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Introduction

In his paper-on The Future of International Payments (1963), Meade
stressed the need for a system of international payments that should
1 allow the deficit as well as the surplus countries to devote their
~ domestic_ monetary and budgetary policies primarily to the
maintenance of domestic full employment, price stability, and
. economic growth; o . ‘
2 enable them to press ahead with the removal of tariffs and other
- obstacles to imports; they must not, that is to say, be driven to
restrict imports simply in order to restore.equilibrium to their
balance of international payments, and ' _
3 enable them to develop an enlarged program of untied financial
. aid to the underdeveloped countries; they must not be under any
compulsion to cut down their foreign aid, or to tie their foreign
aid to their own national exports, as a means of putting their
balance of payments into. equilibrium. (Meade 1963; 305). -

‘Meade’s requirements " are ‘still the ones that a corréct system of
. international payments must satisfy. They represent a challenge which,
so far, has not been met either by monetary theory or by pragmatic
intervention. In fact, too often countries see their domestic monetary
policies influenced or modified by external factors, and it is not too
“daring to say that these same factors are a major obstacle in the
economic development of most indebted countries. Monetary
instability is a sad reality of international economics, and so is the
external debt crisis which lies heavy on the population of an impressive
number of countries. ‘And if we add to this the ever growing
destabilizing impact of international speculative capital, we obtain
only an approximate picture of the effective gravity of the problems
faced by the actual system of international payments.” = -

Of course, these difficulties have long been known and several
attempts have been made to find a satisfactory way of dealing with
them. The basic system which has been chosen, following the Bretton
Woods conference of 1944 and the American decision of 1971 to
suspend convertibility of the dollar into gold, is known as the ‘dollar-
exchange standard’. Since the American currency is that which is most
used in the settlement of international transactions, this expression is
stilkaccepted world-wide, even though other key currencies are today
increasingly playing the role of international standard. In all cases key
cutrencies must be able to withstand the pressures put onthem due to
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their use as international monies. As was so clearly admitted by
Rockefeller, since the dollar is the key currency par excellence the main
task of the international system is to ‘strengthen the position of the
United States as an international banker’ (1963: 153). According to
Rockefeller the measures to be implemented varied from the
elimination of the national gold requirement to the elaboration of
domestic economic policies capable of reducing pressures due to
excessive capital movements. The great similarity between this
approach and the more recent attempts to tackle the international
monetary crisis is immediately evident. A whole scries of measures
have been proposed to reduce the American trade deficit and to rescue
the dollar from all sorts of strains dueto international capital flows.
Simultaneously, the substitution of the dollar standard with a
multiple-currency standard ' is part of a programme of reform which
includes the coordination of monetary policies and the cooperation
against the effects of international speculation. . :
As for the external debt problem, several plans have been worked
out in order to help indebted countries out of the ditch. After Baker’s
attempt to involve private banks in a project for the re-financing of the
debt, the actual secretary of the American Treasury, Brady, is trying
out a new set of measures to cure two of the most seriously 11l patients:
Mexico and the Philippines. In short, the reduction of the external debt
is carried out through a discounted re-purchase of the debt itself which
the country can partially finance thanks to loans granted to it by the
- IMF and the World Bank. Besides this official re-purchase, the plan
contemplates the conversion of the debt through the technique of
debt-equity swaps and the open market sale, again ata discount, of the
credits owned by commercial banks. ' : :
Yet, the claim that, in the present system, the stability of exchange
rates can be attained through monetary policies capable of
counteracting the erratic movements of speculative capital is far from
being self-evident. The use of credit expansion or contraction,
increased monetary reserves and international agreements to avertany
threat of impairment to the international monetary system has not
proven up to the task and exchange stability seems to be as attainable
under the present regime as was water by Tantalus. Economic
commentators often argue that this results from the unwillingness of
some countries to comply with the rules of the game. Thus, surplus
countries do not sufficiently expand their domestic demand while
deficit countries are not prepared to reduce theirs. The problem is very

complex, of course, and it would be vain to try to establish a complete .

Jist of all the destabilizing factors working within the system. Yet, the
difficulty in finding a satisfactory solution to the problem of monetary
stability should not simply be attributed to facts, for it could well result
from an insufficient understanding of reality and not from the
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hypothetic intrinsic inconsistency-of the reality itself.
- This assumption is indeed supported by the further observation of -
the failure of the system to impede the constant growth of international
speculative capital. In fact, not only are speculative capital movements
an increasingly important cause of fluctuations in exchange rates and -
stock exchange investments, but they are also incessantly nourished by
the system, for which they represent a kind of tumoral excrescence.
And things do not work better from the external debt-point of view.
Like every other pragmatic approach;, Brady’s plan tries to tackle the
symptoms of the crisis leaving unaltered. the causes of the disease
which, therefore, can odly go on producing its negative effects.
Rescheduling, restructuring, rolling over, debt-equity swap or simple
repudiation are alternative (or complementary) ways of somehow
reducing artificially the amount of external debt accumulated so far.
Were they to be successful, the negative impact of the debt would be
momentarily neutralized, it is true; but the debt itself would
immediately start another expansion stroke. As analysis and empirical
observation show, in fact, within the present system of international -
payments external debt servicing is a self-defeating process, which is
independent of the goodwill of both debtor and creditor countries.
The anomaly is rooted in the system and, in order to eradicate it, it is
first necessary to understand clearly its nature and genesis. ‘
All this justifies the need for a new analysis of international money
- which, starting from a critical appraisal of the traditional approach,
- will lead us towards a novel insight into the etiology of the present
pathological situation. - ' - : '
Let us avoid a possible misunderstanding. The claim that ‘balance of
payments problems are essentially monetary’ (Johnson 1974: 51) has
‘often been used to privilege the monetary as opposed to the ‘structural’
approach and to introduce at the international level the well-known
dichotomy between monetary and real variables. The analysis
proposed here is not a modern version of the neoclassical approach to
the balance of payments, and neither does it imply any dichotomous
perception of international economics. Thus, the importance of the
deterioration of the real terms of trade, which is one of the main
arguments advanced by the theorists attempting a structural approach;
is not being undermined. Nobody could reasonably deny the existence
of great ditficulties and inequalities at the real level. Yet, it is likewise
certain that these problems can be effectively perceived only through
their monetization. And it is here that the necessity and the priority of
the monetary analysis of international trarisactions finds its rauson
d’étre. Suppose the actual monetary system to be (as it is in fact)
seriously flawed, how could it then be possible to know whether the
deterioration in the terms of trade is entirely due to real inequalities or,
at least partially, to monetary disequilibria?” L L
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The understanding of the disequilibrating impact of international
monetary transactions requires.a novel approach to monetary analysis,
and in ‘this respect -the distinction between inter-regional and

international payments plays a crucial role. The concept of nation as

“the set of a country’s residents is worth further investigation,
particularly in relation to the-concept of national currency as
spontaneous acknowledgment of debt. Even from a short analysis it
appears, in fact, that the monetary homogeneity of inter-regional
payments  makes them radically - different from international
transactions in which the use of national currencies as world standard
leads to countries themselves becoming indebted in addition to- their
residents. Now, the fact that the debt of the set (nation) adds up to the
debts of its elements (state included) is a striking result which does not
seem to have received the theoretical. attention which it deserves:
Several economists tend to play down the importance of the distinction
between one-currency and multi-currency areas,” and only a few” seem
to be aware of the dangers of considering the international payments
problems as substantially equivalent to the problems of inter-regional
order. . .. - _ . L ey e i

And yet, the specificity of international payments and particularly
of external debt servicing can be traced back to Keynes. In his debate
with Bertil Ohlin and Jacques Rueff about the payment of German war
reparations after World War II, Keynes stressed the fact that Germany
could not pay its external debt simply by sending abroad part of its
domestic. income. Besides having to find the required amount of
national saving, it had also to get hold of the international currency

necessary to carry out its external payment. The transfer problem — -

this is the expression chosen by Keynes to define the necessity of
converting the domestic. money of the indebted country into the
foreign ‘currency chosen. as- international standard — is what
characterizes our system of world payments and makes it substantially
different from the structure of inter-regional transactions. -

What was so clearly perceived by the British economist is that to
carry out international payments a monetary vehicle is required and
that the use of this vehicular money should not have any negative

repercussion either on. the internal relationship between domestic .
money and current output or on the external relationship between

national currencies. The plan for the institution of an International
Clearing Union advocated. by Keyxnes -at the Bretton Woods
conference of 1944 was conceived in order to give a satisfactory and

practical solution to this problem. Unfortunately, Keynes’s arguments .

were not endorsed by the members of the United Nations parucipating
at the conference who failed to understand the importance of the

wheel of circulation’ at the international level.. . -~ = =

transfer problem, i.e. of the specific role played by Adam Smith’s ‘great.
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The consequences can be extremely serious if the structure of
international payments does not naturally conform to this monetary
constraint, which is indeed what happens under the present system. As
is shown by theory and fact, the compulsory purchase of what is
merely a nominal vehicle hinders positive external debt servicing. In
other words, it can be proven that, wheén servicing their external debt,
LDCs transfer abroad, to the profit of international speculative capital,
part of their domestic resources. Their payment of external debt is
therefore double since they have to part with both a given amount of
international money earned through commercial exports and with an
equivalent amount of national income. The present situation is thus an
irrefutable vindication of Keynes’s intuition and of the necessity to
rethink the whole body of international monetary theory in thelight of
the distinction between inter-regional and international payments.

The first chapters of our book deal'with a thorough analysis of this
distinction and with Keynes’s attempt to elicit interest in the specificity
of the international debt problem. As for the other chapters in Part 1,
they are concerned with a critical appraisal of the solutions which were
subsequently implemented in order to tackle the different problems of
international monetary (dis)order, and with a re-examination of
Keynes’s pr0posals for the 1nst1tut1on of a central bank of central
banks’.

~After the Bretton Woods conference and the institution of the IMF
. the” world " went through. several crises which were alternatively
attributed to the increasing use of the American dollaras international

currency (and, thus, to the persistent deficit of the US balance of
payments), to the monetary policy followed by IMF member States, to”
capital flight, to the constant growth of the eurocurrency- market, to
the oil crisis.(and the creation of OPEC), to the irresponsible
behaviour of LDCs and so on. Confronted with this state of affairs
economists put forth a whole series of analyses and suggestions which
brought convertibility to an end, and which led to the creation of new
international monetary assets:(like SDRs) and a changing mixture of
conjunctural measures. It is often claimed that, despite a host of
disparate point of views, a sort of adjustable agreement was-reached
which granted-a degree of flexibility to'the system which has so far
proven sufficient to avoid a major crisis. In fact, it would be wrong to
consider the debt crisis as a minor shortcoming of the dollar-exchange
standard and the increasing poverty of the world population as the
price to pay to relaunch economic development. The situation is,
- indeed, too serious to be underestimated. Reality has to be overtly
faced, and it has to be acknowledged that both theory and practice have
been unequal to the task of their ambitions. ‘Along with others, the
IMF perhaps underestimated ‘the severity and obduracy of the
unprecedented debt crisis. A problem that had been so many years in




6 Introduction

the making, and that had been allowed to reach such unsustainable
dimensions, could not easily be dealt with (even in the medium term)
with instruments designed to cope with “normal” balance of payments
- difficulties’ (Nowzad 1990: 13). : '

This is what we have tried to show in the first part of the book, where
both the axiomatic approach of neoclassical analysis and the pragmatic
intervention of world bankers and official authorities are critically
tested. The result is a rediscovery of Keynes’s fundamental principles
of monetary theory and some precise indications as to the way
international debt servicing must be conceived and, then, consistently
carried out.

Based on this result, the second part of our work i concerned with
the specificity of the problem posed by external debt servicing. Apart
from the disequilibria characterizing the whole of international
payments, it can be shown that the servicing of external debt is the

. source of a peculiar formal anomaly. The intuitions of Keynes, Rueff
and Triffin are confirmed, and the pathological double payment of
external - -debt 1s definitively verified both theoretically and
experimentally. Whereas the use of a key currency for the settlement of
intérnational transactions (both commercial and financial but exclusive
of external debt servicing) does not have any negative repercussion on
the exchange market, its use for the payment of external debt is highly
disruptive since it implies the net purchase of what in reality is a pure
numerical vehicle. In order to service its debt; therefore, the indebted -

- country must earn a positive amount of international income (through
commercial éxports) and finance a net outflow of the foreign currency
chosen as international vehicular money. As will be proved, because of
this anomalous purchase of the ‘wheel of circulation’ the indebted .

-country’s commercial surplus required for the servicing of its external
debt is bound to remain unpaid. In other words, it will be shown that,
under the present non-system of international payments, the indebted.

-country has to run up a new debt in order to service the old one even
~ when its commercial exports are greater than its imports, because the
external debt servicing neutralizes the gain resulting from the
commercial surplus itself. Hence, the international earnings of the
country are diminished not only in the trivial sense in which they are
used to pay for its external debt, butalso in the far more worrying sense
that the payment of the debt causes the very source of these earnings to
dry up.

The payments of the indebted residents, Wh1ch should be the only
payments required for the positive servicing of external debts, are
doubled by an equivalent loss of the country’s international earnings:
On one side, the residents have to send abroad part of their domestic
incomes, while, on the other side, the country has to sacrifice an
equivalent amount . of the foreign currency. earned through net
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commercial exports. External debts are thus paid both by the indebted
residents and by the country itself. Logically, there should be a unique
payment. If the country has to carry this out, then, relative to this
particular function, the country acts as a simple intermediary. This
“'means that the payments made by the residents must be to their own
country, which would therefore earn in domestic money the exact
counterpart of what it loses as foreign currency.

The reform of the present pathological system of international
payments must prevent the double servicing of external debt. Hence,
payments have to be structured so as to avoid the loss of domestic
monetary savings which today adds up to the sacrifice ‘in kind’
corresponding to the country’s commercial surplus.

The elements of such a reform, which is called for by the increasing
_ gravity of the international debt crisis, are briefly introduced at the end
of Part I1, whereas in Part Il we propose a plan for the solution of each
individual country’s double debt payment, based on the logic of
indebted countries’ external accounts. The synthetical rules of the
- plan, which are corroborated by theoretical and factual analysis, are

first derived from the general principles of the solution and then
applied to three case-studies. At a time when the debate on European
and world monetary issues is of paramount importance the specialists
have too often opted for a barren, pragmatic approach. Now, the time
has come for a reappraisal of the principles of banking and of their
“application to international transactions. Let us consider the following
pages as a modest contribution to this task. '







Partl

External Debt Servicing as a Spécﬁific Case of International
_Monetary Disorder







Chapter One

The Dangerous Confusion Between Inter-regional and
International Debt .

1. Expenditure-flow relationships an‘d. asset-stock
adjustments: a false dichotomy?

1.1. The problem

In economic literature a case is made for the dichotomy between
expenditure-flows 'and _asset-stocks. Applied to the balance of
payments framework this dichotomy implies a rigorous analytical
distinction between ‘the determination of the current-account balance
and the analysis showing how this balance (surplus or deficit) will be
financed by flows of financial assets, in the capital account plus reserve
movements’ (Goodhart 1975: 264). As is clearly recalled by Goodhart
(1975), whereas flow relationships have been investigated since the
forties (see Machlup 1943), asset-stock adjustments have only recently
‘been analysed in a detailed way. Mundell (1961), Johnson (1972) and
Swoboda and Dornbusch (1973) are among the authors who were first
involved in this kind of analysis, which they developed: putting the -
accent on the determination of the equilibrium of money. Around the
same period, other economists — like Floyd (1969, 1973) and Tower
(1972) — were also working on asset-stock adjustments trying to
include capital and non-monetary financial assets into their models,
and-it is along this line that research on the debt problem is usually
carried out. Given the importance of this approach, particularly for the
correct understanding of the way international monetary problems
have recently been analysed by both the monetarist and the Keynesian -
schools, it is worth while to test carefully its validity.

Let us examine - the dichotomy between -expenditure-flow
relationships and asset-stock adjustments from the monetary point of
view. The simplest example of this distinction can be construed
referring to an. economic agent A whose earnings, expenditures and
savings are, respectively, x,y and z + (x — y); where z is the amount of
. savings accumulated before the period taken into consideration.
Obviously, x can either be greater, equal to or smaller than y. If A’
expenditures are not greater than his earnings, no particular problem
arises, and the stock-flow equilibrium seems easily determined
through the constancy or the increase of his savings. Things change
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when A spends more than he earns, since both his flow-account and his

“stock-account are now negatively out of balance.! To finance his
current-account deficit A-has to reduce the amount of his financial
monetary assets, an amount which he can eventually restore — so we
are told — either by selling financial non-monetary assets or by
borrowing on the financial market.

In order to clarify the terms of the problem it is useful to refer to the

monetary system as it actually works-in a monetary developed
economy. As is well known, money is nowadays essentially bank
money. From a strict materialistic point of view bank money can be
~ represented by coins, notes and book-entries. According to modern

monetary analysis, however, book-entries are, by far, the best
representation of a money which, by its own nature, exists only
relative to a bank account.” Now; if we take up this modern approach
to money we can easily see the strict relationship which exists between
expenditures and money capital. Let us consider A’s earnings first.
Being paid via a bank, A finds his current account increased by the
amount of his earnings which, defining a positive bank deposit of A,
immediately take the form of capital money. At the very instant A is
paid, his earnings are deposited and define his positive savings, and,
therefore, also the amount of his monetary financial assets. Whether or
not A decides to change his monetary savings into a less liquid form

than his current account (buying any sort of financial assets), it remains
true that his bank deposit is positive, and the holding of a bank deposit

is in every respect equivalent to the ownership of afinancial asset.

