have the obvious
relationships between money supply and international reserves accepted
once again as a determining consideration in domestic policy-making.

The marked reluctance during the early postwar years to let the
state of the country’s balance of payments influence domestic monetary
conditions and policies appeared nowhere more strikingly than in the
apparent surprise with which a British Chancellor of the Exchequer
noted at the height of the first postwar sterling crisis in August 1947
that: ’

the contrast is most remarkable between the great difficulty of the
overseas position . . . and the relative ease of the purely domestic
financial position, in which things are very much better and easier -
than we would have had any reason to expect two years ago.*

* Parliamentary Debates, House of Commons Official Report, July 18, 1047.
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The “relative ease of the purely domestic financial position” was brought
about, it may be recalled, by an expansion of money supply—on top of
the wartime “suppressed” -inflation—to hold dowr short-term interest
rates at the exceptionally low levels -established during the war and,
even, to reduce government bond yields for a time below their wartime
levels.

The lack of concern over the supply of money and credit, was, of

course, a legacy of the 1930’s when British theoreticians—having in
mind primarily the United Kingdom and the United States, countries
- for which' they could discard balance-of-payments ‘“‘complications”—
resented the link' between domestic currency and gold as taking the
coritrol of money supply out of a country’s own hands. They paid little
attention to countries that could not afford to neglect their international
reserve position; they failed also to work out the case of the United
ngdom on the assumption that it would find- itself with inadequate
reserves. The idea thus took root during the Second World War and the
immediate postwar years that it would be possible to speed up economic
reconstruction and expansmn by abundant and ‘easy money.

As time passed, however, it was gradually realized that adherence
to easy money, essential as it was during a period of prolonged and
exceptional unemployment was harmful during a period- of unprece-
dented strains on economic resources, and would necessarily exert ad- -
verse consequences on the country’s balance of payments and inter-
national reserves. The balance-of-payments deficits came therefore to
~be regarded once again as basically related to the pressure of excess
demand and to the cost-push effects of rising prices and wages. Many
countries accordingly sought to restrict home demand and prevent.
or moderate the rise in domestic costs, and thus to expand exports,
hold down the rise in imports, and maintain confidence in the cur-
rency—and, as a result, rebuild monetary reserves.

- The wheel has thus turned a full circle. This is not surprising since
the hard core of the problem of maintaining a sustainable economic
balance, domestically as well as internationally, has necessarily re-
mained unchanged. The problem today, as in the past, is primarily
how to maintain a rapid economic growth in dynamic economies where
these are unable to achieve rising levels of output, employment, invest-
ment, and consumption without -causing  inflationary pressures and
balance- -of-payments deficiencies. 'Whenever these deficiencies require

sizable drawmgs on gold and foreign-exchange reserves and borrowing
abroad in the form of emergency credits from the International Mone-
tary Fund, United States and other countries, and private banks, they
are a prima-facie indication of faulty domestic policies. Such  policies
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may take the form of tolerating 1nﬂat10n which brings about excessive
spending on imports and draws- exportable goods into- demestic uses,
or of failing to correct price and'cost disparities, ‘which reflect an
inflated level of home prices and costs.- To be sure; the balanceidf-
payments problem of a given country actually’ may well be more than
merely a by-product of inflation; but even though the structural aspects
of production, productivity, and forelgn trade are important, they can-
not be realistically appraised without giving consideration to internal
inflation which greatly aggravates the effects of these special factors. -
Considerations like these can be corroborated by many specific in-
stances drawn from postwar currency ‘experience. To.'quote but one
example, during each of the postwar sterling crises in Britain, most

retrenchment through restrictive fiscal and monetary policies fell on

investment; during the more or less automatic- operation' of the gold
standard, investment, too, bore the brunt of adjustment. If a smgle
lesson emerges from the postwar currency experlence therefore, it is
that the relationships between domestic economic balance and: the
country’s international’ reserves even though less formahzed than under
4 the trad1t10na1 gold standard, remain nonetheless’ real

IvV. CONCLUSION

I believe that our [monetary] system ... may be worked safely; -
but if we wish so to work.it . .. we. must not think we have
-an easy task when we have a dlﬂ”lcult task. . . . Money will not
manage itself —WALTER ' BAGEHOT ‘ ‘ -

. The gold arrangements in the world today fulfill essential domestic
and international funct1ons But do these arrangements: supply the
essential elements of a gold standard?

They do—in the sense that. the gold standard is, basrcally, an mstl-
tutional arrangement, ‘as described in- this essay, not an -“automatic”

system that, in some indefinable but inexorable way, can by itself pro- .

‘vide morietary | and exchange stability. For behind the institutional
~device lie, in'a given set of historical. circumstances, the problems . of
pohcy in each country and in the community of nations. These eco-
nomic and financial problems change continually, but an..institutional
arrangement that makes essential use of gold can help-handle them- ‘more
efficiently and ‘more- safely than would otherwise be possible.- Walter
Bagehot’s words, quoted above as the’ leitmotiv of these concludmg re-
marks, are as relevant today as more than eighty years ago when the
traditional gold standard was approaching its apogee.* . »

* Lombard Street, London, 1878 (Seventh edition), page 20.
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While a monetary system using gold cannot be regarded as endowed
with intrinsic virtues capable of bringing about monetary stability at
home and exchange stability in the community of nations, it has made
in the past, and will make in the future, essential contributions to mone-
tary stability. Domestically, it restrains the issuance of money by making
it necessary to relate the money supply to international reserves, and
internationally, among countries with broadly similar gold arrange-
ments, it comes as near as is probably possible to providing a single
world-wide currency system. To be sure, the concept of the gold stand-
ard as a currency system in which countries, tied together through fixed
exchange rates, held each other automatically in balance as a result of
the free interplay of economic forces working through cost-price mech-
anisms was greatly oversimplified even for its own day; but there was
a kernel of truth in it. .

