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MOJETARY POLICY &ND THE INTZKAATIOA-L ECONOMY -

Frae nations are elosely tied together by commercial .nd finaaciel
ralations, and th2 nationel income of each country depends to & lirge ox-
tent uoon international dsvelopments. In order to rake full use of 1ts
resources, a netion must exchange products in which it 2xcels for »ro-
ducts which are more =fficiently produced abroad. It must attrict for-
eign capital if its resources cannot be fully developad with its ovn
suvings. Similarly, it must send cipitel abrozd if ite suvings excead

1ts own investment needs.

The monetary policy of every frse econom must therefore pay serious
attention to the interralation betwesn domestic and foreign events.
There is, however, a fundamental difference betwaen the domestic and the
international aspects of monatary policy. Within its own borders, evsry
nation has soversign control of its system of money and credit, wzoa the
Monetary authorities tharefore have & unique position in iafluencing
domestic economic developments. But sovereign renetury contrcl doess not
extend beyond & nation's own borders, «nd the monetary authorities cin
affect happenings abrosd only by indirection.

If, for example, the monetary wuthorities of on2 country succezd in
curti.iling the expsnsion of domestic credit in order tc avoid inflatien-
ary developments, this step will directly affect dorastic investment and
thereby thie size of the national income. The rest of the world, however,
will feel only indirect repercussions; namely, insofar as the change in
national incoms of the country affected will influence its imports and
exports of commodities &nd of capitel.

International Effects of ilionetary Policy

Vionetary policy influences the econony primaerily through the supply
of credit. 'This influence can be brought to bear on the entire sconomy
by changes in ths rate of interest and in the liquidity position of cre-
dit institutions and the gesneral public; it can be directed toward indi-
vidual segments of the economy by selective credit controls.

Changes in interest rates and licuidity.--In times of international :
security, the currenciss of &ll important nations cen be freely exchanged.
In such times, changes in interast rates end liquidity are very important
in determing the international flow cf short-term funds. In the present
troubled times it is easy to forget that not so long ago the difference
between short-term interest rates in dew York, London, Paris, and Amster-
dam was a decisive factor in the distributicn of funds among those cen-
ters of international finaznce; it was tharefore also an important factor
in the liquidity of the banking systems of the United States, thz United
Kingdom, France, and tha Netherlands.

Under jresent conditiens it is unlikely that investors would switch
their funds over night from one country to gnother in order to get a
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slightly higher rate of return on their capital. In most countries capi-
tal transfers are subject to the approval. of some government -agency andz
of even greater importance to their direction, ars dicteted more by pecli-
tical fears and hopes than by small differences in interest rates. Al-
most everywhere, people are subject to currency devaluation, capital
levies, or exchange restrictions, not to spesk of the danger of war or
revolution. Hence, investors.try to find a safe h:ven for their funds
even if the interest rate there is substantially below rates preveailing
elsewhere,

In times of severe international disturbances, therefore, the influ-:
ence - of changes in interest rates and liquidity on the international flow
of investment funds is limited. In such times, howaver, both debtor and
creditor countries puay particular, sttention to balance-of-payment prob-
lems, and the influence of monetary. policy upon the balance of interna-
tional payments often overshadows its purely domestic effects.

The dollar gap.--Most countries other than the United States are
anxiously watching their current balance of dollar payments. The main
reasons for this anxiety are twofold: most countries have smaller re-
serves: than would ‘be necessary in emergencies; they also have zn unsatis-
fied demand for hmerican ,goods, while the smerican demznd for their own
products is limited. This situation hes become “novn ag the dollar guap;*
namely, 'the persistent tendency of muny countries to experience a deficit
in their dollar balance of payments.

Monetary policies can do much to close thet gap. ' A chronic deficit
in.a country's balance of payments. suggests the presence of inflationary
tendencies: the public has more money to spend than'is needed to pay the
existing prices for the goods &nd. services currently produced. By elimi-
nating excess purchasing pover, the demcnd for foreign goods and services
can .be reduced until the international balance is in equilibrium, -But -
there is a .serious obstacle to such a policy: ‘the structure of & coun-
try's economy ray be such that before the demand for foreign-gocds has
been sufficiently reduced, the demand for domestic goods will fall so
sharply as to bring about a severe recsssion. For instance, the rsduc-
tion of purchasing power in a highly industrialized ceuntry that depends.
ipon imported foodstuffs may lead to serious unemployment in domestic in-
lustry long.before-there is any appreciable reduction' in 'food imports.