If we now pass on to analyse A’s expenditures we can easily verify
that for every ‘flow” of income there corresponds an equivalent
adjustment of stock-assets. When A spends part of his earnings to pay
his economic corresponderit, say B, he actually asks his bank to debit
his account and credit B’s. Thus, A’s deposits (financial assets) are
decreased by the amount of his expenditures in one and the same

movement: the payment of A’s purchases. How could it still be -

possible, then, to speak of a dichotomy between the two joint aspects
of the same event? The study of the ‘determination of the current-
account balance and the analysis showing how this balance (surplus or
deficit) will be financed by flows of financial assets, in the capital
account plus reserve movements’ (Goodhart 1975: 264) cannot be kept
separate, for if it is true that expenditures can only be financed through
monetary asset adjustments, it is also necessarily. true that no
expenditure could ever take place without such an adjustment. A can
purchase goods and services in the commodity market on condition
* that his expenditure of money income be positive, and this implies a

decrease of his savings. A’s bank deposits are debited by the amount of

his purchases and it 1s precisely because his assets decrease (relative to

this operation) that his payment is effective and can be called

;
E
{
F
.
!
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‘expenditure’. This conclusion is also perfectly justified when A’s
purchases are greater than his earnings and his previously accumulated
savings. In this case, in fact, he has to borrow on the financial market
the sumi equivalent to his net expenditures. If A were not able to find -
the amount of money-capital necessary to the financing of his net
expenditures these would obviously remain on the level of wishful
thinking, and A would be forced to adjust his expenditures to his own
earnings and savings. A’s possibility of spending more than the amount
of money he disposes of (current earnings and accumulated savings) is
therefore limited by the amount of savings deposited within the
banking system by other economic agents: Supposing that A can
borrow part .of these deposits to finance his net expenditures, it is
evident thathis net purchases on the commodity market are equivalent
to his net sales of assets on the financial market. Borrowing money is
just the same thing as selling financial assets, the sale of which can -
cither define the indebtedness of the agents issuing the assets or the
investment of the buyer., In both cases;, whether he. sells shares or
bonds, $’s current account deficit is matched by a simultaneous and
equivalent surplus in his sale of financial assets. -

The conclusion we have just reached seems to prove definitively the
lack of analytical foundations of the dichotomy between expenditure-
flow relationships and asset-stock adjustments. Yet, some scepticism is
still justifiable. After all, this negative conclusion could somehow have
- been’ predetermined by the choice -of our example. In a different -
context it would perhaps be possible to verify the dichotomy and take
advantage of the theoretical distinction between flow and stock
variables and between their equilibrating processes. In particular, we
should try 1o apply this distinction to.the analysis of inter-regional and
international exchanges in order to see if it holds true and if it can help
us to find new solutions to the crucial problem of the debt. :

‘2. Analysis of inter-regional exchanges in terms of the
. - dichotomy between stocks and flows -

Taking up the traditional line of arguments based on the dichotomy
between stocks and flows, Goodhart (1975) sets out to show that
inter-regional current-account deficits are often easily settled because
of the high degree of substitution of financial claims issued in different
regions of the same currency area. What distinguishes the problems
relative to inter-regional debt and the problems arising from an
international trade deficit would therefore be, according to Goodhart, -
the much higher degree of substitution of regionally issued claims.
Now, besides the obvious observation that financial claims issued in
different countries have a lower degree of substitution than the
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financial asset issued in different regions (and considered within the
same country), what we should try to determine is whether or not it is
correct to distinguish the formation of inter-regional imbalances from
the financing of these deficits. In fact, were the dichotomy to be
confirmed, the degree of substitution between financial assets would
then be a privileged key to the understanding of the debt problem;
were it not, we would have to find another way of dealing with it. What
we suggest here is not to reject the analysis of how current-account
deficits are financed, but to first establish if this analysis can be kept
separate from the mechanism associated with the formation of the
current-account imbalances or, on the contrary, if the two events form
a unity which, under the actual system of international payments, can
Jead to a ‘pathological’ indebtedness that cannot be accounted for by
the commercial deficit alone. ' :

Let us start by considering two regions, A and B, within the same
currency area. Suppose region A runs a trade deficit with region B. This
obviously means that economic agents.of A have been purchasing more
goods (and services) from B than economic agents of B have been
purchasing from A. Hence, if agents of region A are net purchasers of
goods, agents of B must necessarily be net purchasers of financial assets
(shares or bonds) issued by A’s economic agents. In other words, for
agents of A to be net purchasers of goods and services from B it is
necessary that agents of B invest their savings in region A. If no saving
were available in B, residents of region A would not dispose of the
capital (income) necessary to finance their net expenditures and would
therefore not be able to purchase goods in excess of their sales. It is
tautological to say that expenditures are positive only if they define the
effective expenditure of a sum of money income. Thus, the financing of
A’s net purchases are an essential condition for A’s net purchases to be
positive.: ' . :

From what we have just been arguing it follows that the problem of -
regional current-account deficits cannot be dissociated from the
problem of its financing. The commercial deficit of region A can be a
reality only if the net expenditures of A’s residents (all the economic -
agents of A, public sector included) can be financed through their net
sale of financial assets. Hence, it is logically impossible to consider the
formation of the deficit as a phase:separate from the search of its-
monetary backing. As Goodhart admits: ‘the portfolio adjustments
required to finance acurrent-account surplus/deficit can be much more
smoothly and easily arranged in inter-regional transactions, indeed so
simply facilitated that they may pass virtually unnoticed’ (Goodhart
19751 264). o . | S

Now, the reason for these portfolio adjustments passing virtually
unnoticed is found in the absence of any dichotomy between
expenditure-flow relationships and asset-stock adjustments- at a
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regional level. Let us be clear. This does not mean that any desired level

of regional net purchases will necessarily find its financial counterpart.
Obviously, what matters is not the desired (or virtual) level of
expenditures, but their effective (real) level, and what the absence of
the dichotomy implies is simply that portfoho adjustments have to be
real in order to have any net expenditure. If residents of region A were
to buy goods at term from region B this, of course, would not define
any real expenditure till maturity of the credit granted by the residents
of B. And it is only at that moment — if A’s expenditures were not

matched by an equivalent sale of goods but by a sale of financial claims

— that we could sgeak of a current-account deficit (expendlture—flow
- relationship) for the re51dents of reglon A,

3. Debt and -tréde deficit

3.1. No region as a whole is ever indebred

What mainly distinguishes regions from countries is the use of a
common currency. Within a given country or a given currency area
there 1s no problem of monetary substitution and this is certainly one
of the reasons why financial-asset adjustments can take place more
-easily inter-regionally than between countries. But the uniqueness of
‘money is not only of consequence for the degree of substitution
between regional financial assets. An extremely important effect of the
use of a unique monetary standard is the impossibility for a region to
be in a debt position relative to the other regions of the same country.
This is not true of its economic agents, of course, who can be net
creditors or debtors of any regional bank. But, even if all the economic
agents (public sector included) of a given region were indebted towards
the bank of another region, this would not defme the indebtedness of
the region itseif.

-When Goodhart says that “The concern in each individual country
over the adequacy of its stock of international reserves simply has no
counterpart in inter-regional transactions’ (Goodhart 1975: 268) he
implicitly admits that, as opposed to what happens to nations,’ regions
do not need to hold any reserve to face the financial engagements of
their residents. If regions themselves were liable to become indebted
because of the trade deficits of their residents, they would have to build
up some financial reserves in order to be able to honour their debt.
Economists would thus have to deal with the same problems which

arise at the international level. In particular they would have to explain

how the debt of a resident can entail the debt of an entity (the region or
the nation) which cannot be identified with the sum of the residents.
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The fact that regions as such are not indebted with respect to one
another is, therefore, highly positive, not only because it relieves the
burden: which hangs over the economist, but also, and foremost,
because it tells us that the debt problem does not arise within a single
currency area. - - S I T :
Surprising as it may appear, the previous result- is perfectly
consistent with theory and observation. Trade deficits being paid,
from A to B, in the same currency used in both regions, it is clear that,
as the result of this. payment, region A cannot be found indebted
towards region B. Moreover, it is also evident that if A’s residents did
not pay for their net purchases of goods and services from region B,
their net expenditure would pertain to the imaginary world. Let us
present the argument once again. To say that A’s residents have a trade
deficit is equivalent to saying that they spend more than they earn,
which is possible only if they find on rhe-_gn:ancial}market the sum of
money income necessary to the financing of their net purchase of
goods and services. Thus, if the current-account deficit of the
economic agents of A implies, as it effectively does, the payment of B’s
residents in one and the same money, it would be vain to look for the
indebtednessof A. .~ . .. o0 o
But, if A cannot be indebted, what is the meaning of the expression
‘inter-regional debt’? The answer is not as straightforward as it may
appear. The fact that the debt cannot be ascribed to the region itself
restricts the possibility of indebtedness to the residents alone. Yet, it -
would be wrong to conclude that the inter-regional debtis ameasure of
the resident’s trade deficit. It is perfectly possible, in fact, for a given
economic agent to run a commercial deficit without increasing his
liabilities at all, The simplest example, of course, is the purchase of
goods and services financed through the sale of shares. When 2 firm
sells shares on the financial market it obtains money income without
incurring any - debt, :so -that its net commercial expenditures are
financed by an operation which is perfectly neutral from the debt-
credit point of view, Therefore, it is only when the residents of one
region finance their current-account deficit by borrowing money from
the residents of another region that their debt can be taken to define an
inter-regional debt. It is obvious, however, that this is not the meaning
usually conveyed by that expression. Now, the inter-regional debt of,
say, region A is not only conceived as the debt of the region as a whole, -
but it is also thought of as the unavoidable, negative, result of a
prolonged situation of trade deficit. Let us spend a tew words on this
commonplace. ' o
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3.2. - Even a region’s protracted commercial deficit cannot lead to its
" mndebtedness - . o

" We should have alre#dy pro“ven that the inter-regioﬁal debt can never

be defined for any region considered as a whole. Transactions take
place between residents, and if they are carried on in a common
currency they can, at most, entail the debt of some residents and not of
the region itself, which does not even exist as a proper economic entity.
Economically, countries can have a separate (though interrelated)
existence relative to their residents; since each country has its own
national currency as guarantor of its sovereignty. And, as we shall see,
under a particular system of international payments the use of national
currencies can lead to the indebtedness of the countries themselves. At
the regional level, however, no monetary distinction is possible. The
use of a single currency makes the inter-regional debt problem

" completely different from the international one. Because of the lack of

monetary sovereignty, régions cannot share the same economigc status
of countries, and that-makes it impossible to define the inter-regional
debt proper. If, for example, a payment is-made from region A to
region B, nothing allows us to conclude that A has now a debt towards
Bor-Btowards A. On the contrary, from the obvious observation that
the payment can only be made by a resident, it immediately follows

that, even if this payment is financed by a loan, A cannot be charged

with the financial engagements of its residents. The conclusion would
be ditferent only if, after the payment, B had a claim directly on A, Yet,
since A and B act within the same currency area, the money paid by the
residents of A is not different from the money used in Band, therefore,
it cannot be said to define the debt.of A more than it defines the debt of
- If by inter-regional debt it is meant the debt accumulated by the
public sector the analogy remains exactly the same. Indeed, the public
sector 1s a regional resident as are firms and householders, and its debt
does not define the debt of the region itself: Moreover, just as firms can
run a commercial deficit without incurring a debt, the public sector'can
tinance its net expenditures through a sale of financial assets which do
not define a loan to the public sector but the net investment of the
buyer. Economic agents ‘of region B.can freely invest their savings
buying shares issued by firms of region A. If they do so, firms in A can
increase their expenditures on the commodity market without getting
indebted. Likewise, the public sector of A can get hold of the money
income necessary to finance its net expenditures by a sale of financial
assets which do not define its debt. Thus, and 4 fortior, it would be
wrong to relate the concept.of inter-régional debt to the commercial

deficit of the whole set of economic agents operating in a given region. |

As both theory .and facts tell us, a commercial deficit does not
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necessarily entail an equivalent debt of the economic agent running it.

" And, if this is true for every single agent, it is also true for their .

aggregate. Finally, it should be clear by now that the very concept of
inter-regional debt is at stake. Goodhart is right when he states that by

definition, the local authorities in a single region are notin a position to-

use monetary policy to counter any reduction in incomes, employment
and wealth, arising from falling inter-regional competitiveness, that
may occur in their locality’ (Goodhart 1975: 266-7). What he does not
seem to see, however, is that the same reason that makes the inter-
regional use of monetary policies impossible — the existence of a
unique currency — also denies any specific meaning to the concept of
inter-regional debt.* ' o

3.3, International versus inter-regional debt

In cconomic theory, international and inter-regional debts are often
considered as similar. in kind. According to Goodhart, for example,
current-account imbalances can be settled either by variations in the
exchange rates (in the case of a multiplicity of currency areas) or by

fiscal measures (in the case of a single currency area). Imbalances, both

international and inter-regional, are therefore seen as a negative aspect
which has to be tackled as rationally as possible in order to avoid major
disturbances for the whole system. Hence, the choice between a
unique currency area and a series of different national currency areas s,

ceteris paribus, a matter of costs minimization. From a strict economic -

point of view, then, if the costs linked to fiscal policies were less than
those relative to exchange rates policies, it would be rational to put the
entire system under the same monetary sovereignty. Obviously, this
kind of solution would face all kinds of socio-political difficulties, and
could easily be taken for 2 utopian dream; yet this is not the point here.
The important aspect of the whole argument is, in fact, that a choice
can be made (at least theoretically) between the two systems on the
basis of a comparative costs principle. This means, of course, that
inter-regional imbalances are considered perfectly possible, and that
international debts could be transformed into inter-regional debts by
switching from a multi-currency to a single-currency world and vice
versa. T . , . :

However, as we have seen, on closer examination international and
inter-regional debts appear to be very different, so much so that no
relationship of any sort can be established between them. As is
confirmed by factual observation the debt of a region is a linguistic, if
not a poetic, licence which has no effective counterpart in the real

world, whereas international debt is a sad reality ‘which characterizes

our international monetary system more and more. The distinction
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could not be greater, which means that we cannot take advantage of the
analysis of inter-regional debt to reach a better understanding of
international debt. Since true inter-regional debt cannot be accounted
for, the analysis of what happens at the international level has to be
started afresh. Yet, the lack of analogy between the two kinds of debts
has some positive aspects for the economist inquiring into their nature.
In particular, it puts the emphasis on the fact that the international debt
problem arises from the specific kind of relationship between national
currencies that characterizes the actual monetary system of
international payments. [t is the existence of a multi-currency world
that creates the problem, and it is within this context that a solution has
to be found.




-Chapter Two

* Specificity of the International Debt Problem

1. The two-sided nature of international debt

1.1. A country’s external debt is the sum of the debts of its residents

This first proposition is almost self-evident, and perfectly in line with
the analysis relative to the debt of each element of the set of residents. If
residents of country A were to borrow more from residents of country
B than residents of B borrow from them, it would be extremely easy to .
infer that the sum of residents of country A is a net borrower. Hence, if
A’s residents borrowing implies their getting indebted, it immediately
follows that the country is indebted as a result of the indebtedness of its
residents. Of course, this does not mean that the debt of the country
adds up to the debt of its residents. Let us take a very simple example to
illustrate this last point. Suppose the country to be made up of only
two elements « and b. Suppose further that 2 borrows from a non-
resident, say c, and is therefore indebted towards his bank. The debt of
a is obviously independent of &’s situation, which could be that of a
perfect financial equilibrium. In this case, it could equally well be said
that resident 4 has a debt towards non-resident ¢ or that its country has
a debt towards c (debt contracted by its element &), but it would clearly -
be wrong to claim that both 4 and its country are indebted. The debt of
& cannot entail an additional debt of the country of which 4 15 a
resident. _ o o

Let us suppose the existence of a trade deficit of the residents of
country A, We already know that the financing of thisimbalance does
not necessarily entail the debt of the residents. It is only if their net
purchases are financed by an equivalent sale of bonds (and not of
shares) that the trade deficit ends up with a financial debt. Now, the
loan granted by the non-residents does not have the double effect of
making both the residents and their country indebted. What the
residents owe the non-residents is not also owed by the country itself,
whose borrowing is in no way distinguishable from that of its
residents, Once we have taken into account the net debts of all
residents, we have a complete picture of the debt situation of the
country itself. This is so obvious that there is hardly any need to insist
upon it. If we do insist, then, it is not because the conclusion is not so
obvious as may first appear, but because the actual system of
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international payments does not respect it. More precisely, it is
possible to show that the debt of the country is added to the debt of its
residents, and' that.it is this double effect which characterizes the
international debt problem. o

1.2, The distinction between a nation and the sum of its vesidents

If it is true that the sum of residents has no proper existence relative to
the residents themselves, it is not also true that a nation can be reduced
to the sum of its residents. In other. words, the nation has a kind of
autonomous existence, not only from a political or a sociological point
of view, but also from an economic standpoint. Why is this so? How
can a country be considered as an-economic agent distinct from all the
economic agents defined as its residents? . '

‘The state itself being a resident, the question. seems almost
paradoxical. Yet, it is certain that nations exist as economic agents if
only because their-debts are an evident reality of the international
monetary system. The question is, therefore, whether these debts are
the mere double of the residents’ financial deficit or an additional claim
on the countries themselves. Apparently, the answer is straight-
forward. Is it not evident, in fact, that, were we to cancel out all the net
external debts of residents of country 4, it would no longer be possible
to speak of A’s international debt? And is this not proof that the debt of
the nation is only the duplicate of the debt of its residents? However, a
cross-examination is needed, since factual observation shows that
indebted countries are very rarely successful inpaying off their
mnternational debt.:Indeed, the external debt-of the major indebted
countries is getring greater and greater, which could well be a symptom
of the effective existence of a debt peculiar to the nations, and which
adds up to the debt of their residents. o

Let us start the analysis by considering the debt contracted by a
given economic agent of country- A in order to finance his net external
purchases of goods-and:services. To pay off his debt, the resident of A
has simply to find the nécessary amount of money income. Supposing
he is able to save the amount required, he will then ask his bank to
credit his economic correspondent; and, by doing this, he will recover
the financial bonds he had previously sold and cancel out his debtor
position. But the analysis’ OF the operation is not finished yet. We still
have to consider what happens to the national currency spent by the
resident of A in order to honour his debt. The bank of the economic
corréspondent of our resident (let us call the two' agents ¢ and «
respectively) will now own-a deposit labelled in the national currency
of country .A. And, since every national currency defines the
spontaneous debt incurred by the banking system which issues it,' it
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immediately follows that country A is itself indebted towards ¢’s bank
by the exact amount of @’s payment. The result of the payment made
by a is, thus, asymmetrical: on one side 4 has effectively cancelled out
his debt to ¢ while, on the other side, country A finds itself indebted
because of this very payment.

