July 7, 1947

Mr. Charles P, Kindleberger

Department of State

Washington D, C,

Dear Charlie:

Enclosed is our rough and tentative paper on

Furopean financial arrangements oh which we hope to devote

a good deal more though®t as to its content and method of

exposition, You will note that the introductory paragraph
" mentions & Part II dealing with FPuropean external financial

relaticws, which is to follow when we can get it ready,

3incerely yours,

J. Purke Knapp,
Assistant Director,
Division of Research and Statisties,

JBE 3o
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A Program for Europesan Self-help-—
Suggestions for Implementation im the Finsncisl Field

The following memorendum presents 2 tentative sketch of
asasures vhich European countries might take in the financial field to
implement the principle of Europesn self-help emunciated in Seeretary
Mershall's recent address st Harvard University.

Part 1, dealing with intra-Buropean {imancisl arrangements,
discusses various ways of promoting through finanelal devices a more ef-
fective and constructive flow of trade within Furope. 4t various points

mmmr»mmmumum:umrmwm-
posed funmctions.

Part II of the memorenduml/ pointe out wsys im vhich such a
central fimancial agency for Hurope could provide assistance in coordinat-

aid to the area from the United States, as well as in directing the use of
the independent foreign exchange resources of European countries.

A third subject, beyond the scope of this memorandum although it
mtuwmthuuo.umnmummm
countries might take in their domestic monetary snd fiseal policy whieh

sires to invade the province of domestic administration in countries re-
ceiving United States ald, it is belleved that the subject merits close
and comtimuing attention, especially in view of the precarious nature of
internsl finaneial equilibrium in meny (evem most) Purepean countries,

1/ To fellow shortly.
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The first condition
is the growth of production in
portable surpluses are developed. But even efter surpluses over essential

ié
i
£

currencies which cen be used to procure goods elsevhere. Europesn coun~

tries are not interegted in for the sake of stimulating domestic
income and employment or (in gemeral) for the sake of merely maintaining
¢ market.

-

Under these circumstances it was natursl that after the libera-

of bilateral clearing end payments 8. There iz little doubt
that in the peried fellowing the end of hostilities bilatersl trade and
payments provided the most and in fact the only

B
A. Very often inm this process attempts at bilatersl balaneing of ex-

to the import surplus country and which must be dealt with if trade is to
continue therefore is to liberate Zurcpe's
internsl trade from the requirement of bilateral bslancing.

ir, m,muunnmnymmmmua,w
net balance in the bilaterzl trade of two given countries smst be settled:

(a) by the net importing country paying for the
difference in U.8. dollars, gold, or s currency
freely convertible inte dollars, or

: &
i
:
s

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



3=

(b)wmutwummmtarm
difference in a currency vhich, while inamib}.o,
mmwnmwmmmn

in triangular or multisngular settlements (for ex-
mlo,mmwm(l)wmth
net exporting country (B) in the incomvertible cur
rency of & third eountry (C) which happens to be
usable by B for peyments to 3 or A may be able

to pay B in i's inconvertible curremnecy provided
that B can use it for payments to another third
country (D) which can inm turn employ it for pay-
ments to Aj other more or less intricate settle-
ment possibilities may be conceived);

(e) by the net exporting country granting eredit
to the net importing country, e.g. by asccepting
and agreeing to hold the currency of the net im-
porting country; or

{4) by the establishment of some multilateral
clearing system for Jurope combining the functions
of sultisnguler settlement and the extension of
oredits within the group.

To the extent that the foregoing conditions are not satisfied, a
mtnmmtmmmmusummuw
if goods {loved independently of payment problems, will in fact reduce its
exports to the level which can be acoommodated by payment possibilities.
This tendemcy toward reduction to the least common denominator obviously
militates agalnst the free interchange of supplies in Europe and the max-
imum degree of self-help from Zuropean resources.

~ How then may conditions (a), (b), (e), and (d) be more effectively
achieved?

(a) The acute demand in Continental Hurepe for extra-Europesn
imports, which in gemersl must be paid for in dollars or in media of ex-
change comvertible into dollars (i.e. gold, Swiss francs, snd & sterling),
hag ereated sn soute demand for such currencies. This demsnd now extends
to pounds sterling since from July 15 foreign scquisitions of pounds will
be freely convertible into dollars; pounds will therefore be just ae "hard®
& currency as dellars, except, of course, for the frosem portion of ascusu.
lated sterling bslamces which will become entirely umavailable for current
transactions. Meanwhile, the British, because of convertibility demands
upon them plus thelr owm urgent need for dollar imports from the Vestern
Hemisphere, must seek every opportunity to obtain dollars, Hence
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storling is universally acceptable as & means of payment on the Continent,
and dollars throughout Furope including the United Kingdom, It

poasible, therefore, to develop & maltilaterzl payments system based upon
the use of sterling or dollars to the extent that countries having bilateral
deficits %o meet were supplied with these currencies.

