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Opening Remarks 

William B. Dale 
Deputy Managing  Director,  International  Monetary  Fund 

Ladies  and  gentlemen: I reg re t   t ha t  I have t o   r e p o r t   t o  you t h a t  
Mr. Witteveen is unavoidably  detained  by  business--the  meeting  of  the 
Development Committee, which takes p lace   th i s   a f te rnoon.  I express   h i s  
regre t  and mine tha t   he  is not   ab le   to   be   here  and t o  welcome you  and 
the  speakers  and  supporters  of  the  Per  Jacobsson  Foundation. 

I b i d  you a l l  welcome to  the  headquarters   of   the  Fund, and I hope 
t h a t  you w i l l  f ind  enjoyment and provocation in   the   addresses   tha t  you 
w i l l  hear   this   af ternoon.  

* * * *  

W. Randolph Burgess 
Chairman,  Per  Jacobsson  Foundation 

Thank you, B i l l .  Will you please  tender  our  appreciation to  
M r .  Witteveen  for a l l  that you  and he and the  Fund have  done for   our  
Foundation. The Fund works with us constantly.  Mr. Witteveen, 
B i l l  Dale, and  o . ther   off ic ia ls  of t h e  Fund sat dawn with us when w e  
were experiencing some f inanc ia l  problems. And  now it has come t o  a 
point where w e  are an  organization which has a balanced  budget!  People 
have their   t rouble ,   perhaps,   in   keeping  the two organizations  separate.  
But they are d i f f e ren t  animals, even though  they are both  devoted.to 
the  same general  purp0s.e. 

Many people were saddened t o  hear  about Mr. Witteveen's  decision 
to leave t h e  Fund. The news  makes us   appreciate   the  sagaci ty  and t h e  
o r ig ina l i t y   o f   t h i s  man and  what he  has  done f o r  us a l l .  Thank heaven 
he s t i l l  has  a year  to  keep on making h i s  unique  contribution  to  the 
world  of  international  monetary  affairs. 
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Now l e t  me turn   for  a moment to  the.Foundation. It seems almost 
incredible  that   the  Foundation  has.been  going  on now for   14  years .  We 
star ted  with  three  of   us  working together  with a secretary.  Tho of  our 
stalwart officers  have now r e t i r e d  from the  Fund, although  they  keep 
r i g h t  on working  with  the  Foundation,  without  pay,  and a new Secretary 
and a new Treasurer  have  been  appointed  from  the Fund. We have a few 
more Directors  to  give  the Board s t a b i l i t y  and  breadth,  and  the number 
of .adherents  who b e l i e v e   i n  what we are t r y i n g   t o  do has  been ,growing 
s teadi ly ,  as witness  this  meeting  here.  

We have  had  one really  important change; w e  have a new President-- 
Frank  Southard.  Frank  has  long  been  our  guide,  philosopher,  and  friend. 
He has  given  generously  of  his wide experience  and  deep knowledge i n  
t h i s   f i e l d .  I a m  delighted  to  have  Frank  Southard as our new President,  
and, i n   t ha t   capac i ty ,  I ask him to  preside  over   the rest of t he  meet- 
ing. 

* * * *  

Frank A. Southard, Jr. 
President,  Per  Jacobsson  Foundation 

Mr. Burgess, S i r  Ar.thur Lewis ,  Dr. Wilfried Guth,  and l ad ie s  and 
gentlemen: I have  always f e l t   t h a t   t h e   b e s t   t h i n g  a pres id ing   of f icer  
can do is to   p res ide   and   no t   to  make speeches. 

We chose,  necessarily  almost a year  ago,  the  subject  of "The 
In te rna t iona l  Monetary  System in.0perat ion."  It was a good subject  then, 
and it i s  cer ta in ly  a good subject  today. And we were very  fortunate 
in  having two speakers  agree  to  be  here and t o  work di l igent ly   during 
the  intervening time in   p repa r ing   t he i r  statements: D r .  Wilfried Guth 
and Sir  Arthur Lewis. One of them  coming from the  so-cal led  industr ia l  
world w i l l  b e  emphasizing that aspect   of   this   subject ;  and the   o the r ,  
Sir   Arthur  Lewis, not  only coming from the  less developed  world,  but 
having i n  much of his career concerned  himself  with the spec ia l  prob- 
lems of that  world, w i l l  be  speaking  from  that  point  of view. 

I don't   wish  to take time to  give  biographical   sketches  of   e i ther  
of the speakers. You have i n  your  hands t h i s  l i t t l e  brochure.  which 
gives t h e   e s s e n t i a l   f a c t s  of t h e i r  lives. 
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Now, without  taking more time, I am very pleased  to   introduce  the 
f i r s t  speaker, D r .  Wilfried Guth, who is an  old  friend of mine and whom 
I am del ighted  to  see here  today. 

I would remind you o f   t he   ca rds   i n  your  programs  on  which  you may 
write the  questions you w o u l d . l i k e   t o  raise during  the  discussion  period. 
There are ushers   ava i lab le   to   co l lec t  them and br ing  them up, so please 
don ' t   fo rge t   tha t  as you l i s t e n .  O r ,  i f  you already  have  questions  in 
mind, p l e a s e   j o t  them down. D r .  Wilfried Guth. - 

- 3 -  



The Working of the 1,nternational 
Monetary System 
Wilfried Guth 

Mr. Chairman, lad ies ,  and  gentlemen: I f e e l  honored  by  having 
been  asked,  together  with  Sir  .Arthur Lewis ,  to   deal   wi th  such  an im- 
portant   subject   in   this   Per   Jacobsson  lecture .  The assignment  has a 
spec ia l  meaning f o r  me i n  a double  sense:  First ,  I a m  proud t o  call  
myself a "Per  Jacobsson  pupil ,I' having  served  under  his  inspired and 
insp i r ing   leadersh ip   in   the   In te rna t iona l  Monetary Fund from  1959 t o  
1961 as an  Executive  Director  for my country. And, second, it is a 
pa r t i cu la r   p l easu re   fo r  me t o  perform  here,   side  by  side  with  Sir   Arthur 
L e w i s ,  with whom. I thoroughly  enjoyed  cooperating in  the  Pearson Com- 
mission. However, t o . t r y   t u  comply w i t h   t h i s  task, on  the eve of t he  
Annual  Meetings  of t he  IMF and the  World Bank, carries a subs t an t i a l  
r isk,   the   r isk  of   being  corrected  or   refuted tomorrow by o f f i c i a l  state- 
ments on the  same theme. 

I would l i k e   t o  stress, therefore,  a t  the   ou t se t ,   t ha t  I a m  speak- 
ing   he re   en t i r e ly  as a non-insider as f a r  as the   s t ee r ing  of  our  inter- 
na t iona l  monetary  system is concerned.  Obviously, t h i s   en t a i l s   d i s -  
tinct disadvantages  because I do not  know the   fac ts   about  day-to-day 
cen t r a l  bank  cooperation  and secret strategic  arrangements  in  defense 
of  our  system. My own knowledge  cannot be  any more than  that   of  an 
interested  observer  and  an active market  participant.  It remains t o   b e  
seen--and I must leave it to   th i s   d i s t inguished  audience--whether t he  
non-insider 's   role   has   a lso some "compensatory" advantages,  such as a 
greater freedom to  speak  about  possible  weaknesses  of  the  system.  In 
other  words,   the  absence  of  the  kind  of  r isk  usually  incurred by f i -  
nance minis te rs   o r   cen t ra l  bank  governors tha t   the i r   s ta tements  may 
have a substant ia l ,   and  of ten  undesired,   effect  on the  market. A t  any 
rate, I wish t o  claim, r igh t   in   the   beginning ,   the   r igh t   to   "e r rors  and 
omis s ions. 'I 

I. The  World  Economic and  Monetary  Environment-- 
Recent  Trends  and  Problems 

Internat ional  monetary  events  have  been a source  of  unrest and con- 
earn and a subject  of  heated  debate  for many years.  Several  approaches 
have  been t r i e d   t o  overcome the emerging d i f f i c u l t i e s .  From t h e  Smith- 
eonlan Agreement via Rambouillet t o  Manila there  has  been a learning 
proceee a t  the   in te rna t iona l  level yielding new ins igh t s  which  had  pre- 
viously  received l i t t l e  consideration. 
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Looking at developments  during  recent  years one  might  say, i n  a 
nutshe l l ,   tha t  we have  had  fewer  and less serious  currency crises than 
during  the  f inal   phase  of  the  Bretton Woods system,  but  that   there  has 
been no change,.  perhaps  even a change fo r   t he  worse,  with  regard  to 
balance of  payments problems. And there  is probably,   for  the  business 
community, a more constant  feeling  of exchange rate uncertainty and a 
fear  of  exchange losses.   This  constellation seems to   be   c lose ly  as- 
soc ia ted   wi th   the   f loa t ing  rate regime.  But,  of  course, any a t tempt   to  
analyze  this   re la t ionship must take  into  account  the  far-reaching 
changes  which  have  taken  place in  the  underlying  world economic ,and 
f inancial   condi t ions  s ince  the  ear ly  1970s  under the  impact  of global 
i n f l a t i o n ,   t h e   o i l   p r i c e   h i k e ,  and the  ensuing  world  recession. 

In   ove ra l l  terms, the  world economic scene  has  been governed s ince  
the  ear ly  1970s  by two basic   forces   running  counter   to  each other .  On 
the  one  hand,  national economies have become increasingly  integrated 
and interdependent a t  market l eve l s  , from "below" as it we,re, through 
strong  expansion of internat ional   t rade,   d i rect   investments ,  and c r e d i t  
transactions.   This  process is most c l ea r ly   r e f l ec t ed   i n   t he   r ap id  
growth of  the  Euromarkets. Under these  circumstances,  the  need  for a 
r e l i a b l e  and e f f e c t i v e  m0netar.y order would seem even greater than   i n  
the  1950s and 1960s  during  the  Bretton Woods era. 

On the   o ther  hand, na t iona l  economic policies  have become more 
divergent   than  in   the  past ,  There are growing differences  not   only  in  
approaches and  methods  but--what is more important--in  objectives  and 
p r i q r i t i e s .   I n  many industr ia l ized  nat ions  there   has   been a tendency 
toward more state in t e rven t ion   i n   t he  market process and an  increasing 
publ ic   sector   share   in   the  nat ional   product .  By the  same token, eco- 

. nomic protectionism  has re-emerged  under the  double  pressure of balance 
of payments  problems  and unemployment. While ou t r igh t   r e s t r i c t ions  on 
t h e   f r e e  flow  of trade  have  fortunately  not  been  applied  on a major 
s ca l e  so fa r ,   appea ls   to  commercial patr iot ism and attempts  to  pass on 
domestic s t r u c t u r a l  problems to  trading  partners  cannot  be  overlooked. 

I n   t h e   l i g h t  of these latter tendencies i t  is d i f f i cu l t   t o   ma in ta in  
an   e f fec t ive   in te rna t iona l  monetary  order,  based on su f f i c i en t ly   p rec i se  
and general ly   appl icable  rules, and t o  work on improvements of  the  sys- 
tem.  Indeed,  there  has  been a marked s h i f t   i n   a t t i t u d e s  t.o  reform  since 
the   years   in  which the  Group of lkenty was working toward th i s   goa l .  It 
is now generally  recognized  that   blueprint   solutions are not   pract icable .  
A l l  hopes to   the   cont ra ry  were f i n a l l y  dashed  by t h e   o i l   p r i c e  shock. 
The p resen t   s i t ua t ion  demands a more pragmatic  approach  based, however, 
on the  recogni t ion of c e r t a i n  fundamental pr inciples .   Clear ly ,   the  
danger  today i s  one  of  too much pragmatism and permissiveness. 

After   this   br ief   survey  of   the  internat ional  monetary  environment, 
I s h a l l  now t ry   t o   ske t ch   t he   bas i c   p r inc ip l e s  of  our  present  monetary 
order--if it can  be  called one--to describe its performance,  and to   t ake  
a closer  look a t  t h e   r o l e  of its main i n s t i t u t i o n s .  This should  then 
lead  to  the  f inal   question  of  whether and how the  system  could  be im- 
proved. 
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11. Basic Principles  and  Agreements of   the.Present  System 

Thus far ,   the   confl ic t ing  world economic tendencies  of  recent 
years  have  been "accommodated" r a t h e r   f l e x i b l y   i n   t h e  exchange rate 
and l iquidi ty   system which  has emerged s i n c e   t h e   f i n a l  breakdown of 
Bretton Woods i n  mid-1971. Historical  landmarks i n  this accommodation 
process  have  been, as mentioned, the  Smithsonian Agreement, Rambouillet, 
Jamaica, and  Manila. The second amendment t o   t h e  Articles of Agreement 
of the   In te rna t iona l  Monetary Fund has   par t ia l ly   l ega l ized   the   fa r -  
reaching de facto changes  over  the  years. 

Today, we have  an  exchange rate system  based on free  opt ions.  The 
exclusive pr inc ip le  of f ixed  par  values under  Bretton Woods has  been 
replaced  by  the member countries'   freedom  to  choose  their own exchange 
arrangements. Under the  present "mixed" exchange rate system some cur- 
rencies--the U.S. do l la r ,   the  pound s t e r l i n g ,   t h e  Swiss f ranc,  etc.-- 
are floating  independently, some are f l o a t i n g   j o i n t l y   ( a s   i n   t h e  case 
of t h e  European  "snake"), others  are pegged to   the   db l la r ,   another   ind i -  
vidual  currency,  the SDR, or  another  basket  of  currencies, as i n   t h e  
case of many developing,  countries. 

Instead  of  fixed  rules  (e.g., when to   intervene,  how to  express  
p a r i t i e s ) ,  we now have norms of good conduct--each  country  ought t o  be- 
have i n  such a way t h a t  i t  doesn't harm the  other--the member countr ies '  
cen t ra l   ob l iga t ion   be ing   to   co l labora te   wi th   the  Fund and  with  each 
other  "to  assure  orderly exchange  arrangements  and t o  promote a s t a b l e  
system  of  exchange rates." The  Fund is "to exercise f i rm  surve i l lance  
over  the exchange rate policy  of members." I n   t h e  meantime, pr inc ip les  
and  procedures  for  the  guidance of members and f o r   t h e  exercise of Fund 
survei l lance were agreed by the  Executive  Directors  and  endorsed by the  
Interim Committee. But t h i s  document is kept   in   very  broad terms and 
open to   d i f f e ren t   i n t e rp re t a t ions .  However, as a new element  which 
s.hould  not  be  overlooked,  the amended Article I V  on  exchange  arrange- 
m n t s   e x p l i c i t l y  states t h a t  "a pr incipal   object ive L-of t he  system-7 
is the  continuing development  of the  orderly  underlying  conditions  that  
are necessary  for   f inancial  and  economic s t a b i l i t y , "  and thus  es tabl ishes  
economic s tab i l i ty   ( i . e . ,   p r ice   s tab i l i ty ) - -not  exchange rate s tab i l i ty - -  
as a basic  goal  of  international  cooperation. Whether  one can  speak  here 
of a "Copernican  revolution" in  the  conception  of exchange rate policy,  
as O t m a r  Emminger did,  remains  to  be  seen; i t  is a t  any rate extremely 
important   that   in ternal  monetary stabil i ty  has  been  given  such a notable 
p l a c e   i n   t h e  new IMF arrangements. 

In   the   in te rna t iona l  reserve system,  contrary  to what was expected-- 
and  hoped f o r  by  some--the U.S. dollar  has  played a more dominant r o l e  
than ever s ince   t he   o i l   p r i ce   h ike  (though t h i s  is due less t o   t h e  U.S. 
balance of payments posi t ion  than  to   the  surpluses  of the  Organization of 
Petroleum  Exporting  Countries (OPEC) and their   investment).  However, today 
t h e  dol lar   enjoys by and  large much more international  confidence  than 
mom years  ago.  Besides  this,  the  deutsche mark and, t o  a lesser ex- 
t a n t ,  the  yen  have grown i n  importance as in te rna t iona l   t ransac t ion  and 
rererve currencies. The SDR has assumed t h e   r o l e  of o f f i c i a l  numeraire. 
However, i t  has  not become a major reserve instrument as foreseen  in   the 
original reform  concept. The problem  of s teer ing  internat ional   l iquid-  
i t y  her remained  unresolved,  and  there is st i l l  a t o t a l   l a c k  of  control 
in thin f i e ld .  
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Gold has   l o s t  its function as common denominator. The provisions 
regarding  the  disposi t ion  of  IMF gold  represent a fu r the r   s t ep  toward 
the  phasing  out  of  the  precious metal from the  system. But the use  of 
gold i n   c e n t r a l  bank t ransact ions and r e s e r v e   p o 1 i c i e s . i s   l e f t   t o   t h e  
d iscre t ion  of member countries  ( leaving  aside  here  the  temporary under- 
standing between t h e  Group of Ten countr ies) .  The question  whether  the 
new provisions amount t o  a demonetization  or  remonetization of gold 
thus  remains  open to  debate.  A t  any rate, as things  stand  today,  there 
is no r i sk   i n   p red ic t ing   t ha t   go ld  w i l l  f igure  as an  important  element 
i n   t h e  reserve system  for a long time t o  come. 

Joseph Gold characterizes  the  second amendment of t he  Fund 1s 
Articles as follows:  "the new provisions  dealing  with  exchange  arrange- 
ments,  gold,  and spec ia l  drawing r i g h t s  do not   es tabl ish  f i rm  prescr ip-  
t ions.   Instead,  they  adopt  the  legal  technique  of  giving the Fund  au- 
thor i ty   to   t ake   dec is ions  on these matters in   the   fu ture . '&/  

To sum up, the  second amendment provides  for a maximum of f lex i -  
b i l i t y   i n   i n t e r n a t i o n a l  monetary re la t ions .  There are no  mechanisms, 
no r ig id   ru les   o r   au tomat ic   sanc t ions   to   ensure   the   s tab i l i ty   o f   the  
system. The ways i n  which t h e   n a t i o n a l   a u t h o r i t i e s   f u l f i l l   t h e i r  ob- 
l i ga t ions  are by and l a r g e   l e f t   t o   t h e i r   d i s c r e t i o n  and respons ib i l i ty ,  
though the re  is considerable  scope  for a s t rengthening  of   the  central  
authority  of  the IMF. 

In view of   t h i s  state of a f f a i r s ,  some commentators  simply refuse 
t o  call  the  present  international  arrangements a "monetary order" at 
a l l ;  they  speak  of a "nonsystem." I do not   share   th i s  judgment because 
I have  suff ic ient   confidence  in   the  basic  w i l l  to   coopera te   in   the  frame- 
work of  accepted  obligations. But I do f e e l   t h a t   t h e r e  i s  room and, i n  
f a c t ,  a need  for improvement, f o r  a s t rengthening  of   the  s tabi l iz ing 
elements  within  the  system. 

Such a generalized  statement is, of  course, of l i t t l e  value; i t  
needs  specif ic   e laborat ion.  But before   t rying  to   speak more prec ise ly  
on possible  improvements of our  monetary  system, I have t o   f u l f i l l   a n  
essential p a r t  of my assignment by analyzing its performance  record up 
t o  now.  What are t h e  criteria f o r  measuring the  usefulness of a given 
monetary  order-? Certainly  not   the   possible   benefi ts   for   this   or   that  
country. We know, for   instance,   that   the   United States has  been re- 
l ieved by t h e  new system  of much of  the  burden it had to  carry  under 
Bretton Woods.-  The advantages  or  disadvantages  for  the  developing 
countr ies  w i l l  be conmrented on  by my cospeaker. 

But i f   t h i s  is not  the  r ight  approach, i t  cannot  simply  be  the 
amplitude  and  velocity  of  exchange  rate movements e i t h e r .  As no mone- 
tary  system is an aim i n  i t s e l f ,  we have  to  look a t  such  broader  purposes 
as t h e  smooth functioning  of  world  trade  and  investment  and  of  inter- 
nat ional   f inancial   markets .  Yet today,  there is a yardstick  of  possibly 
even  greater  importance: How f a r  does a world  monetary  order f a c i l i t a t e  
t he   r e tu rn   t o   g rea t e r  monetary s t a b i l i t y  and t o  a bet ter   balance of pay- 
ments e q u i l i b r i u m   i n  a l l  member countries? O r ,  to   pu t  i t  i n   t h e  more 
technical  language  of the experts--not  always  comprehensible  to  the 
business community--how f a r  does a given  system  faci l i ta te   the  adjust-  
ment process? 

1/ Joseph  Gold, "Law and Change i n   I n t e r n a t i o n a l  Monetary Relatione ," 
2%; Record (Association  of  the Bar of  the  City  of New York, April  1976), 
p. 237. 
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I s h a l l  now examine these  var ious  points   in  some d e t a i l .  

111. Performance  of  the System  and the  Role   of   Inst i tut ions 

A. The Working of  the  System 

1. The f loating regime 

In   ove ra l l  terms we can  say  that up t o  now the  sys.tem  of  wide- 
spread  f loating  has  stood  the test under extremely.diff icul t   condi t ions.  
Foreign  exchange and financial  markets  have  remained  in  working  order 
and there  has  been no re lapse   - in to  major  exchange controls .  

a. However, s i n c e   t h e   t r a n s i t i o n   t o   f l o a t i n g ,  exchange rate 
developmezts,  even a f t e r   a d j u s t m e n t   i n   t h e   f i r s t  round,  have.  been less 
steady  than  expected by. the  advocates of f l e x i b l e  rates. A conspicuous 
f ea tu re   i n   t h i s   con tex t   has  been a marked tendency.toward  polarization 
between  strong and weak currencies.   Since  the last exchange rate re- 
alignment  under  the  Bretton Woods system a t  t h e  end of  1971,. the ex- 
ternal values  of  the,major  currencies (measured aga ins t  a l l  other  cur- 
rencies)  have changed as follows:  the Swiss f ranc  was revalued by 
around  50 per  cent,   the  deutsche mark  by roughly 35 per  cent,  and the  
yen  by almost 15  per  cent. The U.S. d o l l a r ,   l i k e   t h e  French  franc 
(af ter   devaluat ions and reva lua t ions   in   the  meantime), has  today ap- 
proximately  the same p a r i t y  vis-%vis a l l  other   currencies  as a t  the  
end of  1971. On the  other hand, t he   Br i t i sh  pound and t h e   I t a l i a n  l i r a  
each  recorded  devaluations of approximately 40 per  cent. 

More recently,  an  important new feature   has  emerged,  namely, the  
r e l a t ive ly   s t rong   ove ra l l   pos i t i on  of t h e  U.S. do l la r ,   the   deutsche  mark, 
t he  Swiss franc,  and the  yen, which  have  developed i n t o  a kind of "sta- 
b i l i t y  quadrangle"  that  has  prevented a l l  disturbances on the  foreign 
exchange  markets from esca la t ing   i n to  a real world  monetary c r i s i s ,  
These four  key currencies form the  core  of a group of   s t rong  currencies  
(including, among others,   the  Netherlands  guilder,   the  Belgian  franc,  
and the  Austr ian  schi l l ing)  whose interrelat ionships   have  been rela- 
t ively  stable  over  the.medium term; or ,  more prec ise ly ,   the  sometimes 
considerable exchange rate movements between these  currencies  have 
proven t o  be by and la rge   revers ib le ,   no t  one-way s h i f t s .  And such 
temporary movements of the  four major t rade  and investment  currencies 
against   each  other  have not,  up t o  now, impai red   the i r   s tab i l iz ing  
function, as the i r   bas i c   s t r eng th  and the   f i rm  in ten t ion  of  governments 
t o  defend th i s   pos i t i on  was not  questioned. 