Between different regions of the same country, transactions are
settled by means of a common currency that does not define the debt of
any of them. The pounds issued in Cornwall and deposited in the
London banking system are no more the evidence of the debt of
Cornwall towards the London area than the pounds issued in London
and deposited in Cornwall define the debt of London towards

‘Cornwall. Between different countries, on: the contrary, payments
imply the transfer of national currencies which, outside national
boundaries, define the debt of the country through whose banking
system they were issued. Hence, the pounds issued in London and
earned by the United States define an equivalent debt of Great Britain
in the same way as the dollars owned by British banks define a debt of
the USA. It thus follows that, whereas the inter-regional payment of
the debt incurred by a resident has no consequences for the financial -
situation of the regions themselves, the payment of an international -
debt by a resident ends up with the indebtedness of his own country.

The fact is that, because of the international use of national
currencies, international debts have to be paid twice, a first time by the
residents who have initially contracted them, and a second time by
their countries. According to logic, international debts should be paid
only once, as are inter-regional debts. If facts do not conform to logic,
this means that there is something wrong in the actual international
system of monetary payments. Yet, on first approach, things do not
seem to be so dramatic. Indeed, is it not true that most countries are
effectively not ‘allowed to pay their external debt in their national
currency? In this case, how could they get indebted following the
payment of their residents? The situation would therefore be critical
only for those few countries whose national currency. is accepted
world-wide as a means of international payments. But, even then there
would be no reason to worry too much, since these countries would
never be asked to honour their debt (their currency being necessary to
the rest of the world for the settlement of international transactions),
and, if they were, they would do so simply by sending abroad another;
equivalent, amount of their own money (which, being accepted as an
international standard, is the best monetary form of payment available
in the system). . : S

A first criticism of this kind of argument is that it supposes that
things can be put right not by modifying the system in order to make it
conform to logic, but by ‘generalizing a practice founded on the
illogical use of national currencies. A second criticism is that, even if
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few national currencies are. used as international money, countries
whose money is not internationally accepted cannot avoid: getting
indebted when their residents pay off their debts. Let us consider again
the case of resident a paying non-resident c. Whether or not the
national currency of country A is accepted by country C, it is certain
that for 4 to be able to pay his debt it is enough to get hold of the
required sum of money income. Having found this sum, « can ask his
bank to credit ¢, an operation which the bank can cither carry out in
terms of the money of country A or in terms of any other national
currency. If ¢’s bank is credited in money A, country A will find itself
‘indebted towards country C, whereas if the payment is made in
another currency, say the US dollar, a’s bank has to find the necessary
amount of dollars on the financial market. Now, things change
according to whether or not A’s banking system already disposes of
this sum. If no dollars are available within the country’s banking
system, then A has to acquire them through foreign lending, which
‘obviously entails the increase of A’s external debt. If, on the contrary,
dollars have already been earned through net commercial exports,
external debt servicing can take place without incurring another debt
with the rest of the world. Yet, A’s banks do not offer their dollar
deposits gratuitously which, in fact, have to be bought on the exchange
market by the bank of the indebted resident. The compulsory purchase
of dollars by country A defines a net demand for dollars in terms of
money A which, according to the law of supply and demand, provokes
an increase in the relative price of the dollar. In other words, when the
banking system of a country whose national currency is considered too
‘weak’ to be internationally accepted has to buy dollars in order to
service the country’s external debt, its money suffers from a
devaluating pressure relative to the dollar. As we shall see in the
following chapters, and particularly in the second part of the book, the
net demand for dollars entails a loss of the indebted country’s external
gain, so that it can positively service its foreign creditors only by
getting into anew, equivalent debt. Thus, in both cases 4’s payment has
a negative effect for his country which cannot carry out its external
debt payments without getting newly indebted. This argument being
central to our analysis, we shall develop it at length, starting from
Keynes’s analyncal treatment of the problem of external debt
payment
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2. The international debt problem as analysed by -
Keynes, Ohlin and Rueff in their debate about the
_budgetary and transfer problems - -

The controversy originating with the German transfer problem is still
of great theoretical interest not only because the arguments debated by
Keynes, Ohlin and Rueff are as relevant as ever, but also because their
analysis is of great importance for the understanding of the difficulties
related to exvernal debt servicing. As testified by the contributions
offered by several well-known economists such as Pigou (1932), Viner
(1937), Johnson (1956), Machlup (1964b) and Samuelson (1952, 1954,
1971), the debate- about the possible consequences of -transfer
payments over the terms of trade occupies a relevant place in-the
history of economic thought, and remains an essential step in the
search for a satisfactory solution to the debt problem (Reisen and van

- Trotsenburg 1988). Hence, if we re-examine some aspects of that
controversy here it is not to look at it from an historical point of view, -
but to try to. put forward the analytical elements which can help us in
this search, R R Lo

2.1. Budgetary and transfer problems. -

In a famous paper published in the March issue of the Economic
Journal, Kéynes (1929a) analysed the debt problem faced by Germany
after World War I by focusing on its twofold aspect. To be able to pay
its debt, he argued, Germany had to find the necessary amount of both .
internal saving and international currency. The so-called budgetary
problem was therefore that of ‘extracting the necessary sums of money
out of the pockets of the German people’ (Keynes 1929a: 1), while the
transfer problem was that of ‘converting the German money so.
received into foreign currency’ (p. 1). Several economists, and among'
them Ohlin and Rueff, did not consider the transfer problem of great
importance, and it was against their views that Keynes developed his
arguments. According to him, the increase in German exports
necessary to provide Germany with the required amount of foreign -
currency could not simply follow from a ‘relative increase in German
industrial efficiency’ (Keynes 1929b: 179), and from ‘the reduction in
consumption directly caused by reparation taxes’ (p. 179). On the
contrary, as clearly follows from the next quotation, the solution of the
transfer problem is not implied in the solution of the budgetary
problem and requires a particular set of measures which do not ensue
" from the payment of reparation taxes.

The expenditure of the German people must be reduced, not only by the



The International Debt Problem 25

amount of the reparation-taxes which they must pay out of their earnings, but
also by.a reduction in their gold-rate of earnings below what they would
otherwise be. That is to say, there are two problems, and not — as those
maintain who belittle the difficulties of transfer — one problem. Indeed, a
short way of putting the case is this. The Transfer Problem consists in
reducing the gold-rate of efficiency-earnings of the German factors of
production sufficiently to enable them to increase their export to an adequate
aggregate total; the Budgetary Problem consists in extracting out of these
reduced money-earnings a sufficient amount of reparation-taxes. .

E ' R . {Keynes 1929a: 4)

Apart from the paradoxical significance of the measure proposed by
Keynes, it is important to analyse the theoretical aspects of the
controversy between the English economist. and his critics. By
stressing the importance of -distinguishing the transfer from the
budgetary ‘problem, he recognized the double nature of the
international debt problem in a way which seems to have been totally
missed by his opponents. In-fact, that distinction finds its raison d’étre
in the impossibility of identifying international and inter-regional debt
problems. To pay its debt it was not enough for Germany to find a
given- amount . of  its national income “through the payment of
reparation-taxes by its residents. International debts have to be paid in
«the currency used as international standard, and when a country has
‘not the privilege of issuing it, it must find-a way of converting its
money intoforeign currency. This was precisely the case of Germany
after World War I, and Keynes was perfectly aware that the payment of
the residents had to be followed by the payment of the country itself.
Now, Ohlin and Rueff did not share Keynes’s point of view though
they agreed with him about the necessity of increasing Germany’s
exports in order to allow for the effective payment of its external debt.
Both authors, in fact, shared the belief that Germany was not really
faced with a transfer problem. o S _
Let us consider Ohlin’s standpoint first. His argument against the
importance of the transfer problem is centred around the idea that,
given the high level of German borrowing, a reduction in this level
would have brought about a reduction inimports and an increase in the
marketing of export goods. Ohlin, in fact, was convinced that German
borrowing coufd only end up with an equivalent increase in the
imports of Germany and, reciprocally, in the exports of the rest of the
world. In order to increase German exports it was therefore necessary
to reduce its imports, which required a drastic reduction in its external
borrowing. Against this line of argument, Keynes maintained that, if
‘Germany borrowed less it would simply have paid less in reparations,
and ‘if Reparation payments are diminished to the same extent that
foreign borrowing is diminished, the world is exactly as it was before’
(Keynes 1929b: 180). Ohlin reasoned that as the amount of borrowing
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was fixed, so a decrease in German borrowing would necessarily have
led to an equivalent increase in the borrowing of some other country.
Keynes refuted this implicit assumption, and claimed that other
changes were needed in order to increase German exports, namely ‘a
reduction in the rates of gold-wages of German factors of production
relative to rates elsewhere’ (p.179).

So far the analysis does not show a radical disagreement between
Ohlin and Keynes. They both wanted Germany to export more, and
their divergence seems to be limited to the choice of measures which
could have brought about this result. And in this respect even Rueff’s
contribution to the debate was not in opposition to that of his
colleagues. Putting the emphasis on the hypothetical working of a

classical equilibrating mechanism, Rueff claimed that an alteration i

the level of exports could have been caused ‘arbitrarily’ and
‘deliberately’ by a sudden change in the financial movements of the
country. To support his thesis, Rueff put forth the case of Francein the
early twenties, when its commercial balance was greatly modified by a
sudden drop in the financial credits previously granted by Great
Britain and the United States (the commercial deficit of France fell

from 23 milliard francs to 2.5 milliard). This same balance passed then .

“from a deficit of 2.5 milliard francs to a surplus of 1.5 milliard francs as
soon as France witnessed ‘the beginning of the great period of the
exportation of capital’ (Rueff 1929: 393). From this-and from other,

similar, empirical observations Rueff inferred that the change in the -

commercial balance was always brought about by a change in the
" balance of capital. He thus concluded that every modification (whether
arbitrary ornot) of the balance of capital would necessarily provoke an
_opposite  equilibrating  variation of the commercial - balance.
Equilibrium would, therefore, be granted by a mechanism where the
balance of trade adjusted itself to changes in the financial balance.
Following Ohlin and Rueff, then, a case could be made for the
necessity of linking the payment of the debt to capital movements. In
order to decide whether to endorse their views or not we must
therefore establish whether or not capital movements bring about
changes in the trade balance of the capital exporting country. In other
words, we should answer the following question. Is there a transfer of

buying power between countries and, if there is, does it have any

repercussions on their trade movements? '

2.2. Transfers of buying power

One argument in Keynes’s rejoinder to Ohlin’s comment on the
reparation problem is of particular interest. Let us suppose that
Germany succeeded in paying a great amount of its reparation by
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increasing its domestic savings and by sending abroad part of its
purchasing power. Would this have caused an increase in the ‘buying
power’ detained by other countries and, therefore, a whole series of
adjustments which would have finally. profited Germany? Keynes
answer is straightforward: “The increased “buying power”, due to the
fact of Germany paying something with less assistance than before
from borrowing, will have been already used up in buying the exports,
the sale of which has made the Reparation payments possible’ (Keynes
1929b: 181). According to Keynes, the income earned by the Allies
through the German payments of war reparations was thus the very
income which the Allies had spent for the purchase of Germany export
surplus. In this example, the transfer of buying power from the
importing to the exporting country would have been totally absorbed
by the debt payment, and could have had no repercussions on the
future commercial sales of either country. :

As clearly appears, the divergences between Keynes’s line of
thought and the analysis followed by Ohlin and Rueff were not a
matter of detail. On one side Keynes claimed that in order to service its -
foreign debt Germany had first to increase its exports, on the other
Oklin and Rueff maintained that it had first to increase its financial
flows. In fact, they argued, the outflow of German capital would
necessarily have increased its exports of domestic goods by increasing
the foreign demand for these goods. The key of their argument is the
assumption that through monetary movements, such as the German -
payment of war reparations, buying power could be shifted from one
country to another, thus affecting the distribution of the demand for
international goods. As Ohlin put it: ‘A and B are two countries with

normal employment for their factors of production. A borrows a large
" sum of money from B this year and the same sum during each of the
following years. This transfer of buying power directly increases A’s
demand for foreign goods while it reduces B’s. Thus, A’s imports grow
and its exports fall off’ (Ohlin 1929a: 174). Whether this transfer of
buying power was to be brought about by a reduction of German
external borrowings or through an increase in the reparation payments
is obviously not essential to Ohlin’s argument. In both situations the
financial outflows would have been positive and would have not only
decreased ‘the buying power in Germany and thus its importation of
foreign goods’ (p.173) but also increased ‘the buying power in the
lending countries and, thus, their importation of German goods’

(p.173).

POhlin reasoned here that the international capital movements
between Germany and the rest of the world were analogous to the
capital movements occurring within a single currency area. As long as
he was assuming that international financial flows took place in the
form of gold, the analogy would have held good. “The only essential
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difference between this case [A and B being separate countries with
different currency systems] and the last case [of capital movements
between ‘two. districts with the same currency system] is that no
transfer of monetary buying power in a literal sense can take place,
except in the form of gold” (Ohlin 1929b: 401). Yet a problem arose
when he shifted his analysis from gold to foreign bills expressed in
terms of a key currency. Claiming that, through the transfer of foreign
bills, credit expanded in A (the debt receiving:country) and was
restricted in B (the country servicing the debt), Ohlin was postulating
both that Germany would have been able to obtain foreign bills
without first increasing its exports of real goods, and that bills could
have replaced gold as a-vehicle for international transactions. But how
would it have been possible for Germany to earn foreign bills if not by
selling abroad a greater amountof its domestic output? Certainly not
by exporting gold, otherwise it would have been able to pay its
creditors directly in gold. Buying it in its own national currency then?
Again no, since Germany was precisely in a situation where 1its
currency was not accepted by foreign central banks, and, had 1t been
accepted, Germany would have used it directly to service its debt.
Likewise, it could not have borrowed it, for; by doing so, it would have
increased its.debt in order to decrease it. Were there other possibilities
for Germany to get hold of the amount of foreign bills or foreign
currency necessary to the payment of its creditors? : .
In his reply to Ohlin’s comment, Keynes denied any such
occurrence, -maintaining that Germany could find. the necessary
financial resources only through a net surplus of its balance of
commercial trade: - - - : e SR

Of course if B (Germany) can pay A (the reparation-receiving countries) in
foreign bills expressed in the currency of a third country, there is no difficulty.”
But this is begging the whole question. The problem arises precisely because,
on our hypothesis, Germany has no such foreign bills. Germany can only
acquire such bills if she has already sold the necessary exports; so that these
bills cannot be part of the mechanisms which is to establish the situation

which will permit her to sell the exports ' S S
R . ' (Keynes 1929¢: 407-8)

Both Keynes’s and Ohlin’s positions are clearly argued, and the crucial
role in their debate appears to be played by the concept of purchasing
power transfer. If we were to accept that buying power can be
transferred from one country to another, then it would become
possible to maintain, as Ohlin, that financial flows are the prime mover
of the whole process of re-equilibrium between an indebted country
and its foreign creditors. On the contrary, if purchasing power cannot
be exported, it is Keynes’s line of argument which applies, and
commercial exports have to be seen as the necessary (but not sufficient)
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condition for the positive servicing of external debt.

‘Let us momentarily put aside the case of international transactions
being financed through the transfer of gold. The point which has to be
settled is whether or not international ‘monetary transactions can
convey positive flows of purchasing power. Now, the choice appears

" 1o ‘be restricted .to only two. logical alternatives. Either it can be

established that, outside its original banking system, every national
currency defines a positive buying power, or it has to be concluded that
no purchasing power can be exported through the outflow of national
money. If domestic currencies had the faculty to transfer purchasing
power abroad, then Ohlin’s thesis could be made even more rigorous,
sifice it could easily be argued that, for Germany to pay its war
reparations, it would have been enough to send abroad an equivalent
amount of its domestic currency. Yet, Ohlin himself was well aware of

the impossibility of such a solution. All his arguments were based on

some real flows of gold, and even the transfer of foreign bills was
supposed to be working through their sales and purchases in terms of
gold. Neither Keynes nor Ohlin, then, were prepared to argue for a
transfer of purchasing power brou_ght about by flows of national
currencies, They both agreed, on the contrary, that international
payments had to be made in kind, for they both maintained that, in
order to pay its- debt, Germany had to export more in terms of
domestic output.- S

‘The problem of money’s purchasmg power is ofa great 1mportance,
in-national as well as international money, and we shall resume itin a
later part of this work:. For the time being, let us simply stress the fact
that neither of our authors believed in the possibility ‘of exporting
national purchasing power, if not in the form of gold (which; infact, is
areal good so that payments in gold can indeed be equated to payments
in kind). Of the two- authors, Keynes was certainly the one who
developed the more rigorous and updated analysis. His claim that, in

order to pay reparations, Germany: had first to earn a positive amount
of foreign currency was perfectly in line with both empirical evidence
and theoretical inquiry.. German currency was not accepted -as an’
international standard, and it would have been wrong, factually and:

theoretically, to claim that; being a national vehicle of purchasing
power, it should indeed have: been considered a good means of external
payments. ‘If Germany was ina position to export large quantities of
gold or if foreign balances in Germany were acceptable to foreign
Central Banks as a substitute for gold in thelr reserves, then it would be
a different matter’ (Keynes 1929¢: 407).

In reality, national currencies do not carry any purchasmg power
outside their monetary systems, so that international payments
become effective only if they are carried out in kind. Currencies are

simply an intermediary. Hence, monetary flows should never be an
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‘end in themselves. This is however not what happens in our

international monetary system, where currencies are bought and sold "

as if they were real goods. We are thus confronted with a system
characterized both. by the use of a few national currencies as
international standards, and by the existence of an exchange market
where currencies are traded. Keynes’s analysis is based on this double
characteristic. Having clearly = understood that international
transactions cannot be reduced to inter-regional flows, he coherently
maintained that commercial exports are the prerequisite for the
payment of external debts. But this is only half the story. Foliowing the

arguments he developed in his second rejoinder to Ohlin’s comment

on his first paper, the analysis can indeed be pushed further. Not only

is it wrong to claim that, in the case of debt payments, capital

movements can have repercussions on the trade balance, but it is also
possible to show that the payment of international debts poses a
particular problem of which neither Ohlin nor Rueff were fully aware:

2.3. The self-defeating process of debt payment

As we have seen, Keynes rightly observed that a necessary condition .

for Germany to be able to pay its war reparations was the earning of
foreign currency.’ Althougg Ohlin and Rueff did not fully agree with
Keynes on this point, they would have certainly acknowledged that, in
order to earn foreign monetary assets, Germany had to export part of
its domestic output. Yet, only Keynes realized that the need o pay the
* debtin a foreign currency could not be satisfied even by the earning of
the necessary sum through a net commercial surplus. .
The passage from inter-regional to international transactions is
marked by the transition from a one-currency reality to a multi-

currency world in which not every national money can play the same.

role. In particular, a country like' Germany after World War I could

not claim for its currency the status of a world monetary standard. .