- Today, the international function that gold continues to fulfill has
actually become more immediately visible than the domestic function;
but the latter is as relevant as the former since a sustainable domestic
balance is, as it has always been, one of the essential prerequisites for
external balance: This is another way of saying that a country cannot
indefinitely consume or invest more than it produces: it can live beyond
its means only so long as it spends its gold and foreign-exchange re-
serves or receives loans and grants from abroad. True, the adherence
to the fairly simple rules of the pre-1914 gold standard is now a thing
of the past. But the need for monetary discipline is as real, and the
sanction for its disregard as direct, as under the traditional gold
standard. i

This does not, of course, imply that monetary and fiscal policies are
now devised exclusively with regard to a country’s balance-of-payments
situation and with little or no thought to its domestic situation; such
a concept of the old gold standard was always greatly over-simplified.
All nations today are committed to “monetary management” (and for
this end, fiscal policies are as important as monetary policies). At the
same time, however, there is a growing awareness that “management”
must be more skillful and more courageous than it has always shown
itself during the past decade. This calls, among other things, for central
bank-government relationships under which the bank is the govern-
ment’s natural adviser in all matters of finance, domestic as well as
external, and is able to fulfill its duty of cooperating with the govern-
ment to the fullest possible extent. To quote an analogy drawn by the
first postwar governor of the Bank of Italy and former President of the
Repubhc of Italy, Mr. Luigi Einaudi, the position of the central bank
in relation to the government is like that of the slave who had to sit
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on the chariot of the triumphant conqueror returning to Rome and
remind him all the while that the Tarpeian Rock was close to the
Capitol!

Similarly, there is, in substance, much less difference than is some-
times believed between the functioning of the international monetary
system today and under the traditional gold standard. Gold continues
to serve as a common denominator of currencies and a means of
ultimate settlement among nations. By far the most important differ-
ence is that, under the old gold standard, the limit to the balance-of-
payments deficit that a country could run on current account was deter-
mined by the size of its disposable gold (and foreign-exchange) reserves
plus the amount that it (or rather its nationals) might borrow abroad.
Today, the function of equilibrating the balance of payments is per-
formed not only by gold and foreign exchange but also—even though
within definite limits and subject to certain rules and safeguards—by
credits extended by the International Monetary Fund. Intergovernmen-
tal loans and grants-in-aid provide additional resources to enable deficit
countries to balance their external accounts. The difference between now
and then must not, however, be overstated since the Fund resources
and intergovernmental loans and grants are necessarily limited. Besides,
movements of short-term capital in response to interest-rate differen-
tials between the various money markets, which in earlier days were
the prime equilibrating factor, are becoming once again more frequent.
A creditworthy country is increasingly able to supplement its reserves
by borrowing. .

The International Monetary Fund, whose resources are now in the
process of being greatly enlarged, has increasingly sought during re-
cent years to conduct its operations in such a way as to strengthen the
monetary discipline that is essential not only to restore a balanced
position internally in each country but to make an international mone-
tary system function at all well.

Another primary objective of the Fund is to promote exchange sta-
bility, to maintain orderly exchange arrangements among members,
and to avoid competitive exchange depreciation ; but the Fund has made
it clear that it stands for stability in rates and orderly changes in rates,
and not for rigid rates that are to be permanently frozen. It thus aims
at providing a pattern of exchange rates sufficiently rigid to enable
traders and investors to count on reasonable exchange stability, and yet
supple enough to permit such orderly adjustments of exchange as might
_ be required to deal with a fundamental balance-of-payments disequilib-
rium.

These supplemental features of the international monetary system
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today give it as much flexibility as is desirable to meet changing con-
ditions, and as much stability as may prove feasible in an unsettled
world. But these arrangements, while providing temporary relief, do
in no way make it less mandatory for a country to live within its means.
It is, therefore, not that a country may divorce the domestic economic
conditions and policies from its external balance of payments and inter-
national reserves, but rather that a certain leeway has been built into
" the world currency arrangements in order to allow a fuller and more
continuous utilization of economic resources than had been obtained,
at times, under the old gold standard. _ .

- This has been, in the words of Mr. Roger Aubom “a fascinating
evolution, which had played no little part in shaping the Europe and
the world of tomorrow by effecting a necessary synthesis between the
core of basic truth still remaining in’ the monetary traditions inherited
from the nineteenth century and.those aspects of the innovations of the
twentieth century Wthh when put to the test, have proved effective and
constructive.”* - :

What will come out of this evolution of ideas," institutions and pol—
icies, nobody can foresee. Amidst the many uncertainties in the world
today, there can be no assured hope that an effective single international
payments system like the pre-1914 gold standard will be reestablished.
But if there is any hope at all of succeeding in this endeavor, success
will have to come the hard way—not by relying on the formal attributes
of the gold standard, but by recreating conditions, in each country and
in the world at large, in which free dynamic economies will learn how-
to maintain a rapid economic growth and high living standards without
at the same time allowing thé purchasing power of currencies to be
whittled away bit by bit and without indulging in chronic balance-of-
payments deficiencies. This, indeed, is the hard core of the problem of
international ethbrmm in the twentieth century.

* Twenty .YVears of International Co-operation in the Monetary Sphere, 1938- 1958
Bank for Internatxonal Settlements, Basle, September 1958
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