The performance  of t h e   j o i n t  European float  can  be  considered a 
qualified  success  only.  Two major member countries  of  the European 
Comunlty--the  United Kingdom and  I taly--have  never  been  able  to  join 
the group,  France had t o  withdraw  twice,  from  early 1974 t o  mid-1975 
and again since March 1976, and a month ago Sweden had t o  drop  out  as 
mll.  In the   present  "mini-snake, " i n  which the  currencies  of the  Fed- 
oral Republic of Germany, t he  Benelux countr ies ,  Denmark, and Norway are 
linkad by f ixed   cen t ra l  rates, we have seen  three  realignments  during 
tho lrrt twelve months which were necessary i n  view of diverging  in- 
flation trend8 in   these  countr ies .  
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The snake  experience  suggests a more general  conclusion: Over t h e  
longer term, differences i n  i n f l a t i o n  rates (and largely  parallel--bal-  
ance of  payments d i sequ i l ib r i a )  seem to   be   the  main determining  factor 
behind  exchange rate movements. So f a r ,  however, the  adjustment  has 
proceeded  not  gradually and  smoothly bu t   r a the r   i n  sudden "jumps," and 
i n  some cases  corrections  have  been  exaggerated.  In  the  shorter term 
the  development  of i n t e r e s t  rates has  also  been  of  significance--occa- 
sionally  even a decisive  factor--for  the movements of exchange rates. 
But a c lear   re la t ionship  between  changes in   i n t e re s . t  rate d i f f e r e n t i a l s  
and changes i n  exchange rates was only  discernible  under  certain con- 
d i t ions  (of "all other  things  being  equal") and f o r   l i d t e d   p e r i o d s .  

In   con t r a s t   t o  what  postwar  textbooks  had  claimed,  competitive de- 
valuations,   believed by many t o   b e   t h e  greatest danger  of a f loa t ing  
regime,  have  not  occurred. The emphasis  has  rather  been  on  resist ing 
the  pressure  to   devalue  in   the  l ight   of   1ikely.adverse  repercussions on 
in t e rna l   i n f l a t ion .  

b. I n   t h e i r  exchange rate p o l i c i e s   n a t i o n a l . a u t h o r i t i e s  have 
indeed  been  concerned to  maintain  "orderly  market  conditions"  or,  to  use 
the  other  catch-phrase,  "to  avoid  erratic exchange rate movements." It 
is i n t e r e s t i n g   t o   n o t e   t h a t   c e n t r a l  bank . intervention  in  the  market 
(frequently  with borrowed foreign exchange) has  been much mre extensive 
under f loat ing  than  under   the  f ixed  par i ty   system  in   the 195.0s and 1960s. 
Since  spring.1973  interventions by the  most important  central.banks  have 
to t a l ed  around US$200 b i l l i o n ,  a la,rge part of  which was spen t   i n  1976. 

All ina l l ,  there  is broad  consensus tha t   cen t r a l . bank   i n t e rven t ion  
has by and large  been well handled,  although  there is ce r t a in ly  room f o r  
improvement. It seems questionable  in  particular  whether  the enormous 
foreign exchange out lays  last year   in   suppor t  of t h e  pound s t e r l i n g  and 
the   I t a l i an   l i r a - - ca r r i ed   ou t   w i th  borrowed money--were necessary, a l l  
t h e  more so as they  could  not  prevent  the m a s s i v e  dec l ine   i n   t he  exchange 
rates of   these  currencies .  Moreover, to   the  outs ide  observer  i t  seemed 
tha t  at times t h e   c e n t r a l  banks were having some d i f f icu l . t i es   in   agree-  
ing on " l ines  of  defense." Such agreement, however , is a precondition . 
for   effect ive  intervent ion  pol ic ies .   I f   central   banks,   for   .whatever  
reasons, work a t  cross  purposes,  intervention becomes f u t i l e .  

An impediment to   an  effect ive,   coordinated  intervent ion  pol icy  has  
i n  some cases  been a "lack of  ammunition." This is indeed a ser ious  
i n s t i t u t i o n a l   o b s t a c l e  (though a technically  surmountable  one)  to a 
forcefu l   in te rvent ion   po l icy  of the  Federal  Reserve. With t h i s  pecu- 
l i a r i t y  in mind, the  dollar  has  been  very  aptly.descr. ibed  recently as 
a "reserve currency  without reserves. It 

\ 

c. With r ega rd   t o   t he   e f f ec t s  of f l oa t ing  exchange r a t e s  on 
- inflation; we can  say  today  that  the  expectations  of  the  advocates  of 

f l e x i b l e  exchange rates have  not  been  fulfi l led.  During t h e   f i r s t  two 
yea r s   a f t e r   t he   t r ans i t i on   t o   f l oa t ing ,   i n f l a t ion  rates throughout  the 
world  continued t o  rise. While the  oi l   pr ice   explosion  contr ibuted  to  
t h i s ,  other--domestic--factors played a f a i r   pa r t   t oo .  Although in- 
f l a t i o n  rates have been  reduced  on  average  since  then,  they are more 
divergent  today  than ever before.  Li t t le  success i n  the   s t ruggle  
against   inflation  has  been  achieved by the   def ic i t   count r ies  whose cur- 
rencies  were devalued. Here the   e f f ec t s  of r i s i n g  import  prices  on 
domestic price levels-were  aggravated by incomes po l i c i e s  aimed a t  
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maintaining real  wages, o f ten  by means of  such  compensatory mechanisms 
as wage indexation. On the  other  hand, however, f loa t ing   has  made i t  
easier for  the  stabil i ty-minded  countries  to  pursue  consistent  anti-  
i n f l a t i o n   p o l i c i e s .  

This is not  by any means t o   s a y   t h a t   f l o a t i n g  would be  an  obstacle 
t o  a general   pol icy  of   greater   monetary  s tabi l i ty .   Basical ly ,   in  my 
view, any  exchange rate system, as an  instrument, is neut ra l   wi th  re- 
spec t   t o   i n f l a t ion .  The underlying causes of  inflat . ion are to  be  sought 
n o t   i n   t h e  exchange rate system  but i n   t h e   n a t i o n a l   p o l i c i e s  of  indi- 
vidual  countries.  Nor, one  should  add  today, are the  underlying  causes 
for   the  present   s luggishness   in   the  world economy t o   b e  found i n   t h e  ex- 
change rate system. 

The hopes tha t   f l ex ib l e  rates would increase  the  scope  for   nat ional  
economic po l i cy ,   pa r t i cu la r ly   fo r   t he   r ea l i za t ion   o f   d i f f e ren t   na t iona l  
pr ior i t ies ,   have   on ly   been   par t ia l ly   fu l f i l l ed .  The gains, as j u s t  in- 
dicated,  have  been  scored  primarily by the   count r ies   a l ready   nearer   to  
s t a b i l i t y .  On the  other  hand,  the  deficit   countries  have  achieved 
nothing like the  degree  of  freedom  to  realize  their   particular  domestic 
p r i o r i t i e s   t h a t  had  been  expected i n  some quarters .  "Quite cont ra ry   to  
the  not ion,"  so Henry Wallich  has,  remarked,  "that a . f l oa t ing  exchange 
rate would allow greater  freedom to  st imulate  domestically,  unhampered 
by worries  about any ensuing payments de f i c i t ,   f l oa t ing   has  narrowed 
these  countries '   scope  for  st imulative  action. ' '  

d. On an   overa l l  view, t h e  promotion  and  financing  of  world 
t r ade ,   con t r a ry   t o  many expectations,   have  not  been  adversely  affected 
by f loa t ing  exchange rates. Over the  last few years,   world  trade  has 
expanded more strongly  than  production, as under the  Bret ton Woods 
system.  Trade r e s t r i c t i o n s  have so f a r  been  kept  within limits. How- 
ever, f o r  some  members o f   t h e   i n t e r n a t i o n a l   t r a d i n g   c o m n i t y ,   t h e  
f loa t ing  regime  does  have its disadvantages. The  commodity producing 
count r ies ,   fo r  example, are affected by f a l l i n g   d o l l a r  and pound rates; 
I a m  su re  S i r  Arthur Lewis w i l l  be  expanding  on t h i s   s u b j e c t  later on. 
In  the  hard  currency  countries,  exporters who cannot   invoice   in   the i r  
own currencies are a l so  a t  .a disadvantage. And the re  are a l so  problems 
f o r  medium and  small-sized  companies who don't   have  the  full   range of 
price-hedging  possibi l i t ies  a t  the i r   f i nge r t ip s .  

e. The expansion  and  efficiency  of  international  f inancial  
markets hxve  not  been  impaired by f loa t ing .  They have , on  the  contrary,  
seen an expansion beyond a l l  expectations. But here  again it was es- 
s e n t i a l  that at  least one o r  two hard  currencies were always  available 
and tha t   these  main issue  currencies  remained r e l a t i v e l y   s t a b l e .  With- 
ou t   th i s   e f fec t ive   func t ion ing  of internat ional   f inancial   markets ,   the  
system  might well have come under  extreme  pressure,  given  the  size  of 
balance  of payments d e f i c i t s   a f t e r   t h e   o i l  shock. 

2. International payments balances and l iquidity 

a. I n   t h e   f i e l d  of payments balances,  judgment  on  the merits 
or disadvzntages of our  world  monetary  system is most d i f f i c u l t  and 
complex. The developments since  1973  have  been  characterized by a 
d r a s t i c   i n c r e a s e   i n   d i s e q u i l i b r i a ,  accompanied  by rapid growth i n   t h e  
foreign  indebtedness  of many i n d u s t r i a l  and  developing  countries. The 
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gross   total   of  a l l  cur ren t   def ic i t s   (exc luding   of f ic ia l   t ransfers )  
amounted t o  US$230 b i l l ion   for   the   th ree   years  1974 t o  1976, compared 
with some  US$60 bi l l ion  for   the  preceding  three-year   per iod.  

A subs t an t i a l   pa r t  of  these  disequilibria  must,   of  course,   be as- 
c r i b e d   t o   t h e   o i l   p r i c e   h i k e ,  which means that they would have  occurred 
under  any  system. The current  account  surplus  of  the OPEC countr ies ,  
which has  been  increasingly  concentrated on the  four  low-population 
Arabian Gulf states, totaled  about  US$140 b i l l i o n   f o r   t h e   p e r i o d  
1974-76. This was more than twelve times the   f i gu re   fo r  1971-73, al- 
though d i s t i n c t l y . l e s s   t h a n  had  been  expected  immediately a f t e r   t h e  
o i l  crisis. 

Y e t ,  as hitherto,   balance  of payments d i s e q u i l i b r i a   a l s o   r e f l e c t  
the  very  different  degrees  of  success  achieved  by  the  individual coun- 
tries in   the i r   ad jus tment   po l ic ies ,  i. e. , mainly  in .   their   f ight   against  
i n f l a t ion .  Thus, over   the  past  few years ,  a number of   industr ia l ized 
nations  with  comparatively low i n f l a t i o n  rates (the  Federal  Repubiic  of 
Germany, Switzerland,  the  Netherlands, and--with certain  interruptions-- 
Japan  and  the  Unites  States)  have  generated  current  account  surpluses 
amounting t o  some  US$60 b i l l i o n   f o r  1974-76, whereas the  more inf la -  
tion-prone  countries i n  a l l  pa r t s  of the  world  have  run  into  consider- 
a b l e   d e f i c i t s  . 

Ammg t h e   d e f i c i t   c o u n t r i e s ,  we can  distinguish  the  following  four 
groups : 

(1) The big  industrial   nations--the  United Kingdom, France, 
I t a l y ,  and  Canada. In   the   per iod  1974-76 they  recorded a t o t a l   c u r r e n t  
d e f i c i t  of US$38 b i l l i o n ,  compared with a US$lO b i l l i o n   s u r p l u s   f o r  the 
previous  three-year  period.  In  1977,  an improvement is tak ing   p lace   in  
the   pos i t ion   o f   these   count r ies - -par t icu lar ly   in   the   case  of the  United 
Kingdom and I t a l y ,  where  domestic  restrictive  measures  (plus  the  effect  
of  North  Sea o i l   e x p l o i t a t i o n   i n   t h e  case of the  United Kingdom) are 
beginning  to   take  effect .  

' (2) The small and medium-sized developed count r iez '   wi th  a 
de f i c i t   o f  US$57 b i l l i o n   f o r  1974-76, whose overall  account was more 
o r  less i n   b a l a n c e   i n   t h e   e a r l y  1970s. No tangible  improvement is i n  
s igh t   he re   i n   t he   nea r   fu tu re   i n  most of these  countries,   and  this 
group is regarded  increasingly as a new problem area. 

(3) The non-oil  developing  countries  (outside Europe)  whose 
 overall current  account  deficit   trebled  from 1971-73 t o  1974-76 (from 

US$30 b i l l i o n   t o  US$90 b i l l i o n )  and whose total   indebtedness  has  doubled 
over  the last three   years   to  US$160 b i l l i o n .  It is important   to  re- 
member h e r e   t h a t \ d e f i c i t s  and debt are concentrated  on a very small 
number of countries.  Nearly  one  half of t he  above-mentioned d e f i c i t  . 

was accounted  for by only  f ive  highly  indebted'   countries (Brazi l ,  Mexico, 
Peru,  Egypt,  and  South  Korea). 

2 1  These include  the  Mediterranean  countries  (Greece,  Portugal,  Spain, 
an2 Turkey) , the  Scandinavian  nations (Denmark, Finland, Norway , and 
Sweden), and a number of  very  different  countries  such as Austral ia ,  
Austria,   Iceland,  Ireland, New Zealand,  and  South  Africa. 
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(4) The state- t rading  nat ions  of   the  East whose current   def i -  
c i t  from  1974 t o  1976  amounted t o  US$25 b i l l i o n  (US$9 b i l l i o n   i n  1971- 
73). Here, as i n  group ( l ) ,   t h e   o v e r a l l   d e f i c i t  w i l l  probably  decline 
in   t he   cu r ren t   yea r  (from US$7 b i l l i o n   i n  1976 to  USS5.bil l ion  in  1977).  

The United  States  represents a spec ia l  case. Following.the  record 
s u r p l u s   i n  1975 '(USS11.7 b i l l i on ,   i nc lud ing   o f f i c i a l   t r ans fe r s )  and a 
more o r  less balanced  current  account i n  1976, a d e f i c i t   i n   t h e   o r d e r  of 
US$10-14 b i l l i o n  is expected i n  1977,  mainly i n  connection  with  the 
s teep  increase i n   o i l  imports  and  higher  purchases  from  Japan. 

Given the  fact   that   these  imbalances  have  occurred  during a period 
of  considerable  exchange rate movements, one is incl ined a t  f i r s t   s i g h t ,  
a t  least on the   bas i s  of our  experiences so f a r ,   t o  doubt  the  old text- 
book rule that   revaluat ions  or   devaluat ions  can.correct   balance  of  pay- 
ments su rp luses   o r   de f i c i t s   o r ,   t o   pu t  it d i f f e ren t ly ,   t ha t   f l oa t ing  
makes b i g  reserve movements unnecessary.  But, i n   f a c t ,   t h i s   r u l e  was 
never  true. It was clear already  under  the  Bretton Woods regime--and 
it  had  been  par t icular ly   s t ressed by Per  Jacobsson--that  devaluations 
only work in . the   des i r ed   d i r ec t ion   i f   t hey  are underpinned  by  domestic 
deflationary  measures. And, for  reasons which were a f t e n  more p o l i t i c a l  
than  economic, t h a t  was precisely what did  not  happen i n  most eases. 
Thus, it became apparent  that  exchange rate changes  alone  can do no more 
than  compensate  different  developments i n   n a t i o n a l   p r i c e  and cost  levels. 
In   o the r  words,  they do not  bring  about a real change in   the   compet i t ive  
s i t ua t ion .  Beyond tha t ,  it has  perhaps become more evident   than   h i te r to  
t h a t   i n  a devaluing  country,   exporters '   costs  tend  to  be pushed up by 
higher  import  prices  and  compensatory wage increases,  thereby  reducing 
the  competitive  advantage on the  pr ice   s ide.   Therefore ,   in  extreme 
cases, mere devaluation  could  worsen.the  balance of payments s i t ua t ion .  
There are clear consequences  of a l l  th i s   for   the   ad jus tment   po l icy  con- 
cept,  which w i l l  be  discussed' in  the  concluding  section. 

b. The pressure on def ic i t   count r ies   for   in te rna l   ad jus tment  
measures was r e l a t i v e l y  moderate fo r   qu i t e  a time, not least because  the 
financing  of  deficits   could  be  effected  relatively  smoothly.  By f a r   t h e  
l a rges t   pa r t  of the  required  funds was raised  on  the  internat ional   f i -  
nancial  markets,  which  reacted  extremely  flexibly  to  the massive changes 
i n  payments flows and financing  needs  following  the rise i n   t h e   o i l  
price.  The international  banks  with whom t h e  .OPEC countries  deposited 
a large  share  of  their   surplus  funds  played a major  part--and assumed a 
major  share  of  the risks involved--in  the  recycling  of  petrodollars  to 
the   o i l   impor t ing   count r ies .   In   the   years  1975-76 alone, new in te r -  
na t iona l  bond issues  and medium-term Eurocurrency  credits  totaled 
around USS115 bi l l ion.   This  amount corresponds  to  about  three  quarters 
of the  overal l   requirements   for   the  f inancing  of   current  payment defi-  
c i ts  during  this   per iod.   Off ic ia l   balance  of  payments c red i t s   a l so   in -  
creased  s t rongly  af ter  1973, but   the  share   of   condi t ional   l iquidi ty  
(i.e., recourse  to   the IMF's higher   credi t   t ranches)  was low. 

A l l  i n  a l l ,  we may s a y   t h a t   t h e   d i f f i c u l t   t a s k  of  recycling  the 
su rp luses ,   i n   pa r t i cu la r   t he   o i l   . su rp luses ,   t o   t he   de f i c i t   coun t r i e s  
has been  successfully  mastered i n   q u a n t i t a t i v e  terms: a collapse  of  the 
world  monetary  system  and  thereby  of  world  trade  could  be  avoided.  This 
was--and we should  not  forget  this--more  than many had  dared t o  hope fo r  
at t h e  time o f   t h e   f i r s t   b i g   o i l   p r i c e   h i k e .  But neither  should we c lose 
our   eyes   to   the   fac t   tha t  a prolonged  policy of accommodating balance of 
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payments def ic i ts   through  provis ion of  generous  unconditional  finance 
via market channels has  considerable  shortcomings.  There,is  general 
agreement a t  th i s   j unc tu re   t ha t   t he   ex t en t   t o  which payments disequi- 
l i b r i a  have  been  financed so f a r  by p r iva t e   i n s t i t u t ions  cannot  be  sus- 
ta ined   indef in i te ly .   In   o ther  words., t he  banks,  due to   the i r   cons ider -  
ably  enlarged engagement i n   t h i s   f i e l d ,  are becoming increasingly cau- 
t i o u s   i n   l e n d i n g   t o   c e r t a i n   d e f i c i t   c o u n t r i e s   i f  no end to   these   def i -  
c i t s  is in   s igh t ,   wh i l e  many de f i c i t   coun t r i e s  are recognizing more and 
more t h a t   i n   f u t u r e   o f f i c i a l  means must be  used  to a greater ex ten t   t o  
cover the i r   f inanc ia l   needs .  

Due t o   t h e  manner i n  which recycling  has  been  effected,  the  ten- 
dency is today,  even more than   in   the   Bre t ton  Woods period,  towards  the 
creation  of  too much rather   than  too l i t t l e  in t e rna t iona l   l i qu id i ty .  
Within  the last 4 1 / 2  years,  world  monetary  reserves  have  increased by 
about  the same amount as during  the  preceding 25 years,  and  today t o t a l  
roughly USS280 b i l l i o n .  A t  the  same time, massive s h i f t s  have taken 
place i n  the   d i s t r ibu t ion  of o f f i c i a l  reserves. The OPEC countr ies ,  
whose reserves have grown a t  an  unprecedented r a t e ,  today  hold more than 
a quarter  of  world  monetary reserves, compared t o  7 per  cent a t  t h e  end 
of 1972. Simultaneously,   the  industrial   nations'   share  declined from 
about two t h i r d s   t o  one half,  while  the  non-oil  developing  countries, 
i n   s p i t e  of the i r   h igh   cur ren t   def ic i t s   dur ing   the  last years ,  were able  
to   s t r eng then   t he i r  relative reserve posi t ion.  Today they  account  for 
roughly  one s i x t h  of  world  monetary reserves. 

The f ac t   t ha t   coun t r i e s   w i th   pe r s i s t en t   de f i c i t s  have  been a b l e   t o  
i nc rease   t he i r  reserves indica tes   tha t ,   in   the   p resent   sys tem,   the   c rea-  
t i on  of l i q u i d i t y ,  i.e., o f f i c i a l  reserves, is l a rge ly  demand-oriented-- 
i n  s t r iking  contrast   to   the  supply-determined reserve creat ion  under   the 
Bretton Woods system  which was also  foreseen  in  the  various  reform  drafts.  
Thus, the   condi t ions   for   the   cont ro l  of i n t e r n a t i o n a l   l i q u i d i t y  have 
changed. In   the   f ina l   ana lys i s , ,   the  growth  of in te rna t iona l   reserves  
today  depends la rge ly  on the  credi tworthiness   of   individual   def ic i t  
countries  in  world  f inancial   markets.  