Accordingly, Germany had to pay its foreign creditors in their own

. money, which it would not have been able to do had it not increased its

external sales of -domestic goods. An inflow of foreign currency,
however, was not sufficient to guarantee the payment of a country’s
external debt. As Keynes had clearly pointed out, this payment had
first to be made by German debtors in their own national currency.
This is, in fact, the meaning of the budgetary constraint: through
taxation the German government had to collect the national income
necessary to the financing of its external debt. “The Budgetary Problem

of extracting the necessary sums of money out of the pockets of the.

German people and paying them to the account of the Agent-General®
(Keynes 1929a: 1). The very existence of the budgetary problem and its
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general acceptance show that the foreign currency earned through
commercial exports has still to be bought by domestic debtors. Whether
this purchase is made by private economic agents or by the government
does not make any substantial difference. In both cases a sum of
domestic income is spent on the purchase of the foreign currency
which flows into the country. The foreign monetary asset is thus
identified with a real asset, and not with a pure means of circulation
(like Smith’s famous ‘wheel of circulation’) which, as such, would
neither be sold nor bought by national currencies. But, if money is
taken tobe similar toareal asset, then its ‘price’ will be submitted to the
same laws governing the prices of goods. In our example, the foreign
currencies will be submitted to.an excess demand exercised by the
German government, excess demand which will provoke an increase in
their price relative to the German currency. In other words, the
-payment of war reparations or, more generally, of any kind of external
debts by a country whose money is not accepted as a world standard
entails, necessarily, a depreciating pressure on the country’s national
currency relative to the money used as an international means of
payment, a downward pressure which has the effect of nullifying the
external gain realized %y the country through its net commercial
exports and which can be ‘neutralized’ only through a new external
loan which leaves the: country as much indebted as before the payment
of its foreign creditors.?

The conclusion we have just reached can easdy be derived froma - -

thorough analysis of Keynes’s theoretical treatment of the German
reparations problem. As we have already pointed out, his distinction
‘between the problem of drawing ‘the necessary sums of money out of
the pockets of the German people’ (Keynes.1929a: 1) — known as the
‘budgetary problem’ — and that ‘of converting the German money so
received - mto foreign currency’ (p.1) — the so- called ‘transfer
problem’— does not leave any doubt about the dichotomous nature of
external debt servicing. And that the necessary purchase of foreign
currency has a depreciating effect on the value of the debt servicing -
country results unequivocably from the foIlowmg quotation:

For I hold that the process of paying the debt has the effect of causing the
money in which the debt is expressed to be worth a larger quantity of
German-produced goods than it was before or would have been apart from
the payment of the debt; so that the population of the debtor State suffers a

loss of purchasing power greater than the ongmal equivalent of the amount of

the debt
(Keynes 1929¢: 405)

The devaluation' of the German domestic money pointed out by
Keynes is the first clear symptom of the asymmetry characterizing the
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external debt servicing in a system centred around the use of a key
currency as-international means of payment. As we shall repeatedly
“claim, analysis. shows that the strain on-the indebted. country’s
domestic currency is neutralized only through a net new borrowing,
which becomes the necessary- condition for the country’s positive
servicing of its foreign debt. In the light of this -analysis, weé can
therefore maintain that German economic agents were not only losing
2 part.of their income equivalent to the amount of the external debt
servicing, but twice as much, since their country had to contracta new
debt in the exact proportion of its external debt payment. This is the
dramatic effect of what Keynes-called the transfer problem. On one
hand, German debtors had tofind a sum of national income out of their
savings (a sum that was collected by the state through taxation), and,

on the other hand, they were suffering an additional loss of purchasing

power -due: to .the asymmetrical pressure. exerted on their national
currency. - co R SR =
~Now, if by servicing its debt Germany was necessarily submitting 1ts

national . money to an asymmetrical pressure, it appears that the

payment of its foreign creditors had, in fact, a self-contradictory effect.

Indeed, the decrease of Germany’s external debt was totally absorbed .
by the loss-suffered on the exchange market. Hence, the international

gain obtained by Germany through its trade surplus was compensated
* by this loss, and the country could service its external debt only by
getting into.amew debt. oo o

" The presence of. the transfer problem.is a clear symptom of the
difficulties. characterizing the international system of payments. As
long as we refer to-a single currency area, the problem does not arise.
The settlement of inter-regional debts takes place without there being
any need to convert the domestic money into any foreign currency.

Capital can be easily transferred from one region to another since it 1s .
immediately made homogeneous by being expressed in one and the

same monetary standard. Yet, as soon as more than one country is

concerned, it is no -longer: possible to speak-of a monetarily

- homogeneous world. Rates of exchange are established between the

different currencies, and one (or a few) of them is (are) chosen as.
international standard. When 1t is carried out by a country whose

morney is not. accepted as international currency, external debt
servicing cannot be confined to the payment made by the debtors in
their national money. A further step is needed, namely the purchase of

the foreign currency to be sent to the external creditors. The settlement -

of international debts requires, therefore, a double payment, the first
being the expenditure made by the indebted agents (budgetary
problem) and the second the purchase of foreign currency made by the
central bank (transfer problem). But, then, the second payment is the
source of a net excess demand of foreign currency which has the
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annoying consequence of nullifying an equivalent part of the gain
realized by the country through its commercial surplus. :

In his analysis of the German transfer problem, Keynes pointed his
finger at a serious anomaly of the international system of monetary
payments. The passage from a single currency to a multi-currency .
world is not as smooth as some economists would like it to be, and
Keynes was the first theorist to point this out clearly and rigorously.
The problems faced by Germany after World War I are substantially
the same as those which nowadays hamper the development of most
indebted countries. The rules of the dollar-exchange standard are such
thatexternal debt servicing is made logically impossible; a matter of
fact which does not fail to have serious consequences for both the

debtor and the creditor countries.

3. The payment oflext.e'rnal debt in the dollar-exch_ainge
- standard as a cause of major disturbances between
-nations. SRR o o

Despite the rigour of the analysis first propounded by Keynes in his
contribution to the debate about the transfer problem, the réader could
still be reluctant to acceptitentirely. It is true, he could argue, that the
purchase of dollars puts a'downward pressure on the price of the
domestic currency, but it is also true that, at'the moment these same
dollars were earned, an equivalent yet opposed pressure was exerted on
the' currency of the indebted country so that, on the whole, the two
- asymmetries compensate and no unilateral devaluation can finally be
verified. To answer this- objection we have to inquiry into what -
effectively happens in the banking system of the country credited in
dollars. - - o E o S
- Letus call A the country earning dollars. A can either be the indebted
country when it earns the dollars that it will later send to foreign
creditors, or the creditor country when it gets paid by its debtors. The
payment of A is made by B via a bank, and is recorded as an increase in
the assets held by A’s banking system in the form of a claim over the
deposits in dollars of bank B (whether the dollars are entered in the
accounts of the Central Bank or of a commercial bank the following
argument remains substantially unchanged, as the reader can easily
verify by disaggregating the banking system into its two fundamental
components) (See Table 2.1). = - ‘
Now, the payment made by bank B does not have bank A as its final
beneficiary. On the contrary, the national banking system acts here as a
simple intermediary, and must transfer the payment to the residents to
whom it is actually addressed. Bank A; however, does not send dollars
to 1ts client; but an equivalent amount of domestic currency. Thus, the
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Table 2.1
Banka

Liabilities : Assets -

Bank B
$x

crucial point is to determine from where bank A gets this sum of
"money 4. And, since both theory and empirical evidence lead to the
same result, no doubt can be allowed in this matter. In fact, bank A
gives its client an amount of domestic money which it creates on the
basis of the claim over the deposit in dollars recorded on the asset side
of its balance sheet. As is confirmed by Rueff, the foreign claims earned
through the export of real goods and services give rise to an equivalent
emission of national currency carried out by the banking system of the
receiving country. “The claims transferred for the settlement of the
deficit are bought against the creation of money, by the banking
system of the creditor country’ (Rueff 1963: 323). _
When dollars enter the country (under the form of claims on
American deposits), an equivalent sum of domestic currency is created
to the benefit of the residents effectively paid by the rest of the world.
In our example, dollars are changed into money 4, but money 4 is
created in this same operation. According to economic theory, this

means that the supply of currency 4 is infinitely elastic, and, therefore, -

that the relative exchange between dollars and A’s domestic currency
will not modify their relative price (exchange rate). If money & were

not created in the operation, then its price would rise in terms of the

American currency, and this upward movement would counterbalance
the following fall caused by the forced purchase of dollars. Yet, things
work quite differently. The price of currency a4 does not rise when it is
created against dollars, whereas the price of dollars rises when they are
unilaterally demanded by money a. The excess demand for dollars is

not matched by an equivalent excess demand for currency , and this

can only lead to a devaluating pressure on « relative to the dollar.
‘But the disequilibrating working of the actual system of inter-
national payments does not prove unfavourable only to the debt
servicing countries. In fact, creation of domestic currency against
dollars will take place in the creditor country every time that it is paid
for its foreign sales. Apart from the USA, where the inflow of dollars
has an inflationary effect since it implies the ‘internalization’ of the
duplicate previously sent abroad (see pages 50-51 and 60-61 of this
book), . the countries which benefit from an external payment
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carried out in dollars verify an equivalent, nominal, emission of their
national currencies. And, since this creation is not linked to an increase
in current output, it necessarily defines the beginning of an inflationary
process which will negatively affect the entire system.

What makes the situation worse is that the inflation caused by the
creation of domestic currency is not compensated by an equivalent
destruction which would occur at the moment dollars were to be spent
- abroad, for the purchase of foreign goods and services. Unless such
expenditures were made by the same economic agent beneficiary of the
domestic currency creation (and at the same instant of the creation),
they would not fill the inflationary gap, which would therefore be
cumulative in time. Let us illustrate our argument with reference to the
book entries of the banking system of the creditor country C. The first
entry defines the creation of domestic currency ¢ against the claim in
dollars entered on the asset side of the balance sheet (See Table 2.2). The
second entry is the expenditure of an equivalent amount of national
currency by, for example, the importing industries of country C to
purchase foreign goods (See Table 2.3). If we put the two entries
together, we can easily see that the second operation does not diminish
the sum of domestic currency available in C (See Table 2.4). It is only if
national creditors and importing industries are one and the same agent
selling and buying the same (foreign) output that the two sides of the
balance sheet will cancel out. In this case inflation would exert its
negative effect only in the interval of time between the first two entries.
In all other cases, however, inflation cannot be neutralized and will
continue to upset the relationship between national money and
domestic current output. : :

Table 2.2
. Bank C
Liabilities - _ Assets
Exporting agents . .Baﬁk A
equivalent of $x in C $x

money ¢

Finally, the payment of external debt is a source of devaluation for all
the debtor countries whose currency is not given the status of
mternational standard, whereas the use of a national money as
international means of payment is a source of inflation for all exporting
countries. Perfectly consistent with the analysis propounded by
Keynes and with the lucid insights of Rueff, this conclusion has to be
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Table 2.3
B Bank C
Liabilities - - Assets
Bank A - Importing agents _
$x equivalent of $x in'money ¢
Table 2.4.
S Bank C -
' Liabi]itiéé | ‘  Assets
’Ex:portinlg' égen_ts :_‘ BankA
" equivalent of $x in $x '

money ¢

Bank A - :

. Exporting agents. -

- equivalent of $x -
in money ¢.

" Importing agents -
equivalent of $x in money ¢

- Importing agents
-..equivalent of $x
in money c.

tested against facts, and particularly against the various theoretical and
empirical attempts worked out to solve the international monetary

problems.

It is in order to.test these attempts, therefore, that we shall
investigate the possibility of avoiding the double payment of the
- external debt within the gold standard, the gold-exchange standard and
the dollar-exchange standard respectively. '



Chapter Three

The Gold Standard, the Gold Exchange Standard and the '
Dollar-Exchange Standard Offer No Solution to the Probtem
of lnternatlonal Monetary Dlsorder R

1.'_ From the gold standard to the gold-exchange
standard :

1.1, The tbeor.efical ad@antﬁges of the gbld standard

Ricardo was undeniably one of the greatest theorists of the gold
standard. In a period when banknotes were already a reality of growing
1mp0rtance, he maintained that international transactlons had to be
carried out in' gold to guarantee their effective payment.’ Though at a
national level gold could have been advantageously replaced by paper
money, internationally, payments required the direct use of the
precious metal. Even in the form advocated by Ricardo (the gold
bullion standard), the system implied the automatic settlement in gold
of every commercial deficit. And it is relative to the rigorous appliance
of this particular measure that the gold standard system has to- be :
assessed.

" From a theoretical pomt of view, even a superficial analysis of the
international economic reality reveals that it pertains to an economy of |
trade. No true international production ever existed, and it would be
hopeless to look for an output which were not ah’eady accounted for
by the production taking place in the different elements of the set of the
world national economies. Now, the classical economists soon
realized that the simplest way to allow for the settlement of
international transactions was to transform every monetary payment
in a paymentin kind. This is, in fact, the fundamental role played by
the system of the gold standard. Paying the deficit of its balance of
trade, country A was indeed sending abroad a commodity, gold, and
not a pure monetary item. Nobody would deny that gold is a real good
even when it is used as international currency. The exchange between
imported goods and gold pertains, therefore, to the category of
exchanges in kind. Under the strict gold standard, the exporting
country, B, would thus obtain a real asset in exchange for part of its
exported domestic output.

In general, the Ricardian system was such that every country was
bound to pay its imports of goods and services with the simultaneous
and .automatic sale of its own goods and services. Every commercial
deficit being immediately covered by an equivalent tlow:of gold,
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the equilibrium was always automatically guaranteed in a perfectly
symmetrical way. No asymmetrical purchase of currencies was
needed, and the problems relating to the external debt payment were
totally alien to the system. "

The theoretical advantages of the gold standard scheme are clearly
evident, particularly if we refer to the inextricable mess which seems to

qualify the actual system of international payments. Yet, Ricardo’s
‘teaching, according to which international transactions have to be

settled in real terms (as opposed to monetary terms), was only partially
followed. Indeed, very few economists, among whom Rueff played a
distinctive role, recognized the true importance of this principle,

- which was almost never fully applied in practice.

1.2. The imp.ossibility. of reberting to gold

The theoretical soundness of the Ricardian system notwithstanding, it
is a fact that the gold standard was propounded by a country, Great
Britain, whose currency was generally preferred to gold. Hence,
English external transactions were mostly paid in pounds rather than
in gold (for example, in 1911 the gold reserves of the Bank of England
represented only 3 per cent of the annual amount of its international

trade). RE

Tt is because the Pound was considered by the rest of the world as an essential -
means of payment that it was sought after, and that it nourished a wide
monetary market. In this sense, it is possible to say that, in that period, the
system of the Gold Standard was 2 Stetling Standard System, since the two
standards were in fact confounded. ' o '
B -(Byé 1965: 567, our translation)

Another argument which has been put forth to explain why, during the
ninenteenth century, the world monetary economy was based on a
system, the gold standard, which did not need to-be effectively
implemented was worked out by Triffin. Following Taussig’s line of
thought, he maintained that even persistent current account deficits
did’ not require the intervention of the corrective mechanism -
postulated by the Classics, since the deficits of the balance of trade
were compensated by equivalent superavits of the balance of capitals.
The capital movements were such that countries which were net
importers of goods and services were net exporters of private capitals,
and could, therefore, easily equilibrate their overall balance of
payments. : o

Large, persistent and often growing disequilibria showed no sign of, or need

_for, correction over. several decades, or even over the whole century
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separating the Napoleonic wars from the first world war. The net capital
inflow into the United States, for instance, is estimated to have averaged $50
million a year or more throughout the period from 1850 to 1914, while the net
" outflow of capital from the United Kingdom rose from about $30 million a
year in the first half of the century to approximately $250 million in the second
half, and close to $900 million in the last years (1906-1913) before the first
world war.

(Triffin 1961:26-7)

Trade and capital movements did not always perfectly equilibrate, of
course. But even when residual commercial deficits would have
required the use of gold, the transfer of the key currency of the times
was often preferred to that of the precious metal, Finally, as suggested
by Triffin, another factor played an important role in the passive
preservation of the gold standard, namely ‘the fact that the emergence
of major imbalance was prevented ex ante by the institutional
monetary and banking framework of the times, rather than corrected
ex post by large price and income adjustments’ (Triffin 1961: 27).

Apart from the fact that the mechanism based on the gold standard
was never fully applied, convertibility broke down after the World
War [, and the uncertainty following this event gave rise to an animated
debate about the future of the international monetary system.

‘The point at issue was whether to return to a pseudo-gold system,
and if so, at what parity for the pound. In Great Britain both the British
Treasury and the Bank of England were in favour of a return to the
gold standard, as was the Cunliffe Committee, which was set up to
assess the virtues and defects of the equilibrating. mechanism
propounded by the Classics. Against this point of view Keynes, in his
Tract on Monetary Reform (1923), claimed that the stability of prices
and the stability of exchange were two requirements which were often
opposed, and also that, giving priority to the maintenance of the
external value of the pound (as implied by convertibility) would have
forced Great Britain to sacrifice the level of employment and the
standard of living of its residents.

Exchange rates and prices are the two key variables, and 4 prior: they
can both fluctuate. Under the gold standard, however, only one kind
of fluctuation occurs. If the classical system is generally adopted,
exchange rates are stable, and variations can only take place in domestic
prices.

In pre-war days, when almost the whole world was on a gold standard, we had
all plumped for stability of exchange as against stability of prices, and we were
ready to submit to the social consequences of a change of price level for causes
quite ouside our control, connected, for example, with the discovery of new
gold mines in forelgn countries ora change of banking policy abroad. .

: {Keynes 1972:170-1)
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Now, according to Keynes, the instability of internal prices would not
have been the only disadvantage of the return to convertibility. -
Unemployment and a decrease of: real income would have been the
unavoidable consequence of the restoration of the gold standard. In a
critical comment to Churchill’s decision to resume the gold panty
_system, Keynes wrote: : :

Money wages, the cost of living, and the prices which we are asking for our
exports have not adjusted themselves to the improvements in the exchange,
which the expectation of your restoring the gold standard, in accordance with
your repeated declarations, has already brought about. They are about 10 per
cent too high. If, therefore, you fix the exchange at this gold parity, you must
either gamble on a rise in gold prices abroad, which will induce foreigners to .
pay ahigher gold price for our exports; or you are committing yourself to a
policy of forcing down money- Wages and the cost of living to the necessary
extent.

