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INTRODUCTION AND SUMMARY

Our balance of payments position is much more precarious than is
indicated by the official statistics. Basically it has worsened and not
improved since january 1968. Assuming that there is no crisis before
January 20, the new administration will have to face a fundamental decision.

It will have to decide whether it wishes to make a major change in our inter-

national monetary relations soon after it takes over, or whether it will make‘
such a change bnly if and when the present system will have become clearly
unworkable. It can suspend convertibility of the dollar within a few weeks of
assuming office, throwing the responsibility upon its predecessor. Or it can
maintain convertibility at the‘present price of gold accepting the economic and
political constraints of doing‘éo, with the risk of having to suspend anyvhow
some time later, éresumably in the midst of a crisis which would have developed
under the new administration.

If a crisis should break out before January 20{ it would be highly
desirable to suspend the convertibility of the dollar into gold before our gold
stock declines much below 10 billions; but only President Johnson could do that;
and the President«éiect could only bring his influence to bear iﬁ this direction.

Domestic inflation has been‘excessive'and must cleérly be brought
under control, Most of the members of this study group doubt, however, that
disinflationary monetary an@ fiscal policies alone will be suffiéient to hold
the international value of the dollar without permanent controls and threats
of crisis. Thé present inflation may have already gbne too far. If this turms
out to be the case, then gold‘convertibility of the dollar at $35 an ounce

must vield to more important objectives. However, we realize that the timing
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Introduction and Summary , page 2.

involves important political considerations to which economic judgmeﬁt may
have to yield.

" As is discussed in Part I of this report, the operation of the
internationa; monetary system in recent years has left much to be desired.
The problem which will face the new administration is not just to cure the
U.S. balance of payments deficit, but also to bring about a more efficiently

operating international monetary system. Major policy actions should take

both objectives into account. The question of the apprepriate kind of action
must be faced by the new admiﬁistration even if it should be decided that
acfion will not be taken promptly, because even then it will be necessary
.to be properly prepared for the later necessity of making a major change.

Qur major policy options (including that of continuing present
policies and waiting for disinflationary measures to bring relief) are dis-
cussed in Part II,

One type of change would involve an adjustment of the exchange-rate
structure, and possibly a general (though not uniform) increase of the price
of gold, within a systeg in which the dollar is convertible into gold, or

1

partly into ''paper gold."

Itkwould be'desirable from the U.S. point of view for exchange rate
realignments to be brought about by appreciation of foreign currencies such as
xthe German mark, but we fear that a solution along these lines may\prove
impossible to attain. A perhaps more promising avenue for bringing about

exchange rate adjustment would be to work toward introducing greater exchange

rate flexibility into the Bretton Woods system.
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Any change in the price of gold, including a unilateralﬂdevaluation
of the dollar, requires Ccngressiqnal action an& thus becomes a political
decision. It also requires negotlation with foreign countries to the
extent that exchange rate realignments are involved. These discussions could
go forward only under the cover of suspension of gold convertibility.

This brings us to a second type of change which is an alternative
to that just outlined. A policy of inconvertibility could be adopted not
just temporarily. Decisions on the price of gold and on exchange rates could
be postponed indefinitelv. This would allow other countries to decide whether
they want to peg to the dollar or éllow it to float. In fact, suspension of
convertigility, if coupled with reasonable monetary and fiscal policies on
the part of the United States and close international cohsultation and
cooperation, might prove a viable long-run system under which most countries
would continue pegging thelr currencies to the dollar. |

Exchange rates have proved decisive for the success of a regime.
General de Gaulle devalued the franc upon assuming office and, with the help -
of sound fiscai and monetary policies, provided himself with a strong financial
base for his foreign and domestic policies. Prime Minister Wilson decided nof
to devalue and found himself hampered in all his policies by the consequences
of that decision. 1In the end, he had to devalue anyhow and had to shoulder
the political onus of.the action. This points up the political importance
of a speedv solution for the balance of payments problem. It does not
necessarily mean that devaluation (lowering of the dollar rate) is the only
possible answer.

i
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SUBSTITUTE THE FOLLOWING FOR THE FIRST
THREE SENTENCES IN THE SECOND FULL
PARAGRAPH ON PAGE 12, PART 11

It is therefore necessary to allow parities to change gradually
in response to market trends. This can be achieved in different ways,
but requires a second change in the IMF Charter. One method would be
to adjust parities automatically at_frequent intervals to a moving average
of the market rate prevailing during, say, the preceding twelve months.
Another would be to change the rate by small steps, say, 2 percent a year
or one-sixth of one percent a month, if it has remained for some specified
time at the upper or lower end of the band and had to be supported by the

central bank.
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" INTRODUCTION AND SUMMARY

Exchange rates have proved decisive for the success of a regime.
General! de Gaulle devalued the franc upon assuming office and, witﬁ the
help of sound fiscal and monetary policies, provided himself with a strong
financial base for his foreign and domestic policies. Prime»anister wilson
decided not to devalue and found himself hampered in all his policies by the
consequencgf&F that decision. In the end, he had to devalue anyhow and had
to shoulder the political onus of the action.

Our balance of payments position is much more precarious than is

 Qdacatday '

indicated by the official statistics. It has worsened and not improvadsince
January 1968. Assuming that there is no crisis before January 20, the new

administration will have to face a fundamental decision. It will have to

decide whether it wishes to make a major change in our international monetary

relations soon after it takes over, or whether it will make such a change only

and when the present system will have become clearly unworkable. [t can

i
—

suspend convertibility of the dollar wiihin a few weeks of assuming office,
throwing the responsibility upon its predecessor. Or it can maintain converti-
bility at the present price of gold accepting the economic and political con-
straints of doing so, with the risk of having to suspend anyhow some time later,
presumably in the midst of a crisis which wouid have developed under the new
administration.

If a crisis should break out before January 20, it would be hiéhly
desirable to suspend the convertibility of the dollar into gold before our gold
stock declines much below 10 billions; but only President Johnson could do that,
and the President-elect could only bring his infiuence to bear in this direction.

Domestic inflation has been excessive and must clearly be brought

under control. Most of the members of this task force doubt, however, that
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disinflationary monetary and fiscal policies aione will be sufficient to hold
the international value of the dollar without permanent controls and threats
of crisis. The present inflation may have already gone too far. |{f this is
the case, then gold convertibility of the dollar at $35 an ounce must even-
tually yield to more important objectives. Yetthere may be merit in avoid-
ing immediate suspension of convertibility and '‘playing for time' until the
situation becomes clearer, We realize that this is a political decision in
which econoﬁic judgment may have to yield.

As is discussed in Part | of this report, the operation of the
international monetary system in recent years has left much to be desired.
The problem which will fgce the new administration is not just to cure the
U.S. balance of payments deficit, but also to bring about a more efficiently
operating international monetary system. Major policy actions should take ‘

both objectives into account. The question of the appropriate kind of action

must be faced by thépew administration even if it should be decided that action
will not be taken promptly, because even then it will be necessary to be prop-
erly prepared for the later necessity of making a major change.

Our major policy options (including that of continuing present
policies and waiting for disinflationary measures to bring relief) are dis-
cussed in Part 11.

One type of change would invelve an adjustment of the exchange-rate
structure, and possibly a general (though not uniform) increase of the price
of gold, within a system in which the dollar is convertible into gold, or
partly into "paper gold."

It would be desirable from the U.S. point of view for exchange rate

realignments to be brought about by appreciation of foreign currencies such as
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the German mark, but we are broadly of the opinion that a solution along these
lines may prove impossible to attain. A perhaps mére promising avenue for
bringing about exchange rate adjustment would be to work toward introducing
éreater exchange rate flexibility into the Bretton Woods system.

Any change in the price of gold, including a unilateral devaluation
of the dollar, requires Congressional action and thus becomes a political
decision. It also requires negotiation with foreign countries to the extent
that exchange rate realignments are involved. These discussions could go for-
ward only under the cover of suspension of gold convertibility.

Decisions on the price of gold and on exchange rates could be post-
poned indefinitely under a policy of inconvertibility which would allow other
countries to decide whether they want to peg to the dollar or allow it to float.
in fact, suspension of convertibility, if coupled with reasonable monetary and
fiscal policies on the part of the United States and close international con-
sultation and cooperation, might prove to be not just a transitional solution,
but a viable long-run system under which most countries would continue pegging

their currencies to the dollar.
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PART |

ANALYSIS OF RECENT DEVELOPMENTS AND POLICIES
AND STATEMENT OF POLICY OBJECTIVES

PAST DEVELOPMENTS AND POLICIES

The American balance of payments has been in 1afge deficit
from 1958 to 1968, 11 years in a row, not to mention a series of smaller
deficits from 1950 to 1956. The cumulative effect has been to reduce th%f
gold stock from $21 billion in 1958 to a little over $10 billion by mid-1968,
At the same time "liquid liabilites" have risen from $17 billion (of which
Q?o Avert
$9713% billiog‘foreign official holdings) in 1958 to $33 billion (of which

A v
$§14 billioqﬂofficial holdings) at mid-1968.

The Overhang of Foreign Owned Dollar Balances

This "overhang" of foreign owned dollars in excess of our gold
stock makes maintaining confidence in the dollar essential if we are to
preserve the free convertibility of these dollars into gold. While even ;
basically sound balance of payments position may not always be sufficient to
remove the threat posed by the existing overhang of foreign held dollars, a
basically weak position clearly strengthens such a threaﬁ. We cannot finance
a substantial deficit forever. We cannot expect foreign central‘banks to
continue to absorb large quantities of unwanted surplus dollars and our
ability to finance deficits through further gold losses is éeverely limited,

) In fact, as is indicated by the figures cited in the first
paragraph, the United States is in the position of a banker who has over-

extended his liabilities. If a run began on the dollar, i.e., if large

scale conversion of dollars into gold were to occur, the United States would
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not have enough gold to meet all potentialvdemands. The closing of the
London gold pool in March 1968 and the initiation of the two tier gold
price system has presently eliminated therdanger of a run on the dollar by
private gold speculators. But private dollar holders may switch into other
currencies and in that case the threat of conversion of dollars into gold
by foreign central banks would increase. ‘ I°a

As is discussed further below, there is a distinct possibility
for which we ought to be prepared that unless fundamental corrective action
is taken very soén such a crisis will occur at some time during the next

Administration.

Qur Present Balance of Payvments Position

Contrary to the impression one gets from official statements,
our balance of payments position has not improved but has further deteri-
orated in the first half of 1968. True, the deficit on the so-called
"liquidity basis' has dropped from $3.6 billion in 1967 and $2.6 billion
in the first quarter of 1968 to $680 million (seasonally adjusted annual
rate) in the second quarter of 1968. But this was largely due to "special
transactions” with foreigh governments and banks which are arbitrarily
excluded from the deficit. Without such "window dressing" the deficit would

A Vina ) ooy d e
‘remain of the same order of magnitude as last year. Furthermore, muchzof~ 5

Q tuilef
the *improvement" in the liuqidity balance was caused by unusually large
temporary. inflows of foreign capital caused by such factors as exceptionally

high interest rates in the United States, and the New York stock market

boom attracting capital, the political upheaval in France leading to con-
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giderable capital flight out of that country and the tight controls placed
on U, S. direct foreign investment. The richest country in the world in
the role of a net importef of long~term capital on a large scale is an
unnatural phenomenon which cannot be expec;ed to continue.

Meanwhile, our traditiomally strong trade surplus has deteri-
orated to almost zero in the first half of 1968, largely as a consequence
of our accelerating inflation and unsustainable growth rate. The balance
on goods and services has fallen from $8.5 billion in 1964 to less than
$2 billion (annual rate) in the first half of 1968. This is a sharp drop
even from the 1967 figure of $4.7 billion, and the drop would have been
even sharper had not an increase in foreign investment income, the fruit
of U, S. capital exports in past years, offset a part of the worsening of
the trade balan;e;

This is a very precarious position. The surplus on goods
and services is grossly inadequate to cover government expenditures abroad
and normal capital exports. If nothing decisive is done to improve the
trade balance a sharp deterioration of the overall balance must be expected
as soon as the abnormal i;flow of foreign capital comes to an end. Such a
deterioration is very iikely to trigger an acute confidence crisis and run

on the dollar.

o

The Failure of Past Balance of Payments Policies

It is clear from the above discussion that U. S. balance of
payments policies over the past few years have completely failed of their

purpose to restore equilibrium. Most measures taken have been of the nature
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of specific controls designed to influence directly particular segments
or even individual items of balance of paymenﬁs.