B. The I n s t i t u t i o n a l  Framework 

In te rna t iona l  monetary policy  has  never  been a "one-man s.how," and 
any in t e rna t iona l  monetary  order w i l l  always rest on d i f f e ren t  pil lars.  
This   natural ly   appl ied  to   the  Bret ton Woods system  too.  In  that  system, 
however, the  IMF played a rather   central   role .  This is true  not   only 
wi th   respec t   to   the   consul ta t ions   p rescr ibed  under Ar t ic les  V I 1 1  and 
XIV, governing  the member count r ies '   ob l iga t ions   to   avoid   res t r ic t ions  
and t o   a c h i e v e   f u l l   c o n v e r t i b i l i t y   i n   t h e i r   c u r r e n t  payments  (which 
still  apply  today). It was . a l so  mainly  the  fact   that   the  Fund had t o  
authorize changes in   par   va lue   in   excess  of 10  per  cent  which made it a 
decis ive  par tner   of   nat ional  monetary au tho r i t i e s  and the   t rue   cen te r  of 
the  international  system. The f a l l  of the  Bretton Woods system was 
therefore  a t  f i r s t  accompanied by a weakeaing  of t h e  Fund's  importance. 
In   t he   i n i t i a l   pe r iod   a f t e r   t he   i n t roduc t ion  of f loat ing,   the   impression 
could  even  be  gained  temporarily  that  the IMP'S func t ion   in   the   po l icy  
f i e l d  had  shrunk t o   t h a t  of a passive  observer. Today, t h i s  is no longer 
t rue ,  and I s h a l l  have more to  say on t h i s   s u b j e c t  later on. 
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I f  we t ry   to   analyze  the  reasons  for   the revival of t h e  Fund's 
ro le   whkh is p la in ly   ev ident   to  any observer,  one  of  the most important 
ones seems to  be  the  very  fact   that   the   f loat ing  system as described 
above  did  not  prove  to  be  the  perfect  market mechanism l i k e  Adam Smith's 
" inv is ib le  hand" tha t  would have  rendered a central   supervisory body 
superfluous.  Undoubtedly, a second  reason was the  appearance  on  the 
scene  of  the OPEC. 

The IMF's lending activit ies have  expanded s t rongly  over   the las t  
few years .   In   fac t ,  members' drawings  on t h e  Fund since  the  beginning 
of  1974  have to t a l ed  some US$20 b i l l i o n ,  which is more than  aggregate 
drawings up t o   t h e  end  of  1970. Of the  recent  heavy  drawings,  only a 
small portion--around  one  fifth--was  under t h e  Fund's credi t   t ranches,  
this  not  only  because of members' re luctance  to   accept  economic policy 
condi t ions   bu t   a l so   in  view of  the low volume of  funds  available  under 
members' quotas i n   r e l a t i o n   t o   t h e  amounts required  for   def ic i t   f inancing 
purposes.  Instead, a major pa r t  of recent Fund lendings  has  been  under 
its s p e c i a l   f a c i l i t i e s ,  mainly  the--temporary--oil f a c i l i t y ,  where the  
Fund acted as a c red i t   agent   in   the   recyc l ing   of   o i l   surp luses ,   and   the  
compensatory f a c i l i t y ,  access t o  which was l i b e r a l i z e d   i n  1975. 

The increasing  involvement of t h e  Fund in  the  provision  of  f i-  
nancial  support  to  developing  countries--e.g., via the  revised compen- 
s a t o r y   f a c i l i t y  and t h e  newly established  Trust  Fund-and the   pe r s i s t en t  
fur ther  demands t o   t h i s   e f f e c t ,  have  given rise t o  concern i n  some 
quar te rs   tha t   the  Fund is i n  danger of being  transformed  into a develop- 
ment a id   i n s t i t u t ion .  

No doubt t h i s  danger is real and it should  not   be  surpr is ing  that  
it exists. Given the  inadequacy  of o f f i c i a l   a i d  programs--in many coun- 
tries they do not  even  reach  one  half   of  the  agreed  target of 0.7 per 
cent  of  gross  national  product--it seems rather   natural   that   developing 
coun t r i e s   t ry   t o   ob ta in  more funds  from  other  sources,  such as t h e  IMF, 
although  this  kind of borrowing  does  not  correspond t o   t h e i r  real needs 
as f a r  as maturi t ies  are concerned. 

I would l ike   to   say   very   c lear ly   a l ready  a t  t h i s   p o i n t   t h a t   i n  my 
opinion  this  tendency,  understandable as it  is, must nevertheless  be 
res i s ted .  Not only would it d i s to r t   t he   func t ion  of t h e  IMF and b l u r  
the sound  "division  of  labor"  between  the Fund and t h e  World Bank, it 
would a l so   no t   be   in   the   t rue   in te res t   o f   the   deve loping   count r ies  them- 
selves. 

Returning  to my descr ip t ive   remarks   about   the   ro le   o f   ins t i tu t ions  
in   our   present   internat ional  monetary  system, I now  come t o   t h e   c e n t r a l  
banks. It is almost  unnecessary to   say   tha t   they   p lay  a decis ive  role  
in  today 's   internat ional  monetary re la t ions .  It must b e  added,  however, 
that their   degree of  independence  from  treasuries  or  finance  ministries 
i e  very  different  from country  to  country so t h a t  nowadays one has   to  
define and d is t inguish   very   c lear ly   the i r   respec t ive  powers  and  responsi- 
bilities in   internat ional   cooperat ion.  Most central banks  cooperate more 
or less c lose ly   i n  day-to-day operations on foreign  exchange  markets. 
Ae far as t he  major  industrialized  countries are concerned,  their   central  
banks are l inked by an  extensive swap network  which  has  been  strongly 
expanded since i t s  incep t ion   i n  1962. Special  mention  should  be made 
here, by way of  example,  of the  close  cooperation  between  the  Federal 
Reserve, the German Bundesbank, and t h e  Swiss National Bank, which has 
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become an   e s t ab l i shed   f ea tu re   i n   t he  monetary  scene. But it would be  
much too  narrow a view t o  see the   cen t r a l  banks  only as the  "engineers" 
of  our  international monetary  machinery. With the   l imi t a t ions   fo r  some 
of  them  mentioned before,  they form a very  important body of  thinkers 
and  opinion-makers on a l l  aspects  of  the  system. They are,, i n   o t h e r  
words, the  true  "counterparts" to  the  Fund and  they  shape  the  Fund's 
policies  in  the  governing  bodies.  Thus, it is of  paramount  importance 
that  the  central   banks  cooperate .as closely as ,possible  with  the  Fund's 
Managing Director (and h i s   s t a f f ' )  and t h a t  any divergencies  of views 
are sett led  immediately upon their  appearance. 

The forum fo r   cen t r a l  bank  cooperation is t h e  Bank for   Interna-  
t ional  Sett lements (BIS) i n  Basle, where the   cen t ra l   bankers   o f   the  
Group of Ten cbuntries and  Switzerland meet regular ly   for   conf ident ia l  
consultations.  . More and mre, the BIS has become the  meeting center 
for  this  dist inguished  club.  Besides  acting as an  information  clearing 
center ,   the  BIS also  plays  an active p a r t   i n   t h e  wo.rk of  various COP 

mit tees  of experts   deal ing  with  internat ional  monetary policy  and co- 
ordination  problems.  Furthermore,  the BIS has  administered  joint   in- 
te rna t iona l  monetary  support  actions  such as the  recent  arrangements. 
fo r   s t e r l i ng   ba l ances  and  has  been  associated  with  the.imp1ementation 
of t h e  agreement  on t h e  sale of p a r t  of t h e  IMF's gold  holdings. All 
i n  a l l ,  one is inc l ined   t o   s ay   t ha t   t he  exact ro le   o f   the  BIS i n  in- 
te rna t iona l  monetary r e l a t ions  is ve ry   d i f f i cu l t   t o   de f ine ,   bu t  every- 
body  knows what i t  is. 

That t h e  BIS and the  IMF are linked by t radi t ional ly   c lose  personal  
ties, over  and  above their   in tensive  working  re la t ionship,  is eloquently 
demonstrated  by  the example  of Per  Jacobsson who, p r i o r   t o  becoming 
Managing Director  of  the IMF, had  been  economic  adviser  and  head  of the 
Monetary  and Economic Department  of  the.BIS. 

Besides  the IMF, t he  BIS, and the  central   banks,   there  are a number 
of  groupings,   organizations,   and  insti tutions  that  are a l so  active i n  
the   f ie ld   o f   in te rna t iona l  monetary policy and  cooperation  and  .thus  in- 
f luence  the development  of t h e  system.  Within the  Organizat ion  for  
Economic Cooperation  and Development (OECD), for   instance,  Working Party 
Three is .engaged i n  discussions on  and  analyses  of  the member countr ies '  
economic and  balance of payments s i t u a t i o n  and  formulates  policy recom- 
mendat ions. 

In   t he  European Community (EC), monetary  cooperation .is i n s t i t u -  
t i ona l i zed   i n   t he  Monetary  Committee, t h e  Committee of  Central Bank 
Governors, t he  European Economic Cooperation Fund, and the   var ious   f i -  
nancial  support mechanisms. I n  matters of  reform  of  the  international 
monetary  system, the  EC members endeavor--though  not  always  success- 
fully--to  "speak  with  one  voice." 

Other  groupings  or  insti tutions  that   should  be mentioned i n   t h i s  
context are t h e  Group of  Ten, as par t ies   to   the  General  Arrangements t o  
Borrow, and the  informal Group of   Five  ( in   the meantime extended t o   s i x  
members), i n  which the  heads  of government  of t h e  major i ndus t r i a l  coun- 
tries meet in  ad  hoc  conferences,  the most spectacular  of  which, i n   t h e  
monetary f i e l d ,  was the  Rambouillet summit. 

In  the  developing  world,   the Group of Twenty-Four may be   c i t ed  as 
a body representing  the  interests  of  the  developing  countries in t he  
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f i e l d  of   internat ional  monetary re la t ions .  A few  months  ago, t h e  Arab 
Monetary Fund was es tab l i shed   to   he lp  Arab states with payments d i f f i -  
culties and t o   f a c i l i t a t e   t h e  flow  of  funds among Arab countries.  More 
recent ly ,   the   f ive  central   banks  of   the  Associat ion  of  South-East  Asian 
Nations (ASEAN)'have establ ished a multicurrency swap fac i l i ty   in tended  
t o   h e l p  members bridge  temporary  international  liquidity  problems. 

Lastly, the  formation  of  the  creditor  group  for  the new Witteveen 
f a c i l i t y  / t he  Fund 's supplementary  financing  facility-7  comprising 
seven OPEC and seven  industrial  countries  should  be  mentioned  here as a 
novel   feature  and a s t r i k i n g  symptom of t h e  changes in   f i nanc ia l   pa t -  
t e rns   i n   ou r  system. 

The group d i f f e r s  from others  inasmuch as t h e  common object ive is 
not  mutual  assistance,  and its s e t t i n g  up has  therefore  been  received 
with mixed feel ings on the  par t   of   def ic i t   countr ies .  Some observers 
f e e l   t h a t   t h e r e  is a po ten t i a l  danger  here of polarization  between 
debtor  and  creditor  countries.  On the  other  hand,  the new grouping  has 
the  advantage  that  it u n i t e s ,   f o r   t h e   f i r s t  time, a' number of  leading 
indus t r ia l ized   count r ies   wi th   s t rong   cur renc ies  and t h e   r i c h  OPEC coun- 
tries w i t h   t h e i r  more recent ly   acquired  f inancial  power, a l l  of whom 
bear   spec ia l   respons ib i l i ty   for   the   e f fec t ive   func t ion ing   of   the   wor ld  
monetary  system. 

To sum up, outs ide  the IMF and apar t  from the   cen t r a l  banks the re  
are a number of ins t i tu t ions   o r   g roupings  which--to a g rea t e r   o r  lesser 
exten t - -par t ic ipa te   in   the  management of the  world  monetary  system. 
There is no "hierarchical" s t ruc ture   here ,   bu t  a l l  are working more o r  
less towards the  same goal--a harmonious  development  of the  system. The 
IMP is represented as an   observer   o r   in  a more active r o l e   i n  many of 
these  bodies. But t h i s  enumeration raises, of  course,  the  question  of 
whether full   cooperation  between a l l  these  bodies is real ly   assured and 
whether  there is not  an  unqecessary amount of  duplicated work. 

I V .  Can the   In te rna t iona l  Monetary  System Be  Improved? 

As I said  before ,   the   world 's  monetary  policymakers were too much 
involved  in  actual pressing problems  caused  by  hyperinflation,  the o i l  
price  shock,  and  world  recession  to  f ind  the time f o r  a resumption  of 
t he  earlier reform  talks.  And it should  not  be  called  impertinent  that  
some observers  have  considered  this as very good luck.  Nevertheless, 
we seem t o  have  reached a point a t  which we can  and  should make a real- 
istic and  sober  assessment  of  major  world  economic  trends  and  prospects 
and t h e  problems  they  imply  over  the medium term f o r   e f f e c t i v e  manage- 
ment of t h e  monetary  system. 

To my mind, there  is a good l ikel ihood  that   the   twin problems  of 
i n f l a t i o n  and unemployment, coupled  with  severe  balance  of payments 
d i f f i c u l t i e s ,  w i l l  s tay   wi th  us u n t i l  well i n to   t he   nex t  decade. It 
therefore   represents  a real chal lenge  for   internat ional  monetary policy 
to   support  and  coordinate  national  efforts  towards improvement i n   t h e s e  
th ree  areas. 

Already  over  the  past  twelve  or  eighteen months t h e  combined pres- 
su res   o f   i n t e rna l   d i f f i cu l t i e s  and external imbalances  have  led  to 
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increas ing   recourse   to   res t r ic t ive   p rac t ices   in   the   in te rna t iona l   t rade  
and current  payments f i e l d s  (e.g., i n   t h e  form  of select ive  import  re- 
strictions,  advance  import  deposit schemes,  and export   restraint . 'agree- 
ments). In its recently  published menty-Eighth Annual Report on Ex- 
change Restrictions, t h e  IMF notes ,  "By ear ly  1977, i t  was apparent 
that   there  had  been  an  interruption  to  the  reduction of protectionism 
t h a t  had  characterized  the commercial policy of t he   i ndus t r i a l   coun t r i e s  
throughout  the  postwar  period."  In view  of t h i s   d i squ ie t ing  development 
it is a l l  t h e  more important   to   s t rengthen  the  s tabi l iz ing  e lements   in  
our in t e rna t iona l  monetary  system. 

Has a l l  t h i s  b e e n   s a t i s f a c t o r i l y   s e t t l e d  'at the  var ious monetary 
conferences  or  can member countr ies  and in s t i t u t ions   fu r the r   con t r ibu te  
towards achieving  this  aim? In my following remarks I shal l   look a t  t h i s  
ques t ion   in   re la t ion   to   the   var ious   sec tors  of i n t e rna t iona l  monetary 

' I  policy. 

A. Improvement .of   the  Exchange Rate System 

It is generally  accepted  and, I think, no matter for   discussion 
here,   that   greater  exchange rate s t a b i l i t y  cannot  be  achieved a t  the  
present   s tage via a change  of t he   sys t em  i t s e l f ,  i.e.., via the  " intro-  
duction  of a widespread  system  of exchange  arrangements  based  on s t a b l e  
but  adjustable  par  values" as mentioned i n   t h e  second amendment t o   t h e  
Fund's Articles. In   t he   f ace  of preva i l ing   in f la t ion   d i f fe rences  and 
balance of  payments pa t t e rns  as well as the   ex i s t ing  huge volume.of 
v o l a t i l e  funds in   in te rna t iona l   marke ts ,   th i s  is no r e a l i s t i c   a l t e r n a -  
tive today o r   i n   t he   fo re seeab le   fu tu re .  

This, of course,  does  not  exclude  the  continuation. and perhaps ex- 
tension  of  l imited  f ixed-rate  arrangements  in  currency  blocs  or  the 
formation  of'new  ones. As regards Europe, I think  that   the   present  
mini-snake,  even i n  its newly  reduced  form,  should  be  maintained,  pro- 
vided  future  realignments--unavoidable, no doubt, i n  view  of members' 
s t i l l  divergent  price and payments trends--are  effected as quickly and 
d i sc ree t ly  as on the  last two occasions. For the  smaller par tner  coun- 
tries suf fer ing  from i n f l a t i o n  and payments problems, the  f ixed ex- 
change r e l a t i o n s   w i t h   t h e i r  main trading  partners  have up t o  now pro- 
vided a welcome support i n  the  implementation of  domestic s t a b i l i z a t i o n  
pol ic ies .  Last, but   not  least, endeavors to  preserve  the  mini-snake 
would seem j u s t i f i e d  and d e s i r a b l e   i n   t h e  hope of a more extensive Euro- 
pean cur rency   assoc ia t ion   in   the   fu ture ,  and i n   t h e   l i g h t  of its or i -  
ginal  conception as a nucleus of a European monetary  union.  This  does 
not mean that  the  snake  should  be  defended a t  any cos t ,   pa r t i cu la r ly  
n o t   i f  i ts preservation were t o  mean s a c r i f i c i n g   t h e  prime objec t ive  of 
s tab i l i ty .   Af te r   the   exper ience  of the  June-July  period  of  this  year,  
it should  also  be added tha t   too   g rea t  an upward pressure on the  deutsche 
mark would tend  to  destroy  the  snake as the  partner  currencies  could  not 
follow  this  course.  

Of much wider  significance is the  quest ion how greater exchange 
rate s t a b i l i t y  can  be  achieved i n   t h e  system as a whole. Although t h e  
business community and  banks  have  generally  learned  to  live.  with  float- 
ing,  they  naturally  have a s t r o n g   i n t e r e s t   i n  as secure a ca lcu la t ion  
bas i s  as poss ib l e   fo r   t he i r   i n t e rna t iona l   t r ansac t ions  and t h u s   i n  rela- 
t i v e l y   s t a b l e  exchange rates. 
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As w e  a l l  know, greater  de facto s t a b i l i t y   i n   t h e  exchange  system 
can, in   t he   l ong   run ,  only be  a t ta ined by reducing   d i screpancies in  
underlying economic conditions,   primarily  in member countr ies '   pr ice ,  
cost ,   and  related  externa1,payments  trends.   This,  however, is a task  
f o r  economic  and  monetary policy. The relative success   o r   f a i lu re  of 
domest ic   s tabi l izat ion  pol ic ies  w i l l  by  and large  determine  the  neces- 
s a r y   c o r r e c t i o n s   i n  exchange rates. The further  ahead  one  looks,  the 
more exchange rate s t ab i l i t y   t hus   f a l l s   w i th in   t he   s cope  of  each coun- 
t ry ' s   genera l  economic policy. The more short-run  the  perspective,   the 
more it is the  concern of cen t r a l  bank intervent ion  pol ic ies   designed 
t o  dampen excessive  f luctuations  in  market rates. 

The question  then is, what object ives  should--and can--be set f o r  
exchange rate policy  proper? Would it  be  expedient  and  feasible,   for 
example, as some observers  think,  to  establish  so-called  "target  zones," 
i .e.,  zones  within  which  the  exchange rates between two currencies  should 
be  kept,  based on object ive economic indicators?  A t  f i r s t   s i g h t ,   t h i s  
idea  had some appeal  and it  also  f igured,  e x p e s d s  verbis, i n   t h e  IMF 
guide l ines   for   the  management of f loa t ing  exchange rates of  June  1974. 
But I f o r  one  have  strong  doubts  that,there is such a thing as an ob- 
jec t ive ly   ascer ta inable   " r igh t"  rate o r  zone a t  any  given time. We may 
a l l  have  our own subjective  ideas  about what  range  for  the U.S. dollar-  
deutsche mark rate or   the  dol lar-yen rate would be  appropriate;   but  we 
would a l l  have  the same d i f f i cu l ty   i n   back ing  up these  personal judg- 
ments with  objective  proof.   Besides,   to set a t a r g e t  zone  would cer- 
tainly  not  be  something  to  be done  once f o r  a l l  times; one would have 
t o  change it  as the   i nd ica to r s  change. All t h i s ,   i n  my vi&, is 
ne i ther   p rac t ica l   nor   des i rab le .  

Apart  from  these  problems,  the  setting up of  such a system  could 
well tend  to   increase  destabi l iz ing  speculat ive  t ransact ions.  But my 
main reservat ion is this:   such  target  zones would be  superfluous as 
long as the  market moves within them anyway. But they.could become very 
costly--in terms of  interventions--if  the  market were to  break  out  of 
t h e i r  bounds. Would the  central   banks,   in   such a case, r e a l l y   b e   i n  a 
posit ion  to  defend  the  target  zones  effectively and  would they  not  be 
subjecting  themselves  to  the same s t r i c t u r e s  as they had t o   b e a r  under 
Bretton Woods? 

Thus we may be  more success fu l   i n   t he  end  by being less ambitious 
and more pragmatic i n   o u r   e f f o r t s   t o   s t a b i l i z e   t h e  exchange  system. I 
be l ieve   tha t  we shouldn ' t   t ry  a t  t h i s   s t a g e   t o  go beyond the   ob jec t ives  
agreed a t  Rambouillet  and a l so   i nc luded   i n   t he  IMF guidelines  of 1974 
which I already  quoted:  .to  avoid  or dampen erratic or  excessive  f luc- 
tuations,   to  maintain  orderly  market  conditions,  and not   to   intervene 
against  basic  market  trends. 

Of course ,   the   d i f f icu l t ies   cont inue   wi th   the   ques t ion   of  how these 
object ives  are to   be   de f ined   i n  everyday  practice.  Arthur  Burns,  speak- 
ing before  the House Banking  Committee on the  occasion  of   the  recent  
do l l a r   f l u r ry ,  emphasized t h i s  problem. ."No two of us agree,"  he  said,  
"on a de f in i t i on  of  what is a disorderly  market . I '  And he  added: "When 
I see the  dollar  depreciating  against   currencies  which are i n t r i n s i c a l l y  
weaker, I am compelled to  ask  whether  the market is orderly." The same 
applies  t o  excessive  or  erratic f luctuat ions:  Where do the   un jus t i f ied  
or undesired  excesses  begin? 
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But t h i s  problem  should  not  be  taken as an  excuse  for  inaction. 
I think it would be wrong t o  claim t h a t  exchange rate movements can 
never  be  soundly  assessed.  There are cer ta inly  excessive  f luctuat ions 
that can  be  recognized  ad  hoc (and t reated)  as such. They  may be  caused 
by individual  large-scale exchange transactions  during,  daily  trading 
hours, by exaggerated  reactions  in  the market to   actual   or   expected 
changes i n  underlying  conditions,   or by cyclical  differences  between 
major trading  nations.  

In   t he  lat ter case espec ia l ly ,   l a rger  exchange rate f luc tua t ions  
may be  averted by s u i t a b l e   i n t e r e s t  rate po l i c i e s  and a corresponding 
"mix" in   the  par tner   countr ies '   domest ic   s tabi l izat ion  measures .  And 
na t iona l   i n t e re s t  rate policies  should  indeed  be  deliberately  used  here 
to   the   g rea tes t   ex ten t   feas ib le   wi th in   the .g iven  framework of money 
supply  targets.  O f  course,  such  exchange rate or ien ted   in te res t  rate 
pol ic ies  and cen t r a l  bank intervent ion m u s t  be harmonized. 

As a genera l   ru le ,   in te rvent ion   po l ic ies   should   t ry   to  smooth out 
movements around t h e  market  trend. Not t o   i n t e rvene   aga ins t   t h i s   t r end ,  
however, can  cer ta inly  not  mean t h a t  any  market rate should  be  accepted. 
The emphasis must c lear ly   be  on the  basic   t rend,  which  one  could  define 
as the  t rend  indicated by underlying  facts and f igures .  But I would 
expand t h i s   d e f i n i t i o n   t o   i n c l u d e   p o l i t i c a l  and  even  psychological 
fac tors  which w i l l  clearly  have more than   jus t  a short-term  influence 
on  the  market. Here, inc identa l ly ,  is t h e  main difference from the  
above-mentioned "objective  indicators.  