(Keynes 1972 214)

Despite Keynes s intervention, Bntam and most European nations
went on to restore the pre-war system, which in fact did not resemble
the theoretical scheme advocated by Ricardo any more than its
predecessor. The Great. Depression of the thirties effectively
sanctioned the end of a system which never really worked in -
accordance with the Ricardian laws. ‘One country after another left the -
gold standard during the deepemng depression of the 1930s. By 1936, -
Franceand a few other countries constituting the gold bloc were forced
to abandon gold. ‘The. international financial system collapsed.
Countries resorted to direct controls over the use of foreign exchange,
to trade restrictions, and to multiple exchange rates’ (Meier 1982: 28).
After a period of great instability and competitive depreciations, let
alone the tragic experience of World War II, 44 member countries of
the United Nations met at Bretton Woods to Work outa new system of
international payments, which resulted in the establishment of the
International Monetary Fund, and in the adoption of the gold-
exchange standard : : -

3. The g'old;éxcbange standard: a political solution that bas
proved fallacions

The nations that met at Bretton Woods were looking for a system
which would have allowed them to pursue their domestic policies
without suffering from external shocks due to international monetary
problems. Their decision to shift from the gold standard to the gold-
exchange standard was perfectly in line with the development of the
way transactions were practically carried out, and with the increasing |
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economic and political weight of the United States. As we have seen,
the pound was already playing a role of key currency long before the
end of the gold standard. The Bretton Woods Conference mainly
sanctioned this state of affairs, and officially granted the same status of
key currency to the United-States dollar. The currencies of the two
most developed countries were, therefore, to be used as world reserves
and as an international means of payment. Theoretlcally, the key
currencies were convertible with ‘gold. In practice, they never were
converted since they were considered as goodas gold itself. Now, even
if they had been converted for the:settlement of trade imbalances, the
system based on their general use would have been totally different
from the one proposed by Ricardo, and would have posed the same
problems which . charactenzed the gold- exchange standard as it was
. effectlvely applied.

.Let us analyse the difficulties of the Workmg of the exchange
standard in'the following chapter, and concentrate here on the attempt
to prove that the gold payment of trade deficits (or, more generally, of
external debts) can only work under very strict conditions, which are
not fulfilled under the traditional gold-exchange standard. - :

Ricardo’s principle is clear. Debt payments must automatically take
place in gold if we want to grant the payment in kind of every
international transaction. Now, if the currency of a given country were
given the particular status of key currency, would:it still be possible to
implement this kind of automatic mechanism? Let us take the example
of the dollar. As key currency, the dollar would be, and actually is,
used by the United States to monetize all its éxternal transactions, and
would have to be converted into gold only in order to allow for the
settlement of the American trade deficit. Yet, precisely because it is
made to play the role of key currency, the dollar would also be used by
other countries in their external transactions. Thus, the country whose
balance of trade is positive relative to the USA will not require the gold
payment of its surplus but, instead, use the dollars to pay for its
imports from other countries. Hence, the countries finally ﬁoldmg the
amount of dollars defining the US trade deficit would not be the same
as those which realized a trade surplus in their commercial transactions
with the American nation. According to our assumptions, the
conversion of these dollars into gold would st1ll be p0331b1e, of course,
but what would be its meaning? -

The respect of the principle advocated by Rleardo requires the
immediate payment in gold of every trade deficit. It is only if the
conversion of the key currency into gold takes place automatically as
soon as the deficit is ascertained that international transactions can be
transformed into payments in kind. In the system following the rules

- of the gold-exchange standard, neither the automaticity nor the
simultaneity are guaranteed. The dollars are used as if they were gold,
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so that they never need to be truly converted. Under the Bretton
Woods system it was generally accepted that the dollar came to fulfil
the function of world money more efficiently than gold, and its
convertibility was not only theoretically limited (to maintain the
.international value of the dollar it was made inconvertible with gold
through transactions with official foreign authorities; dollars held by
monetary authorities of countries member of the IMF were
convertible into gold), but practically useless. Now, in this system the-
dollar is considered as a real asset, and not as a pure intermediary
allowing for the settlement in kind of all international transactions.
Apparently reflecting the strength of the US internal economy, the-
American currency was so praised that it soon became the primary
world reserve asset. Yet, like every other domestic currency, outside its
national boundaries the dollar cannot be identified with a real good.
For a country it is not the same thing to be paid in dollars as in gold
since dollars are a mere [OU issued by the American banking system
whereas gold is a true real asset. The classical economists were
perfectly aware of this fundamental distinction, and this explains why
Ricardo so firmly propounded his principle of the real payment of
every transaction taking place between nations. The international use
of bank money is not fundamentally opposed to the Ricardian
principle. However, the rules of monetary payments must be
compatible with ‘the requirements of final, real exchanges. One
solution is that proposed by the strict gold standard, - where-
commercial imbalances are settled by the automatic conversion of the
key currency into gold. If the dollar were used as international
currency under the condition of its immediate and automatic
conversion into gold whenever the balance of trade required it, then
there would be no theoretical reasons to oppose the gold-exchange
standard. The rigidity of a system like that, however, would make it
neither particularly interesting nor very efficient. A better solution
-would be to find a system which, though entirely based on the use of
bank money, would make real payments possible without there being
any need to resort to convertibility. The central feature of this solution
would be the perfect circularity of the world currency which, being
confined to the role of pure intermediary, would never be detained in
any official or unofficial reserve. o '
The system elaborated at the Bretton Woods Conference certainly
did not conform to this functional definition of international money.
Askey currency, the dollar was supposed to share the same value of the
gold to which it was said to be legally associated. The fact that the
dollar was issued by the American banking system almost without cost
was apparently not considered of great importance, except by few
sceptical economists,’ and the American money was thought to be as
good internationally as it was within its national boundaries. But, if it is
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certain that inside America the dollar acquires the value of the current
output that it carries, is it likewise safe to maintain that outside the
national borders the dollar still holdsa positive value? If we look at the
very nature of bank money it becomes difficult to answer this question
affirmatively. Every currency is issued as a spontaneous acknow--
ledgment of debt® of the banking system, and there is no reason to
believe that this definition changes when the currency leaves its
original country. Now, as long as a currency is kept within the banking
system that issued it, there are no major difficulties in explaining that it
maintains a positive value over the nationally produced goods and
services. Yet, when the currency is sent abroad things change radically.
No international output is available, in fact, to account for an original
value of the international money. And when it is further considered
that the monetary payments from country A to country B do not
decrease the deposits of money « available within A (the ownership of
part of the deposits changes, this is certainly true, but not the place
where the deposits are held, which necessarily remains the bank of
emission), it becomes clear that current national output cannot account
for both the internal and the external value of the currency chosen as
world money. The mioney deposited within the national monetary
system of A has the value of the domestic output, the money ‘held’ by
the rest of the world as the counterpart of its net exports has none; it is
an acknowledgment of debt issued by A’s banking system in favour of
B and, as everybody knows, an acknowledgment of debt is.a simple
promise to pay at term. Hence, by giving to its creditor its own money,
country A is not paying its net commercial imports, and it is only
because it erroneously identifies currency 2 with a real asset that B
accepts an IOQU as final payment of its domestic goods.

The gold-exchange standard was not revolutionary enough to solve
the international monetary problems according to the true nature of
bank money, and it was too modern to apply the strict rules of the
Ricardian system. This ambiguity was to cause its final abandonment
in August 1971, Under the period of its enforcement, the Bretton
Woods system created, in fact, a whole series of difficulties to the
member countries of the IMFE. The dollar itself entered a serious crisis
because of the rules of the gold-exchange standard. In particular, it can
be recalled that the United States maintained the parity of its currency
by “freely buying and selling gold against dollars oftered by foreign
monetary authorities at a fixed price of $35 per ounce. The United
States was the only government committed to selling gold at a fixed
price. Because other countries used the dollar as a unit of account and
an intervention currency, US monetary authorities were technically
unable to change the relationship between the dollar and other major
currencies. It was the other currency that had to be devalued or
revalued — or maintained within the set margins of parity — vis-a-vis
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the dollar. Other countries had to change the price at which they
bought and sold dollars to bring about a change in the exchange rate of
the dollar’ (Meier 1982: 77-8). The great commercial deficit that the.
United States was accumulating was a constant source of worry, and
the lack of confidence in the dollar was rapidly growing among
government. officials,  central - bankers and several academic
economists.' When, during the latter part of 1970, capital outflows
began to put additional pressure on the dollar, it became evident that
something radical had to be done in order to allow for the free
adjustment of the dollar exchange rate. Moreover, the mechanism of
the gold payment of deficits never worked, and the disproportion
between the dollar liabilities and the gold reserves was so-evident that it
was difficult to find any theoretical or empirical reason to stick to the
formal rules of a system which had alteady moved towards what was to
be known as the dollar-exchange standard

Clearly the gold. exchange portion of the Bretton Woods system is by sheer
numbers no longer working. The dollar liabilities outstanding greatly exceed
our gold supply and the idea of a gold exchange standard is no longer
_workable. Likewise, the exchange rate mechanism of adjustable pegs
envistoned in the Bretton Woods systemi is under serious doubt both from the
action of member countries and from academic arguments,

(Wﬂlett 1971: 409)

Before analysing the ‘dollar-exchange standard, let us spend a few
“words on the payment of external debts under the hypotheucal
working of the gold exchange standard R

1.4 External debt serfvicr'ng m_zd the gold-exchange standard

H the gold-exchange standard strictly followed the Ricardian
principle, the problems usually related to the payment of external
debts would not even be raised. In fact, in order to get indebted, a
country should find on the international market aloan, in gold, of the
amount necessary for the payment of its current account deficit. This -
clearly means that the indebted country will later have to find an
equivalent sum of gold to be able to pay back its creditors. The two
operations would be perfectly symmetrical and no disequilibrating
pressure would be exerted on the domestic currency of the. debror
country. The use of gold for the settlement of trade deficits would
make it impossible for any country topay in terms of a purely nominal
money, were it the key currency or not. Hence, the external debt
servicing would be reduced to a payment in gold made by the debtor
country in favour of its creditors. The sole problem would be the
earning of a sufficient amount of gold. But this is in no way surprising,
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since -every debtor, whether national or international, has. the
possibility: of spending today more than he earns precisely because he
1s prepared to spend less than what he earns tomorrow. Within the
same currency area, debts are honoured through the transfer of a
positive purchasing power from the indebted resident to the creditors;
internationally, debts will be serviced by: the transfer to the creditor
country of a positive amount of the world’s most appreciated real
asset: gold. Iri both cases the payment would be real (money’s national
purchasing power defining a claim- over current output, it is

tundamentally the same as being paid in kind or in buying power), and, -

leaving aside momentarily the payment of interest, the debtor country
would have to pay its. debt only once. . - BT

As we have repeatedly said, however, the gold-exchange standard
never worked in accordance with the strict rules propounded by
Ricardo. On the contrary, deficits were, and still are, settled in
monetary terms, and the United States dollar was chosen as the
privileged means of international settlements. This state of affairs was
to create-a major asymmetry between two categories of countries,
namely those who could settle their current account deficits by a
. simple stroke of a pen, and those who had to purchase the key currency

in ordes to pay their external debt. The United States and, to a lesser

extent, Great Britain were the main beneficiaries of this unfair system,
‘their national currencies being considered as world standards and
being therefore accepted as final payment. Since national currencies are

the acknowledgment of debt of the monetary system which issues

them, the gold-exchange was effectively so structured as to allow these
countries to pay their net purchases of goods and services by the simple
transfer of an IOU. .. . L ' o

It has been said that by financing its deficit through its own creation of
international money, the United States obtains akind of “free’ command over
-+ real resources, which can be used to enlarge its purchases of foreign goods,
services, and assets (including interest-paying reserves) ... By running a
cumulative deficit in its balance of payments, the United States can create
internationally held dollars in a costless fashion and gain an increase in real
national expenditure relative to national income. . '

: : ‘ R B {Meier 1982:79)

As Meier so lucidly observes, the United States still benefits from the
great advantage of obtaining real resources in exchange for a promise
{1ts acknowledgment of debt) which it will never be asked to maintain,
since the doilar is indeed the means internationally chosen for the
settlement of every transaction (American engagements included).
Now, if it is clearly preposterous to expect that payment of debts and
acknowledgment of debts are equivalent, it is even more absurd to ask
countries to buy. these acknowledgments of debt.and use them to
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honour their external engagements. The nations whose money is nota.
key currency are, in fact, obliged to purchase foreign IOUs, and this
“forced purchase is the mark of a serious anomaly which does not fail to
-cause them, through a depreciating pressure on their domestic
currencies, a positive and final loss of international income. Indebted

* - countries who cannot pay their creditors by using their own currencies

- are therefore heavily penalized by the system propounded by the
Bretton Woods Conference. As we have seen analysing the problem of
German war payments, Keynes had already warned against the danger
deriving from the ‘transfer problem’. Unfortunately his arguments
were not fully understood, and the world entered a period of
increasing international disorder of which it is still difficult to perceive
the end. The following analysis of the system which was to take over”
from the gold-exchange standard will confirm this negative result. = -

2. Debt servicing prdblems inherent in the gold-
- exchange standard are not removed by the dollar-
exchange standard - -

2.1, The incbnweﬁibility of the dollar and the international
Liguidity problem :

- In the sixties an important theoretical debate developed about the use
of a national currency as an international standard and a means of
payment. At the origin of the dispute were the arguments put forth by -
Triffin relative to the international liquidity problem. The starting
point for Triffin’s analysis was the gold-exchange standard, and the
impossibility of conciliating thé rule of convertibility with the -
increasing need for international liquidity. The rapidily increasing
volume of world trade required, in fact, an ever greater disponibility of -
key currencies which, however, could not be supplied without
endangering their stability. Under the gold-exchange standard, their
value was linked to their legal definition in gold, and to their
proclaimed convertibility into the precious metal. And, if the gap
between gold reserves and monetary liabilities of the key currency
countries was to grow too big, it would have become extremely
difficult for people to believe in their external value. “The basic
absurdity of the gold-exchange standard is that it makes the
international monetary system highly dependent on individual
countries’ decisions about the continued use of one or a few national
" currencies as monetary reserves’ (Triffin 1961: 67). - '
Triffin saw a ‘vicious circle’ in the working of the gold-exchange
standard system, since the use of one (or few) national currency (ies) as
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world reserve inevitably weakens the reserve position of the country
whose currency is chosen as international standard. A worsening of the
liquidity problem would then be the unavoidable, paradoxical, result
of a system worked out to solve this very problem.
© " Letus consider the case of the American dollar. It is a fact that the
increase in the world disponibility of dollars is the result of a growing
American deficit, and that the foreign holding of US monetary
liabilities puts the whole of the American monetary system under
pressure. Now, this pressure was even more dangerous when the dollar
was pegged to gold and formally convertible at a fixed rate, As
Bernstein wrote “The continuation of the deficit has, however, caused a
greater depletion of US gold reserves than is desirable. Furthermore,
the large foreign holdings of short-term liquid dollar assets expose the
United States to the danger of massive conversion of dollars into gold
in the future’ (Bernstein 1963: 187). -
- Apart from very few economists, among whom are the authors of
the already quoted paper ‘The Dollar and World Liquidity: A
Minority View’ (1966), theorists generally agreed that world liquidity
could no longer be fed through US deficits, since the foreign
accumulation of dollars had grown so much as to undermine
confidence in the American currency. Hence, under the Bretron
Woods system the situation was seen as characterized by the
simultaneous presence of two opposed requirements: the necessity of
increasing international liquidity, thus accepting the correlated US
deficit, and the necessity of granting the convertibility of the dollar in
order to maintain confidence in its external value: In the words of
- Johnson ‘The gold exchange standard is a precarious system of
international monetary organization: Two main problems are inherent
init. The firstis associated with the reliance of the system on the use of
national currencies to provide international reserves ... The second
major problem is associated with the system’s reliance on increases in
monetary gold stocks and increases in reserve currency holdings to
provide the increase in international reserves needed to support the
expansion of international trade and commercial transactions’
{(Johnson 1963: 371-2). : ‘
* Following the line of arguments proposed by Triffin, the gold-
exchange standard was put under critical examination, and the
conclusion was reached that it was a highly unstable system which had
to be rapidly and drastically modified in order to favour the
development of the world economy. :

The indictment of the present, unorganized gold exchange, or key-currencies,
standard is that it can only operate — and has indeed operated for nearly half a
century — in an utterly haphazard fashion, creating far oo little liquidity at
times, and at other times far too much, but then only through generalized
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currency devaluations or through a persistent piling up of sterling or dollar
LOU.s. . L L _ o
' - (Triffin 1963: 427)

After the decision, taken by US President Nixon on 15 August 1971, to
suspend convertibility of the dollar into gold, the danger of seriously
putting the American monetary system under strain was apparently
removed. The dollar was left free to find its new parity against other
currencies, and the problem was posed whether to adopt tree floating
exchange rates or an adjustable (managed) floating system. Yet, the
world liquidity problem was far from having been solved. In particular
it remained true that even'under the dollar-exchange standard the key
currency country had to incur ever larger monetary liabilities to
foreigners in order to expand the international reserves of other
countries. Under these circumstances, it is evident that the pressure.on
the dollar would not have decreased, and that the system would still
have been caught between the same horns of the dilemma: to guarantee
the necessary amount of world liquidity or the stability of the dollar? It
seems possible to maintain, -therefore, that in the dollar. standard

system, as well as under the gold-exchange standard ‘long-run balance- -

of- payments deficits of key-currency countries are both necessary yet
alarming’ (Yeager 1963: 161). . . T -
~According to Wallich, for. example, American deficits were:a
necessary condition - for the "building up. of. other countries”
international reserves.-‘If we no longer have deficits, the rest of the
* world will no longer have surpluses. It will have no source from which-
“to increase its.international reserves’ (Wallich 1963: 284). From this
assumption and from the observation that pressures on the dollar grew
- with the growing of the amount of the American liquid liabilities held
by foreigners, he then explained the dilemma faced by the international
monetary system as follows: “The dollar, which is the basis of the world
payments mechanism, is. no - longer invulnerable. To. reduce its
vulnerability, the United States must balance its international acconnts.
If the United States succeeds in doing that, however, it may be laying
the groundwork for a world financial crisis at some future time’
(Wallich 1963: 284). The foreign holding of dollars is essentially linked
to the US capacity of buying any kind of asset by sending abroad its
" own currency. Even the purchase of other national currencies can lead
to this result, so that we can easily conclude that the American deficit,
which is said to be necessarily associated to the growth of world
liquidity, has to be understood as the amount of claims over the US
banking system held by the rest of the world. ‘By liquidity I
understand the supply of credit in national currencies as needed to
finance and provide the means of payment for trade and production.
As far as international trade is concerned, the availability of credits in
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the currencies of the major industrial countries is of paramount
importance — and the world liquidity problems will therefore be
mostly a question of the capacity and readiness of those countries to
provide credits and sustain the volume of means of payment’ (Jacobson
1963: 227). - - T .