American foreign aid has been increasingly tied in contra-
diction to the principles of multilateralism and nondiscrimination which
traditionally have governed U. S. foreign econ;mic policy. ‘Buy~American
policies applied to government expenditures require purchases of goods 7
at home which may cost up t§ 50 per cent more than similar foreign—made'
products thus increasing budgetary costs and sharply reducing the real
aid given to the recipients. Duty-free allowances for U.S. tourists abroad
have been progressively reduced and it was even proposed that taxes be
imposed on foreign travel of Americans.

On capital account, the "temporary" Interest Equalization
Tax placed on U. S. purchases of foreign long-term securities has been
broadened and extended. The "temporary' voluntary controls placéd on
U.S8. direct foreign investment have likewise been extended and made more
stringent and in 1968 this de facto exchange control was made mandatory on
direct investment by a Presidential order authorized undér "national
emergency"” legislation. e |

The policy of specific controls which has been pursued in
recent years must be judged a failure. The promised restoration of balance
in the international accounts has not been achieveﬁ and "teﬁporary“ controls

had to be multiplied, tightened, and extended. The truth of two general

principles has again been demonstrated, first, the '"fungibility of money"

which enables it to flow around road blocks set up by artificial restrictions
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and, second, the tendency of specific and temporary controls to spread,
expand, muitiply, tighten, and become permanent unless decisive action is
taken either bf disinflation or a change in the exchange rate.

United States balance—of—payments policy since 1959 may
be characterized largely as a combination of s%ort-sighted expedients
with little emphasis on longer—term solutions. Most of these policies
were designed to buy time. Unfortunately, little productive use has d

been made of this time as far as fundamental corrections are concerned.

This is not a situation which can be prolonged much longer.

Parallels From the British Experience

The problem of balance of payments deficits is not peculiar
to the United States. In part, it is due to an inadequacy in the manner
in which our presént international monetary system has evolved out of
the Bretton Woods Agreement of 1944.

Exchange rates between countries have become much more
rigid than was originally anticipated by the designers of our international
monetary system. As a result, changes in exchange rate by a country with
a balance of payments deficit haveobecome a major political event, not
just an economic adjustment., There has thus been a tendency to maintain
exchange rates which have become clearly overvalued. This is well illus-
tz:gted by the recent British experience. For years, the British policy
has been to impose more and more controls, pursue stop and go financial
policies and use other distasteful means of "defending the price of the

pound" before finally devaluing in 1967. Once an administration affirms
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as a goal the defense of the present parity of its country's currency,

maintenance of such a policy becomes an end in itself, Then only with

a change in administration does a change in exchange rate policy become

an alternative which may not bear considerablg political costs, i.e,,

which will not be generally considered as an admission of a major

failure on the part of the administration in power. ;f
As is indicated by both the British and U.S. experiénces,

if the use of exchange-rate policy is ruled out countries which are not

willing to tolerate a high level of unemployment must reso?t to various

forms of controls ar special taxes as the only remaining ways to suppress

a balance of payments deficit. Thus in the 1960's we have witnessed a

drastic reversal of the postwar trend toward liberalization of international

payments which had led to an unprecedented growth of world trade greatly

benefiting all éarticipating countries and a substitution for that benef-

icent trend of an increasingly tight and stifling network of specific con-

trols and restrictions.

Special Drawing Rights and International Liquidity

A less pressing ?roblem that has faced the international
monetary system ii)that for growth in international reserves the world has
had to rely upon uncertain and haphazard soufces such as the output of
Souzh African gold mines, the vagaries of Russian gold sales and the
changing deficits in the U.S5. balance of payments.

This problem of international 1iquidity has received a good

deal of attention, in fact more than the basic problem of balance of payments
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adjustment. The concern about interna;ional liquidity hés eventually
led to the adoption of a plan to put the creation of internatibn#l liquidity
on a rational basis through the systematic creation by the IMF of a new
reserve asset called Special Drawing Rightg (SDRs.). The prospects
look bright for ratification of this extention of the IMF machiner& by
the member countries of the Fund.

While the SDR scheme undoubtedly will be a vety welcome ,;?
improvement of the international.monetary system, it mﬁst be stréssed
that by itself it does not offer a solution of the two most pressing
problems -- correction of the U.S. deficit and the removal of the threat
of an acute confidence crisis posed by the overhang of foreign owned
dollar balances.

The solution of these two problems depends primarily on

American decisions and policies. The nature of these decislons and policies

as we see them is discussed in the following pages.

Reproduced at the Richard Nixon Presidential Library & Museum

-,




page 8.

POLICY OBJECTIVES

The primary objective, thus, is éo restore at long last
equilibrium in the U.S. balance of payments. This does not mean that
the deficit, as conventionally defined (stripﬁed of window dressing)
nmust be completely eliminated; it means that it be reduced to a level
compatible with the willingness of the rest of ﬁhe world to increase their

dollar holdings, in line with the needs of growing world trade.

R B . Sk Lo - .
1?aw:b~“;~-W“‘This goal must be achieved without vioclating major objectives

of domestic economic policy, in particular the objective of maintaining
a high level of employment and a rapid rate of growth ét étable prices.
Furthermore, equilibrium in the balance of payments must be restored without
ad hoc restrictions on international trade, international travel and inter-
national capital.movements. Existing restrictions should be rapidly
eliminated, because they 5re wasteful and inefficient, undermine our free
enterprise system and thus reduce the rate of growth of the economy.
?%ngg, :
Some of our controls may have afforded some amount of balance of payments
relief in the short run, but we are already beginning to feel their delayed
adverse effect on our balance of payments, especially those ;g:gge direct

investment controls.

Curbing Inflation Indispensable for Restoring the Strength of the Dollar

If external equilibrium in the sense defined and the strength
of the dollar in world markets are to be restored without direct controls
of trade and payment, curbing inflation is a necessary although probably.

not a sufficient condition.
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From 1958 to late 1964 prices were reasonably stable and
from 1960 to 1964 the balance of payments improved greatly. Then inflation
set in again as a consequence of rapid monetary growth and huge deficits
in the federal budget caused by tax reductions and a veritable expenditure
explosion for war and domestic purposes. During the first 7 months of
1968 the consumer price index has been rising at a rate of over 5 per cent.
This rate of inflation clearly is intolerable from the pojit
of view of the internal economy as well as on balance of paymenté grounds.
The tax increase earlier this year was a step in the right
direction, but it came too late and the promised overall ;ut in govern-
ment expenditures has not been achieved. Furthermore, monetary growth at
a very high rate until Summer 1968 threatens to nullify the anti-inflationary
braking effect of the tax increase. The moderation of monetary expansion
since July is still to have its effect to reduce inflationary pressure.
This task force is concerned with the balance of payments.
It is possible to restore equilibrium in the balance of payments by a
sufficiently vigorous anti-inflation policy. But we cannot disregard over-
riding internal policy objectives -- high employment and growth; True,
for the time being there is no conflict between the directions which financial
policy should take to achieve both external and internal objectives, because
the present rate 6£ inflation is not only imcompatible with balance of pay-
ments equilibrium but also intoleraple in its effects on the domestic economy

on equity and efficiency grounds.
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Curbing Inflation Probably Insufficiéntl to Cure our Immediate-Bélance
of Payments Difficulties

ﬁuweven.tgg; degree of disinflation necessary to achieve
rapid balance of payments equilibrium would probably be greater than is

tolerable on domestic grounds. What is relevant for our trade balance is

the actual level of prices not just their rate of change. Our price level
may already be too high for equilibrium at present exchange rates even g?
inflation were successfully halted. Deflationary policies strong enough

to lower the price level would create an intolerable amount of unemployment.

Because of the inflationary expectations incorporatéd into
present wage and price policies, even a moderate curbing of inflation will s i
entail, in all probability, a temporary rise in unemployment and a temporary
reduction in the growth rate. Subsequently the empioyment situation should
improve, since when it becomes generally realized that the inflation will L
be curbed and reasonable price stab£lity restored, wages will increase
less rapidly even at high levels of employment.

Not only will it take time for tha‘effects of anti-inflationary
policies to be reflected in prices, but it will take even longer for the
effects to be transmitted to our trade balance.

A determined effort to curb inflation should bring some
immediate benefits. By creating a generally favorable climate at home and

abroad and so increasing the attractiveness of the dollar as an international

1 The following members of the Task Force believe that curbing inflation

will almost certainly be insufficient by itself: William Fellner,
Gottfried Haberler, Hendrik Houthakker,:Wilson Schmidt, Henry Wallich,
Thomas Willett. xﬁéﬂvtu,;gvaanuwo{)

The follow members o eli that r inflation
might we gygngﬂngjﬁggggigﬁéog q%@i %¥X{%i@é , Walter
Hoadley.
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reserve asset, it may well induce surplus countries to add to their dollar
balances, limit our gold losses and provide a breathing spell; But even
the restoration of a basically sound balance of payments position will

not free us from concern over the existing overhang of fofeign held dollars.

-

We Cannot Count on Foreign Actions to Substantially Improve Our Balance
of Payments in the Short Term

Our balance of payments, of course, depends ngt only on Kierican
developments but also on what happens abroad, primarily in the economies of
our principal markets, Western Europe, Canada and Japan. If they pursue
sufficiently expansionary (inflationary) policies or reduce their import
restrictions (tariffs, etc.) substantially, curbing inflation here may be 5
sufficient to restore a sound balance of payments position.

It is clearly unrealistic to expect foreign countries to
have additional‘inflatibn for the sole purpose of relieving us of our
balance of payments difficulties.

It would be helpful if the surplus countries could be persuaded
to reduce their trade barriers drastically on a nonreciprocal basis. But
again it would be entirely unrealistic to expect much help frém that source.
Unilateral reduction of trade barriers for balance of‘payments'support of
other countries is not part of the existing code of international good
behavior as laid down in the IMF Charter and GAIT rules. Nevertheless,
the efforts to secure nondiscriminatory treatment of American exports
should be pursued vigorously. | |

A revaluation of the German mark, the principal surplus

currency, would considerably help our trade position. But such a.move is
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highly unlikely, at least until after the Federai elections in September
1969. On the other hand, should continued weakness of the franc lead
to a French devaluation, the world monetary situation would worsen.

In the short run, the most important way in which foreign
surplus countries can affect our balance of payments position will be
their continued willingness to accumulate dollar balances rather than 4

demand payment in gold.
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Part II1

Policy Alternatives

Section A. Maintaining the Present Kind of '"Convertibility into
Gold’ at $35 an Ounce Under the Two-Tier System.

This policy is one of those open to the new Administration
on January 20. It amounts to the continuation of the present system in
which convertibility has become largely fictitious. We convert only the
dollars of official holders who commit themselves not to sell it at its
market price; we dissuade even these official holders from converting,
with distinctly harmful consequences for our international political
relations; and all Informed individuals know that 1f conversion neverthe-
less took place on an appreciable scale, then the system would collapse.

In spite of these defects the incoming President will be under strong
pressure to continue this strategy and it is therefore necessary to eval-
uate its chances of success.

At the time this is being written the foreign exchange markets
are quieter than they have been for some time. Since the sharp deteri-
oration in our trade account has been temporarily offset by a large inflow
of European capital and by new exchange controls the dollar is not under
any particular pressure. The free gold market is in the doldrums. Sterling
has shown more strength as the favorable effects of last year's devaluation
on British exports become apparent. The speculation on a revaluation of
the Cerman mark has reéeded, but the French franc remains under suspicion,

It must be feared that this calm is deceptive, Every one of
the world's four major currencies has been under severe speculative pressure

during the last twelve months. The apparent improvement in the dollar

BOTUL A _ o
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may turn into renewed weakness as soon as the foreign buyers of American
securities change their minds; in any case, they can hardly be cupccted
to continue their purchases at the present rate. The exchange controls

introduced by Presldent Johnson on January 1, 1968, will ultimately

it 't

weaken the dollar by making it appear an undesirable "soft” currency.
These measures are incompatible with free enterprise and with the cfficient
use of resources. Yet in the short run the removal of exchange controls,
thoroughly desirable though it 1is, will probably have an adverse cffecct
on the dollar.