Quite recent ly  we have all seen a very   s t r ik ing  example  of how 
political  statements  of  in'tention  can  provoke  sudden  and massive swings 
in  basic  market  sentiment and trends.  And we have also  seen  that   such 
swings  can  be  reversed  just as rapidly by t h e  same method.  But t he  
damage i n  terms of  market  participants'   increased  uncertainty  and  the 
business community's f e a r  of exchange rate losses  is not  so e a s i l y  re- 
paired. 

Thus, pa r t i cu la r ly  a t  the  present time, where a lack  of  confidence 
is a major  element in  our  domestic economic d i f f i c u l t i e s ,  i t  is important 
t o  remember tha t   o f f ic ia l   in te rna t . iona1   or   bd la te ra l   deba te   on   des i rab le  
or   undesirable  exchange rates and  exchange rate policies--which may be 
per fec t ly   l eg i t imate  and ca l l ed   fo r  a t  times--is a matter f o r  behind- 
the-scenes diplomacy-.- 

I would suggest one main conclusion from a l l  t h i s :  There  can  be no 
establ ished rules f o r   t h e  management of f loa t ing  which may be  applied i n  
each  and  every case. A sk i l l fu l   in te rvent ion   po l icy  i s  and remains  an 
art," which requires   int imate  knowledge not  only  of  the  techniques  but 

a l so  of  the.  psychology  of  the  market. It cannot,  however,.achieve mir- 
acles where  domestic  economic po l i c i e s  are f a i l i n g   o r  wavering. A t  any 
rate, for   intervent ion  pol ic ies   to   be  successful   the   domest ic   pol icy  in-  
tentions  of  the governments of both  intervening  parties must be made 
absolutely clear t o   t h e  market  and  underpinned by credible  action,  while 
the  underlying  principles  of  intervention activities must remain secret. 

I 1  

There  can  be no doubt tha t   respons ib i l i ty   for   the  management of 
f loa t ing  lies wi th   t he   cen t r a l  banks in   the i r   d i rec t   coopera t ion .  What 
then is the   ro l e  of t he  IMF, which  according t o   t h e  amended Article IV 
of t h e  Fund Agreement has   to   survey  members' exchange rate pol ic iea? 
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The  Fund should   cer ta in ly   no t   in te r fe re   wi th  day-to-day intervent ion 
pol ic ies   but   ra ther   focus on members' exchange rate p o l i c i e s   i n   c l e a r  
cases of infringement  against   the  rules  of good conduct as l a i d  down 
i n   A r t i c l e  IV.  

Looking  back,  occasions  for IMF intervent ion on  such  grounds seem 
t o  have  been r e l a t i v e l y  rare.. There have ac tua l ly  been no cases of 
competitive  devaluations, i f  only  because  the  potentially dangerous 
impact  of  such a policy on i n f l a t i o n  was generally  recognized. The 
del iberate   holding down of an  undervalued  strong  currency  below i ts  
true  market  level  has  been  suspected and c r i t i c i z e d   o n l y   i n  one o r  two 
instances.  More frequent may have  been s i t u a t i o n s  where d e f i c i t  coun- 
tries tr ied  to   maintain  overvalued rates which resu l ted   in   "pro t rac ted  
large-scale in t e rven t ion   i n  one direct ion."   In   these  cases ,  however, 
the  remedy would not  have  been  devaluation  alone  but  effective  domestic 
s t a b i l i z a t i o n  programs, possibly.in  connection  with IMF c red i t .  

But I think. it would be much too  narrow a p o s i t i o n   i f   t h e  Fund were 
t o  see its duty  only i n  such  an  observation of proper exchange rate pol i -  
c ies .   In   fac t ,   the   p r inc ip les  of Fund s u r v e i l l a n c e   s t a t e   t h a t   t h e  Fund's 
.appraisal of a member's exchange ' ra te   pol ic ies   shal l   be   based on an 
evaluation of its balance  of payments pos i t ion  and on how f a r  its poli-  
c i e s  are conducive  to  orderly  underlying  conditions. Thus, I consider 
it more important   for   the Fund t o  assess underlying  monetary  and eco- 
nomic p o l i c i e s   i n  member countr ies  and pay p a r t i c u l a r   a t t e n t i o n   t o   t h e  
e f for t s   be ing  made to  achieve  adequate growth without  endangering sta- 
b i l i t y .  It cannot   be   suf f ic ien t ly   s t ressed ,   in  my view, t h a t  any negli-  
gence wi th   r e spec t   t o   t he   i n f l a t ion  problem  caused  by  too  nervous a con- 
cern  with  unsatisfactory growth rates would lead a l l  of  us  into a much 
more d i f f icu l t   s i tua t ion   in   the   no t   too   d i s tan t   fu ture .   In   o ther .words ,  
t he  Fund's prime r o l e  l ies  i n   t h e   f i e l d  of  adjustment  policies. The 
provis ions  that   future  IMF consultations w3th members under  Article I V  
"sha l l  comprehend the  regular   consul ta t ions  under   Art ic les  V I 1 1  and XIV" 
seems to   suppor t   t h i s  view. And the  Fund ought cer ta inly  not   to   be  t imid 
i n   f u l f i l l i n g   t h i s   t a s k - - a . p o i n t   t o   w h i c h - I   s h a l l   r e f e r   a g a i n  later. 

B. Coping with  Balance  of Payments Disequi l ibr ia :  
Adjustment and Financing 

1. Need for  divers i f ied   s t ra teg ies  

I already  indicated  that ,   in  my view,  balance of  payments dis-  
e q u i l i b r i a  and the  connected problems  of external   indebtedness   are   the 
main areas of  concern in  our  present  world monetary  system. 

In   a s ses s ing   t he  problems i n   t h i s   f i e l d ,  two d i s t i n c t i o n s  must be 

(1)  between o i l . p r i c e   r e l a t e d   s u r p l u s e s  and d e f i c i t s  and 

made : 

other  imbalances ; and 

(2) between d e f i c i t s  of developing  countries and those of 
indus t r ia l   count r ies .  

As it looks  today,  the o i l   s u r p l u s  will be more pers is tent   than we 
were led   to   be l ieve   dur ing   the   wor ld   recess ion .  Thus, f o r  several years 
t o  come, the   cor responding   g loba l   o i l   def ic i t  w i l l  have to  be  financed; 
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i n   o the r  words, the  problem of recycl ing  petrodol lars  w i l l  .s tay  with  us 
for  a longer  period. A t  the  same time, o i l  importing  countries w i l l  
have to  increase--in many cases to   ac tua l ly  s t i l l  i n i t i a t e - - e f f o r t s   t o  
conserve  energy  and t o  develop new sources of supply so as to  reduce 
t h e i r  dependence on OPEC o i l .  

In   con t r a s t   t o   t he   spec ia l   s t ruc tu ra l  payments d i sequ i l ib r i a  re- 
f lect ing  the  massive change i n  terms of t rade and in.income  flows im- 
posed on the  world economy by OPEC's o i l   p r i c e   p o l i c y ,   t h e  payments 
imbalances  between indus t r i a l   coun t r i e s  are a case for  adjustment in the  
"classical" sense, as they   resu l t  from d i sc repanc ie s   i n   i n t e rna l  and ex- 
te rna l   s tab i l iza t ion   po l ic ies .   Order ly  management of   the   in te rna t iona l  
monetary  system  implies  that  such  surpluses  and  deficits must be  elimi- 
nated  or a t  least grea t ly  reduced i n  due course  through  appropriate do- 
mestic pol ic ies   in   accordance  with members' accepted  obligations.  

Another t r a d i t i o n a l   f e a t u r e  of  the  world payments pa t t e rn  is t h e  
s t r u c t u r a l   d e f i c i t   o f   t h e  less developed  countries which  depend  on 
capi ta l   impor ts   for   the i r  development  and reasonable economic  growth. 
Here, as i n   t h e  case of  unavoidable o i l   d e f i c i t s ,  a v i ab le   f i nanc ia l  
system w i l l  have to   ensure  that   the   required external funds  are 'obtain- 
a b l e   i n   t h e  amounts needed and with  the  appropriate   matur i t ies   on a more 
permanent bas i s .  To t h i s  end, cons tan t   e f for t s  are requ i r ed   on . the   pa r t  
of a l l  developed  countries, and the   surp lus   count r ies   in   par t icu lar ,   to  
increase and improve t h e i r  development a id .  A t  the  same time, many less 
developed countr ies  (LDCs)--like other  oil   importing  countries--will   have 
to  correct  previous  exaggerated growth t a rge t s ,  i.e., reduce  inf la ted 
cu r ren t   de f i c i t s   t o   sus t a inab le   l eve l s ,  and t o  enhance the i r   c r ed i t -  
worthiness and  repayment abil i ty  through  appropriate  adjustment  policies.  

To sum up--in o rde r   t o   ach ieve   g rea t e r   s t ab i l i t y   i n   t he   i n t e rna -  
t i o n a l  payments f ie ld ,   the   fo l lowing   po l ic ies  must, be adopted: 

(1)   effect ive  energy  pol ic ies  on t h e   p a r t  of o i l  importing 
countr ies  ; 

(2) reduction  of  non-oil-induced external imbalances  through 
stabil i ty-oriented  domestic economic po l i c i e s ;  and 

(3) adequate  financing  of  the  remaining  temporary  and  struc- 
t u r a l  payments d e f i c i t s .  

To my mind, these targets for   pol icy  act ion of member states and 
in s t i t u t ions   i n   ou r   i n t e rna t iona l   sys t em are more concrete and more 
helpful   than  the much-quoted, r a the r  vague concept  of  "redistribution" 
o r  "more equ i t ab le   d i s t r ibu t ion  of t h e   g l o b a l   o i l   d e f i c i t "  which, I f e e l ,  
might  tend t o  d i v e r t   a t t e n t i o n  from the  real task. A t  least I can see 
a danger . tha t ,  owing t o   t h i s  concern   wi th   red is t r ibu t ing   def ic i t s ,   the  
need to  ac-celerate  the  pace  of  adjustment  could  be  accorded less than 
its due p r i o r i t y .  A t  any rate, a sensible  combination of adjustment  and 
financing w i l l  u l t imately  a lso  lead  to   an  acceptable   dis t r ibut ion of 
d e f i c i t s .  

2. A d j u s t m e n t  proceas reconsidered 

The principles  of  the  adjustment  process must be reconriderad 
i n   t h e   l i g h t  of slower growth  and higher unemployment which unfortunately 
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seem t o   b e  more than a temporary phenomenon. As mentioned earlier, ex- 
perience  has  taught us t h a t   i n   t h e  case of   def ic i t   countr ies   s izab. le  
currency  devaluations may hamper rather  than  help  external  adjustment 
due to   the   v ic ious   c i rc le .of   deprec ia t ion  and in f l a t ion .  So it would 
seem t h a t  exchange rate changes  should  be  accorded a more l imited  role .  
Moreover, s t a b i l i z a t i o n  programs  have ' to   vary  .wi th   the  par t icular   in-  
s t i t u t i o n a l ,   s o c i a l ,  and pol i t ica l   condi t ions   in   the   ind iv idua l   def ic i t  
countries and take  into  account  their  longer-term  balance  of payments 
prospects as w e l l .  The great   d ivergencies .here  from  one  country t o  
another are appa ren t . i f  we look a t  such  countries as Norway, I t a l y ,   o r  
Portugal. The t a i l o r i n g  of s t a b i l i z a t i o n  programs to  each  country's  
specific  requirements must  cover  both  the "mix" of  monetary, f i s c a l ,  and 
incomes pol ic ies  and the  combination  of  adjustment  and  financing.  In 
this  concept,  care must be  taken  not  to  subject  countries  in  heavy  defi-  
c i t  and  with  unstable   internal   condi t ions  to  excessive adjustment  pres- 
sures  which  could  trigger  off  disastrous  changes i n   t h e i r   s o c i o p o l i t i c a l  
s t ruc tures .   In   th i s   contex t  it is important   that   pr ivate   capi ta l   in-  
vestment,  already  deficient  everywhere, is not  further  discouraged by 
too restrictive pol ic ies .  To prescribe  adjustment  policies which are 
too   r i g id  under  today's  circumstances  could, i n   o t h e r  words,  be as 
dangerous as the  opposite  course of renouncing  internal  adjustment. 

Taking  everything  together,  the  best  course of ac t ion   for   count r ies  
i n   s e r i o u s   e x t e r n a l   d i f f i c u l t i e s  would be   to   devise   s tab i l iza t ion  pro- 
grams for  implementation  over  the medium term. They must be  clear-cut 
and set realistic targets  for  each  successive  stage which are capable 
of winning  the  necessary  trade  union  cooperation  and  of  restoring con- 
f idence  to   the  business  community. And as they  cannot  el iminate  the 
payments d e f i c i t s  a t  one stroke,  they must be  combined with a clear 
concept  for  external  f inancing . 

Furthermore, it is essent ia l   to   ensure  compat ibi l i ty   of   the   indi-  
vidual   countr ies '   d i f ferent   adjustment   pol ic ies  on an in te rna t iona l  
level. This, i n  my opinion, is a priuie  coordination  ' task  for  the IMF 
as the  only  internat ional   inst i tut ion  with  the  necessary  overal l   in-  
s igh t .  This pos i t ion  is based  not  only  on its cred i tor   re la t ionship  
wi th   def ic i t   count r ies   bu t  also on its continuous  contacts--in  the 
framework of  regular  consultations--with  the  surplus  countries among 
its members. 

Under the  prevail ing  circumstances it is understandable  that  hopes 
and demands for   bet ter   adjustment  of external  payments  imbalances are 
concentrating  increasingly  on  the  surplus  countries.  These  countries 
bear a grea t   respons ib i l i ty   indeed   for   the   s tab i l i ty  of the  world mone- 
tary  system. But there  seems t o  be a tendency, a t  least i n  some 
qua r t e r s ,   t o   ove res t ima te   t he i r   poss ib i l i t i e s   t o  ease the  burden on 
countr ies   with  pers is tent  external d e f i c i t s  and  high  inf la t ion rates, 
and  sometimes  one  cannot  avoid the . fee l ing   tha t   even  envy--always a bad 
adviser--is  influencing some views. It is very  important,  however, a t  
this   s tage,   that   misunderstandings  here  do not  cause a r i f t  between 
weak and s t rong  t rading  nat ions as the  problems  of  both  can  only  be 
solved  in  voluntary  cooperation. 

I already mentioned the  importance  of  the  strong key currencies 
f o r   t h e  smooth functioning  of  international exchange  and f inanc ia l  mar- 
ke ts .  It is  the re fo re ,   i n  my opinion, a prime  duty  of  the  hard  cur- 
rency  countries  to  maintain  the  strength of the i r   cur renc ies ,  which 
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means that   they must continue  to  be a t  least re la t ive ly   successfu l   in  
the   f igh t   aga ins t   in f la t ion .  The question is then how th is   po l icy   can  
be combined with  other  measures  conducive  to  facil i tat ing  the  adjust-  
ment process. 

For  one  thing,  the  surplus  countries  should  certainly  try  to  reduce 
their   current   account   surpluses  and also  be  prepared. to   accept  tempo- 
r a ry   de f i c i t s   r e ' su l t i ng  from  market  developments. I doubt,  however, 
whether it would be wise f o r  them to   de l ibe ra t e ly  aim a t  s izable   def i -  
c i t s .  Even though a major  payments de te r iora t ion  would not  give rise t o  
financing  problems  for  these  countries, it could  undermine  confidence i n  
t h e   s t a b i l i t y  and s t rength  of   their   currencies . '  

For this  very  reason, i .e.,  la rge ly  on  psychological  grounds, I have 
found it d i f f i cu l t   t o   cons ide r   t he   d rama t i c   sh i f t   i n   t he  U.S.  balance  of 
payments as an  international  blessing.  Another  concrete  danger  atten- 
dant on t h e  massive i n c r e a s e   i n   t h e  U.S .  t r a d e   d e f i c i t  are t h e  mounting 
protect ionis t   pressures   (a l though  the  increase  in   the  def ic i t  is mainly 
due to   h igher   o i l   impor ts ,   no t  so much to  larger  purchases  of  industrial  
goods). A t  any rate, it would be a g rea t   bene f i t ,   no t   j u s t   t o   t he  
United  States  but  to  the  world economy too,   i f   an  eff ic ient   energy  pro-  
gram could  be implemented without undue delay  to'  cope  with  the main 
problem  behind the   d ra s t i c   de t e r io ra t ion  of  the U . S .  payments balance, 
i.e., the  country's  growing  dependence  on o i l  imports. 

A s  f a r  as the  demands f o r  more s t imula t ive   ac t ion   in   surp lus  coun- 
tries are concerned, it has   to   be   sa id   tha t ,   a l though  the i r   cur ren t  
growth rates are disappointing  for  these  countries  themselves,   their  
actual   scope  for   inf la t ion-free growth is l imi t ed ,   pa r t i cu la r ly   i n   t he  
short   run.  In  the case of  the  Federal  Republic  of Germany, t o  c i te  my 
own country,  the  too modest  growth is i n   f a c t   l a r g e l y  due t o   s t r u c t u r a l  
problems  which  cannot  be  solved  by more monetary  expansion.  Moreover, 
I think we can sa fe ly  assume t h a t  under   the  pol i t ical   pressure of per- 
s i s t e n t  unemployment, every  democratic  government.wil1 do a l l  it can t o  
achieve  the maximum growth  which is compatible  with  the  maintenance  of 
relative monetary s t a b i l i t y ,  as borne  out  by  the latest s t imula t ive  mea- 
su res in   t he   Fede ra l   Repub l i c  of Germany and  Japan. Of course,  govern- 
ments, l i k e  human beings,  can commit e r ro r s  which then  have t o   b e  cor- 
rected,  but  they are rather   unl ikely on t h e   s i d e  of  understimulation. 
And i f   there   should  be  just i f ied  reason  for   outs ide  advice,   the  IMF, 
ought t o   be   t he  one to   g ive  it. Advice to   surplus   countr ies  from other  
count r ies   to   acce le ra te  growth  seems t o  me rather  superfluous  today, 
and I can see a real danger  that  the  almost  spellbound  look a t  the   th ree  

locomotive"  countries  could create il lusionary  expectations and d ive r t  
a t t en t ion  from other  important'   tasks. 
I1 

I am a lso   ra ther   skept ica l   wi th   respec t   to  recommendations t o   t h e  
surplus   countr ies   to   del iberately raise the  value  of  their   currencies 
above the  market rate, i.e., t o   an   ex ten t   t ha t  more than  compensate  in- 
f l a t i o n   d i f f e r e n t i a l s .  For   one  thing,   such  ar t i f ic ia l   revaluat ions 
would inf r inge  on the  b .as ic   pr inciples   of   the   f loat ing rate system as 
I see it. More important s t i l l ,  it is questionable  whether  such  poli- 
cies would i n  a l l  cases actual ly   help  the  def ic i t   countr ies   which,  on 
the whole, are trying  to  avoid  major  devaluations  because  of  their   ef-  
fect   on  domestic  inflation. 
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To ruy mind,  viewed r ea l i s t i ca l ly ,   t he   i n t e rna t iona l   ob l iga t ions  of 
the   indus t r ia l   surp lus   count r ies ,  i.e., t h e   c r i t e r i a   a g a i n s t  which  they 
should  be  judged, l i e  i n   f o u r  areas: 

(1) i n  a l iberal   t rade  pol icy,   notwithstanding  the  painful  eco- 
nomic res t ruc tur ing  it involves; 

( 2 )  i n   an  exchange rate policy which  does n o t   a r t i f i c i a l l y   b l o c k  
the  upward trend of t he i r   cu r renc ie s   i n   t he  market; 

(3) i n   t he   c r ea t ion  of  monetary and i n t e r e s t  rate conditions which 
promote growth without  endangering  stabil i ty;  and : .  I 

( 4 )  in   respons ib le   cap i ta l   expor t   po l ic ies ,  where  necessary i n   t h e  
form  of balance of  payments a s s i s t a n c e   t o   d e f i c i t   c o u n t r i e s  
and a be t t e r   fu l f i l lmen t  of i n t e r n a t i o n a l   t a r g e t s   i n  de- 
velopment aid.  

Taking everything  together,   the  surplus  countries must be  prepared 
to   fu l ly   accep t   t he  consequences  of the  def ic i t   countr ies '   adjustment  
po l i c i e s .   Bu t , i t  i s  the  latter which--whether  one l i k e s  i t  o r  not-- 
must shoulder  the  heavier  burden.  For  unless  the  deficit  countries 
pursue.   forceful   domest ic   s tabi l izat ion  pol ic ies  , the   surp lus   count r ies  
adjustment  contribution w i l l  on ly   r e su l t   i n  an  even  greater  polarization 
of currencies,   with  the  strong becoming s t ronger  and the  weak becoming 
weaker. 

In   o ther  words, there  is no easy way out.  For  any a t t empt . to  re- 
duce  imbalances  by  weakening  the  hard  currencies would threaten  the  very 
exis tence of an  already  rather  unstable  post-Bretton Woods system. I am 
firmly  convinced  that Keynes' idea of a ."national  vice as an  interna- 
t ional  virtue"  cannot,   under any circumstances,  be  applied  to  the sta- 
b i l i t y   p o l i c y  of the major  world  trading  nations.  .Instead,  the  true 
symmetry of  the  system is to   be   seen   in   the   c lear   ob l iga t ion  on the  
p a r t  of   both  def ic i t  and surp lus   count r ies   to   f igh t   in f la t ion  and 
achieve   s tab le  growth i n   t h e i r  domestic  economies. 

3. Iirov.Lng  internatianaZ  financing structmes 

The strong  expansion  of  international  financing  requirements 
connected  with  the,greatly  increased payments imbalances  of  the last few 
years  has  been more o r  less smoothly accommodated, thanks  mainly  to  the 
private  banking  system assuming the   ro l e  of intermediary. O r ,  t o   pu t  it 
the   o ther  way round, the  IMF p l u s   b i l a t e r a l   o f f i c i a l   a s s i s t a n c e  would 
have  'had to  shoulder  an  impossible  task  if   the  large commercial  banks 
of  the Western world  had  not  entered  the  field of balance of  payments 
c red i t s   in 'open   or   d i sguised  form. 

Yet, recently  there  have  been growing  doubts as t o  whether  the  f i-  
nancing  patterns which  have  evolved i n   t h i s   p r o c e s s  can be  sustained. 
Indeed, a t  t h i s   j unc tu re ,  two questions must be  raised  regarding  the 
present  financing  system  and its adequacy for   the   fu ture :  

(1) Is i t  conducive t o   t h e   s t a b i l i t y  of the  monetary  system 
as a whole, i.e. , to  the  "right"  combination of adjust-  
ment and financing? 
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(2) Will it be  able  to  provide  the  funds needed to   f inance  
unavoidable new cu r ren t   de f i c i t s  and a t  the  same time 
ensure  orderly  refinancing  of  the  outstanding external 
debt, a large p a r t  of  which is due  for repayment i n  
the  years  ahead? 

