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Consumption —
Patterns shift with rise in income

T h e  typical American has increased his 
consumption of goods and services by a half 
since World War II. He has not increased 
his consumption of all products proportion
ately, however, partly because the rise in 
real-income has allowed him to satisfy essen
tial needs with less of his income and partly 
because changes in relative prices have af
fected the way he spends his income.

To measure changes in consumption be
tween 1947 and 1967, money expenditures 
for various categories of goods and services 
were adjusted to the average price level of 
1958. This allowed an adjusted dollar of 
expenditure to be interpreted as buying the 
same amount of a product or service through
out the period and thereby serve as a measure 
of the per-capita consumption of various 
goods and services.

In 1947, the typical consumer was largely 
a buyer of nondurable goods. On the average, 
more than half his purchases were of non
durables—groceries alone accounting for 
nearly a fourth. Slightly more than a third 
were services and about a tenth durables.

Durables advance . . .

The small proportion consumers spent on 
durables in 1947—mostly for furniture and 
household equipment—cannot be attributed 
entirely to war induced scarcities. Roughly 
the same proportion was typical of the years 
just before the Depression and just before 
the war. But after 1947, durable goods be
came an important item in the changing pat
terns of consumption.

2 Per-capita purchases of durables—such as

autos, appliances, and household goods— 
began increasing rapidly after the war, 
quickly outpacing the rise in nondurables and 
services. The typical consumer’s purchases of 
durables, while fluctuating more than his 
other purchases, increased at an average 
annual rate of 3.6 percent between 1947 and 
1957—twice as fast as total per-capita con
sumption. During that time, per-capita use 
of services increased at an average annual 
rate of 2.2 percent while per-capita purchases 
of nondurables increased at a rate of only 
1 percent.

Automobiles played a big part in the 
growth of durables while housing and utilities 
accounted for most of the growth in services. 
Purchases of medical services also increased 
—far faster, in fact, than total consumption 
—but the use of buses and trains declined 
absolutely, as did shoe repair and dry clean
ing. Consumption of nearly all nondurables 
—such as food, clothing, and heating fuel— 
declined relative to consumption as a whole. 
Only purchases of gasoline and oil grew faster 
than the overall average.

With the development of new products 
and the strong rise in incomes, purchases of 
durables picked up in the second decade 
after the war. Between 1957 and 1967, per- 
capita consumption of durables grew at an 
average annual rate of 5.3 percent—nearly 
one and a half times faster than in 1947-57. 
Consumption of services and nondurable 
goods also increased at faster rates, but not 
as fast as overall consumption, which grew 
at an annual average of 3.3 percent compared 
with 1.8 percent in the previous period.
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Consumption of durables 
and services rose faster 
than nondurables

1958 dollars 1958 dollars

Where most of the increase in durable 
consumption in 1947-57 could be traced to 
automobile purchases, the increase in 1957- 
67 was caused by purchases of a variety of 
goods. By 1967, durables had increased to 
17 percent of all consumer purchases—the 
biggest gains being in radio and television 
sets, hi-fi and stereo equipment, and phono
graph records, followed by automobiles and 
kitchen appliances.

And unlike in the first postwar decade, 
consumers sustained their increasingly higher 
rates of durable purchases after 1957. Per- 
capita consumption of durables, especially 
after the early 1960s, were remarkably free 
from the choppy fluctuations of 1947-57. Be
cause purchases of durables can be postponed 
longer than purchases of nondurables, the

smoothness of their increase after 1961 
clearly reflected the absence of recessions.

The slow rate of increase in nondurable 
purchases was reflected in a continuing de
cline as a share of total consumption, while 
the modest rate of increase in the use of 
services was reflected in a slightly larger 
share of the total. As in 1947-57, groceries

Per-cap ita  consum ption

A nnual
a v e ra g e  increase

1947 1957 1967 1947-57 1957-67

(percent of to ta l) (percent)

D urab les 12 14 17 3.6 5.3

N ondurab les 52 48 44 1.0 1.8

Services 36 38 39 2.2 2.9

Total

consum ption 100 100 100 1.8 3.3

accounted for a progressively smaller share 
of total purchases. But clothing and shoes, 
after declining in importance in the earlier 
period, held fairly stable at about their 1957 
share of total purchases. The proportion of 
purchases going to services rose modestly 
after 1957, however, with increases, as be
fore, in portions going for housing, utilities, 
and medical care.

. . . and so do serv ices

Many factors probably affected the differ
ence in the growth rates of these three cate
gories of expenditure, but changes in prices 
and incomes were certainly the most impor
tant. A slower rise in the price of durables—
21 percent between 1947 and 1967, com
pared with 35 percent for nondurables and 
80 percent for services—made durables the 
best buy, supporting their rapid growth as an 
expenditure item.