The situation abroad also presents real dangers. The weakness
of the French franc, in particular, is still likely to lead to a devalu-
ation, since the French have traditionally preferred an undervalucd to

an overvalued currency, and since they may wish to restore their depleted

reserves by running a surplus. Any French move would have wide reper-

cussions because of the cholces with which the other Common Marke:r countries

will then be faced. Germany, for instance, 1is not likely to follew the
French, but a French devaluation would probably rule out the German revalu-
ation that is greatly to be desired from our point of view. Sterling
might then also be devalued again. The net result would therefore be a
further wveakening of the dollar.

One strategy would be to wait for all these dangers to materi-
alize on the grounds that none of them 1g certain and that any major

change in international monctary relations might do more harm than poad.

This strateyy would necessarily be based on the forecast that, by curbinn

Nl e
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inflation, the supply of dollars to foreigners can be reduced sufficiently
to remove the threat of large-scale conversion into gold, and to remove
also the danger that foreign markets and monetary agencies will bccomn
unwilling to accept additional dollars under the present systen.

Most members of our Task Force feel sceptical about a policy

=)

based on this hope.l To be sure, a collapse of the system has go {or
been avoided, even though inflation has been accelerating, but our pgold
stock has shrunk to about 10 billions and it would be unsafe to let

it decline much below this figure. Considering that our employmant

and growth objectivec set limits to the speed with which thorouchroire
anti-inflationary objectives can be achieved, chances are that the policy
now considered cannot be made successful by reasonable anti-inflationory
policies alone. As may be seen from the footnote on page 10, Part I,

not all members of the Task Force feel equally pessimistic about these
chances, but all agree on the following: If it becomes clear that the
present type of convertibility can be maintained only at the expense of
the goals of high employment and rapid phasing out of the existing balance
of payments controls, then we recommend that these latter objectives be
piven priority and the present policy of gold convertibility be abandencd,

Quite aside from the question of just how high or how lovr

the chances are of the present policy remaining technically feasible for

See footnote on p. 10, Part I, for the position of individual nrmhors,

L
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long, it should be borne in mind that the policy has these drawbacks:

(L) If a crisis broke out again there would this time bhe an even
more scvere blow to confidence than on previcus occasions. The remaining
faith in the ability of the system to weather crises would disappear.

New arrangements would have to be worked out under intolerable pressure.

(23} The President would no longer be in a position to blame the crisis
on his predecessors. 1f Harold Wilson had devalued the pound sterling

upon taking office it would have been greeted as an act of statesmanship;
when he was forced to do so after three years of ruinous delaying tactics
his public image suffered greatly. Conversely, the French devaluation

of 1958 freed De Gaulle from international ecconomic constraints until

the middle of the nineteen-sixties, thus enabling him to pursue the policies
he considered desirable.

Lven if the strategy just discussed were adopted, the new
Administration should in our opinion get thoroughly familiar with the
lines of policy to which it would be necessary to shift if and when this
strategy becomes unworkable. In that event the choice should not be left

to a haphazard, last-winute decision.

ln the event of a crisis prior to January 20, {t would in our opinion

be a serious mistake not to turn promptly to one of the alternatives
discussed below. To be specific, in this case the present Administration
should terminate convertibility into gold before our gold stock declines
much below 10 billions, because we would need funds later for selective
defense of the dollar. The President-elect could in this case merely
bring his influence to bear in the right direction.

R L
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SECTION B, DEVALUATION OF THE DOLLAR IN RELATION TO
OTHER CURRENCIES WITHOUT A GENERAL RISE
IN THE PRICE OF GOLD

As was poin;ed out ?n Part 1, under the BrettOn Woods system the
devaluation of any important currency has become a major operation which is
invariably preceded by a more or less protracted period of disturbing specu—‘
lation. Under the Articles of Agreement of the IMF, the Fund cannot object
if a country proposes to change the initial par value of its currency by ﬁf‘n:‘fj
more than 10 per cent for the purpose of correcting a “fundamental.disequii-
ibrium.'" The U.S. dollar could thus be devalued by 10 per cent while almost
all other countries would require permission from the Fund,‘because they have
used up the allowable margin by previous devaluations. |In practice, however,

- ®
the Fund has found it impossible to deny such permission.

A devaluation of the dollar by 10 per cent relatively to other
currencies would greatly strengthen our balance of payments by stimulating
exports and checking imports. The latter effect would appreciably reduce
the strong pressure in the U.S. for the imposition of import restrictions
and so make it easier for the Administration to continue our traditional liberal
trade policy. Since imports have a small weight in our cost of living, we would
‘not encounter the difficulty which other countries have to face when they devalue

" their currency, namely, an immediate sharp rise in the cost of living.

It is doubtful, however, yhether an outright devaluation of the dollar
could be made effective. A very large number of countries would almost auto-
matically devalue their currencies in step with the dollar: Canada, Great Brit-
ain, Japan, France, the Scandinavian countries, Australia, Latin America and
many others,

Two or three strong currencies, to wit, the German mark, ltalian lira
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and Swiss franc, would perhaps not match the American devaluation and thus
appreciate vis-a-vis the dollar and all §ther currencies that would follow
the dollar.

As mentioned above, German officials until now have firmly rejected
the suggestion that they should appreciate the §erman mark; Would they accept
appreciation, if it came in the form of a depreciation of all other currencies
save perhaps the lira and Swiss franc? Perhaps they would. But there argftwo

other very serious difficulties about such a realignment of exchange rates:

First, nobody can be sure that 10 per cent would be too much, too liftle or,

by chance, jﬁst about right to substantially correct the existing imbalance.
Second, the realignment woul& invelve a 10 per cent rise of the price of gold
in terms of dollars and other depreciated currencies. The implied small rise
in value of international gold reserves would, however, in all pfobéﬁ?lity be
outweighed by increased gold hoarding which the move would bring about by

stimulating the appetite of the speculators.

SECTION C. REALIGNMENT OF EXCHANGE RATES COMBINED WITH
A GENERAL RISE IN THE GOLD PRICE

Several experts have suggested that the difficulties of a realign-

ment of exchange rates, including a devaluation of the dollar, could be largely
overcome if the realignment was combined with a general rise in the price of
gold. The price of gold would be, say, doubled in terms of gll currencies,
excé;t that in terms of the two or three strong currencies the price of gold
would be raised only by, say, 90 per cent.

This operation would presumably put an end to gold hoarding and would
provide an ample increase in international reserves. This would facilitate the

'.financing and absorption of disequilibria that would persist in case the
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realignment of exchange rates tﬁrned out to bé either excessive or insufficient.

A sharp increase in the price of gold has, however, serious disadvan-
tages: Its benefits would be distributed unevenly and inequitably; gold pro-
ducers and large gold holders would be favored and countries which responded
to U.S. pleas not to convert dollars into gold would be penalized. This would
raise difficult questions of compensation. It would add fuel for world—widé
inflation and interrupt the trend toward a reduction pf the wasteful use of
gold for international reserves. Furthermore, it would leave unsolved tgé prob-
lem of providing systematic growth of reserves over time. As mentioned earlier,
the SDR scheme is a cheaper and more rational method of reserve creation.

However,.situations could arise in which doubling of the price of
gold would be the lesser evil. Suppose no international agreement concerning o
activitation of the SDRs or some other more comprehensive scheme of reéerve
creation or other type of reform of the international monetary system, such as
greater flexibility of exchange rates (see Section F. below), can be reached.
Suppose, furthermore, we are unwilling to suspend unilaterally the converti-
bility of the dollar into gold. In that case, we mayAwell be faced with the
choice between (a) more and more controls of international trade and pa?ments,'
possibly combined with excessive unemployment and creeping inflation and (b)
a doubling of the price of gold and some open inflation. |If it comes to
that choice, doubling of the price of gold would be the lesser evil.

It must be emphasized, however, that we are by no means forced to
" accept this dilemma. We can at any time get out of it by suspendfng converti-
bility of the dollar into gold.

This policy option is discussed in the two following sections.
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Section D. Suspension of Gold Convertibility of the Dollar May
Be Necessarv as a Temporary Measure.

The policy alternatives discussed In Sections B and C would
require more or less protracted international nepgotiations and Congressional
action. This most probably would lead to large speculative movements of
funds and possibly to a massive run on the dollar, especially 1f action
was postponed until it became apparent that anti-inflationary policies
alone do not improve our balance of payments sufficiently fast. It might
therefore be necessary to terminate the present, largely fictitious con-
vertibility into gold in order to create a period of transition during
which our gold stock would be protected and new arrangements could be
negotiated safely. When this peried of transition should begin depends
of course on whether the new Administration decides to make a major change
in our international monetary relations promptly, or only if and when
the present type of policy has become unworkable.

The immediate outcome of the termination of ‘'

‘convertibility"
might be an unchanging dollar rate, or a somewhat reduced rate, depending
in large part on how the other countries appraise our presumptive dollar
supply to them, i.e., depending largely on their appraisal of our pre-
sumptive monetary and fiscal policies. If it were generally believed
that we are resolved te adopt a policy of reasonable restraints, then

the dollar would not decline appreciably, and it might very well remain

unchanged. Even if there should take place a small reduction of the rate,

R Rt 4 |
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this, as was said above, would help us balance our international accounts
and the effects of the change on the American cost of living would be
very small. We should recognize that in the contemporary world perma-
nently fixed exchange rates are incompatible with the requirements of
international equilibrium because in the various countries money-wagpe

trends develop differently in relation to productivity trends, and it

is hopeless to try to coordinate these trends for all major countries.
Buring the period of transition it would be possible to
work toward arrangements involving a subsequent resumption of convert-
ibility, along the lines of Section B or C. But the difficulties of
these arrangements may not become sufficiently reduced, and the period

of transition could alternatively be used for moving in another direction.

Section E. Cooperative International Arrangements Without
Convertibility.

The dollar being the most widely used currency in the world,

most countries might find it quite satisfactory even in the long run to

§:

peg to the dollar, notwithstanding the suspension of the preseunt type

of largely fictitious convertibility. But this would presuppose constant
close contacts between the U. §. and the other major countries concerning
our monetary policies and our presumptive dollar supply to the rest of
the world, and also concerning the policies of the most important foreign
countries toward the dollar. It is possible that during the period of

transition, as described in the preceding Section, a tradition of such

P 0y
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contacts would start developing. In this case even the long run solution
would not necessarily have to imply the resumption of convertibility, at
a puaranteed price, into gold or into any other medium.

It is difficult to dmagine that at present the foreign valua-—

tion of the dollar would have much to do with the kind of

‘convertibilicy"
that has existed since March 1968. To arrive at a well-functioning system,
foreign countries must be made aware of how our monetary and fiscal policies
are apt to shape up, and we must be aware of how alternative lines of
American policy are apt to influence the valuation of the dollar abroad.

But this does not necessarily lead to the conclusion that a well-functioning

system requires convertibility of the dollar into some medium at a guar-

anteed price.

-

E:':é , "””"“.ﬂ?u?
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SECTION F, LIMITED EXCHANGE FLEXIBILITY

Badly needed changes in exchange rates have become exceedingly
difficulévto‘achieve. because,as was pointed‘out earlier, under the existing»
regime of rigid exchange rates any change in the international value of an
important currency is a major operation preceded and often followed by
highly disturbing shifts of speculative funds. A radical solution for
this problem, favored by many experts, would be the general introduction
- of freely floating exchange rates.

Such a radical change of existing practices is, however, hardly

negotiable excépt in isolated cases. Without going into the merits or

demerits of the radical solution, we wish to point out that between the two
extremes of rigidly fixed exchanges and ffee!y floating'ratés there is a | . o
middle ground which has recently attracted favorable attention in official
and financial circles. It is not necessary to go all the way to freely
floating rates to bveréome the excessive rigidity of the present system, nor
is it necessary to accept frequent grises as the price for reasonable cer-
tainty in exchange rates. A system can be devised thai combines smooth
adjustment to the ever-changing forces of supply and demand with the‘over*all
stability on which international finanée has come to depen&. This can be
achieved by two comparatively minor changes in the IMF Charter.