On both  counts  the answer is a t  b e s t  a "qualified  yes ,I' i. e. , t he re  is 
a c l ea r  need f o r  improvement. 

For  one  thing,  the  banks as today's main in te rna t iona l   c red i tors  
a re   unable   to   b r ing   about  by  themselves a be t te r   ba lance  between ex- 
ternal  adjustment and financing;  they are i n  no pos i t ion   to  impose ef-  
f ec t ive  economic policy  conditions on borrower'countries  with  unsustain- 
ab le   cu r ren t   de f i c i t s .  On the  contrary,  there  have  been well-known 
cases where def ic i t   countr ies   have  taken  recourse  to '  bank c r e d i t s   i n  
order  to  avoid IMF-imposed s t a b i l i t y  programs.  Furthermore--and t h i s  
concerns  the  second  question--the  banks are coming up increasingly 
against  their  self-imposed  country limits and are therefore   unl ikely  to  
maintain  the  recent rate of  expansion in   t he i r   i n t e rna t iona l   l end ing  
for   balance of  payments purposes  (although it has  to  be added t h a t  
these limits have  not  been  too  r igid  in  recent  years).   In parallel t o  
t h i s ,  a number of  highly  indebted.  major de f i c i t   coun t r i e s  are, reaching 
the limits of t h e i r  market  creditworthiness. 

All these  factors   point   to . the  need  for  a l a rge r   sha re   o f   o f f i c i a l  
funds in   the  future   f inancing  of  payments de f i c i t s .   ( In   t he   pas t   t h ree  
years,   the  assistance  provided by governments  and in t e rna t iona l   i n s t i -  
tutions  only  covered 20-25 per  cent of ove ra l l   de f i c i t s ,   wh i l e   t he  re- 
mainder was financed  by  the  markets.) A s izable   increase  of   publ ic  
c red i t s  and aid  flows is needed  above a l l  t o  cope with  the  external  
payments  and debt problems  of many non-oil  developing  nations.  This 
appl ies   not   only  to   the  poorest  LDCs, which  have  always  been  exclusively 
dependent  on  concessional  aid,  but  also  to more advanced countr ies  which 
have access  to  the  markets  but whose foreign  debt   s t ructure   has  become 
vulnerable and unsustainable   in   the  longer   run due to   the   l a rge   share   o f  
bank credi ts   wi th  re la t ively  short   n ia tur i t ies  and h igh   i n t e re s t   cos t s .  

Despite the  precar ious state of  domestic  public  sector  finance 
i n  most count r ies ,   the  governments of  the  industrialized  world must 
make every   e f for t   to  s t e p  up t h e i r  development aid.   Progress  here 
is imperat ive  in  my opin ion   i f  we want to  ensure  the  longer-term  via- 
b i l i t y  of  our f inanc ia l   sys tem  and   a l so   avoid   se r ious   f r ic t ion   in   the  
North-South  dialogue.  International  monetary experts and policymakers 
m u s t  therefore  not  take  the  narrow view of  regarding  the  question  of 
development a i d  as belonging  "to  another  department"  outside of t h e i r  
concern. Pa ra l l e l   w i th   t he   i nc rease   i n   b i l a t e ra l   a id   f l ows ,   t he   l end ing  
capacit ies  of multilateral development ins t i tu t ions   should   be  expanded 
through  an  enlargement of t he i r   cap i t a l   base  by member govemnients. 
Through increased  borrowings of those   ins t i tu t ions   in   the   marke ts ,  it 
should  also  be  possible  to  channel  additional OPEC funds t o   t h e  develop- 
ing  countr ies   for   the  res t ructur ing of t h e i r  economies necessi ta ted by 
the   mul t ip l ica t ion   of   the   o i l   p r ice .  

Apart from and i n  addi t ion  to   these improvements requi red   in   the  
financing of LDCs' s t r u c t u r a l   d e f i c i t s ,   t h e  flow  of conditional  funds 
m u s t  be  increased  and  the IMF's l e n d i n g   a c t i v i t i e s   i n   p a r t i c u l a r  must be 
stepped up i n  view of the  widespread  adjustment  needs in   bo th   indus t r i -  
a l i zed  and  developing  countries. 
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For  the time being,  the  recent  agreement on t h e  new IMF loan  fund, 
the  so-called  Witteveen  facil i ty,   provides  the  necessary  scope  for meet- 
i n g   t h e  need f o r  more Fund c r e d i t  and more extensive Fund influence on 
members' economic policies.  This  supplementary  arrangement  takes  into 
account   that   the   problem  in   our   off ic ia l   f inancial   system lies i n   t h e  
d i s t r ibu t ion  o f   i n t e rna t iona l   l i qu id i ty   r a the r   t han   i n  its overall   vol-  
ume. As a genuine  recycling mechanism, t h e  new f a c i l i t y  is much more 
important  than a general  increase  in  quotas--planned anyway--which only 
y i e lds  a l imited amount of  convertible  currencies  for Fund lending  pur- 
poses.  Gratifying above a l l  is the  success   in   securing  the  par t ic ipa-  
t ion  of   the OPEC countries  on a roughly 50:50 bas is .  

In  .the  implementation  of  the  Witteveen  facility, it is important 
tha t   the   agreed   condi t iona l i ty   (para l le l   to   tha t   o f   the  IMF c r e d i t  
tranches) is s t r i c t l y  observed.  Furthermore, i t  is t o   b e  hoped t h a t  
count r ies   wi th   pers i s ten t ly   h igh   def ic i t s ,  which  have so f a r   sh i ed  away 
from t h e  Fund's  "strings" and r e l i ed  on private  credit   sources  only,  
w i l l  make use  of   this   faci l i ty .   This  would seem possible  i n  view of 
the amounts  and  range  of  maturities  available  to  potential  borrower 
countries  under  the new loan fund compared with  their   present  drawing 
f a c i l i t i e s .  

While the  payments position  of  the  United Kingdom and I t a l y  is im- 
proving,   the   def ic i ts   of  many other   countr ies  w i l l  probably  remain  high 
i n   t h e  coming years.  Therefore,  the newly agreed US$lO b i l l i o n   c r e d i t  
l i n e   t o   t h e  Fund ought  not  to  be  considered a "one-time" stop-gap mea- 
sure  by  the  participating  surplus  countries--and,  hopefully,   other po- 
tential   creditor  countries--but  should become p a r t  of the  system,  l ike 
the General  Arrangements t o  Borrow, and i f  necessary,   fur ther   contr i -  
butions  should  be made t o   t h e   f a c i l i t y ,  as envisaged. 

In   t h i s   con tex t  I would a l s o   l i k e   t o  add a cautious word on the  
question of whether o r   n o t   t o .  set up the  OECD's US$25 b i l l i on   F inanc ia l  
Support Fund., I am in   f avor  of  such a move provided  the  approval  of  the 
U.S. Congress  can  be  secured. Very r i g h t l y ,   i n  my op in ion ,   t h i s   f ac i l i t y  
has  been  conceived as a "safety  net" which hopefully would never  have t o  
be  used. But its mere existence might  provide  an  added  degree  of reas- 
surance. 

4. Cooperation between officiaZ institutions and 
wmmerciaZ b&s 

Despite  the  expected  slower growth i n  commercial  banks'  foreign 
lending,  private  markets w i l l  continue  to  provide a la rge   share   o f   the  
funds  needed t o  meet total   in ternat ionaLfinancing  requirements .  But it 
is increasingly  recognized  by  both  authorit ies  and  banks  that 'a  better 
coordination  of  private and o f f i c i a l   l end ing  is desirable .  One area i n  
which  such  efforts  have  been k d e  and some progress  already  been  achieved 
during  the last  few years is t h e  complementary f inancing  of   projects   in  
LDCs by in te rna t iona l  development i n s t i t u t i o n s ,  i.e., the  World Bank and 
the  Inter-American Development Bank, and p r iva t e  commercial  banks. Such 
cofinancing  of  projects  brings clear advantages  to a l l  three   par t ies   in -  
volved  and  should  therefore, i n  my opinion,  be more actively  pursued by 
t h e   i n s t i t u t i o n s  concerned. But t he re  can  be no doubt  that  it w i l l  not 
grow In to  dimensions  of real significance  for  the  working  of  the  world 
monetary  system. 
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It is, therefore,   on  the  possibil i t ies  of  closer  cooperation be- 
tween the  IMF and  commercial 'banks  that  attention must be  primarily 
focused in   t h i s   con tex t .  The purpose  of  such  cooperation is very clear: 
From the  Fund's--but not   only  the Fund's--point  of 'view i t  seems desir-  
able  that   countries  with  unsustainable  current payments def ic i t s   should  
no longer  be  able  to  avoid  necessary  policy  adjustments,   str ingently 
connected  with  the  use  of  the  Fund's  higher  credit  tranches,  by con- 
t inued  recourse  to  bank cred i t s .  On the  other  hand,  the  banks would 
l i k e   t o   o p e r a t e  more under  the  protection  of the Fund's  "umbrella" i n  
a l l  those  countries whose indebtedness  has  reached cr i t ical  proportions. 
They would a l so   be   g ra t e fu l   fo r   t he   he lp  of t h e  IMF i n   t h e i r  assessment 
of  country  risks. 

. In   this   connect ion  the  idea  of   joint   f inancing  or   paral le l   f inancing 
by the  banks  and  the IMF has  been much discussed  recently.   In  fact ,  i n  
recent  years  there  have  been several occasions  on  which  international, 
bank credits  have  been  associated  with IMF lending  or  even  l inked  to IMF 
conditions, as i n   t h e  case of  Argentina  (in  connection  with  the re- 
scheduling  of  the  country's commercial debt). 

Nevertheless, i n  my opinion,   joint   or   paral le l   f inancing  by  banks 
and the  IMF is easier said  than done. The  Fund can  neither compel def i -  
c i t  count r ies   to  draw on its facilities nor  exercise any control  over 
the commercial  banks'  lending  policies.  In  the  end,  the  only  possibility 
is voluntary  cooperation,  based  on  enlightened  self-interest,  between a l l  
parties concerned. 

As f a r  as t h e  modus of  l inking commercial b.ank cred i t s   wi th  Fund as- 
s i s tance  is concerned, it is largely  agreed  that   this  cannot  be  regu- 
l a t ed  by r i g i d  rules or  procedures  but must be  handled  pragmatically  on 
a case-by-case bas i s .  And the  precondi t ions  for   arr iving a t  .some s o r t  
of j o i n t  concept  of  financing are, of  course, much be t t e r   i n   t he .weake r  
countries.  O r ,  to   pu t  it d i f f e ren t ly ,  it is where the  banks are becoming 
a f r a id   t o   l end  more t o  a given  country  that   the Fund's appearance  on  the 
scene  might  change the .p i c tu re .  

Ultimately,  implementation  of  the  Fund's  stabilization  concept w i l l  
always  have to   be  based  on its agreements  with  the  debtor  country. By 
the  same token,   effect ive Fund cont ro l   o f   addi t iona l   p r iva te   l ending   to  
a given  def ic i t   country is only,  possible via the  debtor  and  not via t h e  
commercial  banks. Some s o r t  of  negative  clause--there  have  been ex- 
amples--has then  to   be  agreed in respect of the   debtor ' s   fur ther  borrow- 
ing from private  sources.  The brake is thus  applied on the  demand s i d e  
and not on f r e e  market  supply. 

In a realistic assessment  of  the  scope  for  cooperation.between  the 
IMF and t h e  banks, it must be  recognized  that   each  side  has  different 
tasks  and r e spons ib i l i t i e s  and neither  one  can relieve the  other   of  its 
r i s k s  and obligations.  And each  one a l so  wants to   preserve its freedom 
of  judgment  and act ion.  While some progress seems p o s s i b l e   i n   t h e   f i e l d  
of Fund information  to  banks on borrowers' economic prospects  and  poli- 
cies, t he  IMF's r o l e  as conf ident ia l   adviser   to  its members must no t   be  
endangered.  For th i s   reason   the   idea  of an IMF c e r t i f i c a t e   o f .  good 
c red i t   s t and ing ,   i n  my view, cannot  materialize  and,  even  with more ex- 
tensive  information on prospect ive  debtors ,   the   credi t   decis ions  of   cow 
mercial banks w i l l  s t i l 1 , r e m a i n   t h e  outcome of a highly complex  and  sub- 
jective process  of  assessment i n  which such  factors as competition, 
corporate  strategy, and l iqu id i ty   p lay  a par t .  
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I do not want t o   s ee   t hese  remarks in te rpre ted  as being  destruct ive 
of  the many hopes  which  have  been ven tu red   i n   t h i s  respect over  the last 
ha l f   year   o r  so. On the   contrary,  I f ind  it  h ighly   des i rab le   tha t   the  
commercial  banks take  a more d i s t i n c t   i n t e r e s t   i n   t h e  Fund's lending 
a c t i v i t i e s  and vice versa. As the  commercial banks'  foreign  lending, 
mainly  through  the  Euromarkets,  has  become--quite  unexpectedly, .I am 
sure ,   for  many of us--a crucial   element  in  balance  of payments financing 
in  our  system, it automatically  belongs  to  the complex "mix" of  adjust- 
ment and f inanc ing   in .def ic i t   count r ies   to  which I refer red  earlier and 
which is one of the  main tasks  of t he  Fund to  survey. And once de . f ic i t  
countries  recognize  that  it .is i n   t h e i r   b e s t   i n t e r e s t   t o  see t h e   e f f o r t s  
and p o s s i b i l i t i e s  of IMF and  comiercial  banks combined, fears   o f   the  
Fund with  respect   to   secrecy w i l l  l o s e   i n  importance. 

Against  this.  overall  background, I would a l so   be   i n   f avor  of t h e  
e f f o r t s   t h a t  are under way a t   t h e   n a t i o n a l  level t o  improve o f f i c i a l  
information on banks'   international  lending and coordination of these 
e f fo r t s   w i th in   t he  framework of t he  BIS. 

C. The Role  of the  IMP and  Other I n s t i t u t i o n s  

I already mentioned t h a t  under  the  present  system  of  "controlled 
f l e x i b i l i t y " . t h e  Fund's r o l e  and tasks  are qu i t e   d i f f e ren t   i n   s cope  and 
na ture  from those under the  Bretton Woods system '(and subsequent  reform 
d r a f t s )   i n  which in te rna t iona l  monetary r e l a t i o n s  were regulated by 
f ixed   ru les  and mechanisms based on object ive  indicators .  For the  IMF 
t o   e f f ec t ive ly   ca r ry   ou t  its fundamental t asks  "to oversee  the  inter-  
na t iona l  monetary  system in   o rde r   t o   ensu re  its ef fec t ive   opera t ion ,"  
its activities must cover a wider  f ield  today and its author i ty  must 
be enhanced. 

Greater IMF disc ip l ine  can, as i n   t h e  past, be &ought t o   b e a r   i n  
the  credi tor-debtor   re la t ionship between the  Fund and member states, and 
it is t he re fo re   e s sen t i a l   t ha t   su f f i c i en t  funds for  donditional  lending 
are always avai lable .  Another possibly mre important case fo r   g rea t e r  
Fund inf luence on member count r ies '   po l ic ies  is its new task   foreseen   in  
the  amended Ar t i c l e  I V ,  Section 3 under . the  somewhat misleading  heading 

what is to  be  surveyed by the  Fund is members' fu l f i l lmen t  of t h e i r  ob- 
l iga t ions   in   genera l .  And these  obl igat ions which are d e t a i l e d   i n  Sec- 
t i on  1 of Ar t i c l e  IV cover economic pol icy  in   the  broader  sense of  the 
word. 

'I Surveillance  over exchange  arrangements." I n   r e a l i t y ,  as I sa id  earlier, 

All i n  a l l ,  I th ink   tha t   the  new  Amendments have  strengthened  the 
Fund's lega l   pos i t ion .  But the  IMF is no except ion   to   the   bas ic  rule 
t h a t   i n s t i t u t i o n s  are as s t rong   o r  as weak as t h e i r  members want them 
t o  be. Thus, nat ional  member governments must be  prepared  to  accept 
grea te r  IMP authori ty   with a l l  its impl ica t ions ,   no t   jus t  pay l i p  ser- 
v ice   to   the   idea  and do the  oppos.ite when pu t   t o   t he  test. 

This w i l l  be easier i n  a l l  those cases where the  Fund is urgently 
needed as lender. It w i l l  be more d i f f i c u l t  where the  IMF exercises  its 
new r o l e  of  exchange rate surve i l lance   in   the   b roader   sense .   In   th i s  
area, one  can  only hope tha t   t he  members are   prepared  to  engage i n  . 

genuine  cooperation  based on the  insight   that   the   system as a whole w i l l  
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only  funct ion  i f  a l l  countr ies   respect   the   "rules  of the  game, and 
that  the  proper  working  of  the  overall  system is  i n   t h e   i n t e r e s t   o f  
each  individual member. 

Under the   spec i f ic   condi t ions  of  our  present  system,  the  Fund's 
r o l e  is not and should  not  be  that  of a world  policeman as it cannot 
and  should  not  replace  national  sovereignty, which m e a n s  r e spons ib i l i t y  
f o r  sound pol ic ies .  The  Fund should  rather  be  seen as world  chief ad- 
viser   or   consul tant ,   equipped  with  suff ic ient   resources   to   br idge  diff i -  
cult  adjustment  periods  which  tend  to  be  longer  than  hitherto. 

It can effect . ively  exercise   this   funct ion:  

(1) on the   s t rength  of its vast knowledge of member countr ies '  
economic condi t ions  and.pol ic ies  and the  superior  qual-  
i t y  of its s t a f f ;  

(2) as a t ru ly   suprana t iona l   ins t i tu t ion   observ ing   s t r ic t  
n e u t r a l i t y  towards a l l  members (there must be no b i a s  
in   f avor  of or   aga ins t  any  group of  countries,   be i t  
developing  nations  or  surplus  countries  for  instance);  

(3) on the   bas i s  of its f inanc ia l  power; and 

(4) on the   bas i s  of the  unrestricted  moral and material sup- 
por t  of its members who must be aware t h a t  whoever 
evades or  undercuts Fund au thor i ty  damages the  system 
as a whole. 

By v i r t u e  of  such au thor i ty ,   the  IMF ce r t a in ly   has   t he   poss ib i l i t y  
of in f luenc ing   def ic i t  and surplus  countries as well; its opinion  cannot 
be  ignored. 

Of course,   the  actual. influence  of  the Fund w i l l  depend on  what i t  
makes of the  opportuni t ies   offered by the  amended Ar t ic les .  It must, 
for  its p a r t ,  meet the  challenges-and  demonstrate  effective  leadership.  
It must never retreat to   an   ivory  tower but   " jo in   the   ba t t le . , "   qu i te  
independent of whether  the  policies of small countries.   or  the most 
powerful  countries  have  to  be  looked a t .  The  Fund should  not  only re- 
ac t ,   bu t  act with an eye to   the   fu ture .  In other  words, i t  should  not 
go in to   ac t ion  when the  house is burning  but a t  the  very  .f irst   sign  of 
smoke.  The earlier the  Fund's influence is brought  to  bear,   the  sooner 
i t  can be  hoped to   t ake   e f f ec t .  A t  the  same time, ' this  should  provide 
the  best   safeguard  against  any possible  tendencies  to  develop  interna- 
t i ona l  monetary pol icy   in   exc lus ive  groups outs ide  the IMF. 

Provided  the IMF can  maintain its r o l e  as a s t r o n g   c e n t r a l   p i l l a r  
with  natural   authority. ,   the  present  multipolar  system w i l l  not do any 
harm as long as a l l  parties  cooperate.  However, as f a r  as t h i s  is not  
ye t   t he  case-and here ,  I have  not   suff ic ient   inside knowledge--the 
ac t iv i t i e s   o f   t he   va r ious  groupings and inst i tut ions  should  be  coordi-  
nated  and a clear "division of labor"  should  .be  agreed  .upon on the   bas i s  
of common principles .   (Parkinson  could  a lso  apply  to   internat ional   or-  
ganizations!) The r o l e  of  the Group of Ten, the  BIS,  t he  OECD, and.  the 
EC is a subsidiary one as f a r  as the   in te rna t iona l  monetary order is con- 
cerned,  while  the  task  of  overall   coordination  clearly rests wi th   the  IMF. The BIS, though,  could  perhaps  take on cer ta in   tasks   which  the IMF 
cannot assume due t o  one or   the  other   reason.  
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I Bas ica l ly ,   i f  we look a t  the  representatives  of member c o u n t r i e s   i n  
the   var ious   ins t i tu t ions ,   in te rna t iona l  monetary a f f a i r s  are p rac t i ca l ly  
always  handled by central   bankers ,   f inance-minis ters ,   or   their   delegates ,  
and the IMF. It is their   cooperat ion  that   counts!  

D. International  Reserve  Policy  and.Liquidity  Control:  
No Case fo r  Reform i n   t h e  Near Term 

Much as I want t o  see t h e  IMF i n  a strong  posit ion  with  necessary 
powers, I a m  very  skeptical   about  the  idea  of  turning  the Fund i n t o  a 
world  central  bank. The project   of   creat ing a "central  bank  of cen t r a l  
banks,"   responsible   for   the  control   of   internat ional   l iquidi ty  and act- 
ing  as lender  of last resort,  has  been  persistently  advocated  by.some 
observers as . the  only  re l iable  way to   ensure  world  monetary  s tabi l i ty .  
But, qu i te   apar t  from my antipathy  towards any attempt  to  solve  problems 
by crea t ing  new i n s t i t u t i o n s ,  and espec ia l ly   super ins t i tu t ions ,  I simply 
cannot,   for  poli t ical   reasons,   imagine  such a development,  not  even i n  
the  more .dis tant   future .  The example of t he  EC c l ea r ly  shows how d i f f i -  

. c u l t , i t  is to  achieve  the  necessary  harmonization  of  national  monetary 
policies--even  where  the  partner  countries  have  declared  their   poli t ical  
w i l l  t o  do t h i s .  

Apart from the  overambitious  project of a world  central  bank,  other 
methods  of control l ing  internat ional   l iquidi ty   have,   of   course,   been 
discussed  and  explored by experts   inside and outs ide   the  Fund. 

But here  too I must admit  to  having  strong  doubts as to   the   poss i -  
b i l i t i e s  of  achieving  tangible  progress  within  the  near  future.   This 
app l i e s ,   fo r  one thing,   to   the  object ive  of  making t h e  SDR the   p r inc ipa l  
reserve asset which would b e  tantamount t o  changing  the  present demand- 
oriented  system  of  reserve  creation  to a supply-determined  one. As 
things  stand  today, major new SDR a l loca t ions   t ha t  would s ign i f i can t ly  
increase  the  share   of  SDRs i n   o v e r a l l  reserves are out  of  the  question. 
On t he   o the r  hand, the  idea .of es tab l i sh ing  a subs t i tu t ion   account   in  
the  Fund through which SDRs could  be  subst i tuted  for  member countries '  
gold  holdings  or reserve currency assets hardly seems p r a c t i c a b l e   i n  view 
of   the actual preference  of  national  monetary  authorit ies.  By the  same 
token, a change t o  some form of asset sett lement seems t o  me un l ike ly   i n  
the  near  term. 