On the basis of what has just been said, it is possible to infer that,
under the dollar-exchange standard, what has to be faced ‘is not
primarily a balance-of-payments problem. More fundamentally, the
problem is the basic inadequacy of the international monetary
mechanism in relation to requirements of the Free World’ (Grubel
1963:407). The US currency is under strain because it has been madeto
play the role of international standard and means of payment. Being
the main world reserve currency, the dollar is accumulated throughout
the world, and the United States is effectively acting as bank of the
world, providing credits and increasing the volume of international
liquidity. Let us analyse the international function carried out by the
American monetary, system. : . .

22. “The USA as bank of the world

The dollar being the main key currency, international transactions are
settled by means of the claims issued by the US banking system. Thus;
the national banking system of the USA is also made to play the role of
international bank, with the precise task of providing the rest of the
world with the necessary amount of international money.

I the dollar is a world money, the United States is a bank and not a firm as
other countries aré. The difference between a firm and a bank, of course, is
that the liabilities of the former are expected to be paid off at regular intervals,
while those of the latter are passed from hand to hand as money, and tend to be
permanent in fact, despite being ‘demand’ in form. ' '

: : (Kindleberger and Shonfield 1971: xiii-xiv)

Yet, the dollar is a national currency, and United States bariks.are not a
supranational . institution. National and international monetary
tunctions are thus mixed up, and this confusion is bound to create
serious difficulties for the dollar-exchange standard. The first is related
to the use of the dollar as international unit of payment. In fact, if the
American currency is certainly a perfect means of payment within the
USA, things change radically when the dollar i1s used outside its
domestic boundaries. Issued by the American banking system, the
dollar is 2 claim over this very system. Hence, if an American agent A
pays afeilow citizen B in dollars, the payment is perfectly valid since 4
gives B the acknowledgment of debt of a bank, and not its own IOU. A
does not merely promise to pay B, he effectively pays him. When the
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USA pays the rest of the world, on the contrary, it sends abroad a
simple promise since, outside its national economic system, the dollar
defines the acknowledgment of debt of the whole Ameritan nation.
We reach, thus, the same conclusion as in our previous chapter, namely
that the United States is given the absurd privilege of importing foreign
resources by giving in exchange an IOU which it will never be required
to honour. '

Rueff was one of the economists who denounced this state of affairs
with the greatest lucidity. Analysing the gold-exchange standard,
which relative to the use of key currencies as a means to settle
international transactions is not fundamentally different from the
dollar-exchange standard, the French economist maintained that key
_ currency countries can get foreign resources without ever paying for
them. ' o : . -

This is how the gold exchange standard brought about an immense revolution
and produced the secret of a deficit without tears, to the countries in
possession of a currency benefiting from international prestige allowing them
to give without taking, to lend without borrowing, and to get without paying,.

' (Rueff 1963: 322)

Now, it could be argued that the use of the dollar at the international
level is not really free of cost for the United States. Moreover, since by
getting dollars the rest of the world also gets a purchasing power over
the American current output, it is difficult to see why dollars should

not be as good outside the American economy as they are inside. Based

on a superficial observation of facts, this argument 1s fallacious, for it
does not take into account the duplication to which the American
currency is submitted as soon as it is used to settle international
- transactions. When an American resident asks his commercial bank to
pay his foreign creditor, the operation is not carried out by sending
abroad part of the US domestic currency. Indeed, the foreign bank is
credited by the US bank, which remains the monetary. institution
where the dollars paid are still deposited. In other words, the bank of
the creditor obtains a claim over a deposit in dollars which will always
be defined as a US deposit. In the balance sheets of the two banks this
payment will be synthetically recorded in the following way (See Table
3.1.). The rules of double accounting are such that US payments are
made without decreasing the amount of deposits of the American
banking system. The United States do not lose the amount of dollars
earned by the rest of the world, and it is hard to see how it could still be
possible to claim for the validity of US international payments. Again,

it is Rueff who brought out the problem in the clearest way. Examining

the international use of key currencies, he stated that ‘everything
happens as if these currencies had never been exported in the first place.
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Entering the credit system of the creditor country, but remaining in the
debtor country, the claims represennng the deficit are thus doubled’
(Rueff 1963: 324) | ,

Table 3.1.

USA Bank Foreign Bank
Liabilities ©~ - Assets ~  Liabilities Assets
Foreign bank $x | Imp. $x Exp. equivalent in | USA bank $x
E S : : " national currency

of $x -

The anomaly resulting from the use of an IOU issued by the debtor
country as means of payment is thus confirmed by the maintenance of
the deposits held within the country’s banking system. In the case of
US external payments, this means that America can get hold of foreign
assets without losing a fraction of its purchasing power over domestic
output. In exchange for its current resources, the rest of the world
obtains an empty, nominal, money which could be transformed into
American real and financial : assets only if the United States’s balance of
payments were. to define a substantial and stable surplus for many
years to come. How far we are from a situation like this is clear to
everybody, and even if it were possible to reach an overall American
surplus, the world would still be faced with the problem of providing
the economy with the necessary amount of international liquidity: As
it is, the USA and the whole system faces a dilemma:

On the one hand, US balance-of-payments deficits make the rest of the world
increasingly reluctant to go on accumulating liquid dollar claims, and they
hamper pursuit by the United States of vital domestic and international
objectives. On the other hand, large and sustained surpluses may not be
attainable; even if attained, they would not be desirable since they might not
free the United States from undesirable constraints and they would impose

constraints on other Free World countries.
(Grubel 1963: 407)

Both alternatives would bring us to an impasse, and must therefore be

rejected. The dilemma in which we are apparently caught is in reality

the product of a system resulting from a wrong understanding of the

nature of bank money. However, if we are to work out the elements of

a reform of the actual structure of world payments we have to

investigate its mechanisms further, and, partlcularly, the process
- distinctive of external debt servicing..




Chapter Four

The Monetary Approach to the Balance of Payments: an
- Unsuccessful Attempt to Associate National and
International Monetary Analyses

1. The monetarist model rests on a ‘petitio principii’

The central feature of the monetary approach to the balance of
payment theory is that balance of payment deficits or surpluses reflect
stock disequilibria between demand for and supply of money. As
stated by Mundell (1968, 1971), the author who contributed most to
the development of the modern version of this approach,' the flow of
money between countries has a direct impact on the internal
relationship between the two stock variables: the money supply and
the demand for money. Thus, monetary inflows or outtlows,
associated with surpluses or deficits, influence the domestic money
supply, which is supposed to be a stock variable, and modify its -
relationship to the demand for money, which is likewise assumed to be
a stock. The aim of the theory, therefore, is to obtain flow equilibria on
the basis of stock adjustments in the domestic money market.

Theé basic assumption on which this system of balance-of-payments analysis
rests, and which forms the point of departire of the new ‘monetary’ approach
to balance-of-payments theory, -is that the monetary consequences of
balance-of-payments surpluses or deficits can be and are absorbed (sterilised)
by the monetary authorities so that a surplus or deficit can be treated as a flow
equilibrium. The new approach assumes — in some cases, asserts — that these
monetary inflows or outflows associated with surplus or deficits are not
sterilised — or cannot be, within a period relevant to policy analysis — but
instead influence the domestic money supply. And, since the demand for
money is a demand for a stock and not a flow, variation of the supply of
money relative to the demand for it associated with. deficit or surplus must
work towards an equilibrium between money demand and money supply
with a corresponding equilibration of the balance of payments. -

: . . {Johnson 1974: 152-3)

In the monetary approach, the balance of payments is also defined as
the difference between aggregate receipts and aggregate payments by
residents, and the international monetary problem is reduced to a
problem of an available quantity of money. The sum of national
currency and international reserves is the limit within which
transactions can expand, and the policy followed by the monetary
authorities becomes decisive for the expansion or the reduction of this
limit. For example, if foreign purchases reduced the cash balances of
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residents, a process of readjustment could take place through a rise in
interest rates, tighter credit:conditions, a reduction of aggregate
expenditures etc.; provided the amount of international reserves was
large enough to allow the self-correcting process to run its course. In
this case, the role of the national monetary authorities is to granta large
amount of international reserves in relation to the domestic supply of
money. On the other hand, if the cash balances of residents were being
replenished by .the monetary authority .(through open market
purchases of securities) in order to maintain the supply of domestic
money, the self-readjustment problem would not even present itself,
unless the decrease of the reserves of international assets required some
corrective change of policy.. . ¢ Lo : '

. The monetary approach to the balance of payments is often worked
out in terms of income-expenditure relationships. Hence, when only
current account deposits are considered, the balance of payments 1s
defined as ‘the difference between the value of the country’s output (its
national incomie) and its total expenditure i.e. B = Y — E’ (Johnson
1974: 55). According to this definition, then, exports ‘increase the
amount of the overall income available, whereas imports decrease it.

()Y =C + I’ + (Exp. — Imp.)

In a single currency world, the validity of equation (1) could easily be
maintained, since it would always be true that the income available in a
given . country ‘can be increased or decreased through foreign
transactions in the same way as any individual can increase or decrease
the income of which he disposes through borrowing or lending. Every
country would be a region of the same monetary nation, and the
transfer of money from one country to another would be identical to a
transfer of income. Within a single country, firms of a given region can
increase their capital by selling shares ‘or bonds inter-regionally.
Likewise they can increase their profits through the purchase of the
residents of other regions, and do this without modifying the
relationship between national currency and domestic output. The new
distribution of income between the different regions does not alter its
global amount, and current output maintains its rigorous monetary
‘definition.” - : S

The approach followed by the Monetarists rests on the implicit
assumption-that international transactions are essentially similar to
inter-regional exchanges, an assumption which could partly be
maintained under the strict gold standard system, but which is clearly
- far-fetched under the present world system. Each country has its own
national currency, and its national income is defined by the association
between money and domestic output. Hence, the heterogeneity which
can be found between national currencies can also be verified relative
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to national incomes. Unless we were able to homogenize the space of |
international transactions, we could not even compare these different
incomes which the monetary theory unhesitatingly mingles. What we
have to determine, therefore, is whether it is possible to remove the
monetary heterogeneity and, were it possible, whether the solution is
consistent with the international migration of national incomes.

Let us start with the attempt to solve the problem on the basis of the
establishment of exchange rates. In the absence of any link between
currencies- and gold how could exchange rates be maintained if not
arbitrarily? Of course, a case could be made for the choice of those
rates which allow for purchasing power parity or for those which are
compatible with the equilibrium of the balance of payments. But, the
point is not whether.a level of exchange rates can be justified better
than others or not. The choice of exchange rates 1s a matter of
international agreement and, in this sense, it will always be partially
arbitrary. The crucial point is whether, once determined, the exchange
rates would remain constant or would be submitted to disequilibrating
pressures due to factors totally alien to the processes of integration
taking place within every single country between national money and
current output. Now, as is implicitly recognized by Goodhart, far
from being neutral the actual system of international payments has a
disruptive effect on exchange rates, and is the main cause of the1r
mstablhty

The authorities charged with running the international monetary system, as
set up at Bretton Woods, have heretofore kept their eye fixed on the wrong -
measure. They have usually been concerned with. parity levels and
controlling, pegging, or adjusting these levels. But they do not, and cannot,
know what levels are correct; their attempts to maintain such levels lead to the
imposition of distortions on the world economy (e.g. via direct controls); and
the occasional large-scale jumps in exchange rates to rectify an impossible

situation are disruptive,
(Goodhart 1975: 309)

The reasons of this precarious state of affairs are again to be found in
the rules of international payments worked out since the Conference
of Genoa of 1922. In particular it is the use of national currencies as
international standards and means of payment which appears to be the
major cause of disturbances. In fact, in a system where international
transactions can be settled in terms of money, currencies are made to
play the role of exchangeable goods and are, therefore, bought and sold
on the market as if they were final assets. Not all currencies share the
same socio-economic status though; only reserve currencies are
effectively compared to final goods. Hence, two asymmetries can be
pointed out: the first being that between the nature of money ancl 1ts
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mternanonal use, and the second that between reserve and non-reserve
currencies.

As for the first asymmetry, its importance is revealed through a
simple comparative analysis between what happens at the national and
at the international levels. Within every country money circulates
domestic output, and it is only in so far as it defines this very output
that it can be used as a means of payment. Thus, money is not a final
asset 1n itself. Whereas goods and services are purchased through the
expenditure of money, money is not itself purchased. To claim the
opposite is to maintain that output can be spent, which is equivalent to
saying that money is essentially a commodity. Theory ? and facts have
so clearly established the falsity of this assumption that there is no need
- to insist upon it. The double accounting nature of bank money is a
reality to which every monetary analysis has to conform. Hence,
according to its definition, money is simply a vehicle whose value is
given by the real output it is made to circulate. What can be bought at
the national level is the ‘charge’ of money and not the ‘vehicle’ which is
always a mere intermediary. Now, things should not radically change
when we go on to consider world tramsactions. The lack of
international output makes it impossible to - determine any
international income, it is true, but this simply means that the vehicular
:functlon of international money is complementary to that of national
currencies. The same output which is circulated inside a country by
national money is moved from one country to another by means of an
international vehicle which has no more intrinsic value than its national
equivalent. There is, therefore, no reason to believe that, leaving their
original countries, currencies are transformed from = simple
intermediaries into final assets. If it is wrong to assert that national
moneys are boughtand sold within their own country, it is even worse
to claim' that the international trade of currencies is perfectly in line
with the requirements of a correct system of monetary payments.

Now, according to the rules of the dollar-exchange standard the
international purchase of national currencies is not only possible but
necessary for the settlement of external transactions. Except for the
key currency countries, all nations are bound to purchase foreign
currencies in order to pay for their imports or to service their external
debts. National currencies are constantly traded on the international
market, and this obv1ously causes a permanent pressure on their
relative prices.

The variation of exchange rates is made worse by the second
asymmetry characterizing the dollar-exchange standard. The different
economic status granted to national currencies leads, in fact, to the
forced purchase of key currencies by the countries whose money is not.
recognized as reserve currency. The ensuing excess demand for key
currencies relative to external debt servicing brings about a devaluation
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of the LDCs currencies and, therefore, an equivalent loss of external
income which cannot be justified except by the anomalous working of .
the system of international payments.. : :

Finally, if we also take into account the variations of exchange rates
due to the investments of international speculative capital, we can
uncompromisingly conclude that, within the gold-exchange standard;
national currencies remain fundamentally heterogeneous.. The -
monetarist definition of the balance of payments rests therefore on the
a-prioristic assumption that national currencies can easily be made
homogeneous through exchange rates. In a way, the advocates of this
theory reason as if; from the monetary point of view, the world itself
was a homogeneous economic.space. Reality is both less perfect and
more rigorous. Nations are not only distinct politically, but also
economically, and their sovereignty is -strictly related- to their
monetary autonomy. Qutput is defined in terms of the currency to’
which it is associated, and it is through this relationship that it can be
said to pertain to a given national space. Unless humanity is.able to
create a world-wide nation, currencies will be independently issued by
a number of national banking systems. This means that, under the
present structure of international payments, inter-regional and
international monetary transactions cannot be made equivalent by
- implicitly assuming a homogeneity which could only be achieved if the
world were reduced to a single currency area. In fact, countries will
continue to issue their own currencies- and; in ‘order to solve the
problem of heterogeneity, we would have to find a system whose
working would not modify the key necessary to translate one currency
into another. Unfortunately today’s system is far from granting this
neutrality, and under these circumstances it is obviously difficult to
keep claiming the validity of equation (1). Yet, it could still be argued
that, even if it cannot be exactly quantified, the impact of exports and
imports' over national income is nevertheless certain, “since no
monetary payment can occur without modifying the supply of money.
The impossiblity of establishing a rigorous relationship between
national currencies would thus be only a minor difficulty which would
not preclude the acceptance of the monetarist approach to the balance
of payments. This objection being of importance, let us deal with it at
‘some length: ' =

2. National income and international expenditures

As we have seen, in the monetarist approach to the balance of
payments monetary disturbances are said to be caused by variations in
the demand for .money. Thus, given the quantity of money, a
disequilibrium between this amount and the demand for money
requires the intervention of the monetary authority which, either
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through an expansion of domestic credit or a combination between
income-expenditure divergences and balance of payments surplus or
deficit, is called upon to match the supply of and the demand for

. money. The basic idea of this model is that the domestic money supply

is modified by changes in the exports-imports relationship.” For
example, if the income holders of a gtven country were to reduce their
expenditures and increase their cash balances the exports of the
country would grow and the inflow of foreign currency would inflate
its money supply. Symmetrically, an increase in the income holders’
expenditure and a reduction in their cash balances would lead to a
growth in the country’s imports and to a fall in its money supply..Let
us analyse these two cases separately.. = -

2.1. The balance of paymenis deficit

A deficit of the balance of payments implies, so we are told, an excess of
payments over receipts. In this case, and before the intervention of the
monetary authority, ‘the cash balances of residents are running down,
as domestic money is transferred to the foreign exchange authority’
(Johnson 1974: 49). Now, given the peculiar characteristic of the
dollar-exchange standard, we have to distinguish between two possible
- trains of events, according to whether the currency of the country
which runs the deficit is accepted as an international means of payment

" or not.. : - o
Starting with the deficit of non-key currency countries, we have to
work out what the consequences of the deficit over their domestic
money supply are. Independently of whether the deficit is due to stock
or flow decisions (i.e. to the desire to shift out of domestic money into
securities or to increase the purchase of foreign goods), these countries
have to back the foreign expenditures of their residents by a forced
purchase of dollars (the key currency). Since the domestic currency of
these countries is not given the ‘privilege of setting international
transactions, the payments made by the countries’ residents are not
final. The money sent abroad flows back and in exchange for it the
debtors’ countries have to buy dollars on behalf of their foreign
creditors. Now, this forced purchase of dollars is supposed to imply a
transfer of domestic money in exchange for foreign currency, and from
this transfer it is inferred that deficits entail a negative variation of the
money supply. “The excess of payments by residents over receipts by
residents inherent in a balance-of-payments deficit necessarily implies
... that cash balances of residents are running down, as domestic money
1s transferred to the foreign exchange authority’ (Johnson 1974: 49).
But, if the purchase of dollars simply implied the transfer of domestic -
money, it would be wrong to assume a decrease in the money
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supply. Issued by the banking system of a given country, domestic
money remains deposited in this same system even if its ownership is
transferred abroad. The amount of - available (and, therefore,
deposited) domestic money is not altered when itis entered on the asset
side of some foreign bank balance sheet. What is transferred is simply
‘the right to the deposit and not the deposit itself, so that the payment of
the deficit would not entail, in this case, the decrease in the supply of
domestic money.