The first of these two changes would widen the “band,' that is
the margin between which exchange rates can fluctuate. This margin is now
one percent each way, which is not enough to make a useful contribution to
the adjustment process. By widening the bénd to say three or four per cent
each side of parity meaningful fluctuations would be permitted without scrap-

ping the whole system. Further study of the 'band" prbposal has recently
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been urged by a subcommittee of the Joint‘Economic Committee and endorsed
by several speakers at the IMF meeting.

But widening the band is not likely to be adequate by itself. As
long as paritiesAremain fixed (subject to spasmodic changes in the midst of
a crisis) there still remains the problem of trends in the factors Qetermin~
ing a country's competitive position in world trade. Some countries are
chrénically less successful than others iﬁ resisting cost-push inflation
and maintaining approximate price stability. Even if a country had no more
inflation than its trading partners, it might still find its currency growing

ever weaker or ever stronger as a result of gradual changes jn the world demand

for its imports.' Thus it appears that the steady deterioration of the pound
sterling is attributable in large part to the tendeﬁcy of British exports to . L
grow more slowly than British imports.

It is therefore necessary tb allow parities to change gradually in
response to market.trends. This can be done through a second change in the v
IMF Charter, which would make the parity at any time equal to a moving average
of the market rates prevailing in, say, the past year. Thus if a currency had
been at its lower limit for some considgrable time the parity would gradually
decline at a makimum rate of, say, 2 percent a year. Such small adjustments
of rate, unlike the big change; under the present system, would not give rise
to massive flows of speculative funds because the inducement for such flows
could be offset by suitable interest changes.

This system, which may be described as a "self-adjusting peg;”

would reduce the need for international reserves, though it would not elimin-

ate this need. Combined with the usual transactions in the forward exchange

" s

market, it would provide importers and exporters with a sufficiently stable
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financial environment in which specu]atfon Qbuld have much less scope than . £
it has now.

Limited flexibility is meant to be a’loﬁg-run solution of the
problem of speedier balance of payments adjustment. As such'it could be
introduced after an initigl real ignment of exchange rate as discussed above
in Sections B and C. It could also be useé as a device for approaching a
new and hopefully more durable pattern of par values.

Limited flexibility is not a cure for balance of payments troubles
due to rapid inflation afflicting many less developed countries. But for
the milder kind of maladjustment normally found among the industrial countries

it would be an adequate remedy.

The scheme requires further study and the details would have to be

negotiated. The dollar could retain its present central role in financial
and commercial transactions, and the gold market could ultimately be restored

to normal operations without the two-price feature.
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9 witl—be one of the-peiteies open to the new Administratiop on January 20,
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crisis prior to January 20, it would in our opinion be a kg mistake not
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to turn promptly to one of the alternatives discussed #4n-Subsectioa-Gy below.

iiiﬁii; To be specific, in this case the present Administration should terminate
Y

F* convertibility into gold before our gold stock declines much below 10 billions,
A ,KQCA&vR,MﬂLDVruldiAzgi éﬁi@uﬁ%bjzikctlv@ O}Kf&j/aidf%aa-
' But the President-elect, who in such circumstanées would obviously want to

avoid making any public statement on what the Administration should do,
could merely urge the outgoing President to suspend convertibility and he
could promise to express his ex post facto approval of that measure g"given

the antecedents"é.
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aside from-the possibilityof-acrists before January 20,
the policy line,considered—in~€he~pveseﬁe~5ﬁbeection would presumidbily be

based on‘%he—hcpe that, by curbing inflation, the supply of dollars to

foreigners can be reduced sufficiently to remove the threat of large-scale
conversion into gold, and to remove also the danger that foreign markets
and monetary agencies will become unwilling to accept additional dollars

under the present system.

§Z§ Most members of our Task Force feel sceptical about a
policy based on this hope,u To be sure, a collapse of the system has so
far been avoided, even though inflation has been accelerating, but our gold
stock has shrunk to aboﬁt 10 billions and it would be quite unreasonable to
let it decline much below this figure. Considering that our employment and
growth objectives set limits to the speed with which thoroughgoing anti-
inflationary objectives can be achieved, chances are that the policy of
this Subsection cannot be made successful by reasonable anti-inflationary

policies alone.

fr Covhinuiabinn ), proatied porlicy

(3) Therefore, if the policy ling of this Subsection were
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"soft" currency. It should be one of our most significant objectives
to increase the attractiveness of the dollar to domestic and te foreign
holders. Our inefficient direct controls should be graduadtdy abolished
rather than further extended, but it will be difficult to abolish them
if an attempt were to be made to follow the policy line of this Sub-

section. Hence the argument for making a major change promptly is strong.

(4) On the other hand, there is of course wisdom in the
saying that bridges should be crossed when they are reached., Hence one
might take the position that, in spite of the misgivings here expressed,
we should follow the policy line of the present Subsection, provided that
a strong effort were made to phase out our direct controls regardless of
resistance from some quarters. This amounts to taking the position that
we should turn to other policies (see Subsections B through D)} only if
and when a renewed gold drain and flight from the dollar make the failure
of this policy obvious to the naked eye.

This is a possible line of approach. But, in the first
place, if the direct controls and restrictive measures were extended rather
than phased out, then the consequences of this approach would turn out to
be very harmful; and, secondly, the probability of having to make a major
change later in the midst of a future crisis would be high., It 1is all right
to say that bridges should be crossed when reached, but it is equally a
piece of wisdom that one should try to avoid having to act in the midst
of a crisis. As for the political aspect of the matter, a‘major change made

during a future crisis would be blamed on the new Administration, while a

PRes it COPY
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major change made shortly after January 20 could be justifjed by explaining
that the new Administration inherited a situation which in spite of the
window-dressing devices of the past few years had to be recognized as

untenable.

Shals )Amﬁt/&{ﬁc&ﬁ&Ld,
2;) Even 1f the bgliﬁygbf§§é1§2Sﬁbgéﬁgzgﬂfwere adopted, the

new Adnministration should in our opinion get thoroughly familiar with the

lines of policy to which it would be necessary to shift if and when thég

Steadn
i becomes unworkable. In that event

*
the choice should not be left to a haphazard, last-minute decisiona_/

3
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Subsection B. Downward Adjustment of the Dollar Rate in Relation to
Some Other Currencies, in a System in Which the U. S.
Would Continue to Link the Dollar to Gold.

(1) Since the beginning of the Bretton Woods era there
have occurred many major changes of exchange rates. All of these were
abrupt changes undertaken by countries other than the U, S., and they all
took place after sustained speculative activity in the currency markets.
While according to the Articles of Agreement of the IMF changes exceeding
10 per cent in relation to the initial Bretton Woods parities require ap-

C/f‘b e
proval of the Fund, thefwe%k&ﬁgs~9£-chewsysﬁzgi;ane‘hﬁgnwsueh"that'1t has

never been possible to deny approval.
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The U. S. eeubd—devalue the dollgr in relation‘to old
oME  bdrdy by cnguninad acfr

by 10 per cent evea without asking for pproval).fSuch devaluation would ~
increase our exports in relation to our lmports, and it therefore would
strengthen our balance of payments. During the past two decades most

major currencies were devalued in relation to the dollar, and a 10 per cent
devaluation of the dollar would be a plausible step in the equilibrating
direction. Imports have a very small weilght in our 'cost of living,”

and hence one of the difficulties which most other countries face in the
event of devaluation would not have to bother us much. However, other diffi-
culties do need to be considered here, and we shall make a few observations
on possible ways of reducing these.

(2) 1In the first place, other countries might also devalue
in relation to gold, in order to prevent us from improving our competi-
tive position. This would express an inconsistent attitude on their part,
since they are insisting on an American effort to balance our international
accounts. While inconsistent attitudes mayof course be encountered, it
seems very likely that in such a situation some major foreign currencies
would not be devalued, It might nevertheless be easier to achieve a satis-
factory, systematic readjustment of the dollar rate relative to other
currencieg if the price of monetary gold were increased in all countries by
a percentage which is not uniform across the board. In this case all

countries would acquire larger reserves in terms of their own currencies.

(3) If the policy of the present Subsection were adopted,
a general (though not uniform) increase of the price of monetary gold

would also alleviate another difficulty, namely, that arising from the
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fact that a 10 per cent increase of the official dollar price of gold
would not only be insufficient to suppress bullish expectations in the
gold market but would probably reinforce such expectations. Also with a
10 per cent increase the U. S, would remain in a highly precarious reserve
position, while with a much larger increase we would obtain, for some con-
siderable period to come, a manageable relationship between reserves and
dollar liabilities. To be sure, even a general and uniform increase of
the price of monetary gold would achieve this latter objective, but if the
exchange~rate structure were not revised, then the essential balance-of-
payments adjustment processes would not be promoted but would probably

be further retarded (most countries would feel they have gained time and
imbalances would grow further with severe delayed consequences). Some of
the difficulties of exchange-rate readjustment would become reduced 1if

the readjustment were combined with a general increase of the price of gold.

(4) However, if the readjustment of the exchange-rate
structure took place along with a general (but not uniform) increase of
the price of gold, and if the increase were large enough to stop bullish
expectations in the gold market and to get us out of our highly vulnerable
reserve position, then a significant inflationary tendency would develop
on a world-wide scale. Not only would the reserves of all countries in-
crease immediately, but the current gold production would increase in
quantity as well as in value, and (last but not least) very large quantities
of gold might become dishoarded by speculators. The monetary authorities

would make an effort to "sterilize" part of this gold, i.e., to prevent it

AT ST,
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from leading to a corresponding increase in money expenditures, but it is
questionable how near the authorities could get to full success in this

regard.

(5) 1In principle, it would be possible to launch and to
operate a system combining convertibility into gold metal with convert-

ibility into "paper gold" in such a way that including these paper reserves

the reserves-to-liahilities ratio of the U. S. should become adequate
without the revaluation of gold. The same reform could place the other
countries also in acceptable reserve positions. TIf the public were thoroughly
convinced that arrangements of this sort have solved the problems discussed
in the present paper, the gold market might even become bearish. Exchange~
rate readjustments would still be needed to restore international equilib-
rium but the complications arising as a result of the insufficiency of
gold reserves at the present official price of gold could then be circum-
vented,

However, we feel convinced that at present reforms of
this sort are not feasible on the scale required for getting near the

solution of the problems we face.

(6) In the foregoing paragraphs the system was represented
as remaining one of "fixed exchange-rates," though with readjusted ones.
We place the term "fixed rates' in quotes because experience shows clearly
that such a system is in reality one of occasional, abrupt, major changes
of exchange rates by arbitrarily determined margins. These changes always

take place belatedly, in the midst of a wave of currency speculation, and
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usually after ill-advised attempts to cope with a disequilibrium by means
of restrictive measures. Indeed, in the present era it is difficult to
imagine a system of truly fixed rates, since the relationship between
money-wage trends and productivity trends develops differently in different
countries. While a rather high degree of coordination of these trends may
be possible in "blocs' consisting of several countries, world-wide (or
even intercontinental) coordination of these trends can hardly be carried
to the point where truly fixed exchange-rates would become compatible with

1

international equilibrium. Something must "give,” and in the present
world the money-wage trends of the countries do not in fact "give" to the

extent required for the smooth functioning of a fixed-rates system.

The difficulties to which this gives rise could be
alleviated significantly by modifying the fixed-rates system (after the
parity-readjustments here envisaged) in such a way as to let exchange-rates

move freely, in response to market forces, within limits that are more

distant from one another than are the upper and lower support points stipu-
lated by the Bretton Woods agreement. At the same time parity levels could
be made to adjust gradually and very slowly when the rates ruling over past
periods indicate that for the time being the midpoint of the range between
the two limits has ceased to be the equilibrium rate around which the
oscillations take place. There is more willingness now among central

bankers to consider such a reform than was the case some years ago.
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Section I11 page 9.

(7) In the present Subsection we presented our argument
as if prior agreement could be reached with the other major countries
on the procedures that would have to be followed in order to achieve a
readjustment of exchange-rates and to achieve also a satisfactory reserves-—
to-liabilities ratio for the U. S. Yet most members of our group feel
that it would be exceedingly difficult to reach such prior agreement.
One of several reasons for this is that it is impossible to discuss with
other countries the problem of exchange-rate readjustments and of gold-
revaluation without generating a crisis in the currency markets. Con-

sequently, the question arises what the proper temporary measure would be

for bringing about a period of transition during which arrangements could

be worked out with the other major countries (see Subsection C).