Lastly;  I .also  doubt.  whether  the  global amount of   internat ional  re- 
serves can  be  effectively managed  by the  introduction  of a prescribed 
minimumproportion  of SDRs i n  IMF member coun t r i e s '   o f f i c i a l  reserves as 
ventured  by Mr. Witteveen  about two years  ago i n  a speech in   Frankfur t .  

All i n  a l l ,  we s h a l l  have to   accept ,  I be l i eve ,   t ha t   l i qu id i ty  con- 
t r o l  is not   poss ib le ,   for   the  time being, by changes i n  t h e  reserve sys- 
tem. Equally, I see no chance  of  effectively  harnessing  the huge volume 
of pr iva te   in te rna t iona l   l iqu id i ty   th rough  the   in t roduct ion   of  restric- 
t ions ,  i.e., minimum reserve requirements  or  other  devices,   in  the Euro- 
currency  market. An added  problem is the   f ac t   , t ha t  under a f loa t ing  
rate system it  is. d i f f icu l t   to   quant i fy   the   "appropr ia te"   g loba l  reserve 
leve l .  

But f o r  a l l  these  objections,  I would l i k e   t o  stress t h a t   f o r  me-- 
i n   c o n t r a s t   t o  some observers--the  development  of  international  liquidity 
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is not a matter f o r  "benign  neglect" i n  our  present  monetary  system. 
On the  contrary,   the  avoidance  of  excessive  l iquidity growth is and 
w i l l  remain  an  important  objective  within  the  overall   efforts  to sta- 
b i l i ze   i n t e rna t iona l  monetary r e l a t ions .  But the  only way th is   ob jec-  
tive can  be  achieved i s  through  the  qual i ty   of   nat ional  economic poli-  
cies and  .of internat ional   cooperat ion and  not by regulatory mechanisms. 

V. Conclusions 

Responsible  national economic pol ic ies   and   e f fec t ive   in te rna t iona l  
cooperation are, i n  a nutshe l l ,   a l so   the  key  conditions i n   t h e  answer I 
have t r ied   to   g ive   to   the   genera l   ques t ion   ass igned   to  me i n   t h i s  lec- 
ture:  Is the  present  monetary  system  workable? 

To sum up, yes ,   th is   system is workable. It needs no fundamental 
corrections:  improvements  can  only  be  achieved i n   t h e  way i n  which ex- 
i s t ing   ins t ruments  are u t i l i zed .   In  my view t he   bas i c  aims o f   l i b e r a l  
trade  f lows,  stable economic  growth,  and a more equi tab le   d i s t r ibu t ion  
of  world income can   be   rea l ized ,   i f   the   fo l lowing   po l ic ies  are adopted: 

0 

0 

0 

0 

A l l  member countries--both  deficit  and surplus  countries-- 
wh i l e   s t r i v ing   fo r  more sa t i s f ac to ry  growth  must continue 
the i r   f igh t   aga ins t   domest ic   in f la t ion ,  i .e. ,  the  interna-  
t i o n a l   d i f f e r e n t i a l  must be  reduced  through a downward  ad- 
justment  of  price  trends.  

I n  view of pe r s i s t en t ly  slow economic  growth  and high unem- 
ployment,  an  appropriate "mix" of  balance  of payments adjust-  
ment and def ic i t   f inanc ing  is needed,  and  adequate o f f i c i a l  
funds must be   ava i lab le   for   th i s   purpose .   Pol ic ies   in   bo th  
f i e l d s  must be   t a i l o red   t o   ' t he   i nd iv idua l   coun t r i e s '   spec i f i c  
needs  and  based on clear ly   def ined medium-term concepts. 

\ 

In  the  f inancing  of  balance  of payments def ic i ts ,   coordinat ion 
of  private  and  official   lending,  especially IMF lending, must , .  

be improved  and the  share   of   condi t ional   credi ts   increased 
where d e f i c i t s  are due to   insuf f ic ien t   in te rna l   ad jus tment  
and s t ab i l i za t ion   po l i c i e s .   In   t he  case of  developing coun- 
tries' s t r u c t u r a l   d e f i c i t s ,   o f f i c i a l   a i d   f l o w s  w i l l  have t o  
be  stepped up. 

Based on its f inanc ia l  power and the  unrestricted  moral and 
material support  of i ts members, t he  IMF must  assume a s t rong 
and active r o l e  as chief  world  coordinator  and  counsellor  in 
order   to   ensure  that   the   f lexibi l i ty   provided by the  present  
system w i l l  b e  used t o   t h e   f u l l  advantage  of a l l  member coun- 
tries. And, pa r t i cu la r ly  a t  c r i t i c a l  moments, which are bound 
to  occur  from time t o  time, the  Fund's authori ty  must be ap- 
parent  not  only  to  public  officials  but  also  to  the  market  to 
demonstrate  that   there is a monetary  order. 

In  concluding I would l i k e ,  however, t o  stress once more t h a t  
whether we w i l l  succeed in  strengthening  the  world monetary  system  along 
these   l ines  w i l l  u l t imately depend  on the  voluntary  cooperation  of a l l  
member countries  towards  this  goal.   In  this  venture  the  res.ponsible 
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authori t ies   of   surplus   countr ies  and def ic i t   count r ies ,   o f   o i l   expor t ing  
and o i l  importing  countries,  of  developed  and  developing  nations  alike 
must a t  all times clear ly   demonstrate   their   wi l l ingness  t o  uphold  and 
defend  the commonly agreed  principles  through  credible  action. Only 
then w i l l  it be  possible   to   res tore   the  confidence  of   the  internat ional  
business  cornunity and t o  win the  understanding  and  support  of  the M- 
t i o n a l  economic, soc i a l ,  and p o l i t i c a l  groups  which is indispensable   in  
the .para l le1   e f for t s   towards  more vigorous and pe r s i s t en t  growth  and 
g r e a t e r   s t a b i l i t y  on the  domestic  and  the  international  front. 

* * + *  

MR. SOUTHARD: Thank you, D r .  Guth. I be l ieve  D r .  Guth  managed t o   c u t  
h i s   f u l l  text almost   in   half  and I am s u r e   t h a t  a l l  of  you w i l l  want t o  
read  the  whole text. I have  read it and I assure you t h a t  it is care- 
f u l l y  and  cogently  put  together. 

The remaining  speaker is Sir  Arthur Lewis.  Again, I w i l l  not  read 
his   biography  except   to   repeat   that   he   has   for  much of   h i s   p rofess iona l  
l i f e  concerned  himself  with  the  problems  of  development  and  of  the de- 
veloping  world, and he w i l l  ta lk   about   that   aspect  of t h i s   sub jec t .  
S i r  Arthur Lewis. 
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The Less Developed Countries 
and Stable Exchange  Rates 
Sir  Arthur Lewis 

Mr. Chairman, l ad ie s ,  and gentlemen: It is an  honor to  be  asked 
.to  give a Per Jacobsson  lecture,  and it  is a special pr iv i lege  and 
pleasure  to  be  asked  to  share it with  Wilfried Guth, who is an  old  col- 
league. At the  same time, I was somewhat frightened by t h e   i n v i t a t i o n  
because I wasn't  sure what I would b e   a b l e   t o   t a l k   t o  you  about. I am, 
alas, not a banker,  and I have no day-to-day connections  with  the  inter-  
nat ional  monetary  system. So what I have done is what most aging econo- 
mists do: I have  taken  refuge  in  talking  about  history.  

It is now the  conventional wisdom that   the   currencies   of   the  de- 
veloped  countries  sliould  float,  but.  the  currencies  of  the less developed 
countries (LDCs) should  not;   that  is to   s ay   t ha t  each LDC should .choose 
a more developed  country (MDC) as a partner--or  the SDR--and t ie  i t . s e l f  
i n  a f ixed   re la t ionship .  It is qui te   an  advance i n  our   thinking.   to  
recognize   tha t   in   the   in te rna t iona l  monetary sphere  the LDCs may requi re  
different   t reatment  from the.MDCs. Members of t he  Group of Ten used  to 
assume, r a t h e r   i n   t h e   s p i r i t  of General  Motors, that   whatever  solution 
was bes t   fo r  them  would a l so   be   bes t   fo r  a l l ,  and were surpr i sed  when 
the  LDCs i n s i s t e d  on having  the  wider Group of Twenty.  The purpose of 
my paper is to  explore   aspects   of   the   special  problems. of LDCs. 

One has  to   begin by confirming  the  General Motors proposit ion,  up 
t o  a point. LDCs requi re  two things of MDC currencies,  and ne i the r  of 
these  is f i x i t y   i n   r e l a t i o n s h i p   t o  each  other. The f i r s t  requirement 
is tha t   they   be   f ree ly   conver t ib le   in to  each o ther ,  so t h a t  what LDCs 
earn i n  one  market  they  can  spend i n  another. And the  second require- 
ment is a regime  within which MDCs f e e l  comfortable, i n   t h e   s e n s e   t h a t  
they  have no urge   to   res t r ic t   the i r   impor ts  from t h e . r e s t  of  the  world. 
In   th i s   l imi ted   sense ,  any  regime tha t  is good f o r   t h e  MDCs is a l s o  good 
f o r   t h e  LDCs. Any individual  LDC that  wishes  to  keep its currency rela- 
t i v e l y   s t a b l e   i n  terms of f loa t ing  MDCs can t i e  i t s e l f   t o   t h e  SDR and 
can  hold its reserves   in   an  appropriate   basket   of .currencbes.  It w i l l  
suffer  inconveniences  from  other  countries '   f luctuations,   but  these are 
a minor nuisance compared with a possible  breakdown of world  trade oc- 
casioned by MDC currencies  operating  within  an  inappropriate regime. 

However, my main concern is. with what LDCs should do; and not   with 
what MDCs should do. 
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It is q u i t e  clear why the  experts   advise   the LDCs that  they  should 
be  stable even  though the   o thers   f loa t .  Note four  powerful  reasons. 

In t h e   f i r s t   p l a c e   t h e r e  are forward  markets  for MOC currencies 
bu t   no t   fo r  LDC currencies.  This is a par t icu lar   nu isance   for  LDCs 
trading  with  each  other and is one of   the  obstacles   to   regional   integra-  
t ion  and,  more generally,   to  the  expansion  of .inter-LDC trade.  (It ap- 
p l i e s   a l s o   t o  LDC trade  with MDCs., but  the  behavior  of  other LDC cur- 
rencies  is perhaps somewhat less predictable.)  

Secondly,  fear  of  devaluation  inhibits  investment--not  portfolio 
investment  denominated in   external   currencies ,   but   di rect   investment ,  
whether  of  foreign  or  of  domestic  capital,  since  there is no ce r t a in ty  
tha t   cap i t a l   va lues  w i l l  rise by as much as the  currency  depreciates. 

Thirdly,  frequent  changes i n   t h e   v a l u e  of  an LDC currency  add  to 
the  uncertainty of  holding it and increase i ts  i n s t a b i l i t y .   I f  the 
government i s  known to   be   ready   to  l e t  the  currency  depreciate whenever 
it runs  into  balance  of payments  problems, nobody is wi l l i ng   t o   ho ld  it, 
since  the  prospect  of  depreciation is always on people's minds. The on- 
set of  every  minor  difficulty  then  leads  to a rush   to  se l l  and  an ex- 
haustion  of  the  country's   foreign exchange reserves. 

Fourthly,  the  instruments  of  monetary  control are perhaps more 
f r a g i l e   i n  LDCs than   i n  MDCs. When an LDC devalues,   forces are set i n  
motion t h a t  it may not so eas i ly   cont ro l .  Our theories  of  these matters 
were framed in   the  e ighteenth  century,  when food was a small proportion 
of  imports,  and when trade  unions  had  not  yet  acquired  the power t o  keep 
real wages r i s i n g   i n  a l l  s i t ua t ions .  An economy with weak control  over 
its in t e rna l   p r i ces  is l i k e l y   t o   f i n d   i t s e l f  on a t readmil l ,  where de- 
valuat ion raises d o m s t i c  money incomes  and pr ices ,  so se t t ing   o f f   fur -  
ther  devaluation, ad infinitwn. Firm control   over   the level of money 
incomes is a precondi t ion  for   successful   f loat ing.  

For  such  reasons it is easy  to  understand why the  representat ives  
of LDCs. a t  IMF meetings  have  always  expressed  their  preference  for sta- 
bi l i ty   of   currencies ,   and  a lso why LDC central  banks  have shown so much 
reluctance  to   devalue  over   the  past   th i r ty   years ,   even  in   s i tuat ions 
where  there was c lear ly  no o ther   v iab le   a l te rna t ive .  

I s h a l l  proceed  from  the  assumption  that  an LDC d e s i r e s   t o  keep i t s  
foreign  exchange  value  constant  in terms of SDRS, and t h a t  it is pursu- 
ing  reasonably  orthodox  fiscal  and  monetary po l i c i e s ,  which  need not   be 
def ined  for   this   purpose.  I have  also  to assume t h a t   t h e  rate chosen 
ab in i t io  is  the   r i gh t  rate, which again  need  not   be  def ined  for   this  
purpose,  but  which I nevertheless w i l l  de f ine ,   i n   o rde r   t o   sp i ce   t he  
discussion,  not as the  rate which  balances  imports  and  exports,  since 
any rate can do t h a t  via employment and income e f f ec t s ,   bu t  as t h e  ex- 
change rate which  produces t h e  rate of growth  of exports   appropriate   to  
the  targeted rate of  growth  of  output;  say,  the  exchange rate t h a t  is 
required  for   exports '   to  grow by 6 per  cent a year. 

M y  question is then what external  conditions must be m e t  i f   t h e  
country is to   be   ab le   to   main ta in  exchange s t a b i l i t y .  Our l i t e r a t u r e  
focuses  rather on  what the  country 's   in ternal   pol ic ies   should  be.  And 
i f  exchange s t a b i l i t y  cannot  be  retained we tend  to assume automatically 
that t h i s  is t h e   f a u l t  of t h e  LDC's government. I, on  the  other  hand, 

- 34 - 



assume a well-behaved government--which you may d e f i n e   i n  any way you 
wish--and am in   e f f ec t   a sk ing  what 'cooperation it is e n t i t l e d   t o  ex- 
pect from an   in te rna t iona l  monetary  system i n  its e f f o r t   t o   h o l d  ex- 
change rates steady. 

My paper   o r ig ina tes   in  a suggest ion  that  I should  approach t h i s  
ques t ion   h i s tor ica l ly :  What i n   f a c t  have  been  the main problems menac- 
ing exchange s t a b i l i t y   i n   t h e  less developed  countries,  other  than  those 
a r i s i n g  from t h e i r  own disregard  of  orthodox  financial  canons;  and how 
can  an  international monetary  system  help to  reduce  such  stresses? 

For t h i s  we do not  need  to go back beyond t h e  1870s, the   decade   in  
which  Western  Europe  and the  United  States  adopted  the  gold  standard. 
A t  t h a t  time most of  the  countries  of  Latin America, Eastern  Europe,  and 
Asia were on silver. ' I n   t h e  1870s  'the  price  of silver s t a r t e d   t o   f a l l ,  
and i t  halved  over  the  next  twenty  years,  taking  their  exchange  values 
w i t h , i t .  What were t h e  si lver count r ies   to  do? After   long  hesi ta t ion 
the  major i ty  mowid to   gold  (or  a gold  exchange  standard)  and  had  accow 
pl i shed   th i s  by  1900. From 1900 t o  1929 the  consensus of economists w a s  
t h a t  a l l  countries, 'whether more o r  less developed,  should  maintain 
fixed exchange rates. Jhwever, from  1930 t o  1965 it  was increasingly 
f e l t   t h a t  primary  producing  countries  (even  rich  Australia)  had  special 
problems. Our current  consensus  that   the  developed  should  f loat   while 
the  less developed  peg is the exact opposite  of what  had near ly  become 
the  consensus  only a dozen years ago. 

The debate  between  gold  and silver i n   t h e  1880s  and  1890s r a i sed  
a l l  the  problems,  though  the  context i n  which it was then  set--the 
merits and  demerits  of  bimetallism--obscures  the matters o f   i n t e re s t   t o  
us. The cha l lenges   to  exchange s t a b i l i t y  which  surfaced i n   t h e  1880s' 
and  1890s  can b e  grouped,  with some overlap,  under  three  heads: 

Long-run p r i ce  movements 

0 The t rade  cycle  

0 The debt  problem. 

These challenges a l l  arose  again  in  the  1930s  and,  with some modifica- 
t i on ,   i n   t he  1950s  and  1960s. 

The  World Pr ice  Level 

A long  per iod  of   fa l l ing commodity p r i ces   a f f ec t s   t he  LDCs' capacity 
to  maintain  fixed  exchange rates i n   t h r e e  ways: 

(1) it tends  to   be  def la t ionary,  and so to  discourage  exports; 

(2) it raises the  real burden of debt; and 

(3) it tends  to  be  associated  with  adverse terms of  trade 
fo r   ag r i cu l tu ra l  commodities. 

We have  had  three  of  these  long  secular  declines  over  the  past 
hundred  years.  First, from  1873 t o  1895; the  Brit ish  index  of  wholesale 

- 35 - 



p r i c e s   f e l l  36 per  cent from 1871-75 t o  1891-95. Then in  t h e  1920s  and 
the 1930s ,   the   p r ice   index   of   t rop ica l   agr icu l tura l   expor t s   fe l l  by 
43  per  cent  between  the two peak dates  of 1925  and  1937. And th i rd ly  
i n  the  1950s  and the  1960s. I n   t h e  developed  world we tend  to  think  of 
t h e  whole  period since 1945 as one  of i n f l a t i o n ,   b u t   i n   f a c t   t r o p i c a l  
a g r i c u l t u r a l   p r i c e s   f e l l  20 per   cen t   be tween  the   f i r s t   ha l f  of t h e  1950s 
and t h e  second  half  of  the  1960s. 

Those developing  countries that remained  on silver i n   t h e  1880s and 
1890s  escaped  the f i r s t  consequence  of the  secular   decl ine  of   pr ices  
(deflation),   but  not  the  second and t h i r d  consequences  (the  debt  burden 
and  the  adverse terms of  trade).  

Pr ices  were f a l l i n g   i n   t h e   c o u n t r i e s  on  gold,   but   r is ing  in   the 
countries  on silver. The argument that   the   countr ies   on  gold were re- 
pressed  depends  on what happened t o  relative prices;   they were deflated 
i f   e x p o r t   p r i c e s   f e l l  by more than  domestic  prices  and wages. On the  
other   s ide,   the   countr ies  on s i l v e r  were s t imu la t ed   i f   t he   p r i ces   o f  
export  crops  rose  faster  than  food  prices,  encouraging  the small farmers 
to  swi t ch ;   o r   i f   p l an ta t ion  wages f a i l e d   t o  keep up.with  export   prices.  
The planters   of  Ceylon,  which was on silver, seem t o  have  been unanimous 
t h a t   t h e   p r i c e  of tea i n  silver was r i s ing   f a s t e r   t han  wages,  and t h a t  
continual  depreciation  therefore  st imulated  production  for  export .  
Indian  data   bear   this   out .  Between  1880-84 and 1890-94 Indian  agri- 
c u l t u r a l  wages rose by 2  per  cent,   while  wholesale  prices  rose  by  21  per 
cent;&/  over  the same per iod   the   expor t   p r ice   o f   t rop ica l   agr icu l tura l  
commodities,  excluding  freights, f e l l   i n  gold by 15  per  cent.  

The Ind ian   l i t e r a tu re  of t he  day was not  much concerned  with  the 
e f f e c t s  of i n f l a t ion   o r   de f l a t ion  on output.  Majority  opinion was 
s t rong ly   i n   f avor  of  switching  to  gold,  because  the  rupee  burden  of 
Ind ia ' s   f ixed  commitments i n   s t e r l i n g  was magnified as silver depreci- 
ated. Here it is important   to   dis t inguish  the two influences a t  work. 
Since  pr ices  were f a l l i n g   i n   g o l d ,   t h e  real burden  of  fixed commitments, 
such as debt  charges,  increased  whether  the  rupee  depreciated  or  not. 
The further  burden imposed by  rupee  depreciation was a n . i n t e r n a 1   s h i f t  
within  the  country,   of   the   kind which  economists  love to   ignore  as 
mere t ransfers , "   bu t  which  statesmen  cannot  neglect. The depreciation 

of the  rupee,  with its accompanying rise of internal pr ices ,   d id   not  
a f f e c t  a l l  classes equal ly .   Specif ical ly ,   the  incomes of c ivi l  servants  
lagged,  because  the Government found it hard  to   keep  ra is ing  taxes   every 
year. And s ince  India  was ruled by civil servants ,   the   au thor i ta t ive  
view was that  India  should  switch  to  gold.  The p o s s i b i l i t y   t h a t  con- 
t inua l   deprec ia t ion  had the merit of  counteracting any def la t ionary 
tendencies   inherent   in  what we now cal l  the  Kondratiev downswing f inds  
l i t t l e  mention i n  the   Ind ian   l i t e r a tu re  of  the  day. 

I t  

It is hard   to  know whether  the  depreciation  of  the silver currencies 
st imulated development, but   there  is no  doubt t h a t   t h e   c o n t i n u a l   f a l l  of 
prices  in  gold  aggravated  the  debt  burdens  of  the LDCs of  the  day, con- 
t r i b u t i n g   t o   t h e  massive defaul ts  on  debt  obligations  of  the  1870s  and 
1890s; j u s t  as an earlier long  Kondratiev downswing cont r ibu ted   to   the  
massive defaults  of  the  1820s'and  the  1840s,  and a later one t o   t h e  

1/ Calculated  from M. Mukherjee, N a t i m l  Income of India ( S t a t i s t i c a l  
Publishing  Society,  Calcutta, 1969) , pp. 91  and  94. 
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defaults  of  the  1930s. The troubles  of  Argentina  and.Australia  in 1890 
did  not  even wait f o r  a recession;  seventeen  years which took a t h i r d  
off   the   pr ice   of  wool made t h e  accumulated  debt  intolerable. 

I shall r e tu rn   t o   deb t   i n  a moment.  The t h i r d  menace of a f a l l i n g  
pr ice  level is t h a t  it is associated  with  adverse terms of t r a d e   f o r  
agr icu l ture .  Thus the  terms of  trade moved aga ins t   the   agr icu l tura l  
coun t r i e s   i n   t he  1880s  and  18908, i n   t h e  19309,  and  again i n   t h e  1950s 
and  1960s. I n   t h e   f i r s t  two per iods  both  industr ia l  and ag r i cu l tu ra l  
pr ices   fe l l ,   whereas   in   the  1950s and  1960s indus t r ia l   p r ices   rose   whi le  
a g r i c u l t u r a l   p r i c e s   f e l l ;   t h i s  is why these last two decades seem in- 
f la t ionary  in   the  developed  but   def la t ionary i n  t h e  less developed coun- 
tries. 