In such a case,-a more fundamental change in the country's domestic eco-
nomic' structure or in its internationzl economic relations may be neces-

Early postwar efforts to reduce the dollar gap.--Immediatelv after
the war, such changes were needed in virtually ull countries that had
suffered severs demage or enemy occupation. . In those years, more reli-
nce was .placed on direct international aid, at first through UilRKA and
then mainly through ECA, thzn on .the indirect methods of monetary policy.
By 1949, however, the importance of monstary factors had again besn uni-
versally recognized. Inflation had been halted in most of the important
1ations,’ but-different degrees of inflationary distortions persisted in
the various countries, especially in those where severe domestic price
ind wage controls hud added to the confusion. It wus therefore necessary
to reduce &1l these inconsistent price and wage levels, so to speak, to-&a
new common.denominator. It would obviously have been impossible to make
‘urther drastic changes in internal prices and wiges so' soon after sta-
’ilization and so it was necessary to change the international relations




the verious price levels. In other words, it becsme imperative to al-
ter radically many international exchungs rates, the wost important of
which was the rate betvean ‘the dollur znd the pound sterling.

The effects of the enchsnes adjustments of 1949 .--You know thet this
Wis done in September 1949. From that time on, monstary policy has baen
able to resums its stabilizing role in internationcl reliotions. ..t that
ing, many skeptic.l observers ssserted that prices had iost their force
to determine the flow of internatirnal trade.  They werz wromg: the
Price system started to work &s well ag it aver hrd es scon &3.it cprin
€ot a chance to do eo. Producers in Europe paid ~ore attention to their
traditionsl export markets after the artificial creation of new Jdorestic
Purchasing power had been discontinuad und the worst distortions ia in-
ternationsl price relutions had been eliminsted. rroducers in the dolisr
in turn that thay could not *sintein their inflated export

Sules since the industriss in the go-called snft-currency areus wers able
v0 undersell them. o

In consequence, two events took place. Our export surplus dropped
Irom 5.4 bitlion dollers in 1949 to an wnnuel rate of 1.9 billion in the
fipst eight nonths of 1950--s reduction by almost, two-thirds. The re-
Sulting narrovwing of the "dollar gep" mede it possible for many countries
Lo relax their dirsct controls, and this relaxation in turn increcsed the
Significance of monetary policy.

The exsmple of Germanv.--The countries that were mest energetic in
applying monetery mecsures and in repudieting wartime direct controls
Y2ra the most successful in esteblishing domastie snd internations) ste-
billty. For instance, such & policy wes respensibls for tha almost mi-
Faculous progress achieved in Vastarn Germany.

‘Germany suffered more than eny other rajor industrial nation from
the effacts of its wertime inflation, -rupnressed by price znd wege con-
rols of unsurpassad severity. In 1948 the Germen Govaernreat, ciainst
“he anguished protests ¢f tha adherents of dirsct coatrols, sliminated.
Virtually all price conmtrols end rationing and, at the sum2 time, the .
Usrman gentral binking system used its pever firmly to avoid a return to

he‘over—expansion of money and credit. Within littls more then two
years, Germany saw its industrial production rise from less thun 50 to
'14 per cent of prewar and its exports increase thresfold. BEetwesn 1949
“nd the first eight months of 1950, its import surplus dropped from 1.1
billion dollars to an annuil rate of 400 million dollers.

These developments would permit us to view the future of interna-
tlonel economic relations in & very hopeful light if we could assume that
lurther deterioration of political reletions might he avoided.

The problem of convertibility of currancier.--Ia the international
gostwar monetary policy c¢ims primurily ut veking the main curren-
S1les of the world again freely convertible into gold and dollars. As
long as the internaticnal economic community cennot weke use of exichinge-
able currencies, international trade i3 as seriously hempered as our do-
Mestic trade would be if we lost our common dollar standard.. Prices ob-
Viously cannot fulfill thair nroper aconomic function in ‘the internaztion-
4Ll econony if it-is impossible to tell eccurately what @ nrice expressed
in the seller's currency means in terms. ¢f the purchaser's currency. For




L4,

instance, one pound sterling cennot at present b4 freely converted into
$2.80 although $2.80 can be freely toaverted inté one pound sterling. A4S
long as this situation lasts, & commodity priced at one pound sterling
will more readily find a buyer than one oriced at . 2.80, evan though at
the official rate of exchange the two smounts are the same. The cenmod-
ity priced at £2.80 can be purchased by people vho hzve dollars, but not
by those who have sterling, while the commodity priced at one pound ster-.
ling can be bought by holders of either dollars or sterling. Uunder these
conditions the currency asked in payment for u« commodity is often more
important than its price.