The arrangements toward which the countries could be
working during the transition period could be those outlined in the present
Subsection, and a joint effort could be made to overcome or reduce the
difficulties here discussed, DBut in Subsection D we shall see that this
is not the only direction in which it would be possible to move during a

transition period.

Subsection (. Measures That Could Bring About a Period of Transition
for Working Out New Arrangements.

(1) One member of our group feels that there would be merit
in trying to reach prior agreement on a 5 to 10 per cent uniform surcharge

on American fmports. If, after a while, our balance of payments should

T4 ';:"”""V‘ .-
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Section I1I page 10.

improve sufficiently, we could simply remove the surcharge; if not it
would subsequently be easier to negotiate a downward adjustment of the
dollar rate in lieu of the surcharge. Most members of the group feel
opposed to this idea. Most of us feel that emergency surcharges show a
country up as one having a "soft" currency that is about to be devalued.

Hence an American surcharge would be quite likely to weaken the position

of the dollar instead of strengthening it. Other temporary measures seem
more appropriate to most members of our Task Force. This will be explained

in the remaining paragraphs of the present Subsection which relate to the
termination of convertibility into gold.

{2) If for the time being the policy line of Subsection A
were to be followed, and major changes were to be adopted only if and when
the situation became untenable, then the natural course of events would
determine the policy measure that would bring about the period of transition.
Termination of the largely fictitious convertibility of the dollar into gold
at $35 an ounce would be the measure that would have to be adopted. However,

most members of our group feel that it would be debirable to put this mea-

sure into'§ffect even 1if the new Administration should decide not to nmuddle
through until we again start losing gold on a major scale, but should decide

to make a new start immediately after the change of Administration.
<

(3) It is very probable that the immediate reactiocn to the

ending of the dollar’s "convertibility into gold" would be that the other

countries would continue to peg to the dollar at approximately the present

exchange rates, presumably with some adjustments in the international

structure of exchange rates. This statement might suggest that it would

P“"“‘"’ L S R
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be left entirely to the other countries to set the dollar rate in terms
of their currencies, but unless we made the mistake of letting our gold
stock decline to small size before terminating convertibility, we would
of course have a sizable fund which could be used for counteracting any
harmful foreign policies. In the event of the termination of convert-
ibility we would have to serve notice that we consider ourselves and the
other countries no longer committed to abstention from the sale of gold
in the free market.

The immediate outcome of the termination of "convert-
ibility"” might be an unchangiug dollar rate, or a somewhat reduced rate,
depending in large part on how the other countries appralse our presumptive

dollar supply to them, i.e., depending largely on their appraisal
of our presumptive monetary policies. If it were generally believe that
we are resolved to adopt a policy of reasonable monetary restraints,
then the dollar rage would not decline appreciably, and it might very well
remain unchanged. Even if there should take place a small reduction of
the rate, this (as was said above) would help us balance our international
accounts and the effects of the change on the American cost of living would

be very small indeed.

(4) Mere suspension of convertibility, along with strong
assurances that we are resolved to follow a policy of monetary restraint,

would mark the beginning of a periof of transition, during which our gold

stock would be protected and durable arrangements could be safely negotiated.

These longer run arrangements could be those discussed in Subsection B,

PRESERVATION ropY
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above. Indeed, given sufficient time for these negotiations, the "paper
gold” constituent of the monetary reserves could acquire greater promi-
nence than that suggested by the somewhat sceptical remarks in paragraph
{(5), Subsection B, since solutions appearing as wholly unrealistic at
present might become negotiable during the period of transition considered

in the present paragraph.

(5) But while during a period of transition it would be
possible to work toward arrangements along the lines of Subsection B, it
is questionable whether this would be the most constructive way of trying
to find a satisfactory durable solution. The difficulties discussed in
paragraph (4) of B are great; the difficulties of the "paper gold" schemes
considered in (5) of B are quite likely to remain substantial even during
a somewhat extended transition period; and it is doubtful whether the
disadvantages of so-called fixed rates (that in reality "break" rather
frequently) could be reduced in a sufficient degree by the method outlined

in (7) of B. At any rate, an alternative must not be overlooked.

Subsection D. Other Arrangements Toward Which It Would Be Possible
to Work During the Period of Transition.

The dollar being the most widely used currency in the world,
most countries might find 1t quite satisfactory even in the long run to
peg to the dollar, notwithstanding the suspension of the present type of

largely fictitious convertibility. But this would presuppose constant close

Reproduced at the Richard Nixon Presidential Library & Museum




Section [1I page 13.

contacts between the U. 5. and the other major countries concerning our
monetary policies and our presumptive dollar supply to the rest of the
world, and also concerning the policies of the most important foreign
countries toward the dollar. It is possible that during the period of
transition, as described in the preceding Subsection, a tradition of such
contacts would start developing. In this case even the long run solution
would not necessarily have to imply the resumption of convertibility into

gold.

It is difficult to imagine that at present the foreign

valuation of the dollar would have much to do with the kind of "convert~

ibility" that has existed since March 1968, To arrive at a well-functioning

system, foreign countries must be made aware of how our monetary policies
are apt to shape up, and we must be aware of how alternative lines of
American monetary policy are apt to influeneé the valuation of the dollar
abroad. But this does not necessarily lead to the conclusion that a well-
functioning system requires convertibility of the dollar into some medium

at a guaranteed price.

October 22, 1968
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At the time this is being written the foreign exchange markets are
quieter than they have been for some time. Since the sharp deterioration
in our trade account has been temporarily offset by a large inflow of
European capital and by new exchange controls the dollar is not under
any particular pressure. The free gold market is in the doldrums. Sterling
has shown more strength as the favorable effects of last year's devaluation on
British exports become apparent. The speculation on a revaluation of the

German mark has receded, but the French franc remains under suspicion.

It must be feared that this calm is deceptive. Every one of the

WWWW/ §s wre

world's four major currencies has been #a—erisis during the last twelve

Eﬁi;ﬁuﬁuﬁh The apparent improvement in the dollar may turn
into renewed weakness as soon as the foreign buyers of American securities
change their minds; in any case, they can hardly be expected to continue
their purchases at the present rate. The exchange controls introduced by

President Johnsoﬁ on January 1, l9§8, will ultimately weaken the dollar by
aheving, tappednary prmdes nalle soft ‘ceovieceesy HLSe neasunid
&l iG {4 = N 1% —

fhe removal of exchange controls, thoroughly desirable though
't 'is, will.probably have an adverse effect on the dollar, #r—the—shert—Tur;
The situation abroad also presents real dangers. The weakness of the
French franc, in particular, is still likely to lead to a devaluation, since
the French have traditionally preferred an undervalued fo an overvalued currency,

and since they may wish to restore their depleted reserves by running a surplus.
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Any French move would have wide repercussions because of the choices with
s e

which the other Common Market countries will then be faced. GermanyJis not

likely to follow the French, but a French devaluation would probably rule

out the German revaluation that is greatly to be desired from our point of

might do more harm than good.

(3) If a crisis does kessdes out (there would(be apyfsevere blow to confidence mwmw
ot

kLw arrangements would have to bzirorked out unde;vintolerable pressJiZT\\ 4 P 6} o
erolot wua o :  pyrt
(B The Aj;fn+stfa¥+0n Would na\TBEEEF{éﬁiiésTFE’E;isis on Eggu%redecessors fo Cases
windd AT -
If Harold Wilson had devalued the pound sterling upon taking office it would \5ttffi)

have been greeted as an act of statesmanship; when he was forced to do so after

Guso Q%fﬁ L'gﬁf_ fuffend _qu;:ﬂy,

three years of ruinous delaying tactics

hed—teft. Conversely, the French devaluation of 1958 freed De Gaulle from
Uil 1 ot iie G 1960’

international economic constraints for sewverat—years, thus enabling him to

pursue the policies he considered desirable,.

gthening and expanding them.

: wrf S
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DRAFT

Introduction

~ Your objective in respect to the balance of payments shouid be to
‘restore equilibrium without the use of direct controls on foreign trade
apd payments and without sacrificing our paramount objectives of high
employment and rapid growth. |

Our balance of payments eventually must be brought under control,

We cannot finance a deficit foreve;‘. We do not have an infinite supply
of gold to feed to foreign central banks., We cannot expect them continu-
ously to absorb unwanted surplus dollars.

In our judgment, it is not unlikely that sometime in your administration
you will be faced with a run on the dollar. No one can be certain of this
for it depends upon events at home and abroad which you cannot control,
But the persistence of the deficit over ten years suggests that the problem
will not go away by itself. And, as our gold stock continues to shrink, the
pace at which we lose gold is likely to quicken for that is the nature of runs
on currencies -~ the rerﬁaining stock of reserves goes fa;ter.

You face a choice between waitingkuntil the run starts and accepting the
blame for the measures you must take to staunch the outfléw of gold or of
taking action in the early days of your administration. Prime Minister
Wilson could have devalued the pouné when he assumed office in the Fall of

1964, blaming the need for this drastic action on the inept policies of his
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predecessors. But he chose to temporizé, imposing slow growth and
unemployment upon his nation, and, in the end was forced to devalue
anyway at great cost to his party. We urge early surgery.

Specifically, we urge that (1) you immediately pursue monetary and
fisc#l policies designed to halt inflation, (2) you immediately prohibit
further sales of gold for dollars in order to preserve our remaining gold
stock for the selective defense of the dollar, and (3) having obtained freedom
of action and negotiating strength by ending the sales of gold, you propose
certain fundamental changes in the international monetary system to be
worked out with foreign countries, namely a widening of the range over
which exchange rates may fluctuate and a system for shifting automatically
the range over which they move in order to improve the balance of payments

adjustment mechanism.

Policy Objectives

As stated above, you should restore equilibrium without the use of
direct controls and without reducing employment significantly or re-
tard‘ing growth. The existing ad hoc restrictions on international trade,
international travel, anﬁ international capital movements should be rapidly
eliminated, for these restrictions are wasteful and inefficient, they tend
to undermine our free enterprise system and thus reduce ‘the rate of growth
of the economy. And some of these, especially the direct investment controls,
although they may afford some balance of payments relief in the short run,

undoubtedly hurt our balance of payments in the somewhat longer run.
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We are convinced that these objectives can be achieved although, for
two reasons, the job is somewhat greater than the official figure of the
current balance of payments deficit suggests. The first reason is that
"cosmetic' devices have been used to make the deficit appear smaller than
it actually is. The other reason is that the current deficit may have been
kept at a somewhat lower level by the numerous payment restrictions

just mentioned.

Stopping Inflation

If external equilibrium is to be restored without direct controls of
trade and payments, stopping inflation is a necessary although almost
certainly not a sufficient condition.

From 1958 to late 1964 prices were reasonably stable and from 1960
to 1964 the balance of payments improved greatlyf Then inflation set in
again as a consequence of rapid monetary growth and huge deficits in the
federal budget caused by tax reductions and a veritable expenditure ex-~
plosion for war and "Great Society'" purposes. During the first 7 months
of 1968 the consumer price index has been rising at a record rate of over
5 per cent.

This rate of inflation is intolerable from the point of view of the
internal economy as well as on balance of payments grour;ds.

The tax increase earlier this year was a step in the right direction,
but it came too late and the promise‘d cut in government expenditures has

not been fully carried out, Furthermore, monetary expansion after a
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slight moderation early this year has be'en resumed at a very high rate,
thus threatening to nullify the anti-inflationary braking effect of the
budgetary measures. | |

This panel is concerned with the balance of payments. It is always
possible to restore equilibrium in the balance of payments by a sufficienfly
vigorous anti-inflation policy. But we cannot disregard overriding internal
‘objectives of policies, high employment and growth. True, for the time
being there is no conflict between external and internal policy objectives,
because the present rate of inflation (conéumer prices rising 4-5 per
cent per annum) is not only incompatible with balance of payments equili-
brium but also intolerable on equity and efficiency grounds.

A determined effort to curb inflation will improve the balance of
payments. In addition, by creating a generally favorable climate at
home and abroad and increasing the attractiveness of the dollar as an
international reserve asset, it will induce surplus countries to add to
their dollar balances, reduce our gold losses and provide a breathing
spell for orderly restoration of equilibrium.