The  mechanism which  causes  these  long  Kondratiev  swings i n  world 
ag r i cu l tu ra l   p r i ces  is controversial .  The Victorians  thought that it 
was changes i n  gold  supply; Schumpeter t h a t  it was changes i n   t h e  level 
of  investment i n  major industrial   innovations;  others,   including  myself ,  
t h a t  i t  is primarily  changes i n   t h e  relative growth rates of  world de- 
mand and  supply  of  foodstuffs. Whatever the  cause may be ,   t he   e f f ec t  
seems t o   b e   t h a t   t h e  terms of t r ade  move i n   t h e  same di rec t ion  as agr i -  
cu l tura l   p r ices .  

I n  sum, long  per iods  of   fa l l ing  pr ices   put   pressure on the  exchange 
rates of   agr icul tural   countr ies , .whether  by discouraging  production  for 
export ,   by  increasing  the real burden  of  debt,  or  by moving the  terms of 
trade  adversely. It is therefore   easy  to   understand  the  appeal   to   these 
countr ies   of   proposals   for  commodity price  stabil ization,  whether  through 
a.commodity reserve currency,  or.  through  international  buffer  stocks. 
Such measures  would not  guarantee  the  terms  of  trade  (might  indeed work 
adverse ly   in   in f la t ionary  times), but would a t  least evade the   o the r  two 
burdens  (the  discouragement  of  exports  and  the  aggravation  of  debt). 
They belong i n   t h e  same category as the  domestic  agricultural  programs 
by  which t h e  governments  of  developed  countries  have now set minimum 
levels to   the   p r ices   rece ived  by t h e i r  own farmers;  and  they would make 
the  same kind  of  contribution  to  the  stabil i ty  of  the  world economy, by 
maintaining  purchasing power a t  times of  general   cyclical   recession and 
stimulating  developed  country  exports  too. It is i n   t h e   j o i n t   i n t e r e s t  
of  both  developed  and  developing  countries  that  the  prevention  of  secu- 
l a r  decline  of commodity pr ices   in   wor ld   t rade   be  a declared  objective 
of  an  international monetary  system,  ranking  equally  with  the  mainten- 
ance  of f u l l  employment i n   t h e  minds of  the  system's  governors. 

The Trade  Cycle 

Quite  apart   from  the  question  whether  to peg t o   g o l d   o r   t o  silver, 
i f  one were to  peg, the  quest ion  whether   to   peg  to   anything  or   to   f loat  
was already at i ssue   before   the   f i r s t   wor ld  war. An ordinary  Kitchin 
o r  even a Juglar   recession might be  taken  in   one 's   s t r ide,   but   Kuznets '  
great  depressions,  both  deep  and  prolonged,  put  an  intolerable  burden  on 
foreign  exchange. The relevant   dates   in   world  t rade are 1873-76,  1891-95 
and . a f t e r   t h e  war, 1929-33. 

These  depressions  created  both  an  exchange  problem and also  an  out-  
put  problem. The output  problem  originated i n   t h e   f a c t   t h a t  as exports 
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declined,  domestic income would decline by more t h a n   t h e   o r i g i n a l   f a l l  
i n   fo re ign  exchange. This could  be  mitigated  by  depreciating  the  cur- 
rency t o   t h e   e x t e n t   o f   t h e   f a l l   i n   e x p o r t   p r i c e s ,   s i n c e   t h i s  would  keep 
constant  the  domestic money incomes of  those  producing  for  export. The 
case of  the  United  States is par t icu lar ly   in te res t ing .  The United States 
was caught i n  a foreign exchange jam i n   t h e   f i r s t   h a l f  of the  1890s, 
partly  because  the  prices  of i t s  ag r i cu l tu ra l   expor t s   f e l l ,  and pa r t ly  
because  the  Bri t ish had cut   their   lending.  It held  on  to  the  gold  stan- 
dard  through s i x   d i f f i c u l t   y e a r s .  But the  considered judgment of 
Milton Friedman is: 

It should  perhaps  be  noted  explicit ly  that  we. do 
not   intend  to   suggest   that   the   a l ternat ive  involving 
abandonment of the  gold  standard was  economically 
undesirable. On the   contrary,   our  own view is  
tha t  it might well have  been  highly  preferable  to 
the  generally  depressed  conditions  of  the  1890's.  
We ru le  it out  only  because, as it turned  out, it 
was pol i t ical ly   unacceptable  .2/ 

The check to   output   could  of   course  be  mit igated  through  internal  
s t a b i l i z a t i o n  schemes for  keeping  domestic money income constant ir- 
respective  of  changes in   i n t e rna t iona l   p r i ces .  This is more d i f f i c u l t  
for  the  developing  than  for  the  developed  countries.   Fluctuations  in 
the  developed  originate  mainly  in  domestic  investment,  which is pre- ' 

sumably suscept ib le   to   cont ro l  by  domestic  monetary  and f i s c a l   p o l i c i e s .  
Whereas f luc tua t ions   in   the   deve loping   or ig ina te   main ly   in   expor t s ,  
which the  government cannot  control,   and  can  only  adjust   i tself   to.  
The timing is also  diff icul t ,   because  the  industr ia l   countr ies   have 
the i r   ba lance  of  payments d i f f i c u l t i e s   i n   t h e  boom, while  the  developing 
have  theirs   during  the slump.  Measures t o  revive t h e  econony i n   t h e  
slump are constrained  by  shortage  of  foreign  exchange i n   t h e   a g r i c u l t u r a l  
bu t   no t   in   the   indus t r ia l   count r ies .   Never the less ,   in   theory ,   in te rna l  
stabil i ty  could  always  be  achieved by such  internal  measures as maintain- 
ing  buffer   s tocks  or   varying  export   taxes   inversely  with  pr ices .  But t o  
s t a b i l i z e  income  would be   to   s tab i l ize   impor ts   (or   even   to   increase  them 
as t h e i r   p r i c e s   f e l l ) ,  and t h i s  would not   be  feasible   unless  one  had 
l a rge  reserves of  foreign  exchange.  In  this  sense  the  output  problem 
reso lves   in to   the  exchange  problem. 

In   theory   the  less developed  countries  could  ride  the  trade  cycle 
simply  by  holding  large enough foreign'exchange reserves, but  the  prob- '  
l e m  is more d i f f i c u l t   f o r  them than i t  is for  the  developed,  for  three 
reasons. 

F i r s t ,   t he   r eces s ion   d r i e s  up not   jus t   the   earn ings  on current  ac- 
count ,   bu t   a l so   the  long-term capital   inflows.  International  investment 
was particularly  vulnerable  to  the  Kuznets  great  depressions.  Borrowers 
could  not meet t h e i r  commitments,  and a s t r i n g  of defaul t s  was inevi tab le ,  
o r  as we would now c a l l  them "requests  for  rescheduling  of  debt." We 
tend  to  be  shocked by such  requests,  but  they are an   o ld  and i n t r i n s i c  
p a r t  of international  investment.  There were heavy  defaults  in  the  1820s,  
the  1840s,  the  1870s,  the  1890s,  the  1930s,  the  1950s,  and we are now 

21  Milton Friedman  and Anna Jacobson  Schwartz, A Monetary History of 
t& United States, 2875-2960 (Princeton  University  Press,  Princeton, 
N. J . ,  1963), p. 111. 
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holding  our   breath  for   the  heavy.defaul ts   of   the  end  of the  1970s. The 
European,capital   market  took  such  defaults  in i t s  s t r i d e .  It knew t h a t  
the  borrowers would  have t o  come back  for more  money, and  could  then  be 
made to  recognize  outstanding  obligations  before becoming e l i g i b l e   f o r  
new borrowing.  But the  United  States   lost  its temper when caught i n  
the  defaul ts   of   the   1930s,  and with i t s  '!blue  sky" laws e f f ec t ive ly  
closed its long-term c a p i t a l  market t o   fo re ign  governments, wi th  un- 
fortunate  consequences  for  our  day,  which we shall come t o   i n  a moment. 
All t h e  same, although  the  defaults  had no  long-term ef fec t   on  European 
lending  in   the  nineteenth  century,   the  immediate  short-term  effect was  
a cyci ical   drying up  of foreign  investment,  coinciding  with  the  reduc- 
t i o n  i n  current  earnings.   Paradoxically,  we have done b e t t e r  a t  the  
cyc l i ca l  level s ince  1950,   because  the  bi la teral  and mult i la teral   lend-  
h g  agencies,   unlike  the  private  lenders,   have  maintained  their   lending 
without . cycl ica l   f luc tua t ions  . 

The second  element  distinguishing  the  developing  countries i s  t h a t  
they  cannot  use  short-term  capital  inflows  and  outflows,  responding  to 
changes in   t he i r   d i scoun t  rates, t o  meet temporary  shortages  of  foreign 
exchange. On the   contrary,   an LDC which raises its discount rates is 
signal ing a crisis which i s  more l i k e l y   t o   d r i v e  money out   than  to   br ing 
money in .  It is t r u e   t h a t  some of  the  developed  countries  have now be- 
come more ' l ike  underdeveloped  countr ies   in   this   respect ;   but   the   central  
banks  of the   indus t r ia l   count r ies   he lp   each   o ther   ou t   in  time of 
trouble--a  tradition  which  goes  back  to Bank of  England reliance on the  
French  and German cen t r a l  banks i n  1890  and  1907. 

Thirdly,  taking  these  elements  into  account,  the  magnitude  of  the 
foreign exchange reserves that   an LDC would have t o   c a r r y   i n   o r d e r   t o  
r ide   ou t  a Kuznets  cycle would  simply  be  beyond its means. It is not 
unusual  for  the  price  of  one's  principal commodity expor t   t o   f a l l  by 
one third,   producing  over  the  course  of,   say,   four below-average years  
a d e f i c i t  of 50 per  cent  of one year 's   exports.  One must a l s o   a n t i c i -  
pa te  some decl ine  in   pr ivate   foreign  lending  or   investment   during  the 
slump. So, i f  committed to   s tabi l iz ing  domest ic  money income through 
the   cyc le ,   the  government  would  have t o  approach t h e  slump with re- 
serves   equal   to  a t  least 75 per  cent  of a year 's   exports.   This would 
be  very  expensive,  since a debtor  country which  keeps large  foreign re- 
serves is i n   t h e   p o s i t i o n  of a man borrowing money a t  6 per   cen t   to   pu t  
it i n   t h e  bank a t  3 per  cent. 

In t h e  1890s most of the   , cur renc ies   o f   the   agr icu l tura l   count r ies  
were a l r eady   t i ed   t o  one or   o ther  of the  precious metals, gold o r   s i l v e r .  
Those on  gold,  such as Australia  and New Zealand,  took a t e r r ib l e   bea t -  
ing,  as ag r i cu l tu ra l   p r i ces  dropped to  previously unimagined levels. 
Those on silver were part ly   shielded by the   sha rp   dec l ine   i n   t he   p r i ce  
of t h a t  commodity. India  chose  the  year  1893  to abandon silver, fortu- 
na te ly   for  it only a couple  of pears before   p r ices   in   go ld   reached   the i r  
lowest levels and s t a r t e d   t h e i r  upward climb.  There were very few  coun- 
tries on a floating  paper  standard  in  the  1890s;  such  behavior was held 
in   the   deepes t  contempt by the  monetary experts   of   the  day. The two 
most important were Argentina  and  Brazil.  Their  floating was a calcu- 
la ted  pol icy.  It pa id   t he   ag r i cu l tu ra l  classes t o  let the  peso f a l l  as 
p r i ces   f e l l   i n   go ld .   Th i s   kep t  up t h e i r  incomes i n  pesos,  and  by  pre- 
venting  the  urban community from enjoying  the  lower  gold  prices  of 
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imports ,   l so  moved the  terms of   t rade   in   favor  of t he   ag r i cu l tu ra l  
classes .27 When prices  began moving upwards again,  Argentina  joined 
the  gold  standard,   for  the same reasons i n  reverse. 

Austral ia  and New Zealand were caught in   the   1890s ,   bu t   no t  i n  t h e  
1930s. When this  depression  arrived,  Argentina was t h e   f i r s t   c o u n t r y  
t o  leave the  gold  standard,  Australia  the  second,  and New Zealand  not 
far   behind.   Bri t ish and  French  colonies on gold  again  took a beating. 
International  investment  collapsed  altogether,  and  by  1933 most of  the 
leading  countries  in  the  world  had abandoned the  -gold  exchange  system. 

By 1939 it was clear t o  a l l  that   the   foundat ion  of  any new in te r -  
na t iona l  monetary  system must be a lender  of last r e so r t ,  and t h i s  was 
b u i l t   i n t o   t h e   I n t e r n a t i o n a l  Monetary Fund. 'Unfortunately,  the magni- 
tude  of  the LDCs' problem was not  then,  and st i l l  is not now f u l l y  com- 
prehended. I earlier hazarded   tha t   fu l ly   to   r ide  a Kuznets  depression 
would require  access t o  reserves equivalent   to  75 per   cent   of  a year 's  
exports. O i l  importing  country  exports last  year amounted t o  USS118 
b i l l i o n .   I f   t h e  LDCs keep three  months' reserves on   the i r  own, they. 
need  stand-by f a c i l i t i e s   o f ,   s a y ,  US$60 bi l l ion  over   four   years .  Now 
the   o r ig ina l   quotas   o f   the   o i l   impor t ing  LDCs amounted t o  less than 
US$7 b i l l i on ,   ca r ry ing  a right t o  borrow of only US$13 b i l l i o n .  These 
quotas are about to  be  increased,  and  one must a l s o  add SDRs,, t h e  IMF 
buffer   s tock  scheme,  and  funds available  under  the  export  compensation 
schemes,  both  of  the IMF and  of t he  European Community. 

The ne t   po ten t i a l  stand-by  need  from t h e  IMF will not   be clear 
u n t i l  some decision is reached  on  the  internat ional   buffer   s tock pro- 
posals  which, i f   success fu l ,  would considerably  reduce the need fo r  
individual  country reserves. But it is qu i t e  clear t h a t   t h e  IMF has 
not   helped  s ignif icant ly   to   reduce  the  required reserves of t h e  LDCS, 
and that  while  adequately  provided  for a small slump, i t  could  not now 
cope  with a la rge  one. It is a l s o  clear t h a t   i f  LDC t rade  is t o  grow 
by 6 per  cent a year,  doubling  every  dozen  years,  the IMF armory of 
quotas, SDRs, and  compensation schemes should  be  doubled a t  least as 
of ten  or   sooner   ( to   a l low  for   r is ing  pr ices) .  

Long-Term Finance 

The developing  countries  have  to  invest more than  they  can save, 
and must therefore  borrow. If  they  cannot  borrow  long,  they w i l l  e i t h e r  
borrow shor t   o r   i n f l a t e .   E i the r   o f   t hese   l eads   t o  a shortage of foreign 
exchange,  and  therefore menaces exchange s t a b i l i t y  .&I 

It is not  because  they are poor t h a t  LDCs have t o  borrow. I n   t h e  
last quarter  of the nineteenth  century  the  biggest  borrowers,  the  United 
S ta tes ,  Canada, Austral ia ,  and  Argentina, were r icher   than   the   p r inc ipa l  
lenders,   the  United Kingdom, France,  and  the  Federal  Republic  of Germany. 

3/ The Argentinian  strategy is analyzed i n  A.G. Ford, The GoZd 
St~ndard--Z880-2924, Britain and Argentha (Oxford  University  Press, 
Oxford,  1962). 
4/ This  section  overlaps  with  the  corresponding  section of my forth- 

c o z n g  book, The EvoZutwn of the  Internutiom1 Eeomm<c Order (Prince- 
ton  University  Press,  Princeton, N.J., 1978). 
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They borrowed not  because  they were poor,  but  because  they were urban- 
izing  rapidly.   In  the  lending  countries  the  urban  population was grow- 
ing by less than 3 per  cent  per annum (France 1.0, the  United Kingdom 
1.8, and the  Federal  Republic  of Germany 2.5),   while  in  the  r ich  bor- 
rowers the  urban  pppulation was growing  by more than 3 per  cent 
(Australia 3.5, the  United  States  3.7, Canada 3.9,  and  Argentina  5.3). 
Nowadays, population is growing more than twice as f a s t   i n  LDCs as it 
ever grew i n  Europe,  and urbanization is also  twice as f a s t .  And there  
is a l so  a drive,  sparked  by  recent  independence,  to  build  roads,  schools, 
h e a l t h   f a c i l i t i e s ,  and water s u p p l i e s   i n   r u r a l  areas. So the   p ressure  
on LDC governments for   l a rge   cap i ta l   budgets  i s  inescapable. 

Seen  through  the  historian's  eye,  dependence  on  borrowing  has cre- 
ated two problems for  developing  countries. One is i ts  l i a b i l i t y   t o  
wide f luc tua t ions ,  which we have  already  considered,  and  the  other is 
the  

new 

speed  with  which  the  debt  charges  build  up,  to which I now turn.  

Domar has  given  us  the  formula  for  the  ratio  of  debt  charges to 
annual  lending.?/ It rises asymptotically  to a limit 

where a is the  annual repayment r a t i o  (on the  diminishing  balance  prin- 
c ip le ) ,  i is t h e  rate of in te res t ,   and  g is the  rate of growth of an- 
nual  lending. Thus, i f   t h e  rate of i n t e r e s t   i f  5 per  cent,  and  annual 
lending grows by 5 per  cent,   the  debt  charge w i l l  mount u n t i l  it exact ly  
equals   the  annual   lending.   I f   lending is to   cont r ibu te   ne t   resources   to  
the  borrower, it must grow fas te r   than   the  rate of i n t e r e s t .  

I n   t h e   B r i t i s h   c a s e   i n   t h e  last  quarter  of the  nineteenth  century,  
lending grew less rapidly  than  the rate of i n t e r e s t .  So from  1890 on- 
wards, new lending was less than  the sum of  repayments,  interest,  and 
dividends. The average  difference  in  favor  of  the  United Kingdom w a s  
€42 mil l ion a year,  from 1890 t o  1907. Only i n   t h e   f i n a l  prewar spu r t  
between  1908  and  1913 did  average  lending  exceed  the  average  inflow, 
and  then  only by an  average  of €3 mil l ion a year.  

In  consequence, the   debt   s i tua t ion   in   1913 was incredible.   For 
comparison let  us  look a t  t h e   s i t u a t i o n  of  developing  countries  in  1972, 
jus t   before   the   explos ion  of o i l  p r i ces   a f f ec t s   t he   s i t ua t ion .  Out- 
standing  debt  of  developing  Countries was than 1.8 times annual  exports. 
(Government debt was US$85 bi l l ion,   pr ivate   investment  US$53 b i l l i o n ,  
and t rade  US$75 b i l l i o n .  ) This r a t i o  of 1.8 was already  thought  to  be 
very high;  people were worrying  about it, and cal l ing  for   debt   cancel-  
l a t ion .  By comparison, r a t i o s  of debt  to  exports  (not  debt  charges  but 
outstanding  debt) were enormous i n  1913. The lowest   ra t ios ,   those  for  
India,  Japan, and  China, were around 2 1 /4 .   Aus t ra l ia ' s   ra t io  was 4.8, 
Latin America's 5.2,  and  Canada's  8.6. (Canada tops   t h i s  l ist,  s ince  
its annual  borrowing  had  been  averaging 7 per  cent of nat ional  income.) 

How does  one meet debt  charges on obl igat ions which are 8.6 times 
exports?  If  the  debt  charges were 10 per  cent  of  the  debt,   they would 
absorb 86 per  cent  of  exports.   Argentina's   debt  charges  in 1890 were 

5/ E.D. Domar, "Foreign  Investment  and  the  Balance  of Payments," 
AmFrhn Economic Review, December' 1950. 
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indeed 60 per  cent of i t s  expor t s .   S t i l l ,   a f t e r   t he   t roub le s  of  the 
f i r s t   h a l f  of t he  189Os, the  borrowers met the i r   ob l iga t ions   dur ing   the  
next  twenty  years  preceding  the  outbreak  of  the  f irs ' t   world war, with- 
out much d i f f i cu l ty .  

They  managed for   th ree   reasons .   F i r s t ,   p r ices  moved upwards after 
1895,  eroding  the  burden  of  debt. As we have  seen,  prices  for LDCs 
moved  downward i n   t h e  1950s  and  1960s,  increasing  the  burden  of  debt. 
But the  turnaround of t he   p r i ces  of tropical  exports  has  been so marked 
s ince  1969,  and more so since  1974,   that   in   spi te   of   the  huge borrow- 
ings  of  the last  three  years ,   the   oi l   import ing LDCs had at the  end of 
1976 a r a t i o  of  public  debt  to  exports  which was st i l l  less than two t o  
one. 

The second  reason why a high  debt   ra t io  was manageable i n   t h e   e a r l y  
par t   o f   th i s   cen tury  is that  the  borrowers '   exports were r i s i n g  50 t o  
100 pe r   cen t   f a s t e r   t han   t he i r   na t iona l  incomes, i n   c o n t r a s t   w i t h   t h e  
1950s  and  1960s, when na t iona l  income and the  purchasing power of LDC 
exports  rose a t  the same rate (about 5 per  cent a year).  Various  fac- 
tors  have  closed  the gap.  For  one, LDC growth was spurred  in   the  nine-  
teenth  century  only by exports,  whereas  since  the  second  world war it 
has  responded  also  to  domestic demand (services and  import subs t i t u t ion ) .  
For  another,  the  developed  countries  have  built  formidable  obstacles  to 
LDC t rade,   whether   in   agr icul tural   products   or   in   manufactures .  E s t i -  
mates of how  much more t h e  LDCs could  export  without  such  obstacles start 
from US$lO b i l l i o n  a year upwards. 

The a b i l i t y   o f  LDC governments t o  meet their   debt   obl igat ions de- 
pends  on how rap id ly   the i r   t rade  is growing. It is not enough that an 
economy be  buoyant, and t h a t  its government be   ab le   t o  raise the  money 
through  domestic  taxation;  the  proceeds must a l so   be   conver t ib le   in to  
foreign  exchange.  This two-gap problem did   no t   sur face   in   the   n ine-  
teenth  century  because in   the  developing  countr ies   of   the  day exports 
were growing much fas te r   than   na t iona l  income. Imports  therefore  lagged, 
and the re  was no pressure  on  foreign  exchange. The s i t u a t i o n  i s  re- 
versed when t h e  growth rate of  exports  drags  behind  that  of income. 
Some LDCs are much bet ter   p laced  than  others   for   rapid growth of exports; 
LDCs are f a r  from being a l l  a l ike .  It is t r u e   t h a t  any individual  coun- 
t r y  can  speed up i t s  exports  and  decelerate i ts  imports by adopting ap- 
propr ia te   po l ic ies ;   bu t  even so, the  fallacy  of  composition  reminds  us 
that the  capacity  of a l l  LDCs taken  together   to   increase  their   exports  
is much smaller, s ince what they do a t '  each  other's  expense  cancels  out. 
Exports  of  the  group as a whole  depend t o  a la rge   ex ten t  on the  wil l ing-  
ness  of  the  developed  countries  to buy more from them. LDCs w i l l  not   be  
able   to   maintain a 6 per  cent growth t a rge t  and meet a l l  the i r   debt  ob- 
l igations  unless  the  developed  countries now  make more space  for  them i n  
world  trade, by dismantling some of t h e   b a r r i e r s   t o  LDC exports. 