The rise in incomes was even more impor
tant. Rising affluence not only favored pur
chases of automobiles and, to a less extent, 
furniture, appliances, and radio and television 
sets, but also services. Despite the sharper 3
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increase in prices of most services, the rate 
of increase in their purchases was strong 
throughout the period. The increase in real- 
income was simply fast enough to overcome 
the retarding effect of sharply rising prices. 
Illustrative of the importance of income in 
the purchases of services has been the rising 
proportion of consumer incomes going to 
housing since 1947, even though the price of 
housing had increased 60 percent by 1967.

Prospects

If recent trends continue, the typical Amer
ican consumer will increase his consumption 
substantially further in the next 20 years. He 
will also allocate an even larger share of his 
purchases to automobiles, appliances, and

other durables, and to housing and medical 
care. Tastes and behavior can change, of 
course, making the best predictions go awry. 
But the patterns evolving since World War II 
seem likely to persist.

Gains in productivity in the manufacture 
of durable goods—which helped hold back 
price rises in these goods—seem likely to 
continue further stimulating durable pur
chases. The share of consumption going to 
services will probably also continue to in
crease, though still not as fast as consumption 
of durables. Prices are likely to rise faster for 
services than for durable goods, tending mis
leadingly to inflate the growth of service con
sumption.

The proportion of consumer expenditure 
flowing to producers of 
durables and suppliers 
of services will prob
ably increase further 
and the proportion 
flowing to producers 
of food and other non
durables will probably 
continue to decline. 
But in times when the 
rate of growth of con
sumer income slows— 
as it may this spring if 
restraining policies be
come more effective— 
short-term adjustments 
will tend to be made 
more in purchases of 
durables than nondur
ables. In such times, 
the income flow to pro
ducers of durables may 
contract relative to the 
flow to producers of 
nondurables and sup
pliers of services.

U. S. families boost consumption relatively more 
for durables and services than for nondurables .
percent of total consumption 
25

. . . partly reflecting slower price rise for durables
percent, 1947*100 
220

1967
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Banks and PCAs a comparison

s suppliers of nonreal-estate farm credit, 
banks are not growing as fast as Production 
Credit Associations. Together, banks and 
PCAs account for well over 90 percent of the 
nonreal-estate farm loans outstanding at in
stitutions and well over half the nonreal- 
estate credit owed by farmers to all lenders, 
including merchants and individuals. But 
major shifts are being made in the relative 
positions of these two main lenders.

In the states of the Seventh District, five 
times more credit was outstanding at PCAs 
at the beginning of 1968 than at the beginning 
of 1957. During that time, the PCAs’ share 
of this type of credit increased from 12 per
cent to about 22 percent. And even though 
the amount of farm loans outstanding at 
banks increased threefold, banks’ share of 
the total dropped from 83 to 73 percent.

Because of the continued rapid increase in 
farm credit, two surveys were undertaken in
1966. The findings make it possible to com
pare the roles of these competitors in short- 
and intermediate-term farm financing. Sim
ilar information was gathered from both 
institutions—from banks by the Federal 
Reserve System and from PCAs by the Farm 
Credit Administration. Comparisons of the 
results point to considerable shifts in roles, 
especially as suppliers of credit to agricul
ture’s most growth minded segments.

The borrow ers

There were about 600,000 farmers in 
states of the district in mid-1966. About 72 
percent (448,000 farmers) had loans from 
commercial banks and about 10 percent 
(58,000 farmers) had loans from PCAs. Some

doubtlessly borrowed from banks and PCAs 
and were, therefore, included in both groups.

Borrowers at PCAs tended to owe more 
than borrowers at banks, sometimes in single 
notes and sometimes in several. The average 
PCA borrower owed his association about 
$8,496—half again more than the $5,633 
owed by average bank borrowers. Among 
bank borrowers, a fourth owed less than 
$1,000, compared with only an eighth of 
the PCA borrowers. More than four-fifths 
owed less than $5,000, compared with only 
about half the PCA borrowers. About 28 
percent of the PCA borrowers owed over 
$10,000, compared with 16 percent of the 
borrowers at banks. The banks accommo
dated relatively larger numbers of farmers 
using small amounts of credit.

The larger average borrowings at PCAs 
can be attributed in part to differences in the
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types of customers served by the two institu
tions. Borrowers at PCAs were found far 
more likely to be “part-owners”—operators 
that both owned and rented the land they 
farmed. With control of more acreage, they 
tended to have larger gross incomes. Bor
rowers at PCAs were also younger and had 
larger total assets and generally higher net 
worths. Because these are characteristics as
sociated with the growing sector of agricul
ture—which tends, therefore, to be a large 
user of credit—it is not surprising that the 
growth of agricultural credit has been greater 
at PCAs than banks.