Indeed the Britiesh ure conseliously striving to establish the
pound steriing ss the mediua for multilateral settlements inm Continental
Europe. In e series of recent payments agreements negotiated by the British

France, Belgium, Netherlands, Norwsy, Crechoslovakie, Italy, Zpain, and
Portugal) Mnm(ﬁhmmumm
nm,m(a)uwmzwwmnmummm
only from coumtries in the sterling ares, but alse from all other countries
with which the United Kingdom has negotinted such payments agreements, The
British will benefit if the pound sterling becomes the medium for multiletersl
settlement among other countries for the reasom that (1) this would lead

¢ countries to hold working balances in London (this amounts to & loan
to the United Kingdom, incidentslly on very terns) and (2) this
would lead countriee to employ British finaneisl serviess (banking,

ingursnce,
ote.). umammmm:mummmmhm-
tion, we should presumably be sympathetic to this development.

Obviously the same kind of clearing sysiom could be built up with

that these hard curremcles are alzo reguired for jayments outside Eurcpe
(sterling as much as dollars simce it ie freely convertible into dollars).
Hemoe there is an inescapable tendency for them to be uzed to pay for over-
seas lmportsz rather them to meet obligatioms in Furope. If all bilatersl

tions on trade must therefore be of or wal pet-
tlements in inconvertible currencies., The tien for a country
to carry ocut such settlemente sre usually limited, The lgp country
(4) may imdesd be willing to offer its clearing (B) & eredit balance
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country (D). Sometimes even longer and more intricate processes of suc-
ceseive swapping of balances will be necessary., The grester the number

of countries that must be imvelved in such an operation, the greater is .
the probability that ite success will be thwarted through various resistances
appearing at one or the other point of the cireuit. Countries may hesitate
to sequiesce in the settlement process because they may think, rightly or
wvrongly, that speeial sdventages aight accrue to them through skillful
exploitation of their debtor pesition. Lack of cooperation on the part

of one important trading country may jeopardisze the setilement of balances
for several countries. To bresk through such resistances will require
establishment of some international machinery based on agreement among & sig-
nificantly large group of Puropean countries under which the parties to the
agreement undertake to submit to a central European fimanciszl agency, at
regular intervals, such belances &s have accumulated among them in their
bilatersl deslings, A special set of rules for the sealing dowm of compet-
ing balances would need to be elaborated., The operation, however, should
not extemd to balances which both the creditor and the debtor country wisgh
to have exempt from the settlement,

If the process of multiangular balsncing were to be fully carried
out, the still uncleared balances would represent simply the net balances
of each participating country in its intra-Suropean trade.

{¢) Frobably the best immediate opportunity for developing fi-
nancial self-hels by furopesn nations lies in the direction of the mutual
interchange of lines of credit in the form of commitments to accept each
others' currencies as = temporary form of settlement, Buch srrangements
are at present the basls for a large number of intra-Buropean payments
agreements eptablishing such lines of eredit for limited (genmerally quite
moderate) amounts. But most of these arrangememts have been entered into
reluctantly., igain it is repested that European countries have little 4if
any interest in promoting exporte for exports' sake. The extent te which
mtmawmumwnmmmmwmm

principle that most BEuropean countries must obtein compensating imports so
far as possible for their experts. If a particular country is unable teo
offer compensating imports (or currencies which can be used to procure
such imports) other countries are naturslly inclined te divert their exports
elsevhere rather than to export om credit terms,.

8, an effort might be made to encourage Huropean
countries to grant more such linmes of eredit to each other and in greater
amounte (it is sssumed that the linmes of credit could be actuslly employed,
i.e, that they would not be rendered meaningless by restrictive ex-
port quotas imposed by the countries granting the credits). It could be

|
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pointed out to them that if such credits were rather genmerally extended,
many more opportunities would probably develop for trisngular snd multi-
angular settlements as described in (b) above, The development of such
settlements would in turn encoursge the extension of new eredits. In par-
ticular it should be noted that intra-Buropean trade could be much more
readily expanded in this mamner than by the negotistion of detailed commodity
barter arrangements.

Definite encouragement might be given by the United States tc the
development of 2 patterm of credits along these lines if the United States
should underteke to make loans to debtors for the purpose of repaying “in-
tractable” balances accumulated under such agreements, i.e. balances which
the creditor country found impossible to liguidate through purchases in the
debtor country or through transfer to third countries. The creditor country
aight be required to guarantee the debtor's obligation to the United States
(at lsest as to prineipal), although to the extent that ereditors were re-
quired to underwrite such obligations they would be less prepared to let
the credits accumulate in the first instance, If
freed of obligation, it might be necessary for the United States to
that it would make loans to repay clearing balances only if they had arisen
from a construetive flov of essential goods; otherwise, creditor
might artificlally expand shipmente of non-essential goods on oredit terms
in order eventually %o realise dollars from them. Probably a further condi-
tion of any U.8, aid in mobiliszing intractable balances should be that the
creditor country has genuine need for doliars in meeting its balance of
payments; Bwitzerland, for example, might be prevalled upom to accept some
such balances, without underwriting by the United States, as & contribution
to general Yuropean veconstruction.