A closer analysis reveals that facts are rather different from what is

claimed in the monetarist approach. The overall deficit of the balance-
of payments itself is a petitio principiz which is not confirmed by
reality. Precisely because of the nature of bank money, in fact, the net -

purchases made by a key currency country define an equivalent sale of
monetary deposits to the rest of the world so that the net imports of
goods, services and non-monetary financial assets are always balanced
by an equivalent export of monetary financial assets (the bank deposits
of the ‘deficit’ country). As for the non-key currency countries, the
balance of payments equilibrium is the unexpected consequence of the
asymmetrical working of the actual system of international payments.

Indeed, under the dollar-exchange standard when they run a trade
deficit they have to run also a financial deficit. The commercial deficit
of any such a country, for example, can only be financed through an
external sale of financial assets so that, on the whole, its balance of

payments is perfectly equilibrated. Thlngs would be different-only if .

the country could pay for its international purchases in its own
domestic currency, which is obviously not the case here. Having to
find, on the financial market, the amount of reserve currency necessary
to cover its trade deficit, the country realizes a surplus in its exports of
non-monetary financial assets. The payment of the commercial deficit
is thus carried out by means of the key currency invested in the country
by the rest of the world, and not by means of the country’s domestic
money. The payment of the trade deficit by “weak’ currency. countries
can therefore not be identified with a transfer of domestic money. On
the contrary, the domestic money which is paid by national debtors
flows back immmediately and has to be replaced by an equivalent
amount of dollars acquired on the financial market. The synthetical
representation of the book entries of the country’s banking system is
the following (See Table 4.1).

Entry 1 defines the internal situation before imports. Given a
national production equal to x units of domestic money, the banking
system 1s indebted towards the income holders for this very amount
and has the current output on the asset side of its balance sheet.
Liabilities and assets are perfectly balanced, and the money supply is
equivalent to the amount of available income. Entry 2 relates to the
payment. of imports made by the residents in their national
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Table 4.1.
Banking system
Liabilities _ Assets

1. Incomeholders . DMx Output | DM x

2. Foreign bank DMy Income holders DMy

3. Foreign bank $z Foreign bank DMy

4. Income holders DMy Eurobank $z

5. - Income holders DM x QOutput DM x

currency. The credit of the income holders towards the banking
system is reduced by the amount of their external payment and is
transferred to the bank of the foreign exporter. However, since the
money of this country is not a key currency, the foreign bank
immediately sends back its new deposit and asks for paymentin dollars
(entry 3). The liability of the banking system towards the foreign banlk
in domestic money is thus cancelled out and replaced by a Hability in
dollars. This implies either a reduction in the country’s international
reserves (which 1s but the result of previous external sales of real assets)
or the sale of non-monetary financial assets, which is entered by the
bank as an increase of its assets in dollars and an equivalent debt in
domestic money towards the residents selling the financial assets
(entry 4). Finally, the banking system we are considering owes z
dollars to the foreign bank and x units of domestic money to national
income holders. The amount of available domestic money and of
current output thus remains equal to x (entry 5). :
We therefore reach the conclusion that the deficit of the balance of
current account does not effectively reduce the money supply of those
countries whose currency is not an international means of payment,
What we have still to examine, however, is what happens to the
-domestic supply of money when the deficit has to be ascribed to a key
currency country. In the system derived from the decision taken at the
conferences of Genoa (1922) and Bretton Woods (1944), these
countries benefit from what Rueff (1963) called ‘deficits without tears’.
The USA, for example, pays for its foreign purchases in dollars, i.¢. in a
currency which is issued by its banking system (almost free of cost) and
which defines the acknowledgment of debr of this very system. Now,
US external payments are the source of another important anomaly,
namely the doubling of the American currency, which can
simultaneously be-found within the country, as a liability (deposit) of
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the US banking system, and abroad, as a sum of eurodollars. As stated
by Rueff, ‘everything happens as if these currencies had never been
exported in the first place. Entering the credit system of the creditor
country, but remaining in the debtor country, the claims representing
the deficit are thus doubled’ (Rueff 1963:324).

It is in the nature of bank money to define a deposit, and, once
created, this deposit can never leave its place of birth. Itcanbe used as a
means of payment, of course, but the settlement of national or
international transactions does not imply its actual transfer. US
dollars, for example, remain deposited in American banks and foreign
credltors receive a claim on this deposit and not the deposit itself.
Hence, it is clear that the payment of key currency countries deficits
does not entail a decrease in their money supply. The fact that the
domestic currency available in the US is not diminished by the
American balance of payments deficit proves, therefore, that the
income-expenditure  relationship - postulated in the monetarist
approach 1s far from bemg a well established pr1n01ple of polmcal
economy.

- Letus now analyse. what happens i’ the countries that beneflt from a
, surplus of thelr balance of payments. - : :

2.2. The lmlance of payments sm-plws

Here again we can consider separately the case of the USA and thatof -
the non-key currency countries. As for a hypothetic American
surplus, the payment of the rest of the world could either be made in
dollars or in another reserve .currency. In the second case, the
American banks would record the foreign currency on the asset side of
their balance sheet and, as its counterpart, an equivalent amount of
dollars on the liabilities side. The foreign payment would provoke,
therefore, an equivalent emission of dollars automatically carried out
by the banks on the basis of the claim to foreign deposits transferred to
them by the rest of the world. “The claims transferred for the
settlement of the deficit are bought against the creation of money, by
the banking system of the creditor country’ (Rueff 1963: 323).
American creditors would be paid by means of newly created dollars,
and it can certainly not be denied that this operation would modify the
- original relationship between domestic money and current output or,
in other words, that the domestic money supply would grow relative
to the amount of money initially required for the purchase of national
output.
Despite appearances to the contrary, if US creditors were to be paid
in dollars by their foreign debtors the result would fundamentally be
the same. In fact, the American banking system would record a
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positive amount of eurodollars on its asset side and an equivalent
amount of dollars, to the benefit of the American-creditors, on its
liability side. Instead of taking place on the basis of a foreign reserve
currency, the creation of domestic American money would therefore
occur on the basis of a sum of eurodollars, yet this would not alter the
fact that the foreign payment of the American surplus is a source of
“internal disequilibrium. The synthetical representation of the balance
sheet of the US banks will show this clearly (See Table 4.2). Entries 1
and 2 refer, respectively, to the national production and the net
imports of the period preceeding the balance of payments surplus.
Entry3 defines the production of current output whereas entry 4 refers
to the payment, in dollars, made by the rest of the world and addressed
to the American creditors via the US banking system. The dollars
created by the American banks are not compensated by the extinction
of the foreign bank liability so that, finally, the national creditors who
benefit from the foreign payment do not take the place of the income
holders who had initially purchased goods, services or financial assets
from abroad. As we have seen in the previous chapter, the payment of
American exports would not be a source of internal inflation only if
exports were carried out by the same agent who carried out the .
American imports and if these two transactions had the same (external)
output as their object. In all other cases the creation of dollars relative
to the positive entry of eurodollars on the asset side of the American
banking system alters the domestic relationship between output and
US currency. It is true that, if American exports reduce the amount of
domestic output, the payment to the exporting agents reduces the
amount of domestic income, yet the currency issued as domestic
counterpart of the eurodollars has no real content and is definitively
1nflat10nary

Table 4;2.
US bankmg system
Liabilities = . Assets
1.  Income holders $x Output o $x
2. Foreign bank $y Importing agents $y
" Income holders - $x-y Output $x
Foreign bank By -
3.  Income holders $x Output | $x
4. Exporting agents ~ $y Foreign bank $y
Income holders .~ = $2x Output. $2x-y
' S Importmg agents $y
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In the case in which the surplus were realized by 2 country whose
money is not granted the status of reserve currency, we would again be

faced with the inflationary growth of the money supply. Since these

countries cannot pay their deficits with their national currencies, the
corrective mechanism applying in some particular cases to the US
surplus does not work here. We have to remember, in fact, that these
countries’ commercial deficit is matched by an equivalent sale of
non-monetary financial bonds. Thus the net imports previous to the
current surplus and the surplus itself would be recorded as follows in
- the balance sheet of country A4 (See Table 4.3) Entry 1 describes the
domestic production of pertod p°, while entries 2, 3 and 4 define the

operations relative to the payment of the net commercialimports of the.

same period. In particular, entry 3 defines the sale of non-monetary
financial assets by A’s residents. The dollars carned through this sale
are recorded on the assets side of A’s balance sheet while the residents
are paid by the creation of domestic money. In the following period,
p', a new domestic output is produced (entry 5) and the country’s net
exports bring $y to A’s banking system which, on the basis of this

monetary asset, creates an equivalent amount ‘'of domestic money to -

the benefit of the exporters (entry 6). On the whole, the national
production of periods 0 and 1 amounts to 2x units of domestic money
whereas the income totally available in the country is equal to 2x + y.
The inflationary gap relative to the payment of A’s surplus is thus not

compensated when it is referred to A’s previous deficits, and the

growth of the domestic money supply is definitively confirmed.
Table 4.3 | |

A’s banking system

Liabilities . _ ' Assets
1. Income holders DMx Output DMx
p°2. Foreign bank DMy - Income holders DMy
3. Income holders DMy - Foreign bank $y
4. Foreign bank $y Foreign bank DMy
5. Income holders. ~ DMx Output DMx
p' 6. Income holders DMy External bank $y
7. Income holders DM2x +y| Output - DM2x
Foreign bank $y

The mechanical working of the model proposed by the monetary
approach derives from the irrealistic assumption of the fundamental
equivalence between inter-regional and international monetary
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transactions. In a one-currency world, the problems related to the use
of the dollar would no longer be of an international order, and the
anomalies associated with the distinction between key currency and
non-key currency -countries would be ‘totally absent. Now, the
homogeneity implied by the monetarist assumption also accounts for
another important principle taken over by the monetary approach:
purchasing power panty

2.3. The purcfmsing power parity postulate

Let us start this section by .q.uoting Frenkel and Johnson.

One of the major cornerstones of the classical and the neo-classical schools
that is adopted by the monetary approach is the conception of a system of
world markets. Profit' maximisation implies that when there is free and
frictionless trade in both securities and goods, rates of return on identical
domestic and foreign securities must be equalised, as must the money prices of

goods in terms of either currency’.
(Frenkel and Johnson 1974: 33)

The basic idea of the prxnc:lple postulatmg the purchasing power parity
is that the entire economy can be seen as a unity, which is made up of
nations and characterized by the presence of ‘a single world market and

a single world price’ (Hawtrey 1932: 144). Behind the classical

postulate of PPP was the assumption that gold was the overall
currency, and that prices, world-wide, were expressed in terms of gold.
Whether we consider the works of Ricardo (1811), Mill (1893)
Laughlin (1903) or Hawtrey (1932) we always find that the mechanism
allowing for the PPP is an international flow of gold obeying the rules
of arbitrage and competition. Yet, Wicksell’s claim that ‘there could
not possibly exist different prices of the same commodity on both sides
of the frontier’ (Wicksell 1918: 405) is said to hold even when the

restrictive conditions of a single currency world are removed. The

actual system of international payments works both under a fixed
exchange rate and under a floating exchange rate regime. In both cases
the PPP principle is supposed to hold and to determine either the
national price level (when exchange rates are fixed) or the fore1gn
exchange rate (in the case of floating exchange rates).

Now, whereas it is easy to understand how the PPP can be
advocated in a world made homogeneous through the use of a common
monetary standard such as gold, it is very difficult to maintain that
under the gold-exchange standard equilibrating forces tend towards a
world-wide price uniformity. Empirical facts are constantly
disproving this claim, and theorists often cast doubts on the validity of
PPP as both a short and long-run equilibrium condition. ‘On the basis

of ' our
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empirical findings, hence, we can question the soundness of models
embodying the PPP hypothesis, even if only as long run benchmark’
(Giovannetti 1987: 504). Moreover, modern monetary analysis shows
that the international use of the dollar provokes disruptive variations in
the exchange market which can certainly not be attributed to the
‘attempt to implement PPP. S :

A situation in which prices are uniformly determined throughout
the world can be aimed at only if the international monetary system is
not a source of continuous disturbances altering the relationship
between national currencies. The forced purchase of dollars on one
side and the privilege of purchasing without paying on the other,
provoke important variations in the exchange rates, and so does the
erratic migration of international speculative capital. The consistent
periods of devaluation and re-evaluation of the American currency -
cannot be ascribed to the working of PPP, and McKinnon’s (1988)
suggestion to adopt a system of fixed exchange rates and an articulated
control over domestic money supply in order to make PPP a monetary
standard is just one example of tﬁe underestimating of the anomalies
characterizing the present monetary system. :

The existence of a world market is not simply a matter of free .
circulation of goods and capital. The monetary framework where this
circulition has to be carried on-is also of the utmost importance. If the
world could be economically assimilated into a unique confederation
of States, things would be quite different, of course. In the system
postulated by the Classics, gold was the common denominator of
national currencies and the ultimate méans of international payments.
World prices were therefore expressed in terms of gold, and PPP was
the obvious consequence of monetary homogeneity and free
circulation. Another postulate of the classic approach to international’
monetary analysis is, in fact, that of the natural distribution of money’
among counitries, According to Mill, for example, ‘A newly acquired
stock of money would diffuse itself over all countries until money has
diffused itself so equally that prices had risen in the same ratio 1n all
countries, so that the ‘alteration of price would be for all practical
purposes ineffective’ (Mill 1893: 194-5). The uniqueness of money and
its neutral distribution are assumptions which lead directly to the
principle of PPP and to the claim that a balance of payments deficit is
linked to an excess supply of money and not to a variation of
international relative prices. This is also the central claim of the
monetary approach to the balance of payments. As repeatedly asserted
by its advocates, the balance of payments should be viewed as a
monetary phenomenon dependent on ‘the income-expenditure
relationship and not on the composition of expenditures. “The
accumulation or decumulation of assets depends on the aggregate
‘relationship between domestic expenditure and income and does zot
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depend on the composition of expenditure’ (Frenkel and Johnson
1974:23). o - | -
- “The link between the classical and the new monetary approach is not
as evident as is openly cliimed by the supporters of the modern
analysis generated with the works of Meade. The unsuccessful
attempts to explain balance of payments phenomena in terms of the

elasticity approach to devaluation have contributed partially to

strengthening the monetary point of view, and to implementing a
monetary policy consistent with this particular approach. However,
the question of ‘whether the balance of payments deficit can be better
accounted for through a- relative prices analysis or through
considerations relative to the quantity of money cannot be settled by
assuming the existence of a single currency world where money s
essentially neutral. Indeed the realization of an international monetary
unit is still far away, and we live in a world where every country has its
own national currency and where international payments have to
comply with the rules of the gold-exchange standard. In this context,
the _strict - analogy between international -and inter-regional
transactions postulated by many economists is but-wishful thinking.
Exchange ‘rates vary -according to the anomalous working of the
system, and even a superficial analysis shows that balance of payments
deficits cannot be explained by the simple mechanism propounded by
the monetary approach. S S

2.4 External debt servicing and the monetary approach to the
-balance of payments : IR -

The regime of the gold-exchange standard requires the indebted
countries to earn’ dollars in order to service their external debrt,
According: to the monetary approach, the surplus needed by these
countries can only be obtained if other countries run an equivalent
deficit. And, since a balance of payments deficit is compatible only
with-a growth of the domestic money supply (corresponding either to
a dishoarding or to a money or credit creation), the payment of the
external debt would be linked to the decisions of monetary policy
taken by the creditor countries as well as to the availability of foreign
reserves. However, since the deficit would be compensated by the
payment of the debt, there seems to be no reason to believe that the
mechanism would not work satisfactorily. . o

The disturbing element of this analysis is the mechanical
correspondence between deficit and surplus implicit in the monetary
approach. The monetary homogeneity which is supposed to exist at
the international level is associated with the principle according to
which one agent’s expenditures are another agent’s receipts, and it is
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thus inferred that a country cannot realize a surplus unless another

_country realizes a deficit. In other words, it is supposed that, for a

country to pay its external debt, it is enough to increase its exports
relative to its imports. The surplus thus realized could be sent to the
creditor countries, and the debt problem solved without any difficulty
due to the monetary system itself. How far this analysis is from reality
is clearly evident. The dollar deposits earned by the income holders of
the debtor country have, in fact, to be bought by the indebted
residents, and this purchase is certainly not neutral from the point of
view of exchange rates. Now, the ensuing devaluation of domestic
currency is the symptom of a problem which is simply ignored by the
monetary approach. Not only is the income-expenditure principle
based on the gratuitous assumption of a perfect monetary
homogeneity, but it also fails to account for the logical distinction
between a nation and the sum of its residents. Likewise, the existence
of a unique world market, a corollary of the homogeneity postulate, 1s
a state of affairs clearly inconsistent with a reality - where private
international transactions cannot occur without modifying the
countries’ external ‘debtor’ position. As the international payments of
the residents are made by means of national currencies, and national
currencies are acknowledgments of debts of the countries’ banking
systems, it appears that what is a positive payment for the residents is
not necessarily so for the countries themselves. Indeed, itis only when
the domestic currency is the world key currency that the external debt -
servicing has no direct negative repercussions for the debtor country.
Being allowed to pay with its own acknowledgment of debt, the key
currency country Ends itself only nominally indebted when some of its
residents service their debt. On the contrary, the debt is real for all the
other countries whose money is not internationally - accepted.
Although residents do effectively pay their debt, their country has to
pay it once again, and it can only do so through the purchase of an.
equivalent sum of dollars, which entails a loss of national resources to
the benefit of the rest of the world. o :
The difficulties relative to the working of the actual system of
international payments notwithstanding, to reason in terms of
complementarity disequilibria is dangerously misleading for two.
reasons. First, because it does away with the problem of national
currencies heterogeneity in a rather a-prioristic way and, second,
because it does not account for the possibility of running a trade deficit
without getting indebted. By this we do not mean; of course, that
countries should be given the chance to import goods and services
without paying. If the USA were not to be allowed to finance their
foreign purchases by a simple stroke of a pen, no other country should
be endowed with this unjustified privilege in its place. Yet, the
payment of the commercial deficit should not entail a debt for the
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country itself. The sale of bonds necessary to finance the trade deficit is
carried out by the country’s residents, and there is no reason why the
country should find itself additionally indebted. From the country’s
point of view, the commercial deficit is perfectly matched by a financial
surplus (the sale of non-monetary financial assets) and no external debt
results from this balance. - :
Even from the restricted point of view of the country’s residents the
net purchase of foreign goods and services does not necessarily entail
their indebtedness. In fact, the trade deficit could well be financed
through the sale of shares, in which case the operation would be
perfectly neutral. To claim that a country’s residents can be net

purchasers of foreign resources only in so far as they get indebted (or,

which is basically equivalent, in so far as they decrease their foreign
deposits) is to limit international transactions to barter. Now, one of
the advantages of money is precisely that of widening the narrow
boundaries of traditional barter by allowing for unilateral investment.
The sale of shares by a given country defines a positive foreign
investment, and it is thanks to this investment that the residents’ net
real purchases can be neutral with respect to their external debt
situation. Analogously, through foreign investment a country can
finance its external debt servicing irrespective of whether its balance of
trade is positive or negative. - .