Borrow ers’ tenures

Most of the farmer-borrowers at both 
banks and PCAs owned all the land they 
operated—most, that is, were full-owners. 
And among their customers both institutions 
had about the same proportions of tenant 
farmers and landlords. But part-owners ac-

Part-owners more numerous 
borrowers at PCAs
percent of borrowers

fu ll-  pa rt- tenant landlord
owner owner

tenure

counted for about 27 percent of the PCA 
borrowers, compared with only 14 percent 
of the bank borrowers.

The number of part-owners has increased 
rapidly in recent years, despite the overall 
trend toward fewer farmers. They have also 
been the largest users of farm credit. Accord
ing to the Agricultural Census, part-owners 
accounted for about 24 percent of all farm 
operators in states of the district in 1964, 
compared with 21 percent in 1959. And 
while the total acreage operated by farmers 
declined about 3 percent during those years, 
the acreage operated by part-owners in
creased from 36 million to 41 million. As a 
proportion of all acreage, this represented an 
increase from 31 percent to 36 percent.

Part-owners tend to operate larger farms 
than either full-owners or tenant farmers. 
This tendency was reflected in their borrow
ing more than typical farm customers at 
banks and PCAs, but it was more pronounced 
at PCAs. Part-owners borrowed about 
$ 1,200 more than the typical farm customer 
at banks and about $3,000 more than the 
average customer at PCAs.

Gross farm  incomes

Production Credit Associations also tended 
to have greater proportions of customers 
with large gross farm incomes. More than a 
fourth of the farmers borrowing from PCAs 
had gross incomes of more than $20,000, 
compared with only about a fifth of the bank 
borrowers. The associations also had slightly 
larger proportions of borrowers with gross 
incomes of $5,000 or less, but these bor
rowers did not owe as much as bank bor
rowers with similar incomes.

Here again, farmers with larger incomes 
tend to represent the growing sector of agri
culture. The number of farms with sales of 
more than $20,000 increased in every state
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of the district between 1959 and 1964, 
despite a decline in the total number of farms. 
Because of their orientation toward growth 
and their larger operations, these farmers 
would be expected to use more credit.

This was borne out by survey data, which 
showed the average size of loans increasing 
with borrowers’ gross farm incomes. As a 
result, borrowers with bigger incomes ac
counted for a larger proportion of the in
debtedness. This was especially true of PCA 
borrowers. Well over half the credit outstand
ing at PCAs in mid-1966 was to borrowers 
with gross farm incomes of more than 
$20,000. Bank customers with gross farm 
incomes that size accounted for slightly more 
than a third of the bank credit outstanding.

Assets and net worth

Borrowers at PCAs also tended to have 
more assets than borrowers at banks. Most 
of the customers of both institutions had 
assets between $25,000 and $100,000, but 
PCAs had proportionately more in this cate
gory— 63 percent compared with 56 percent 
at banks. Nearly a fifth of the PCA borrowers 
had assets under $25,000, compared with 
little more than a fourth of the farm cus
tomers at banks.

It has been suggested that while PCA bor
rowers tend to have larger sales and to control 
more assets than bank borrowers, they also 
tend to have less equity in their operations. 
Loans to them, therefore, supposedly carry 
greater risks. Survey data appear to refute 
this suggestion, however. About four-fifths 
of the borrowers at both institutions had less 
than half as much debt as assets. But nearly 
two-thirds of the PCA borrowers had net 
worth in excess of $25,000, compared with 
only slightly more than half the bank bor
rowers. Moreover, bank borrowers with lower 
net worth tended to have larger loans relative

to their net worth than did PCA borrowers 
with comparable net worth.

Ages of borrow ers

There was very little difference in the ages 
of PCA and bank borrowers. To the extent 
that there were differences, however, PCAs 
appeared to have an edge with the age group 
usually identified as the most dynamic— 
those between 35 and 44.

According to the 1964 census, farmers in 
that group accounted for about 23 percent 
of all farmers in Seventh District states. 
Yet they accounted for about 29 percent of 
the gross farm receipts in those states. About 
a third of them operated farms of more than 
260 acres and had gross incomes of more 
than $20,000. This was against about a fifth
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of all farmers in the district with incomes 
and farms that size. They also tended to 
operate larger farms than average borrowers 
at banks or PCAs. For borrowers in that 
group, the average amount outstanding at 
PCAs was about $10,236—$1,740 more 
than for the average PCA borrower. At 
banks, they owed $6,165 or about $532 
more than the average farm borrower.

Types of farm s

There were significant differences in the 
types of farms operated by PCA and bank 
customers that help explain differences in the 
amounts and composition of their borrowing.