For this reason, the reestablishment of internaticnal convertibility
of currencies is indispensable to the reestablishment of a free interna-
tional economy based on the vrinciple of the market mechanism. However,
convertibility can be achieved only when the nondollar countries can rea-
sonably expect their exports to carn about as wmany dollars as theay need
for buying essential amarican goods and services. Insofar as the mone-
tary policies of the nondollar nations permit the expansion of exports,
they contribute decisively to prograss toward freedom in international
economic relations, and thus to the achievement of one of thz prime goals
of our own international policy.

International effects of U. 3. monatery molicy.--Our eceoncmy is 1e3S
dependent than most other economies on monetary conditions in other coun-
tries, but monetary developmants hare often datermin2 economic develop-
ment abroad. For example, the slight recessicn here in the first half of
1949, which mede littls impression on domestic consumption, considerably
affectaed the international trade of some foreizn countrizs. In the viev
of some observers, it even influenced the timing of the devaluation of
the pound sterling and many othar currencies in September 1949. liany
cocuntries have to rely upon vital imports from the Unitad States, and up-
on their ability te earn the dollars neaded for that purpos2 by means of
exports. & recession that curtuils our foreign purchases makes it inore
difficult for other countries to buy our foodstuffs, raw materials, and
machinery, upon which. th2ir domestic welfare devends. On the other hand,
any serious inflationary development in the United States tends to raise
the prices of our domestic products faster than those of our imports. It
thus tends to worsen the terms of trade of forsign countries that need
our vroducts, theraby endangering thelir economic stability. For instancé
the rise in U. 3. prices from 1946 to 1948 considerably increased the
balance-of-payments difficulties many forelpgn countries wers alreudy hav-
ing.

Monetary Policy in the Present Emergency

Developments since the middle of 1950 have clearly shovn the impact
of international events on monetary conditions &nd poliey in the United
States.

Before the attack on South Korea, our most difficult rostwar finan-
cial adjustments zppecred to have been made. dow we must again build up
our defenses agcinst inflation. Hearmament will divert ruch of our »an-
power &nd material rasources to the production of goods which, although
vital to our survival, will not be aveiilable for purchase by civiliun
consumers. &t the samz time, the expanded defens2 activities will in-
crease the purchasing power of the population. wvither of these factors



could easily build up cerious inflationary pressurs. Monetary policy hat
Speclal responsitilities. te avoid infiationary disturbinces at a time
when econsmic insteoility might eariously impede defans=2 ar¢inst grave
Political and str tesic dengers.

Honetary suthcritizs must Lave regard for tha zffscts of monetary
policy on'tt :2'ucnag mment of our larr s -ublic debt. Tha Tressury must
constuntly re fund = turing issues, cad it ~uet be prepared to borrow ad-
ditione.l roney if r-ceiots fell stert of Governmant expenditures. A rise
in interest rotes me tes these opersticns wore costly, it is true; but in-
flation, with its irn 'reases in prices and wages, would cost the Govarn-
ment far more. lora ver, thz effact of inflzaticn cn every ~z=nmber of the
Commuaity,. and th2 . e erul disturbunze created by @ drop in the rurchas-
Ing powsr of the dolle °at Lome aud shroad, would s2riousglv hampar our
defonse effort. ' .

U. 8. znti-infls*isnary policv.--.s scon &5 the denser of renewad
mTlation becane npparen , the rresident, the Coigress, zad thes monetary
duthorities took stz2ps to counteruct it.

The Detense Productior. ret rnd the axscutive orders iscued hy the
Presidsat hove glven thz ¥ederul Reserve spccizl powers to combat infla-
tion-in two strategic aress. Th: Federsl haserve is a-in ragulating.
consumer instaimeant crsdit, md for the first tine in its bistory is
Fegulating real estate creciv for nmew censtruction. FKactriction of real
estate credit and consumer intalment cradit is intended to denpen the
demund for ner homes and for wny durable consuir poods and thus halp to
Moke way for the diversion cf ghrate ic matericls to crmament production
Without inflation.