(d) Solutions (b) and (¢) are inherently cumbersome because of
the bilateral character of the underlying transactions. This leads to the more
ambitious suggestion that some form of cemtral multilatersl clearing might
at some poimt be introduced smong Puropean countries. This might take the
forn of a commitment on the part of each country to accept in payment for
its exports a given globsl amount of the curremcies of other participants
in the program. in slternative method, which mechanically would be simpler,
would be for each country to comtribute a given quota of ite gun curremocy
to & common pool under the sdministration of & central Puropesn finmancial
agency. Each member could them use ite own currency to purchase from the
pool the currencies which it reguired to make settlements on current trade
within the group., The anslogy with operations of the International Mometary
Fund is apparent--the initial currency contributions might be made pro-
portionate to, slthough presumably smeller them, the Fund quotas of the
participants. It is suggested, however, that in this case the central
pool be utilized only to finance trade among the members which they find
common agresment to represent a constructive flow of essentisl goods. In
this case, there need be no quantitstive limitations the smounts which
sember countries eould draw from the pool, 10 & oon e extent, such

§

g
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a system would marry the operations deseribed in (b) and (¢) above and

put them on a multilateral basis the management of a central fi-
nancial agency. So far as/current e wag concerned there would be

an sutomatic clearing of offsetting triangular and multiangular obliga-
tions; each country's net position vis-a-vis the aggregste of the other
members would be reflected in the net increase or decrease of the holdings
of 1ts currency by the central pool. It would remsin for the cemtral
agency to facilitate ad hoe arrengements for the triangular or multiangular
offsetting of pre-existing currency holdings or other obligations among
the partieipants, including balances arising out of non-essential trade,

Under a general agreed directive, the central agency might assume
responsibility for determining in detail what transactions could be financed
by member countries through the poole-i.e. whether proposed expenditures
were for constructive imports of essential goods. Furthermore, with the
granting of credits nov removed from bilateral chammels, the central agency
might undertake to allocate availeble credit among competing demands.

If the currency of A tended to be drawn out of the pool in payment for A's
net exporte to the rest of the group, the cenmtral agency might be authorized
to ration it to prospective purchasers in accordance with the "essentiality®
of their needs for it. Or as A's currency became scarce in the poel, the
central agency might ask A to supply further amounts, either as a further
credit ﬁum-ibatm or in exchange for dollars (again including equiva-

lents)

The requisite dollars might be supplied to the pool

(a) through having countries whose currencies had
accumilated in the pool in excessive amounts re-
purchase such excess holdings against dollars,
poseibly dollars loaned by the U.8. to such
countries; or

(b) through U.8. loans direetly to the pool,

secured by the pledge of its currency holdings
and/or by a collective guarantee from the mem-

bers of the pool on some pro rata basis. Since

the pool's curremcy holdings would tend to become
exclusively those of the debtor countries, & col-
lective guarantee would be necessary if the crediter

1/ Conceivably, the cemtral agency might be able to use some of its currencies
in excessive supply to purchase supplies of A's currency held by third coum-
tries; these might be countries outside the pool, or countries in the pool
which had held A's currency before the pool was launched or had accumulated
it in transactions outside the pool (non-essential trade, capital movements,

etc.).
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system (ref. page 6 above) since the system would
MMM“!‘WWM; it night
still be desirable in some degree in tion
of the common Europesa interest in the
recovery of each of its members through & growth
of intra<furopesn trade,

1I. Externs) Finspeizl irrangements

In conducting their extermal finamcial arrangements, it may be
agsumed that as & minimum Suropean countries participeting in & joint re-
mmvmmmnmammywumummmm-
grams, to ascertain prospective dollar deficits, and to certify to
mwammnwummmuudmwmm
tries for dollar eid. These countries nay be expected also to consult on
meagures of mutusl advintage vis-a-vis gutside countries--e.g. through a central
finsncial agency they might seek opportumities for triangular and multiangular
offsets of financial obligetions, especially with a view to finding uses within
the group for inconvertidle extra-Europesn currencies acguired by certain
menbers of the group.

it the other extreme, a maximum coordinatiom of Furopean externsl
mwamrnmmummo:(g)mm
holdings of geld, dollars, end other extre-Furopesn currencies and
m;(b)mwaumt um(m'n
may term roughly, overseas) aress, and (¢) the proceeds of credits or grants
from such areas, whether disbursed under previous or under new commitments.
In this case, the central agency would asllocate overseas exchange to member
countries in the same mamner that a nationsl exchange control allocates
foreign exchange to different sectors of a nationsl economy.

Clearly such & full integration of the external relationships of
the furopean economy is not to be expected. But what half-way house may
exist which the United States might sppropristely encoursge if it is to pro-
vide major aseistance for Furopean recovery?

(To be concluded)

Board of Governors of the Federal Feserve System.
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