A larger proportion of PCA borrowers— 
23 percent compared with 18 percent of the 
bank borrowers—obtained most of their in
come from the sale of meat animals. The

Banks have large numbers of 
relatively small borrowers .

l i b r a r y

opposite was true of cash-grain operators, 
who accounted for 27 percent of the bank 
borrowers compared with 22 percent of the 
PCA borrowers. Meat-animal farmers tended 
to have substantially larger debts than the 
typical borrower at both types of institutions. 
Cash-grain operators tended to have smaller- 
than-average debts.

There was also nearly twice the proportion 
of dairy farmers borrowing from PCAs as 
from banks, and banks had among their cus
tomers about twice the proportion of general 
farmers as PCAs had. This might suggest 
that PCAs concentrate more on specialized 
producers, but it may also indicate only that, 
with the information most lenders have at 
hand, farms are hard to classify as to major 
type of business.

The data reviewed here serves mainly to 
raise the question: why is a larger proportion 
of large operators attracted to PCAs than to 
commercial banks?

Specialization

Production Credit Associations have only 
one function—to provide credit to farmers. 
For that reason, their managers are agricul
tural specialists. As such, they can often 
develop information about borrowers through 
farm records and visits to farms that allow 
comprehensive analysis of a customer’s credit 
needs and repayment capabilities. With this 
information, PCA managers may be better 
positioned to make the larger loans being re
quested increasingly by large farm operators.

Banks, on the other hand, can seldom con
centrate on agriculture to that extent. En
gaged in all kinds of lending, as well as a 
variety of other services, they must maintain 
some degree of expertise in many kinds of 
businesses and spread their resources over 
many types of borrowers. Also, unlike PCAs, 
because they provide depository services,
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they must keep part of their assets in cash and 
other liquid forms. In addition, there is the 
limitation that agricultural loans often do not 
yield returns as high as other investments 
open to banks.

But possibly most important is the custom 
of most bankers to loan and invest only funds 
available to them from the local trade area. 
Production Credit Associations obtain their 
funds largely from the money market, through 
the sale of debentures by Federal Interme
diate Credit Banks.

Terms of credit

Federally sponsored credit agencies were 
established largely in response to complaints 
about the terms, costs, and availability of 
credit. There was widespread criticism of the

agricultural credit system in the 1920s be
cause, it was said, loans were made for short 
periods that were not suitable for agricul
tural production and marketing. And, of 
course, as with most purchases, there was the 
persistent complaint that credit cost too 
much. Until 1955, PCAs did not ordinarily 
make loans for more than one year. Since 
then, they have been allowed to grant loans 
with maturities up to seven years. The change, 
of course, was made to give farmers more 
time to repay loans for large capital outlays.

But survey data show banks to be as liberal 
in loan maturities as PCAs, perhaps more so. 
More than four-fifths of the PCA debt out
standing was written for less than one year, 
compared with about three-fourths of the 
nonreal-estate farm loans at banks. Loans to 
purchase machinery and equipment—thought 
to be among the more difficult to obtain— 
account for a slightly larger proportion of 
bank loans than PCA loans.

Not only is there little information on 
differences in interest charges at banks and 
PCAs but rates at both institutions have in
creased rapidly in recent years, making a 
comparison at any one time of doubtful 
validity. Furthermore, the characteristics of 
borrowers would be expected to affect the 
risks of extending credit and, therefore, aver
age interest rates. As indicated in the 1966 
surveys, for example, the typical borrower at 
banks was smaller and had smaller net worth 
than borrowers at PCAs—suggesting higher 
rates for bank loans. But it appears that the 
opposite may be the case.

Nationwide, the interest rate on credit to 
PCA borrowers averaged about 6.87 percent 
in 1966, compared with 6.7 percent to bank 
borrowers. Also adding to the immediate 
effective cost of borrowing at Production 
Credit Associations is the requirement that 
borrowers purchase stock in their associa-
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tions equal to 5 percent of their loans.
The associations may be more willing than 

most banks to tailor other terms of credit 
to fit a borrower’s needs, however. Many 
borrowers are attracted to the planned credit 
programs, or “lines of credit,” offered by 
nearly all PCAs. Under such a plan, a bor
rower arranges in advance for all the credit 
he expects to need during the farming season 
and advances are made as funds are needed. 
This eliminates the negotiation of a new loan 
every time a credit need arises. Unexpected 
credit needs are, of course, subject to further 
negotiation.

Some banks also operate that way, at least 
for some of their customers. About a tenth 
of the bank borrowers in the district had 
established lines of credit in mid-1966. These 
accounted for less than a fifth of the total 
bank credit outstanding to farmers.