Even before passage of the D “ense Productiocn ict, the discount rate
of the Federal heserve Banks, uach n2d sinen auaeust 1948, was reised by
one-fourth of a percentegs point in  usust 1950. . lso, the Fsderal Re-
Serve System, jointly with tn2 oth3r «zencies entrusted with the rezula-
tion of credit institutions, issue’ ¢ “omisl rsyuvast that these institu-
tions nbstein from ény credit expansi» that would interfere with the
defanse effort. The Federal hessrve Jen Markast Committee is directing
1ts operations toward restraint of inflationcry forces. The 3ystem .con-
tinues to maintain wn orderly muriket for Covernmeat sscurities, but it
Sesks to limit any inerease in its hoidines ¢f Governirent sscurities and
to effset purchuises mude in meintaining an orderlwv wmerrat by sales. of
other securities. Thess seles are to yrevant an increzse in bunk re-
Serves, which would provide the banks with acditional funds for wultiple
Cradit expunsion. The recult of the System's orerationz hus bszen a mod-
®rate rise in short-term intersst retes, = development wiich in itseif
tends to discourzge the extongion of excessive credits.

Laternational re:ercussions.---Ths recent repid rise in effzctive
demend in the United States deeply affected the internationzl flow of
goods end capitul. The drop in our exports and th2 rise in our imports,
which had bean going on for gome time, has b2sn cccelerated. In August,

our imports exceeded export: for the first time in 12 ysars.

Moraover, & number of fereign countriee have begun to tuke messures
Ggainst the international spread of inflatien. It is axtromely encourag-
ing to note that theze measurss de not wrimcerily raintreduce direct .con-
trols, but are concentrating on the instrumeats c¢f =onetsry policy.
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Belgium, Germsny, the dethsrlends, 2nd Sweden, in perticular, huve
tightened resorve raguiraments or increzsed distount rates. At least
three of these countries huva expsrienced the harmful resulte of direct
controls for 30 rmany years that thay have becamé convinced of the superi-
ority of monetary policy. Obviously, however, the situztion would be
very much confused if the United Stute:s itself wers comnelled to reimpose
direct controls.

Prospects for ths future..--The Federal Reserve System is prapared
to take further action if inflationary tendencies continus. (uite re-
cently, it has tightened its rsgulation of consumer instalment credit,
znd it has further limited the evailability of reserves through its open
market operations. For obvious reasons I canant tell you anythineg about
our plans for the future; however, 1 cen give you the assurance that we
shall carefully consider the use of any anti-inflationary weapon in our
arsenal.

:n infletionary increase in the supply of money stems chiefly from
two sources: expansion of credit to ths public, znd expansicn of credit
to the Government due to & budget deficit. Tne efforts of th: Federa
Reserve System serve nainly the purposs of “eeping the private credit
situation in hend. The Government budget must be ept as nearly us pos-
sible on a pay-as-we-go basis by means of tuy lezislation. Ia addition,
the refunding of meturing Government securities, &s well as the flotation
of any new issues that ray become necesssry because the yield of in-
creased taxes mey lag behind tha rise in Government expanditures, should
be so menagad that the largest rossible shars of the debt is sold to the
nonbank public.

Monetary Policy or Direct Contro:

[

Even with all of these deterrents in effect, it would bz possible
for private spending to increase further, espzciclly in view of the pub-
lic's large holdings of liquid assets. It would be egually possible for
our presently plannzad level of defeass expenditures to prove inadequate.
In either eveatuality, it would be necesszry to impose even stricter mon-
etary and credit controls and to raise our taxes still further. Other-
wise, direct controls would have to be imposed.

From th2 point of view of a free economy, there cen be no doubt
that avoiding inflation by monetery ond credit controls and increszsed
taxes is far preferable to suppressing the symptoms of inflation by price
and wage controls and rationing. Such a course, however, will need the
whole-hearted cooneratiocn of the public. Enacting higher taxes znd im-
posing credit restrictions ars highly unpopular —easures. If too meny
people, while applauding anti-inflationary policies affecting the othar
fellow, oppoge all thosz that would restrict their own dealings, direct
controls may become unavoidable.

Price controls and rationing tend, at lezst in the first rmoment of
their applicaticn, to give the impression that they hurt people lass than
strict credit controls and high tax2s: they leave ths money income un-
touched, and preserve the outer appearence of a stuble prices level. ac-
tually, however, they undermine the market mechanism: prices cease to
have economic meaning, money ceases to play its economic function, and
ration points fixed by the Government tend to bacoms the main motors of
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econo~ic activity. Such &z development would be inconsistent with the

Principles of individual initiative on which our eccnomic system 1is
based, snd should be only & last resert during en emergency in order to
Protect our system from grester denger.

However, if we can convince tha public to support the aati-
inflationary endecvors of our nonetary and fiscal authorities, we can
hope that our economy will bear the burden of th2 rearmsment effort with
out suspending the price mechanism and thus impairin; its efficisncy.
This burden will be a small price indeed to pcy for the presarvation of
our freedom.