But for various reasons we cannot confine our balance of payments
. efforts to curbing inflation,.
Curbing inflation in all probability will entail a temporary rise in
- unemployment and a temporary reduction in the growth ra;te. The reason
is that during the long period of inflation a pattern of wage settlements
involving a rise in labor cost of well above 6 per cent has been established.

This is incompatible with non-inflationary growth and it will take some
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temporary increase in unemployment. to change that pattern. It is to be
expected that if and when it becomes generally realized that the inflation
has been halted and price stability restored unions will moderate their wage
demands and a pattern of wage settlements compatible wit‘h price stability
will evolve. We cannot be sure, however, that the solution of the inflation
problem will be sufficiently fast and complete to substantially eliminate
our balance of payments difficulties. |

Even under the most optimistic assumption that price stability can be
achieved quickly, we cannot be sure that the balance of payments problems
will disappear'. Inflation may have gone too far for external equilibrium
so that price stability may not be sufficient and a rollback of prices (deflation)
would be required, Real deflation is, however, out of the question.

Moreover, it must be remembered that our baiance of payments depends
not only on American developments but also on what happens abroad, pri-
marily in the economies of our principal competitors, Western Europe
and Japan. If they pursue sufficiently expansionary (inﬂationary} policies
or reduce their import restrictions (tariffs, etc.) substantiahy, curbing
inflation here may be sufficient to restore balance of payments equilibrium
at current exchange rates,

But we cannot ask them reasonably and realistically for more than
;:hat they refrain from pursuing outright deflationary policies and from
raising trade re strictioné. We cannot ask for outright inflationary policies
on their part, and substantial reduction of trade barriers for balance of
payments reasonsv is not part of the existing code of international behavior
as laid down in the IMF Charter and GATT rules.
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Many experts have tﬁus reache;i the conclusion that the essential
objectives of American ééonomic policy mentioned above cannot be
achieved with guaranteed gold convertibility at $35 an ounce (a converti-
bfility that has become in any event largely fictitious as will be seen later).
Nor can it be;/échieved w1th an inﬂegible international structure of exchange
rates in a world in whici'i it is impo_,ésible properly to coordinate and
mutually adjuét trends of prices, wages and costs in various countries.

What we need is a set of-arrangements that do not institutionally exclude

a response of the‘ exchange rate structure to market forces.

i

ff‘he‘Likelihood of a Crisis’
[ |

This sectipn is, I bélieve, being drafted by H. Houthé.kker.

£

Ending Gold Convertibility

'
’

Having shdwn that il;;»all likelihood you will face a balance of payments
- crisis during yf)ur adrrxini'gtration, the question remains of what you should
do about it. . | L

The simplest and easiést action is for you to cease converting dollars
‘into gold at a fixéd pricé}‘of‘ $35 per/'ounce. The Trading with the Enemy
Act gives you the p‘oyvez":‘tro do this unilaterally. Other countries should be
informed at the same;—tiiﬁé that the U, S, is firmly resolved to regulate its
monetary and fiscal poliﬁies in such a way as to make the dollar ’a very
desirable currency to ‘f'ov:;eigners. We could phase out our foreign invest-

ment and lending controls and the interest- equalization tax as quickiy as
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possible, but we would réh}ain in constant close contact witix the major
foreign monetary authoxfities concefning our moﬁetary policies, and we
\x}iouid take a cooperafive» attitude, not éxcluding the possibility that our
behavior in reldtion to tﬁe supply of dollars and the valuation which other
countries place on t{xe d?liar will la;:er again become somewhat more
formalized, |

Under the i)rersent international monetary arrangements, foreign
monetary authorities buy‘a_.nd sell dollars in exchange for their own
currencies in order to'ké:e;p the pr.icce‘ of a cjiollarv in terms of their own
currencies within a small range.‘ We in turn buy and sell gold at $35
dollars per ounce in trarésa.cticms with those monetary authorities. Thus,
foreign currencies, ,t‘:hé’d'(‘:)llar, and gold all have fixed prices in terms of
one another by virtue of fheir convertibility. : But the convertibility of the
dollar into gold is largeiir ‘fictitious. While in principle we stand ready to
sell gold for dollars to fQ;reign monétary authorities, we have quietly
entreated foreign governments not tjo exercise their option. We havé
pressed them to hold théir dollar assets in less liquid form. | It is generally
known that i£ the majorhol&érs started converting on an appreciable
scale; then the sy'r‘stemy \Qéuld collapée. The conseiéuences of this '"con-
vertibiliéy“ are ne;rerthélgss harmful because the threat of conversion has
let to highly undesixableh controls and to strong protectionist pressures, and
becé.uée such a systern; i-éx’highly crisis-prone,

If you end this con%reﬁfﬁbi]ity, foreign monetary authorities will have

a choice between two inicies. They can continue to buy and sell dollars
} .

»
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in terms of thei;; own cufz‘encies in order to keep the price of the dollar |
’?Vithin a 'small ?é.ngé. ér:they can'reque to buy or sell dollars, in which
i:as‘e the price of the;’rdollar will rise and fall with supply and demé,nd,
Under either policy, your problems with the balance of payments
disappear. In the event ofa deficij‘c in the U. S, balance of payments such
that we pay out more doilars than foreigners wish to hold, the monetary
autborities of ithose ‘coﬁvxltries whicim decide to peg their currencies to the
éollar will sin;xply have‘tg) absorb the surplus dollars. Alternatively, they

may peg the dollar at a>\10wer level. Their goods will become more ex-

" pensive to Americans, cutting U, S, imports, and our products become

cheaper to them, stimulating U, S. exports; as a consequenée, the deficit

is reduced if not erased. For those countries who refuse to peg, the

i

value of the dollar Wili'decline in terms of their currencies, which likewise
will close the gap betweén payments and receipts.

It is our judgment t}hat it is véry likely that after yo;zr unilateral
declaration of inconverﬁbility of t:he dollar into gqld, most other countries -
would continue to peg their curreﬁcies to tﬁe dollar, approximately at the
present exchange rateé; though presumably some édjustments in the

international structure of exchange rates will occur., This is especially

true if combined withiajstrong statement about controlling inflation.

’
/s

The international value of the dollar under this proposal would depend
largely on the decir,sibo\ﬁs of foreign authorities, (Though by controlling

monetary and fiscal policies to limit the supply of excess dollars you would
greatly affect their acﬁons. )} However, we would have about $10 billion

i
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in gold which should Bke'a’mply sufficient to protect ouf interests. If the
value of 1;he dollar in teijhis of a cu;'rgancy fell too ﬁxuch we could buy up
the surplus dollars with part of our gold.

In the event that ekc;hgnge rétesA ghifted, it is likely that the dollar
price of gold would rise éomewhat.f Foreign monetary authorities who,
at our urging, hold doiia?s instead lof converting them to gold will therefore
suffer some paper and péésibly real losses. The paper losses stem from
the necessity of writing down the value of their dollar holdings. The real
losses derive from the’ r‘educ‘ed command of the dollar over foreign goﬁds
and services., While the;p;resent and previous Administrations have
promised to fnainta.inr th'efdollyar price of gol&, compensation for losses

/

as a result of vexchan.ge rate adjustments has no postwar precedent.
/

- /
Furthermore, in no sense have we ever entered into any formal guarantee

 ‘of the value of the dolla'x".;[‘ Finally, those monetary authorities holding dollars

P - the losses
will have gained far more in interest on the dollars they have held thanAhey

wioulrd have’Mif they had held gold instead. There is no compelling case

for restitution of the real value of their dollar assets.
/7 T

’

Further Steps

i
i

With the cessation of gold convertibility, the initiative for any further
| ) .

changes in the international monetary system will rest with the foreigners.

, o
It is not unlikely that foreign monetary authorities will wish to regularize

international monetary relations. You will, however, have enormous

bargaining strength in n’égoﬁations on those changes compared to what
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otherwise would prevail because you will have solved the balance of payments

problem.

The basic problemi_with the present international financial system is

- that the countries in sﬁrplus do not wish to inflate their price levels

while the deficit cbuntriés do not really want to deflate their internal
price and employment‘ le;rels. Wage trends and productivity trends in
various countries cannot be properﬁr coordinated and, insisting in these
circumstanées on a ri’gi& exchange rate structure means inviting highly
inefficient direct contréié and restr_ictive measures of all kinds, In short,

the balance of payments‘ ‘éfdjustment‘mechanism is not working, -

There is a fairly general agreement among experts that if we {vish
to reserve the trend‘tow‘ards more and more controls, the system of fixed
exchange rates whichrluiag;become unduly rigid must be loosened up either
by more frequent changgs of exchange rates (as was envisaged under the
Bretton Woods Charter) V9r by making exchange rates ﬂeﬁblé. We
therefore believe that thvgiAmefican Government éhould urge upon the
IMF to give this mattér érompt conéideratipn. We believe that such an

American initiative would find wide support among the IMF membership.

Three major propbé#is have been madt;;;cha:nge the internation;l
financial arrang.ementé w}uch preva’iil today.

1. A substantial increase in the priée of gold

2. A unilateral devaluation of the dollar

3, Cessation of allf'gpvernmen;: control over exchange rates

Only the éhird propox;al requires your acceptance of our advice to cease

s

exchanging gold for dollars. The first two could be undertaken while main-
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taining the tie to goid. ‘Therefore, they could be considered as alternatives

to our main proposal but, as we shall see, not very satisfactory ones.

Increasing the Price of Gold |

o , V
A policy which is often mentioned is to increase the official price of

gold. An increase in the price of gold vis-a-vis all currencies would do

nothing to correct the U, S, deficit'unless the price were raised by different

amounts for different currencies so as to reduce the price of the dollar

vis-\a-vis other cu.{‘renci‘es. What it could do is increase international
liquidity and the value of the U, S, éold stock relative to the value of our
liquid Habiliti;as toforeighers. As such it could be a method of buying
additional time during Wh_ich the def/icit could be attacked ’by other means.
It has also been proposed by some that an increase in the price of gold be
combined with a dévaluatj.on of the dollar vis-a-vis other currencies. For
purposes of evaluation, _Qhe can consider séparately the two policies of

increasing thf?/ | official ﬁfipe of gold Jand of devaluing the dollar in terms
of other currencies and yﬁve do so he;'e.

There are a number‘,"qf objectioz/zs to increasing the official price of
gold. One of the mpét undesirable features of ‘such a .policy is the qneven

distribution of th% increase in reserves which would result. The benefits .

i

from such an increase would, of course, accrue to gold producers and to
other countries in proportion to their initial gold holdings. This means

that among the }arg‘.est' beneficiaries in addition to the United States would

’ B

be Franf:e,' Russia, aynd South Africa and that the largest losers would be

those governments that have responded to the U. 'S, pleas not to convert
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" their dollars into gold, 'l};i
A doubling or tripliﬂg of the price of gold would undoubtedly be highly
inflationary. Some céunfries with iarge gold reserves would find 11:
difficult to resist the temptation to relax resista.nce to inflationary demands.

Billions of dollars of priﬂx’{atély hoarded gold would come out of hiding., While

'

successful gold specu@‘atdrs would certainly not wish to goon a giganﬁc

i

-

-~

7
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spending spree b\‘ﬂ; would rather invest in other assets; they may well
k%ndle-aboom which many central banks would find very difficult to control
{ Increasing the price of gold would reverse the present trend away from

the wastgfﬁl use of ‘goId as money. Itis clearly wasteful to expend valuable

7

resources in diggin% up, %ra.nsportir’xg, and then reburying gold when inter-
national reserves can bé]éreated byifiat at almost zero cost.

Furthermolre, an increase in thé price of gold would leave unsolved
the problem of 'providing‘ fpr a systematic growth of international reserves
over time. The growthid'f reserves,would still be tied to the vagaries of
gold production, private industrial needs and the whims of speculative gold
hoarders. It would be éheer chance if the proper price increase to remedy
the over‘hang problemn W'pﬁld also yitjald a proper rate of growth.

A much better wayfi\:b increase international liquidity is through SDRs
which could be providediikﬁ/ predetermined amounts. It should be remembered,
however, that SDRs W111 v;:mt correct our balance of payments deficit nor will
they do much toward rerﬁovi:ng the I;otential crisis problem caused by the high
level of U, S, liquid liabilities to fo:;'eigners z;elative to our gold stock.