Institutional limitations

Differences in organization and operating 
procedures undoubtedly affect the types of 
customers attracted to the two institutions. 
They are probably even among the most im
portant factors influencing the choices of 
some farmers.

Deposits from within the community are 
the primary source of funds for bank loans. 
Deposits have not grown as fast in rural areas 
as urban areas, partly because employment 
and income have not increased as fast. And 
the greatest demands for agricultural credit 
are often made on rural banks at the time of 
year when their deposits are lowest. Because 
of the rapid rise in demand for agricultural 
credit, an increasing number of banks have 
faced this problem in recent years, although 
the number is apparently still fairly small. 
About 6 percent of the banks in the district 
reported they had difficulty obtaining ade- 

10 quate funds from their own resources to serve

the credit needs of their customers in 1966.
Production Credit Associations, on the 

other hand, can tap the national money 
markets by discounting agricultural credit 
paper at one of the 12 Federal Intermediate 
Credit Banks. While some administrative 
restrictions have been placed on the amount 
these intermediate banks can borrow when 
money markets are tight, the availability of 
funds is governed primarily by the interest 
costs borrowers are willing to pay.

The ability of small rural banks to serve 
the credit needs of large farmers in their 
trade areas is also limited by legal restrictions 
on the amount of credit they can extend to 
any one borrower. National banks can ordi
narily loan no more than 10 percent of their 
capital and unimpaired surplus to any one 
person. Although laws vary from state to 
state, most state banks are limited to 20 per
cent of their capital and unimpaired surplus. 
In mid-1966, more than two-fifths of the 
banks in the district had capital and surplus 
of $300,000 or less. More than 80 percent of 
these small banks were predominately agri
cultural banks—banks with at least a fourth 
of their loans outstanding to farmers.

Largely as a consequence of these limita
tions, between mid-1965 and mid-1966, 
nearly a fifth of the banks in the district were 
unable to grant from their own resources all 
the credit some of their farm customers re
quested. These requests amounted to about 
2 percent of all loans outstanding. Many re
quests were no doubt handled by local banks, 
however, through arrangements with larger 
banks, insurance companies, and other finan
cial institutions.

Similar restrictions limit the size of PCA 
loans to a percentage of capital and surplus. 
But unlike banks, PCAs can, with the ap
proval of supervisory authorities, lend be
yond this limit.
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Accessibility to lenders
Still another factor affecting the activities 

of these lenders is their proximity to potential 
farm customers. Because there are relatively 
few PCAs—less than 300 offices in states of 
the Seventh District—they are not conven
ient to all farmers. By contrast, there are 
more than 5,000 banks and bank offices in 
these states. Farm customers at banks in the 
district traveled an average of only 11 miles 
to their bank in 1966.

Accessibility probably influences the pro
portions of farmers of various types served 
by the two institutions. With the greater dis
tances typically traveled to PCA offices 
banks can be expected to serve a wider range 
of borrowers, especially those for which 
credit is not the only or most important finan
cial service needed. Large users of credit or 
other financial services may find it convenient 
to use more than one type of financial insti
tution.

International payments —
Further improvements needed in the system

N  ovember saw the international monetary 
system rocked by crisis for the third time in 
little over a year. In each case, heavy specu
lation set into flow a rush of funds that 
threatened to swamp the system—out of 
Britain in late 1967, from currencies into 
gold last spring, and most recently, from 
France into Germany.

The recent crisis resulted from trends that 
had been developing in Germany and France 
over several months. Germany—with stable 
prices, rising productivity, and domestic de
mand still not fully recovered from a mild 
recession in 1967—was running a huge sur
plus in its trade with the rest of the world. 
France—with its wage levels (and, therefore, 
production costs and eventually prices) rising 
rapidly in the wake of social unrest—was fac
ing the prospect of a sharp deterioration in its 
international accounts.

The divergency of these developments 
caused many holders of francs and pounds to 
think those currencies might be devaluated

or that the mark might be revaluated upward.
Once the flow into marks started, speculation 
snowballed. As French reserves of gold and 
foreign currency were drained and meager 
British reserves pulled down still further in a 
maelstrom of transactions that flooded Ger
man banks with fresh funds, new strength was 
added to speculators’ conviction that changes 
in the official exchange values of these cur
rencies were imminent and unavoidable.

The vicious circle was finally broken only 
by temporarily closing the foreign-exchange 
markets, imposing restrictions on the move
ment of funds, and intensifying efforts to 
deal with underlying economic problems. The 
developments raised anew fundamental ques
tions about the efficacy of the present inter
national monetary system in dealing with 
changing economic conditions.

How the system  w orks . . .