The third  reason why a h igh   r a t io  of foreign  obl igat ions was more 
manageable before 1913 is t h a t  it rea l ly  was less of a burden.  In  the 
f i r s t   p l a c e ,   t h e   r a t i o  of   equi t ies   to  bonded debt was la rger .   Pr iva te  
inves to r s   bu i l t  a l o t  of infrastructure   ( ra i lways,   e tc . ) ,  as well as the 
factories,   plantations,   and  mines,  so the   p rof i t s   to   be   t ransfer red  
f luctuated p a r i  passu with  foreign exchange  earnings. 

I n   t h e  second  place,  the  ratio  of  short-term  to  long-term  debt was 
negl ig ib le ,  and it was the  heavy  charges  on  short-term  debt  that  started 
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forcing LDCs into  bankruptcy  already  in  the 1950s  and  1960s  although 
the   r a t io  of  outstanding  debt  to  exports was still  small. I n  1913 the  
United Kingdom's outstanding  short-term  loans were only  about €300 mil- 
lion,   in   contrast   wi th   long-term  lending  of   near ly  €4,000 million. But 
the  developing  countries  have  been  shut  out  of  the  long-term  capital 
markets  of  the  United Kingdom, France,  and the  United States by the  
foreign exchange r e s t r i c t i o n s  o f   t h e   f i r s t  two and  by the  %blue sky" 
laws of the  third.   This  exclusion  of LDC governments  from private   port-  
fo l io  borrowing is a major  change in   t he   i n t e rna t iona l  economic order ,  
with  major  adverse  consequences. Government-to-government lending i s  a 
pa r t i a l   bu t   i n su f f i c i en t   subs t i t u t e .  So LDC governments  have  been 
dr iven  into  short- term  borrowing;   through  suppl iers '   credi ts   in   the 
1950s  and the  1960s,  and  Eurocurrency  loans i n   t h e   f i r s t   h a l f  of t h e  
1970s.  Already a t  the  end  of  1972  about 30 per  cent  of LDC obl igat ions 
were shor t  term, and t h e   o i l   c r i s i s  is pushing this   f igure  higher   and 
higher./ A curtailment  of  short- term borrowing,  with  corresponding 
expansion  of  access t o  long-term  lending, is the   b igges t   f inanc ia l  re- 
quirement  of LDCs. 

The third  reason why foreign  obligations.were easier t o  manage be- 
fore  1913 is  that  debt  could  be  rolled  over.  In  1913 a government could 
borrow i n  Europe for  unspecified  purposes,   or  even  specifically  to  pay 
off   o ld   debt   or   the   interest   thereon,  whereas nowadays the  World  Bank 
and t h e   b i l a t e r a l  government agencies   insis t  on tying new loans   t o  new 
projects .  The only good thing  one  can  say  of  today's  large  debt  to 
European  and  American  bankers is t h a t  it can  be  rolled  over,   thus  in- 
creasing  the  f lexibi l i ty   of   debt  management. But i t  would b e   b e t t e r  
s t i l l  f o r  LDC governments to   rega in  access t o  long-term capital   markets,  
with some capac i ty   to  borrow for  roll-over  purposes.  This would a t  
least diminish  the  frequent  unpleasantness  of  asking  the Paris Club t o  
reschedule  short-term  obligations. 

In  sum, LDCs have a continuing  need  for  long-term  finance  for 
cap i t a l  development, i n   t h e  absence  of  which  they w i l l  be   d r iven   e i ther  
t o  more short- term  f inance,   or   to   inf la t ion,  a t  the  expense  of  exchange 
s t a b i l i t y .  What is wrong, in   the  current   s i tuat ion is not   that   debt  
r a t i o s  are high--they are low  by his tor ical   s tandards.  What is wrong 
is the  s t ructure   of   the   debt :   too  short  and too much t i e d   t o   p r o j e c t s .  
What we need is an  adequate  flow  of  long-term  finance,  of  various  kinds, 
through a l l  conceivable  channels,  including a long-term  capital  market 
reopened t o  good borrowers,  supplemented by the   mu l t i l a t e ra l  and bi-  
lateral government agencies and  by private foreign  investment,  on terms 
ranging from  market rates . to   grants   to   the  poorest   countr ies .   This   has  
been  agreed by governments  ever  since  the  beginning  of  the  1960s. Mem- 
bers  of  the  Organization  for Economic Cooperation and  Development are 
pledged to  an  annual  net  flow  of  not less than 1 per   cent   of   their  
nat ional  incomes  and  have further  agreed  that   the  average rate of  in- 
terest on  the government-to-government p a r t  of this  flow  should  not 
exceed 3 per  cent.  If  the  developed  countries  actually  honored  these 
commitments, which are not   par t icu lar ly  burdensome, the  flow  of  long- 
term finance on  reasonable terms would be  adequate; we could  reduce  the 

61 I need  not   pursue  here   the  implicat ions  of   the   oi l   cr is is .  It is 
c l ea r   t ha t  what t he   o i l   impor t ing  LDCs need f o r   t h i s  is a spec ia l  medium- 
term (say,  15-year)  security,  producing  about US$lO b i l l i o n  a year   ( the 
amount by which t h e i r   o i l   b i l l s  were increased)  and  tapering  off  over 
10 t o  15 years.  Short-term  finance w i l l  probably  have to  be  rescheduled 
i n  numerous cases. 
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short-term  borrowing and  would not  have  to  bother  about  the  burden  of 
debt. The problem, then, is how t o   g e t   t h e  developed  countries  to keep 
t h e i r  commitments, bu t   t h i s  is outs ide my present terms of  reference 
(apart  from t h e   f a c t   t h a t  I do not know the  answer). 

Conclusion 

Put t ing  together   the  var ious  sect ions  of   this   paper ,   the  answer  of 
the   h i s tor ica l   record  is t h a t   t h e  exchange s t a b i l i t y  of  developing coun- 
tries is menaced  by secular   dec l ine   inwor ld   p r ices  (which depresses  the 
economy, increases  the  debt  burden,  and  worsens  the terms of t r ade ) ;  by 
cyc l ica l .   f luc tua t ions  .(which ca l l   f o r   l a rge r   fo re ign  reserves than  can 
be  afforded); by  an  excessive  offer  of  short-term relative t o  long-term 
finance; and by developed  country  barriers which r e t a r d   t h e  growth r a t e  
of LDC exports.  Since a l l  these  forces  were in   ope ra t ion  i n  the  1950s 
and 1960s, it is not   surpr i s ing   tha t   there  was a record number of de- 
valuat ions and defaul t s ,  though  of course a subs t an t i a l  number of these 
a l so   r e su l t ed  from human e r ro r .  

I f   t h i s  list seems to   t ake   us  beyond the   conf ines   tha t  are normally 
considered  to   be  appropriate   for   an  internat ional  monetary i n s t i t u t i o n ,  
t h i s   i t s e l f   unde r l ines   t he   d i f f e rence  between  developed  and  developing 
coun t r i e s   i n   t h i s   sphe re .   In t e rna t iona l  monetary  problems  derive from 
t h e   e n t i r e  network  of i n t e rna t iona l  economic r e l a t ions  and cannot  be 
solved  within  the walls of  any s i n g l e   i n s t i t u t i o n .   I n   f a c t ,   t h e  de- 
veloped  countrTes,  with  stronger  economies, less dependence on in t e r -  
national  inflows, and easy  fraternal  relations  between  central   bankers,  
could  get   along  fairly,well   without  an  international  monetary  insti tu- 
t ion; and  having  one,  could manage qu i t e  well i f  its function was con- 
f ined   to   d i scuss ing  changes i n  exchange rates. To the  LDCs, on t h e  
o ther  hand, a n   i n s t i t u t i o n  which did  not  look beyond  exchange rates t o  
the  wider  context which determines  international monetary  flows  could 
be a menace rather   than a help.  Given t h e   d i f f e r e n c e   i n   t h e i r  im- 
media te   in te res t s ,   the   ins t inc t  of the  developed  countries w i l l  b e   t o  
narrow the  discussion,   while   the  inst inct  of the  developing w i l l  be   to  
widen it. In  the  long  run,   our   salvat ion lies i n   t h e  General Motors 
proposit ion: What is good for  the  developing  countries i s  a l so  good 
f o r   t h e  developed. 

n n n n  

MR. SOUTHARD: Thank you, S i r  Arthur. 
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Questions  and  Answers 

Following  the  formal  presentations, D r .  Wi l f r ied  Guth 
and S i r  Arthur Lewis answered wri t ten.quest ions from 
the  audience. 

DR. GUTH: The f i r s t   ques t ion :  Would your reasons f o r  opposing 
"target zones" for  exchange rates  also imply  that there should be no 
snake? 

I l e f t   ou t   t he   snake   i n  my oral   presentat ion.  I have deal t   wi th  it 
in  the  wri t ten  vers ion.  I think  the  snake is a separate  issue.  The 
very  fact   that  I have  already  referred  to,  namely, t ha t  we have no 
chance  whatsoever in  the  foreseeable  future--and  probably  that 's a 
rather  long  foreseeable  future--of  returning  to  fixed exchange r a t e s   i n  
our   internat ional  monetary  system,  demonstrates that   the  snake experi- 
ment is a separate   issue.  And, a s   f a r   a s   t he  snake  experiment i s  con- 
cerned, we have a l l  seen  that   there  have to  be  rather  frequent  changes; 
and, a t  times, when there  was the   i l lus ion   tha t   f ixed  exchange r a t e s  
within  the  snake  could  be  defended by heavy intervent ion  pol ic ies ,   the  
attempts  to  defend  the exchange r a t e  arrangements  caused  disagreement 
among the   cen t r a l  banks  concerned.  Therefore,  the  only way the  snake 
can  survive i s  by adoption  of  the method which  has  recently  been so 
eff ic ient ly   put   into  effect   (a l though  with a smaller and smaller 
physical s i z e  of  the  snake), i.e., to   react   quickly and t o  change pari- 
ties once  one sees tha t   the   " ta rge t  zones" a re   no t   r ea l i s t i c .  

So there  is f o r  me r ea l ly  no comparison  between the two quertionr. 
I would, for  other  reasons,   favor  the  continuation of the European mini- 
snake as   long  as   the  par t ic ipants   think it is useful. And, t o  put i t  
quite   f rankly,  I would  even go a s tep   fur ther  and say--as long a. the 
small participants  consider it use fu l   t o   be   i n   t he  snake. And r t i l l ,  
for  perhaps  emotional  reasons, I would not   l ike  to   give up tho idor of a 
stronger European  harmonization  of economic and other policlor which 
would then make the  snake  arrangement easier to  handle. But that ' 0  
hopq; it 's not more than hope a t   t h e  moment. 

Now the  second  quegtion: The s teps   to  be taken to M t h W  bk0 
private banking system of the burden of assuring too p a @  B oharr, of 
the f i n a w i n g  of LDCs are a step  in the r i g h t  direotCon, bwb 8" 
f i c i e n t   t o  prevent a bZocking of the  internationat mebrury ##Om tf 
there 23as a major  soZvency accident if one remedorr 6kQ cww @Lid Of 
the  debt is owed t o  banks whose lenders of h8t ~ W r d  (wlb We 
Zenders. This aspect, which  would  have the IMP a a #  a8 4 b b  
resort, is never  discussed. why? 
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That i s  an interest ing  quest ion.  what Arthur Lewis said seems 
t o  me t o   b e   t h e   r i g h t  answer.  That is, i f  we should  have  to  r ide  out a 
major  slump i n   t h e  world economy and  cope  with  deficits   of  the develop- 
ing  countries,  then  the  combination  of  commercial  bank lending--which 
would then  probably  be  very  cautious--and IMF transact ions would not  be 
s u f f i c i e n t ,  as he  has  clearly  said.  Therefore,  the  lender of last  re- 
s o r t  must be  equipped  with  greater means, as I have  said  before.   In my 
writ ten  vers ion I have  even  included a reference  to   the  so-cal led 
Kissinger  fund as a safety  net   i f   that   should  happen,  i.e., i f  we should 
come i n t o  a real world crisis requir ing a tremendous volume of  funds. 
I f  I read  the  quest ion  correct ly ,  my answer would be   t ha t   t he  commercial 
banks, as long as there  is no case of a major .defau l t ,  w i l l  be   ab le   to  
car ry   qu i te  a b i t  of the  burden,  improving  coordination  and  cooperation 
wi th   the  IMF. A s  I sa id ,  of  course,  the real danger would occur i f  one 
of the  debtor  countries  runs  into real defaul t .  Then the  IMF and other  
i n t e rna t iona l   i n s t i t u t ions  would have t o   i n t e r v e n e   i n  time to  prevent 
t h i s  becoming a chain  reaction. 

Based on your experience  as a private banker, how real  are  the 
fears  of  foreign exchange losses in  the  international banking  system 
at  present? 

Well, the  answer i s  very  simple. A bank  normally  shouldn't  incur 
foreign exchange l o s s e s   i f  it handles its foreign  operations  prudently. 
And, therefore ,  I think it is not s o  much on the   s ide  of  banks as on the  
s ide  of   business   that   there  is a fear   of  exchange loss .  Looking a t  t h e  
companies with which I am famil iar ,  what they  fear  is a decline--a  sud- 
den as well as a gradual  decline--in  the  exchange rates of  those.coun- 
tries where  ' they  have  their   subsidiary  companies,   where  their   total   earn- 
ings  from  foreign  operations  could come  down to   zero   i f   they   have   to   be  
corrected  for  exchange rate changes. But there  is no remedy f o r   t h i s .  
As w e  have  seen,  the  revaluation  of  the  strong  currencies--of  the 
deutsche mark, of t h e  yen--has been  unavoidable,  and t h i s  is a pr ice  
that   has   to   be  paid  for   keeping  the  system  in   equi l ibr ium. The other  
kind  of  exchange  loss  that  could  occur is the  one  to  which I have j u s t  
referred--the  exchange  loss  through a moratorium o r   a n   i n a b i l i t y  of t h e  
indebted  country  to  repay. But here  I would repeat  what I have  said- 
I r e ly ,  as Sir  Arthur  has so c lear ly   sa id ,  on the   h i s tor ica l ly   p roven  
p o s s i b i l i t y  of the  system  to  revolve,   to renew,,  and to   g ive  new c r e d i t s  
to  repay  old  ones.   This might not   be  reassuring  to  a very  conservative 
mind, bu t  it is the  only way to   ge t   over   the  problem. And, therefore ,  
I wouldn't  be  too much a f r a i d  of  banks  incurring  foreign  exchange  losses 
as long as the  system  functions  in  the way I have t r i e d   t o   d e s c r i b e .  

I have  one more question,  probably  the  one you  have  been ex- 
pecting: In view of the  fact   that  Germany's growth rate i s  fal l ing more 
and more behind the   o f f ic ia l  growth targets, i s  it jus t i f i ed   t o  say that 
advice t o  her t o  accelerate growth i s  superfluous? 

Well, I t r i e d   t o   e x p l a i n   t h a t .   F i r s t ,   t h e   f a c t  that the  growth 
rate is  fa l l ing   behind   ta rge ts  is very much regre t ted  by the  Government 
i t s e l f ,  and i t . d o e s n ' t  make the  posit ion  of  the Government easier. 
Second, I t r i e d   t o  make it  c lear   tha t   tha t   advice ,   in   the   t rue   sense   o f  
advice,   ought  to come from the  IMF--and behind  the  scenes--and-not  from 
other   countr ies .  I have felt  over   the  recent   per iod  that  advice--so- 
cal led  advice  or  admonition--from  one country  to  another  only creates 
i r r i t a t i o n  on  both  sides. Those who give  the  advice  get   exci ted  i f  i t  
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is rejected,  and those who receive the  advice  feel   that   they  should not 
be  lectured by someone else. And t h i s  is t rue   i n   bo th   d i r ec t ions .  The 
surplus   countr ies   shouldn ' t   lecture   e i ther ;   they  have done i t  sometimes 
but  they  shouldn ' t . 

Fina l ly ,   there  is a difference between  advice t o  grow faster and 
advice what t o  do. The adv ice   t o  grow f a s t e r  is really--and  on t h i s  I 
am fully  convinced--superfluous  and  not  helpful. I have s e e n   t h a t   i n  
some discussions it has   been  said  that   the  German Government f a i l e d   t o  
be   f a s t  enough i n   t u r n i n g  around  the  orientation  of its f i s c a l   p o l i c i e s .  
That was good advice,  but i t  a l so  came at  t h e  same moment  when the  
German Government i t s e l f  had  discovered  that i t  was too late.  And  why 
was it too late? Because i t  did  not estimate cor rec t ly   the  rate of 
growth.  There w a s  an e r ro r   i n   e s t ima t ing   t he  rate of  growth,  and  the 
e r ro r  was committed  by  everybody. And the  same e r ro r  was committed i n  
predicting  long-term  interest  rates. Nobody thought i n  Germany t h a t  we 
would end up a t  6 p e r  cent a year  ago, nobody thought  of it. J u s t  as I 
sa id  I c la imed  the   r igh t   to   e r rors  and  omissions a t  the  beginning  of my 
lec ture ,  so governments  have the   r i gh t   t o   c l a im  e r ro r s  and  omissions 
too.  But, still ,  as f a r  as t h e  Fund is concerned--and as I j u s t   s a i d  
to  Sir  Arthur--the  only  point  of  disagreement,  the  only l i t t l e  point  of 
disagreement  with what he  has  said  (otherwise,  w e  f ind   ourse lves   in   fu l l  
accord) is when h e   s a i d  a s t rong  central   organizat ion  for   the  interna-  
t i o n a l  monetary  scene,  with  broad  scope, is necessary  only  for  the LDCs , 
whereas t h e  developed  countries,   with  their   central   bankers  being so 
friendly  with  each  other,  could  very w e l l  do without it. There I dis- 
agree. I think i t  has  been  very  clearly  proven  that  we need ( in   o rder  
not  to  have  this  country-to-country  admonishing) a cent ra l   au thor i ty  
which  has   real ly   the  possibi l i ty  and the  means of  advising  countries 
what t o  do. In   o the r  words, i f   t h e  Fund four months  ago  had to ld   t he  
German Government (and I don't  know whether Mr. Witteveen  did so)  

probably would have  been  helpful. 
I1  You might  have t o  change  your f i s ca l   o r i en ta t ion  more rapidly,"  i t  

What I am saying is  not meant t o  imply a rejection  of a l l  advice. 
It is j u s t  a r e j ec t ion  of  the  slogan "Please grow faster,"  because such 
a s logan  only  underest imates   the  diff icul t ies   of  growing f a s t e r .  It i e  
not  l ike  opening a water valve  and  saying  that i f  we pump so  much i n t o  
the economy then we w i l l  grow fa s t e r .  It is  not  easy i n   t h e   s h o r t  run 
t o   a t t a i n   f a s t e r  growth. And therefore ,  as I have sa id  on another oc- 
casion,   to   advise   surplus   countr ies   to  grow f a s t e r  reminds m e  of thc 
old  saying  in   Russia ,   whenhotel  rooms were shor t ,  "Sleep f a s t e r ,  
comrade. 

* * * *  

SIR ARTHUR LEWIS: This  question  reads: Your remarks h p z y  hut; do 
not seem to  recognize  another crucial difference between 1923 and thrr 
present:  the balance between eonszmrption and savings i n  the LDCs and 
the  smaller share i n  rising national income,  which is now avaitnbta for 
debt service. What I% the remedy fo r   t h i s?  

One must, I th ink ,   d i s t inguish  between  "investment" and "8nvl.ng. ** 
As f a r  as investment is concerned,  the  proportion  of  national lncomu 
t ha t  is be ing   inves ted   in  less developed  countries is not any hlglwr 
now than  the  proport ion  being  invested  in  Canada, or   Aus t ra l ia ,  or any 
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of  the  other borrowing  countries--big  borrowing  countries--in  1913. The 
net  or  gross  investment  in  the LDCs is no t   a l l   t ha t   pa r t i cu la r ly   h igh .  
Regarding  saving,  the  question is more to   the  point .  The share of  sav- 
ing   in   na t iona l  income has  been  r ising  quite  .steadily over t h e   l a s t  25 
years  in  the  developing  countries--net  saving is probably now of the 
order  of  about  10  per  cent  of  the  national income (which i s  not  very 
d i f f e ren t  from Br i t i sh   ne t   s av ing   i n   t he   f i r s t  decade of the  nineteenth 
century). The r a t e  is, admittedly,  too  small,  but it is cer ta in ly  go- 
ing  up a l l   t h e  time. And LDCs differ  very  widely in the   qua l i ty  of 
t h e i r  performance on t h i s .  But i f  you just   take  the  overal l   average of 
LDCs, their   record  for   the  increase  in   the  share  of  saving  over  the  last  
25 years is n o t   a t   a l l  bad. 
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Concluding Remarks 

Frank A. Southard, Jr. 
President,  Per Jacobsson Foundation 

Both speakers, I think  very  properly,  have emphasized the  need f o r  
cent ra l   o rganiza t ion   in   th i s   sys tem”or   nonsys tem” which we are liv- 
ing. Those of  us who have l ived   wi th   the  Fund over a long  period  of 
time and  have  watched its evolution,  of  course know t h a t  i ts main t a sk  
has  been t o  carry  out  the  process  of  surveil lance  of  the  system (which, 
as D r .  Guth h a s   s a i d   i n   h i s   f u l l   t e x t ,  is emphasized i n   t h e  new Articles 
of Agreement t h a t  are now be ing   r a t i f i ed  by member countries).  So what 
we must hope f o r  is tha t   the   cen t ra l   o rganiza t ion  and i ts  re l a t ed  insti- 
tu t ions  (as Dr. Guth has   l a id  them out) w i l l  f ind a way i n  which there  
can  be  discipl ine,   in  which there  can  be  guidance, and of  course, as 
both  speakers  have  said, i n  which there  can  be a provision  for  the  kind 
of resources   that  are going  .to  be  needed as we look  ahead i n  an  unbal- 
anced  world. 

I thank you a l l  fo r  coming. It has  been a p leasure   to  see t h i s  
good attendance.  In due course  these two fine  papers,   together  with 
the  questions and  answers, w i l l  be   pr inted,  and you w i l l  b e   a b l e   t o   g e t  
copies  of them i n  one or  another  of  the  three  languages. 

And f i n a l l y ,  I express  our  appreciation  to D r .  Guth and t o  
Sir   Arthur Lewis for   t ak ing   the  time and the care to   p repa re   t he i r  
statements. We w i l l  now adjourn.  There w i l l  be  an  opportunity  for 
private t a l k  and a small reception. We hope t o  see you again  the  next 
time. Thank you  very much. 
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