Unless you adopt ou'j.:rv recommendation to cut the fixed tie between gold
and file dollar; thgre is 'ailso another very importaint pragmatic objection to

universal increase in the price of gold. It would seem almost impossible

/
/s

to reach unilateral agreement on increasing the price of gold without substantial -

rumor circulating and threatening a run on the dollar and other currencies.
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Unilateral Devaluatién. A one-shot devaluation of the dollar to a. new
fixed level vis-a-vis o‘th;:-‘:‘r currencies might seem to be the simplest and
most straightforward méthod of dealing with the Americ;an deficit, It would be
in the spirit of the Artileés of Agreement of the IMF., In fact, according to
Article IV, Section 5(cr)1,'thé Fund .could not object if the U, S. proposed a
devaluation of not more 'tﬁan 10 per cent while most other countries, having
used up the allowaBle m;i'gin, require permission by the Fund. A 10 per -
cent devaluation would probably be sufficient £o restore equilibrium.

We believe, howe'ver; that this solution i8 not workable, for two reasons:
Firgt, we cannot be sx;.ré that 10 per cent is about right. It may well be too
much; in other words, it"zr'nay turn our deficit into a surplus and thus put
other countries in deﬁcif. By conti;nuing to rely on a sg}stem of exchange rates
fixed at new levels we c6;1rt recurring balance of payments disequilibrium,
Second, whatever théir fights under the IM? Charter, most othe‘r counrties,
except perhaps two or'“t}.x’ree European surplus countries, would simply follow

; ;. -
suit, so that the net éffe;t would be‘an appreciation of two or three currencies
in terms of others !a.ndf a 10 per cen;t: r;,se in thé gold price in terms of all
currencies except i:wo‘o;f three. -

Much is to be said for an appréciaﬁon of the currencies of the few large
surplus countries. ‘ But it would be iawkwafd to bring it abou.t indirectly
by attempting to devaluez;;ﬁe dolla.r.‘/ It would be difficult, on the other hand,

to bring it about directly because, again, nobody can tell by how much the -

currencies of the surplus countries would have to be appreciated to eliminate

i

/
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» the surplus. Furthermore, it seems clear that the main surplus countries
do not wish to appreciate. -

1 j ’ 4 3

Fioating Dollar. .'I‘I:ue:ré~ is much to be saidifo:r stopping virtually all

government intervention‘irn foreign exchange markets, thus allowing
individual currencigég«t; geek their own value in the market place with:
occasional guidancé f.:ror.n'»the monetary authorities. Several members of the
Task Force strongly p;févfer this solgxtion above all othéers. However, there
‘are fears on the part of/others both within the Task Forée and outside that
such a system Wou'ld engender excessive fluctuations in the exchange rate
through speculation and that the forciign exchange markets could not presently

handle the increased volumes of transactions that would ensue. As the

proposal is not likely to \gain wide acceptance, it is not pressed here,

Limited Felexibi»lit';r_.k A Betweefi the two extremes of fixed exchanges and
freely floating rates there is a middle grouﬁd which has recently attracted
favorable attention in official and financial circles, It is not neces sary to
go all the way to freely floating rates to overcome the excessive rigidity
of the present system, “nor is it necessary to accept frequent crises as the
price for reasonable ceftéinty in exchange rates, Whatwe need is a system
that combines smoot;h adjustment to the ever-changing forces‘ of supply and
demand with the oyer’-ali{étability on which international finance‘ has come

to depend. This can be achieved by two changes in the charter of the

International Monetary Fund.,

!y

7

7
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The first of these two changes would widen the '"band, ' that is the
margin between whicﬁ gthange ‘rate‘s can fluctuate. This margin is
now one percent each wé\&, which i; not enough to make a useful contribution
to the adjustment procésﬂs. By wi&ening the band to say three per cent each
way, meaningful ﬂuctuaft.igns would be permitted without scrapping the whole
system. Further study of the '"band" proposal has recently been urged by a
subcommittee of the J’biz;;t Economic Committee and endo;“sed by Secrétary
Fowler in his' speech at the IMF meeting.

But wide,ning the bafn‘d is not likely to be adequate by itself. . As long as
parities remain fixed {subject to sp:asmodic changes in the midst of a crisis)
there still remains the i)foblem of {:rends in the factors determining a
country's competiti%e pd;éition in w,orld trade. Even if a country grew no
more rapidly tha;1 its tra‘;ding partners and had no more inflation it might’

still find its currency growing ever weaker or ever stronger as a result of
P . ‘ '

gradual changes in the world demand for its imports, Thus it appears that

-

7/ .
the steady deterioration of the pour{.d sterling is attributable in large part to the

tendenc;y' of British ‘expﬁz;és to grow more /slowl)r than British impdrts,
despite slow gxg‘owth inv time British économy itself. A similar pattern may be
i among the causes of’ouvrv own balance-of-payments problem.
It is there:fore necersj':s‘ary to allow parities to change gradually in response
S 2 :
to market trends. This can be done through the second change in the IMF
charter, which would make the parity around which the exchange rate

fluctuates at any time equal to a moving average of the market rates prevailing

in (say) the pa.s’t year, »:fI‘hus ifa cﬁrrency had been near its lower limit for
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» some considerable-tifhe'ithe parity would gradually decﬁne. In the extreme
case of a currency Whlchha.d been a;: its lower limit for the whole year the
parity could decii;ze six;:ér cent peir year.

This syst%em, whic‘l:lrmay be described as a '"self-adjusting peg, " would
also reduce the need for‘international reserves, though it would xiot elizniﬁate
this need. Combix;ed with the usual transactions in the forward exchange
market it would provide ii‘hportersénd exporters with a sufficiently stable
financial environment in which speculation would have less scope than it has
now. Although the détaﬂs would have to be negotiated it is quite conceivable
that the dollar could rretxzvain its presént central rolg in financiial transactions,
and that thmi gold inirket could ultin/ﬁately be restored to normal operation

o A ;

without the two-price feature. Alternatively it would be possible to anchor

exchange rates to some other standard value.
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in light of tﬁe comments of Paul and Mr. Loomis at the last

-meeting, it seems that in our report we should especjally empha- .
size that: . o RS

1. we do have an important international monetary problem which
has not been solved by the two tiered gold system, the prospects
for ratification of the SDR scheme, and the favorable figures on
the measured deficit in the first half of 1968;

2. and that if a major policy change is to be made there are
strong advantages to taking such action soon after taking office.

Otherwise, it appears from Mr. Loomis' remarks that it is unlikely
that quick attention would be paid to the subject of our report
and the most propitious time for action might well slip by.

It also strikes me that as some of the proposal we are
considering involved alterations in our international monetary
system we should include some discussion specifically on the
problem with the manner in which the system now operates, i.e.,
our problem is broader than just the U 5. deficit.

In the enclosed very rough draft, | have attempted to indi-
cate one way in which some of the above points could be covered
and also to distinguish between the adjustment, confidence, and
long-run liquidity problems. | think making these distinctions
would be useful, especially for our discussion of cutting converti-
bility and how thss would help us whether foreigners continued to
peg to the dollar at the current rate or not.

§6mewhere should we discuss the Reserve Settle&ent Account
proposals of Bernstein, Machlup, and Triffin? Such a plan has
been advocated by the JEC subcommittee.

L
H

'

g vty

.

sy

%
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| ‘ S | "".ﬂk,,'. - TYentative Draft -- Tom Willett

A BRIEF OVERVIEW OF THE KEY PROBLEMS WHICH WILL ‘FACE
THE UNITED STATES AND OUR. INTERNATIONAL MONETARY
: SYSTEM IN 1969

- Three major types of problems face our international monetary syStem

as it has evolved out of the Bretton‘wobds Agreement of 1944,

!. The Problem of Balance of Payments Adjustment

Exchange rates between countries have become much more rigid than
was originally anticipated by the designers of our international monetary
system at Bretton Woods. As a result, devaluation of a currency with a balance
of payments deficit has become a major political event, not just an economic
adjustment. This is clearly indicated by the recent British expefience.
Because of this there has been a tendency to attempt to maintain exchange rates
which have become clearly overvalued. The British struggled under this situa-
tion for years: adopting controls, stop and go financial policies and other

distasteful means of ''defending the price of the pound" before finally devalu-
ing in 1967.

As is described in section » U.S. policies have been follow-
ing a course very similar to that of the British. Once an administration
affirms as a goal the defense of the present parity of its country's currency,
maintenace of such a policy becomes an evil in_itself. . Then only with a change
in administration does a change in exchange rate policy become an alternative
which may not bear considerable political costs. As is indicated by both the
British and U.S. experience, this limitation of the use of exchange rate policy
means that countries which are not willing to tolerate a high level of unemploy-
ment must resort to various forms of controls or special taxes to suppress a
balance of payments deficit. Thus in the 1960's we have witnessed a drastic
reversal of the postwar trend toward liberalization of international trade and
payments. Despite the superficial appearance of improvement in the U.S., bal-
ance of payments during 1968, the problem of actually correcting the U.S.
deficit remains very real. (This is discussed further in section .)

2. The Crises or Confidence Problem

Because under the present system international reserves are held in" ~
several forms, primarily dollars, gold, and pounds, there always exists the
potential danger of sudden shifts between the reserve assets. The U.S. gold
stock is considerably smaller than the number of dollars held abroad, yet
under the present system foreign held dollars are supposed to be freely con-
vertible into gold. Thus if a run began on the dollar, i.e. if foreigners
demanded gold for their dolilars, the United States would not have sufficient
gold to meet all potent;al demands. 1In good times, this is little of a prob-
lem, but when the dollar is in a precarnous position and there is a widespread

. feeling that the price of gold relative to the dollar might be increased, then
‘@ run on the dollar which we do not have sufficient gold to stop becomes a
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distinct possibility. The closing of the London gold pool in March 1968 and
the initiation of the two tier price of gold system has diminished the danger
to the United States of a run from dollars to gold by private speculators,
but the threat of official conversions by foreign central banks remains.

lﬁéntion de facto inconvertibility hekg27 ) o -
The adjustment andvconfidénce problems are, of course, interrelated.
While a basically sound balance of payments position may not always be suf-

ficient to remove the threat posed by the existing overhang of foreéign held
dollars, a basically weak position clearly strengthens such a threat.

3. Providing for Systematic Increases in lnte%ng;jong] Liquidity Over Time

A less pressing problem which has faced the international monetary
system is that for growth in international reserves the world has had to rely
upon haphazard sources such as the output of South African gold mines, the
vagarities of Russian gold sales, and the changing deficits in the U.S. balance
of payments. A much better method to assure the needed growth in reserves over
time is to consciously agree to systematic reserve creation through some inter-
national body. This approach has been adopted in the proposed amendment to
the Articles of Agreement of the International Monetary Fund to create supple-
mentary international reservescalled Special Drawing Rights (SDRs). The pros-
pects look bright for ratification of this amendment by the member countries
of the Fund. It must be stressed, however, that the SDRs are not a solution
to our two most pressing problems -- correction of the U.S. deficit and removal
of the crisis threat -- and in fact agreement on activation of the SDR plan may
wel!l be contingent upon correction of this first problem.

" Reproduced at the Richard Nixon Presidential Library & Museum
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* Willdian Felluner

I1

In Section I we commented on the difficulties to vhich a
rigid structure of cxchanpge rates gi?es rigse in a world in vhich the
relationship between wage-trends and productivity tvends develops dif-
ferently in different countries. Yet even if we should remain in the
framevork of the "Bretton Woods System' (racher then terminate the con-
vertibility of the dollar into gold), the difficulties would becomz less
acute if the present exchange rate structure were readjusted, thouch
further adjustments —- partly perhaps in reverse direction —- would than
be needed at future tices. At present our balance-of-payments situztiecn
would be helped by a2 downward adjustment of the dollar rate in relation

to some foreign currcncies.

According to the Bretton Woods agreement we have the right
to devalue the dollar by 10 per cent in relation to gold. Devaluation
from the initial parity levels by this margin does not require the ap-
proval of other countries. Quite aside from ;his, the question of )
approval presents no problem, because INMF approval has aluays beon givin
even for devaluations exceeding the 10 per cent margin in relation to tﬁ:
original Bretton Woods parities. What does pose a problenm is the pogssi-
bility that the other countries might follow sult, in which case the
exchange~rate structure would remain unchanged. This many other countries
might do in order to prevent the U.S. from becoming more competitive,
though it would be inconsistent on their part to insist on an American
effort to balance our international accounts and yet to want to prevent
us from improving our competitive position. There is reason to agsuuz
that several major countries would not match a 10 per cent American de-

valuation.