The international monetary system con
sists of a set of rules and conventions de- 11
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veloped within the framework of international 
organizations. Its most important feature— 
“fixed” exchange rates—dates from the Bret- 
ton Woods Conference in 1944 and the crea
tion of the International Monetary Fund. 
Monetary authorities participating in the 
conference specified the official exchange 
values of their currencies in gold, and the 
United States pledged to maintain the official 
price of gold at $35 an ounce. The effect was 
both to fix the exchange value of all principal 
currencies relative to each other and to define 
their par-values in terms of the dollar.

Under this agreement, exchange rates are 
allowed to fluctuate up to 1 percent on either 
side of the par-value. Any further deviation 
is prevented by national monetary authorities 
buying excess supplies of their currencies 
tending to depress the rate, or meeting any 
excess demand tending to drive the rate up. 
An excess supply of a currency develops 
in exchange markets when residents of a 
country (or its government) spend, invest, or 
give away more money abroad than they take 
in from abroad—when the country is running 
a deficit in its international balance of pay
ments. To buy its currency back, the mon
etary authority must either use its reserves 
of dollars or gold (first converting the gold 
into foreign currency through sale, usually to 
foreign central banks) or borrow funds from 
the International Monetary Fund or from 
other countries.

Conversely, when a country runs a surplus 
in its balance of payments, the demand for 
its currency tends to exceed the supply. To 
meet the demand, the monetary authority 
must sell currency for foreign exchange. The 
result is an accumulation of reserves, mostly 
dollars, which, upon demand of foreign 
monetary authorities, the United States is 
committed to convert into gold at the official 

12 price.

. . .  in th eo ry
A country is always subject to forces 

nudging its economy toward balance in its 
international accounts—whether the country 
is drawing down its reserves to finance a 
deficit or building up reserves through a trade 
surplus.

Looking at the deficit side, assume, for 
instance, that consumers in a country with 
its international accounts in balance suddenly 
start buying a foreign product instead of one 
produced at home. Barring any other in
fluences, the country’s imports will increase 
relative to its exports and a deficit will be 
registered in its balance of payments. But 
two sets of developments will tend to restore 
balance.

First, the transactions undertaken by the 
monetary authority to maintain the par-value 
of the currency in foreign-exchange markets 
reduces the domestic supply of money and, 
unless offset by domestic monetary action, 
creates tighter money conditions and higher 
interest rates. With interest rates rising rela
tive to rates abroad foreign funds are at
tracted, which helps restore balance to the 
capital account.

Second, employment and income decline 
as production is cut back. With less income, 
the country buys less abroad. And with its 
price softening, it is able to sell more abroad. 
The effect is a tendency for balance to be 
restored in the trade account.

Similar forces will be at work in a country 
with a surplus in its balance of payments— 
but in the opposite direction. The excess of 
exports over imports tends to increase pro
duction, employment, and income, all of 
which help increase demand for goods, both 
foreign and domestic. The result is a tendency 
for prices of domestic goods to rise, dis
couraging exports, and for demand for foreign 
goods to increase, encouraging imports. Also,
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easier money conditions lower interest rates 
and stimulate an outflow of funds, which 
tends to reduce the surplus in the capital 
account.

For these forces to work as expected, it 
is necessary for monetary authorities to re
frain from deliberately interfering with the 
automatic forces of monetary adjustment 
and, if possible, to adopt fiscal and monetary 
policies that will strengthen them.

There are limitations, however, to the 
capacity of the exchange mechanism in ac
commodating adjustments routinely. Imbal
ances brought on by structural changes in an 
economy—whether from social, political, and 
technological influences—can permanently 
change a country’s standing relative to the 
rest of the world. In such cases, the conven
tional adjustment mechanism may not be 
capable of restoring balance, without causing 
severe dom estic dislocations.

A country, for example, can lose an im
portant overseas market to another country 
making greater technological progress. The 
surplus and deficit resulting from such a 
situation may be hard to correct through con
ventional means. Restrictive policies in the 
deficit country may cause unemployment, 
while expansionary policies in the surplus 
country may stimulate inflation.

The articles of agreement of the Interna
tional Monetary Fund provide that under 
such conditions an adjustment can be made 
by redefining the value of a currency. By de
valuating its currency, a deficit country re
duces the “price” of the currency in terms of 
all others, in effect making exports cheaper 
to foreigners. This also means, of course, an 
increase in the value of all other currencies 
relative to the devalued currency, which 
makes imports more expensive. The resulting 
changes in trade tend to improve a deficit 
country’s balance of payments.

A surplus country can revalue its currency, 
setting opposite forces in motion. With its 
currency revalued, exports become more ex
pensive to foreigners, and with all other cur
rencies lower priced in terms of its own 
currency, imports become less expensive. The 
results are benefits to consumers in the reval
uing country and a tendency toward balance 
in the country’s international payments.

A deficit country can also try to correct 
its situation by imposing tariffs or restricting 
transactions involving foreign currencies. But 
such means of adjustment can be viewed only 
as temporary expedients at best. Most of the 
world’s trading countries subscribe to inter
national treaties on tariffs that do not con
done such measures, except under special 
conditions. Even where they are permitted 
and accepted by other countries without re
taliation, such measures are inefficient from 
an economic viewpoint, because they inter
fere arbitrarily with the optimal allocation of 
resources usually achieved in a free market.

. . . and in practice

For the first four years after World War 
II, the United States ran surpluses in its 
transactions with other countries. To make 
their prices more competitive with those of 
the United States, many countries revalued 
their currencies in 1949. That, with the huge 
foreign-aid program undertaken by the gov
ernment and large foreign investments under
taken by corporations, pushed the U. S. 
account into deficit. Even so, for more than a 
decade after the war, countries were able to 
maintain the fixed exchange rates of their 
currencies relative to the dollar only by im
posing restrictions on the commercial trans
actions their citizens could undertake with 
other countries. They simply did not have 
enough reserves of gold and foreign curren
cies to support the established exchange rates. 13
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The decade of the 1950s was characterized 
by policies deliberately perpetuating U. S. 
deficits and European surpluses. Reserves of 
European countries had increased enough by 
the late 1950s, for most major industrial 
countries to adopt virtually unrestricted con
vertibility of their currencies.

Full convertibility—the ready exchange of 
currencies at fixed rates—was expected to 
open the way for the adjustment mechanism 
to work more effectively in the early 1960s, 
in both deficit and surplus countries. It soon 
became apparent, however, that the mechan
ism was not working as well as expected. 
Largely because of the reluctance of both 
deficit and surplus countries to allow the full 
forces of the adjustment mechanism to bear 
on their economies and because of their 
failures, for one reason or another, to under
take appropriate changes in the par-value of 
their currencies, deficits and surpluses have 
continued.

There are many reasons for the direction 
developments have taken. In the early 1960s, 
for example, the United States was lagging 
in economic growth and suffering a fairly 
high rate of unemployment. The deflationary 
policies called for under the “rules of the 
game” for deficit countries would have ac
centuated the problems.

The situation was further complicated by 
the U. S. deficit being caused largely by 
capital outflow. (The trade account showed 
a large surplus until 1968.) Under these cir
cumstances—and with the U. S. imports 
small for the size of the economy—it would 
have taken a strong dose of deflationary 
policy to eliminate the deficit. Neither the 
United States nor its trading partners were 
willing to accept the consequences of such a 
move, in its effects on either the United States 
or the world economy. At the same time, the 

14 United States was constrained in the use of

other appropriate policies.
Many observers have argued that other 

countries would not let the United States “get 
away” with a unilateral devaluation of the 
dollar, even if it took such a step to correct 
the chronic balance-of-payments deficit. The 
United States, they argue, looms too large in 
world trade for other countries to allow it to 
gain a substantial competitive edge in world 
markets merely by devaluation. According to 
this argument, other countries would have 
simply redefined the value of their currencies 
and maintained the same relationship to the 
dollar as before. The result would have been 
a universal revaluation of gold that left rela
tive exchange rates essentially unchanged.

In other instances, governments of deficit 
countries have been reluctant to devalue for 
fear of undermining their prestige. Govern
ments of some surplus countries, on the other 
hand, while reluctant to adopt expansionary 
policies for fear of generating inflation, have 
been under pressure from domestic groups to 
refrain from revaluation because they want 
to maintain their competitive advantage in 
foreign markets.

Whatever the reason, the failure of coun
tries to undertake necessary adjustments has 
allowed the accumulation of pressures that 
erupted in large speculative flows of funds 
and endangered the international payments 
system. Speculative fever hit the German 
mark in 1961 and 1968, the Italian lira in 
1963, the British pound in 1961, 1964, 1967, 
and 1968, and the French franc and U. S. 
dollar in 1968. All these crises have been 
consequences of the failure of the adjustment 
mechanism to function properly.

The need for change

The system has withstood the strain of 
these speculative flows—largely because var
ious monetary authorities have been increas-
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ingly cooperative in efforts to counter them. 
But it has become apparent that further steps 
must be taken to ensure that the system can 
handle any future problems.

Some steps have already been taken. Two 
of the most important have been the estab
lishment of two-tier gold prices and the de
velopment of Special Drawing Rights— 
within the International Monetary Fund—as 
a supplemental source of reserves for financ
ing deficits.1 These steps have not, however, 
freed countries of the need to adopt measures 
of their own to eliminate persistent surpluses 
or deficits in their balance of payments.