Hlowever, if the solution were to be sought along these ginzual
lines, then the best procedure would be to reach an agreement with the

other major countries in the Bretton Woods framework before we devalue the

PRESERVATION COPY
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dollar in relation to gold, and to agree with them on a general but not
uniform increase in the price of gold, so that for the time being the
dollar rate should become somewhat reduced relative to some cther major

countries.

An increase in the price of gold, without exchange-rate ad-
justments, would merely increase wa%ld liquidiiy and would not premate
(would, in fact, retard) balance-of-payments adjustments. It would there-
fore be essential to couple the measure with changes in exchange-rates.

On the other hand, 1f exchange rates uvcre to be readjusted in what essen-
tially would remain a system of "fixed rates with occasional abrupt ad-
justments'" then the increase in liquidity brought about by a higher gold
price would be helpful, because at the present price new gold will not
become available to the monetary authorities in sufficient quantities,
and because the as yet untried Special Drawing Rights will in the near

future not be issued on a scale such as would take care of the problem.

Increasing the price of gold by per cent would place the
U.5. in a position in which our short-term dollar-liabilities would cease
to be troublesome. Given such an increase, the gold price would of course
rise beyond the present free-market price. The money value of the present
pold stock of all countries would increase, and the value of the newly nincd
gold would increase not only because a given quantity of gold would be
worth more but also because larger quantities of gold would be mined. Also,
quite a bit of pgold might become dishoarded. Controlling the resulting
inflationary tendency by the appropriate sterilization policies would create
problems of some difficulty, and this is one reason why several mezbers
of our group —- [ nanes J
have a preference for the solution described in Section I over the solution

hore discussed.,

We sald that the solution discussed in the present Section is
one of fixed exchange rates with occasional abrupt adjustments. It should,
heuever, be added that the disadvantages of such a system could be reduccd
by choosing a somevbat modified version that would allow for automatic

exchange~rate flexibility, in respongse to market forces, within a specificd

DLSLN i iy s

Reproduced at the Richard Nixon Presidential Library & Museum




range of some width around the parity points, and would allow also for an
automatic, very slow adjustment of parity levels when market forces tend

to press a currency level below the lower support point or beyond the upper
support. Such a modification, or relaxation, of the Bretton Woods systen

of pegged rates would require inte§national agreement, but there are som2
signs that major foreign central banks are willing to consider such proposals.
See Section , below. [Alternatively, instead of developing this in a

separate section, we could say here quite briefly what is implied in maorgin-

flexibility and in the crawling peg.]

Mf@ dhscdel e Ao
October 8, 1968v m /\Lcﬁd({h&//l/ﬁ% a&%gi/
Juer S JurT heceoed /
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Tentative Draft of a Section of the Task-Torce Paper
by
\\ William Fellner

We now turn to specific proposal@. In I we shall discuss solutiocus
involving the termination of the convertibility of the dollar into gold,
and in II solutions of a different sort which involve an increase of tha prica
of monetary gold coupled with adjustments in the exchange-rate structure.
[N.B. Members of the grbup whose ideas are not adequately described by T ou
II may wish to add either further Sections on the same level with thege t. o

t

or Sections in which they present other proposals as "variants" or modiflc -

of T or I1.]

f I

Terminating the Convertibility of the Dollar into Gold

o
2 2
We begin with a general argument applyingl@oth g Version A and B, boloo,

While every informed person knows that the present kind of convertihility
into gold is largely fictitious, this convertibility nevertheless has ver-
harmful consequences. Convertibility is largely fictitious because we cm;“
only the dollars of those countries which are committed to not selling golid .
its market price; and we dissuade countries from converting even if they acanont
this commitment} and 1t is generally known that if the major holders stav: . !
converting on an appreciable scale, then the system would collapse. The co -
sequences of this "convertibility" are nevertheless. harmful because the thvr -

of conversion has led to highly undesirable controls and to strong prouect

pressures, and because such a system is highly crisis-prone.

Version A. Convertibility could be terminated promptly (in Janu-:
and the other countries could be informed at the same time tﬁat’thc U. S. in
firmly resolved to regulate the dollar supply in such a way as to malke th. o "t
a Vcry desirable currency to foreigners. We vould phase out our foreie»

vestment and lending controls and the interest-equalization tax as quich
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possible, but we would remain in constant close contact with the major ol @ :
monetary authorities concerning our monetary policies, and we would take
cooperative attitude, not excluding the possibility that cur belizvior 1.
tion to the supply of dollars and thc,v&luation vhich other counteics

the dollar will later again becomo somewhat wove formalinoi,

Qur group considers it very likely thaz aftew such z unilateral « .-
tion most other countries would continue to pen thei currencies to 0
approximately at the‘present exchange rates, though nrosumably ssifh oo
justments in the intermational structure of cuchanee vrates. Joualon
of the dollar would then depend largely on the decisions of forelan avci
but we would have about 10 billions' worth of gold uvhich should be amnl+
ficient to protect our interests. In order to ba eble to do so we uho
however, declare t%at ve consider ourselves and the other ceountyies uo
committed to abstaining from the sale of gold in the free market.

In the opinion of this group moderate changes in the foreign voiuvzu’
of the dollar -~ perhaps sometimes downward, at othcr times upward -- vow '
not harm American interests but, on the contrary, might pr romote tho bals
of~payments adjustment process. The wapge trends and the productivity
of the various countries cannot be properly coordinazcd, and insisting =
circumstances on a rigid exchange-rate structure wn2uans inviting highly

direct controls and restrictive measures of all kinds.

Possible Objections to Version A even if the suspension of
converiibilicy is conteuninted

It may perhaps be argued that making such a vnilateral declavet’

promptly, at a time when there was no gold outflow in the rTecent past,

bt

a "brusque' wmove, regardless of the deprec of cunhusis cd on con
attitudes and on our resolve to regulate the supply of dollars -in a wovy
factory also to other countries, It may perhaps also be argued that av
the suspensicn of convertibility at this time weuld make it a vequirces
fairness to pay scme amount of compensation to tho yoveion ovfic? b
holders, this not being possible without Cougressional appreval. Whiio

arpguments can be used for contradicting these objections, it remalns o

g ~ey i : - ™ - . : . .
of poersonsl judguent vhether one docu or docs mod oy vooute bhapocio.,.

P ey
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Version B. | Though wd should at any event phase out our foveipn
vestment and lending controls as quickly as possible, we mipht not suspn’
convertibility at this time, §H£ m3ke secretly the decision €o do go virom
our monetary gold stock declines distinctly below 10 billions (sovy, o ©

.
™ ’ ¢
From this time on the proprom woueld dnvolve precloely those steps ehiah
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described in Version A, above, UHowever, thz justifi

in this case include the statement that the recent past demonstratos tha o7

of workébility of the present arvongeuciats: vhile wz ave indecd iz~
solved to regulate the dollar supply so as to make the dollar a hishiy O
currency to other countries, we find ourselves unable to adjust thz ov -
a reasonable estimate of the demand for dollaws as long as it is pocsils?
move from dollars into pold and then apgain back into dollars at a r~urw

price.

Some observations werc made In this paper on possible advantagon
Version B over Version A, On the other hand, Version B has the digeav - 7

o

against the doll. "

of a move made at a time when symptoms of speculation "

more generally visible. Version A involves timing that coincides with .

change of Administrations.

11

Increase of the Price of Monetary Gold Coupled with
Exchange-Rate Adjustments

[N.B. Am 1 right in assuming that this will be drafted in Camby e

i.e., is not my acsignment?]

October 4, 1968

+
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, Yask Force

MEETING, SEPTEMBER 20, 1968
CAMBRIDGE, 2.30 to 7 p.m.

Present: William J. Fellner
Gottfried Habsrlar, Chalrman
Hendrik S. Wouthakker
Henry €. Wallich
Thomes D. Willett, Secretary

Absent: \Walter Moadisy (who has not yvet officlally
agresd to serve)
Wilson Schmidt (who was unsble to attend)
Next Meeting: October 3, 2.30 p.m.

at the Chairmen's home,
2 Mercer Clircls, Cambridge, Mess.

We had & general discussion on the §tructure of the Report.
it was agresd that the report should begin with a very brief description
A0 I PEE ¢ 00 YR 1 e O , and

! ,«u‘ 198 - . draft wi }

SV % |
prepared by Haberier and Willett.
This will be followsd by & short statement of Policy Gbiectives.

The trend towards incressingly i1llberal trade and payments policiss must
be reversed and the sxisting controls and restrictions (capital controls, Interest
squalization tax, tying of ald, etc.) must be phased out as rapldly as possibie.

1t was sliso agreed that an (ndispensabie condition for restoration of
equilibrium In the balance of payments is responsible financlal policles which will
halt our accelerating inflation.

The tax surchargs was & step in the right direction but expenditure reduc-
tions have not been effected to ths full extent premised. Monetary expansion_has
been much too rapid despite much talk shout restrictive monetary policies. AHlere
it might be sald that high Interest rates are & poor index of monetary stringency
in an inflationsry situation and ﬁwr’ of the growth of the steck of money,
federal Reserve credit, atc. be cited,,

Full employment and growth are, of course, major policy objectives and
there was discussion how sdversely employment and growth may be affected by disin-
flation, (n particular, the gquestion was ralsed whether temporarily somewhat higher
unemp loyment may be required to obtain a better Phillips Curve. It was pointed out
that a recession would have a disproportionste effect on Negro unemployment. Two
other complications were mentionsd -~ the somewhat Independent position of the Fed
and the constraint placed on monetary pollcy by the m-im

These topics need further discussion, but there was agresment that thess

problems should not be trested at length by the present group becauss they wers the
subject of another task force.
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i1t was generally agreed that the continuation of gold comnvertidiiity
of the doller st $35.00 per cunce should not be iisted as & basic, overriding
objective, becauss it could severely iimit attaimment of other pollcy objectives.

reri. vl os

The group has been asked to prepars & short policy report (20 pages
about). It was felt thet making just ene propossl would unduly restrict the
domaln of the policy mekers s meks the report of little use, if that proposs!
was ruled out on political grounds.

On the other hand, a listing of all or very many policy possiblilities
withthelr pros and cons would be too cumberseme and insdvisable. [t was felt
that we should try to strike & balance between the two extremes by offering a
limlted number of cholces.

The possibility of wapar!n? two papers was discussed: @ short one
slong the lines just mentioned and a longer back-yp paper giving reasons why
other policy possibilities have been rejected. /I think it would be better to
stick to the tnrgc;, of ons report, sbout 20 pages, but have a short swwary of
2 or 3 pages. .M,

it also seemed generally sgroed thet while we should work toward
achleving as much genuine agreement as possible smong ourselves, we should avoid
being evasive on important issues on which agreement cannot be reached and name
the varlious sembers favoring one or snother proposal.

it wes also felt that relevant legal along with sconomic aspects of
policies should be mentioned, sspecially what seems to be psrmissible under
the AP Charter.

Assuning that disinflationery policies ars Initiated and sucsessful}
pursued (that the rets of inflation i3 sharply reduced) we my snticipets an Y
improvement in the balsnse of peyments position as well as a grester wiilingness
: the part of sug:w m:u :ﬁ:ﬂ:‘n?ir dollar balances. But we cammot
las g £V ) « ;
v sure Mum:‘ tm: oved. Thersfore, further policy

The following alternatives were briefly discussed and should be further
wxplored and possibly ranied: Y

(1) bevalustion.

{2) Termineve gold comvertinliiity of the dollar lwrh?.ﬁw
™ wtd&*w ﬂm“gh:"t:‘““f 1 )
4 be & tem or povmament solution. {t was geners
agresd that If it were dons, It should be dowe while we still m"a

large §old stock and mot wait unt!! & crisls forces our hends.

X5 Tha question of pousible compensation for official dollar
holders will have to be tackied.

(3) Saneral increnss in the price of gold as & second or third
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best solutiom.

() A pesmral lmport surcharge as a strictly tesporsry devics.

(s) $MR’'s, goid peol, reserve settisment ascowmt, ots.

it was 11y agreed that these ligquidity preblams will have to
g_a briefly discussed, but that the adjustasat probles is sore
upertant .
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