Several proposals have been made for im
proving the adjustment process. Some, recog
nizing that the problem is rooted in the 
divergent trends of different economies, have 
called for the establishment of a single inter
national monetary authority to coordinate the 
economic policies of different countries. Pre
sumably, such an agency would have the 
power to enforce policies it considered neces
sary for the welfare of all countries, even if 
the policies were contrary to the objectives 
of individual countries. Such blueprints for 
reform of the present system are not given 
much chance for adoption. Although great 
strides have been made toward coordination 
of economic policies, it is doubtful that any 
country is ready to surrender that much of 
its sovereignty.

Other proposals call essentially for greater 
influence of market forces on exchange rates. 
Of these proposals, the most fundamental has 
been the advocacy of floating exchange rates. 
Under this system, the price of a country’s 
currency relative to all other currencies would 
be determined entirely by the forces of supply 
and demand, theoretically without interven
tion by monetary authorities. There would be 
no surpluses or deficits, because any initial

’See Business Conditions, August 1968.

imbalance between a country’s receipts and 
outlays would be reflected in the supply and 
demand for its currency in foreign-exchange 
markets. The result would be an immediate 
appreciation or depreciation of the currency 
in terms of all other currencies, with the 
usually expected impact on flows of goods 
and capital. Advocates of this system point 
out that countries would not need to maintain 
reserves and that governments could pursue 
domestic policies without concern for the 
effects on their countries’ external positions.

The proposal has very little support among 
monetary officials, bankers, and traders, who 
are concerned about the impact such a system 
would have on flows of goods and capital 
between countries. They point out that this 
system could reduce flows by introducing un
certainty into the value of long-term contracts 
expressed in terms of different currencies. 
Without a sense of security about future 
values, traders would be discouraged from 
entering such contracts. Moreover, many ob
servers have expressed doubts about the 
freedom authorities are supposed to gain in 
following whatever domestic policies they 
chose. They point to experiences of several 
countries with such a regime of exchange 
rates and to speculative flows of funds 
generated by “incorrect” domestic policies.

To eliminate at least some of the uncer
tainties that could presumably arise from 
unrestricted fluctuation of exchange rates, it 
has been proposed that the allowable limits 
of fluctuation be extended from 1 percent on 
either side of parity (the points where mon
etary authorities begin intervention under 
the present system) to, say, 3, or even 5 
percent. This proposal, known as widening 
the band, appears to be gaining acceptance.

A departure from both the present system 
of fixed rates and the proposed system of 
floating rates, this proposal is something of 15
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a compromise between the two. It preserves 
at least some of the certainty of the present 
system, while allowing for at least some auto
matic rate changes in response to market 
forces. A broader band of exchange rates 
would make adjustment in relative prices be
tween countries much easier than under the 
present system. But unlike the floating-rate 
system, a system of wider bands would allow 
traders to base their plans on known limits 
of possible appreciation or depreciation.

This proposal is not flawless, however. 
Critics point out that the band of acceptable 
fluctuations might not be wide enough for the 
fundamental realignments needed in the eco
nomic standings of different countries. If, say, 
a 5-percent depreciation were not enough to 
offset the rise in a country’s general price 
level, the monetary system would again be 
under speculative pressures.

Further modifications of the payments 
system have been proposed to facilitate larger 
and longer-term adjustments. Called crawling 
peg or moving band proposals, these pro
posals would provide for limited changes in 
par-values over several years. Countries 
might, for example, be allowed to reduce or 
increase the par-value of their currencies one- 
sixth of 1 percent a month while each country 
steadily reached for the rate of exchange 
consistent with its economic standing.

Such gradual change could allow the flexi

bility needed for adjustments without creating 
large near-term uncertainties. Trades could 
allow for the maximum authorized change in 
rates. Possibly a combination of the widened 
band of permissible fluctuation and the crawl
ing peg could be devised to accommodate 
both short and long-run econom ic changes 
within limits that would not invite speculative 
rushes.

The search  for a  system

The primary function of the international 
monetary system—like the function of a 
domestic monetary system—is facilitation of 
exchange of goods and services and of flows 
of productive capital. A system is judged 
good or bad largely to the extent it fulfills 
this function.

By this criterion, the present international 
monetary system has fared well for many 
years, aiding the growth of world trade prob
ably far beyond the most optimistic expecta
tions of its architects in 1944. But economic 
growth and change have added stresses and 
strains the system apparently cannot absorb 
indefinitely without future modification. Re
cent developments pose a new challenge to 
authorities charged with the maintenance of 
a smoothly functioning system: to devise 
changes acceptable to a community of sover
eign nations held together by economic inter
dependence.
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