Finally, the monetary approach to the balance of payments is shown
to be founded on a series of assumptions which are corroborated
neither by empirical observation nor by theoretical analysis. Monetary
homogeneity, market uniformity and purchasing power parity are
inconsistent with the rules of the gold-exchange standard, and there is
no reason to believe that, were this system to be replaced, they would
be verified under another theoretical setting. As appears in the case of
external debt servicing, the surplus-deficit relationship has not to be
viewed in too mechanical a way. The same can be said relative to PPP.
Why should we maintain, in fact, that PPP is a necessary condition for

“long-run equilibrium if current account equilibrium is no longer a
prerequisite for economic development and price stability?

This does not mean, however, that the monetarist claim that ‘balance
of payments problems are essentially monetary’ (Johnson 1974: 51) is

. fundamentally wrong, and that the monetary approach has to be
replaced by a structural approach where only ‘real’ factors are taken
into account to explain problems of international economic order.
Theory shows, in fact, that the deterioration of the real terms of trade is
a reality which is made worse by the actual system of international
payments. Were this system to be radically modified, the gap between
rich and poor countries could narrow through an increase of foreign
investment in the LDCs, and the terms of trade of these countries
would eventually tend to improve. What matters, anyway, is that
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problems of structural order would no longer be mixed up with
probléms pertaining to the monetary working of the system. The main
~ objective of a rigorous -analysis: of international transactions is,
therefore, to work out a system where money would play an essential;
though neutral role. Albeit postulated by the monetary approach, the
neutrality of money has never really worked. This principle, in fact, is
totaily afien to the system of international payments based on the use
of a key currency, and its implementation requires a fundamental
reform of the gold-exchange standard. S



Chapter Five -

The Dollar-Exchange Standard as Primary Source of
International Speculative Capital e

‘One country’s overall surplus is another country’s overall deficit.’
This is the best known principle of traditional international economic
theory. In order to earn a positive income at the international level it is
necessary to have an overall surplus -— so we are told —and, since for
each surplus there corresponds an equivalent deficit of some other
country, it is evident that not all countries can simultaneously earn an

international income. The analogy. with what happens at a.

microeconomic level within a common currency area is evident. In
fact, agent 2 can obtain a positive income only if another agent loses it.
One agent’s gain is another agent’s loss, this is the simple and
straightforward message of everyday economics, and if reality is more

benevolent it is only because production allows for the simultaneous -

earning of all individuals. Internationally, however, things work quite
differently. The international economy is only based on exchange, and
in such a context it seems perfectly justifiable to apply the principle of
reciprocity characteristic of the whole theory of relative exchange. A
surplus of the balance of payments, therefore, would be the necessary
and sufficient condition both for a country to gain and for another to
lose an equivalent sum of international reserves. On the whole, surplus
and deficit would balance and the global international situation would
show a perfect equilibrium. - R g
Yet, once again, facts are much more prosaic and have repeatedly

shown that the symmetry between deficit and surplus isa mere figment

of the imagination. The external debt of less' developed countries has
not stopped increasing and has recently (1988) reached 1.300 milliard
doliars, while the USA has been maintaining a substantial balance of
payments deficit for the last twenty years. This situation raises two
questions: who are the creditors of the LDCs’ debt and what are the

consequences of the huge international deficit.accumulated by the

'USA? : B

1. US balance of payméhts deficit and the grOWth of
- ‘pathological’ capital SRR -

The aldoption of ‘the dollar-exchange standard has caused the

appearance of a phenomenon of ever-growing importance whose
presence 1s, alone, sufficient to testify-to its pathological nature: the
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large and ever-expanding pool of time deposits denominated in dollars
and held offshore. Known as eurodollars, these deposits are totally free
to be traded on the euromarket and-represent a speculative capital
whose erratic movements are always capable of creating disruptive
pressures on any national currency. '

“When the United States ran large deficits in its balance of payments,
foreign banks and companies accumulated short-term dollar deposits
that became the basis for the development of the Eurodollar market’
(Meier 1982: 175). The process of eurodollar creation is strictly related
to the use of the dollar as key currency and to the American external
deficit. Every time the USA pays for its imports a foreign bank is
credited, and the amount of dollars recorded on the asset side of its
balance sheet defines a sum of eurodollars. Now, since a eurodollar
deposit is a deposit in dollars with a foreign bank, it is evident that the
eurodollar market expands as the US deficit increases. In fact, the
existence of the American deficit is reflected in the positive offshore
dollar deposits. o :

When the USA pays the rest of the world it does it by means of its
own currency, which signifies that it sends abroad its own
acknowledgment of debt. Recorded as an asset by offshore banks, the
American currency is nevertheless still deposited within its original -
banking system. The fact is — we already know this — that the
settlement of US international transactions implies a duplication of the

- American currency which, while remaining within the American
banking system is entered in the accounts of foreign banks as a deposit
in its own right. The dollars available on the eurocurrency market are-
not distinet from the dollars available within the USA, so that every
variation of the exchange rate due to interventions on the international
market is automatically reflected in the domestic currency.
Eurodollars, however, are not under the control -of American
monetary authorities. Their movements follow the changing rules of
speculation, irrespective of the consequences they could have on the
working of the world economic system. The duplication of dollars, as
well as of any other national money used as key currency, gives rise,
therefore, to a mass of speculative capital whose pathological nature is.
constantly verified through the disequilibrating effects it bears on the

- monetary markets. “The rapid growth has had significant effects on the
international monetary system — through the sizeable amount of
Eurodollar deposits held in official reserves and through the enormous
amount of public sector borrowing in the Eurodollar market by
government entities in both developed and less developed countries’
(Meier 1982: 175).

A foreign held deposit of dollars appears every time that an
American resident pays his external correspondent, but it is only the.
deposits defining the American deficit, of course, which increase the
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mass of eurodollars. Hence, this same mass could be reduced only if
the US overall balance of payments became positive over a consistent
period of time. Now, even if this unlikely result could be attained some
day, things would not radically change since other national currencies
are already contributing to the increase of international ‘speculative’
capital, and they would inevitably take over the role of key currency
eventually abandoned by the dollar. But what about stopping the
possibility of the growth of speculative capital under the actual
international monetary system?

A solution would seem to be the perfecte uilibrium of all balance of
payments. If every country were to balance its international
transactions, how could dollars or other key currencies increase the
amount of deposits held offshore? In particular if the US dollars spent
abroad were to be exactly equivalent to the amount spent in America
by the rest of the world, the mass of eurodollars would not be inflated
and the disruptive effects of speculative capital would somehow be
delimited. Yet, things do not follow this path. Every country, in fact,
tries to get the most out of its foreign transactions, and it is not at all
evident why it should restrain from increasing its exports of goods and
capital. Maybe to preserve world monetary stability? But, if the USA
were to stop its net supply of dollars this stability would be constantly
shaken by the need for international liquidity. The exchange standard
system 1s so conceived as to require the use of a key currency, and as
soon as a national money is made to play this role the mechanism of

“eurocurrency creation is set at work and can only be dismantled by a

radical change in the entire structure of monetary payments.

2. The influence of external debt servicing over the
- process of speculative capital accumulation

Even from a brief analysis it should be evident that an orderly system
should favour imports by the LDCs and exports from the most
developed national economies. No one doubts that poor countries
should be able to import much more than they actually do if they are to
be given a chance to develop. Likewise it is certain that rich countries
would find a great benefit from increasing their exports. The interests
of these two categories of countries are therefore complementary, and
the structure of international monetary payments should not represent
an obstacle to their fulfilment. Under the actual system, however, the
growth of speculative capital seems the unavoidable consequence of
the foreign purchase of currency necessary for the LDCs to be able to
increase their imports. Since these countries can purchase foreign
goods only in dollars (or in some other key currency, which we shall
ignore for the sake of clarity), they must find a way of getting hold of
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the required amount of American currency. Two possibilities are
offered them; either they can earn dollars through a sale of financial
assets, or they can borrow dollars on the eurocurrency market. In the
second case LDCs would increase their commercial imports only at the
price of getting indebted. The advantage of disposing of a greater -
amount of foreign resources would be more than matched by the
disadvantage of increasing their external debt and the whole operation
would put these countries in an even worse position than the imtal -
one. The first possibility seems far better. Dollars would be invested by
foreign residents and, thus, earned by LDCs thanks to a surplus of
their financial balance. However, if the financial assets were bought by
US residents, their purchase would be financed, like any other US
purchase, by an increase in-deposits of dollars held offshore. The
consequences are well known: the mass of eurodollars would increase
and the speculative capital available offshore would grow bigger. It is
true that part of this pathological capital would be reabsorbed if LDCs
‘were to increase drastically their imports from the USA. Yet, 1t is
likewise true that part of the dollars invested in these countries would
be spent elsewhere, and in this case the amount of eurodollars created
by the American purchase of foreign shares would not be decreased.
Thus, in the present system of international payments it is hard to see
how it would be possible to conciliate the complementary needs of rich
and poor countries with the necessity of fighting-against the tumoral
growth of speculative capital. - o : '
Let us analyse a last possibility. It is a fact that the eurocurrency
market has grown so much thatit would be possible to keep the whole
international system going by making use of the eurodollars
accumulated so far. In such a context, it would also be conceivable to
have all the investments in LDCs made with eurodollars. If this were
the case, the international ‘pathological” capital would not be inflated
and LDCs could perhaps increase their imports without increasing
their external debt. National currencies would still be created as
counterparts of eurodollar deposits, of course, and the system would
still be far from being neutral. But, at least, the growth of speculative -
capital would be stopped and LDCs would be given the chance of
improving their standard of living-and developing their economies ata
lower cost than nowadays. A solution sirnilar to this and known as
consolidation of foreign exchange reserve was effectively proposed asa
possible remedy against the exorbitant privilege of the countries whose
national currency is used for the settlement of international
transactions. As stated by Cooper, the arguments in favour of its
enforcement were ‘(1) that it will reduce an important source of
instability in the system, (2) that it will eliminate the special privileges
arising from the ability of the reserve currency countries, in effect, to
print international money, and (3) that it will permit these countries to
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deal with imbalances in payments more readily through changes in
exchange rates, without being concerned; as they now must be, with a
whole range of inhibiting factors not present for other countries’

(Cooper 1972: 326). However, the advocates of foreign exchange
reserve consolidation accepted both the principle of private markets
for multilateral clearing and the possibility of open market operations
dealing in national currencies. ‘In particular, reliance continues to be
placed on private exchange markets for multilateral clearing of
international payments, and on maintenance of official exchange rate
obligations by intervention in that market by central banks as buyers
and sellers of their own currency against a single foreign currency,
usually the US dollar’ (Cooper 1972: 326). Cooper was, therefore, able
to show that the claim for reserve consolidation is inconsistent with the
use of a system which was still essentially derived from the currency-
exchange standard. In order effectively to consolidate the sum of
eurodollars it would be necessary to implement a totally new system of
international payments. Till then it would be wrong to believe that the
USA, or any other key currency country, would not go on printing
international money for the settlement of international transactions,
and it would be naive to think that the solution to the problem rests on
the goodwill of the surplus countries who should encourage domestic
demand in order to reduce their external surplus and, by the same
token, the deficit of their international partners. Not only, as is shown
by the existence of speculative offshore capital, is it not true that
surpluses and deficits are complementary, but it is also absurd to claim
that an orderly world requires LDCs to limit their imports and rich
countries to reduce their exports.

Now, the strain that the actual system puts on the LDCs and the
impact it has on the growth of speculative capital is increased by
another important anomaly;- namely the double payment of external
debt. .

The mechanism is farmhar, having to serve their external debts by
means of a foreign currency, the LDCs have to exert a forced demand
for dollars, thus submitting their domestic currency to a devaluating

pressure which is neutralized only through a new external loan. Paid

once by the residents who contracted it, the foreign debt is paid a
second time by the country itself, and it is this second payment which
characterizes the actual regime of international payments. As a result
of external debt servicing within the dollar-exchange: standard, the
indebted countries find themselves in the paradoxical situation of
being as much indebted after as before their external payment. Under
the present system, the price which LDCs have to pay in order to
service their debtis so high that it is becoming common to speak of
their ‘eternal’ debt. While this expression is usually justified either by
resortmg to structural cons1derat1ons or by evoking 1nternal policy
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reasons, modern analysis provides a new ‘logical’ argument to prove its
dramatic validity. Poor countries cannot pay their debt, whatever the
products they export and independently of the national monetary
policy they follow. The impossibility is not contingent but logical.
Unless the system of international payments is substantially modified,
the external debt of LDCs cannot be paid under any circumstance, and
this 1s precisely because it is the system of payment itself which causes
this state of atfairs.

- The double payment of the external debt has also' a negative
consequence over the amount of accumulated eurocurrencies. In fact,
by increasing the international demand for dollars; the external debt
servicing of LDCs provokes an equivalent increase in the mass or in the
density of eurodollars, either through their new emission (if the dollars
come from the American banking system) or through the pyramiding
of eurobanks’ lending (if the loan to LDCs is subscribed by
eurobanks). This growth in the mass or in thé density of the deposits of
dollars held offshore increases the importance of the international
speculative capital, and shows that it 1s precisely this pathological
capital which is the beneficiary of the double external debt servicing:.

Nations are not the only elements of the world system. Offshore
capital is a reality derived directly from the working of the dollar-
exchange standard, and as long as this system is implemented countries
will be faced with the disruptive effects of that capital. Thus, while
speculative capital increases because’ of debt payments, the
consequences of this increase are not only felt by the debt servicing
countries. To the traditional causes of the rise in the value of US
domestic currency (which is often seen as a major cause of the
American balance of payments deficit) have to be added the disturbing
etfects which the erratic movements of speculative capital necessarily
have on exchange rates. The uncontrolled periods of rise and fall of the

* dollar which we have all witnessed in recent years are but an example of
these effects, and it could hardly be denied that it is impossible to find
any serious or durable conciliation between monetary stability and
speculative interests.

The origin and growth of speculatwe international - capltal 18
therefore linked to the offshore deposits of the national money used as
key currency, as well as to the double payment of external debt. In
both cases a process of duplication can be pointed out. The US balance
of payments deficit defines, in fact, the duplication of dollars (which
can be simultaneously found in the American banking system and in
the eurobanks), while:the rise in the mass or in the density .of
" eurodollars is the mark of the second, redundant, payment relative to
external debt servicing. If international transactions did not have this
duplicative effect, no pathological capital could ever be found, and
since the duplication is linked to.the regime of the gold-exchange
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standard (dollar-exchange standard) its final defeat will only be
possible through a radical reform of the actual system of international
payments. e : '




Chapter Six

Empirical and Pragmatic Attempts to Solve the Enternatlonal
Liquidity Problem

1. The international quuidity problem under
' convertibility

By ‘international liquidity’ we generally mean the aggregate stock of
assets available for the settlement of international transactions. Gold is
arelatively small part of this stock which, following the decisions taken
at Bretton Woods, was and still is essenually made up of official
holdings of reserve currencies. Until 1971 international liquidity
consisted mainly of convertible dolilars, and its amount was directly
related to the American balance of payments deficit. World liquidity
problems, therefore, were mostly thought of as being related to the
capacity and readiness of the USA ‘to provide credits and sustain the
volume of means of payment’ (Jacobson 1963:227). Now, since the IS
government was committed to selling gold at a fixed price against
dollars offered by foreign monetary authorities, some economists were
starting to worry about ‘the vulnerability of a world monetary system
whose operation becomes increasingly dependent on one or a few
national currencies as major components of international monetary
reserves’ (Triffin 1961: 19). According to Triffin, the increasing US .
deficit necessary to the growth of international liquidity would have
made it practically impossible for the American monetary authorities -
to respect convertibility and, by the same token, would have led to a
generalized lack of confidence in the dollar and, finally, to a major
crisis of the international monetary system.

The gold exchange standard may, but does not necessarily, help in relieving a
shortage of world monetary reserves. It does so only to the extent that the key
currency countries are willing to let their net reserve position decline through.
increases in their short-term monetary liabilities unmatched by
corresponding increases in their own gross reserves. If they allow this to
happen, however, and to continue indefinitely, they tend to bring about a
collapse of the system itself through the gradual weakening of foreigners’
confidence in the key currencies.

(Triffin 1961: 67)

The use of the American exchange imbalances as a remedy to world
illiquidity would have weakened, in the opinion of Triffin, the reserve
position of the USA. The ensuing crisis of confidence in the American
currency would thus have worsened the very problem which the
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adoption of the gold-exchange standard was supposed to solve. Yet,
not only was. Triffin’s. pessimistic point of view not shared by the
majority of economists, but some of them went as far as to claim that
the US deficit related to the increase of the world liquidity was not to
be considered as a disequilibrium. On the contrary, they claimed that
this particular deficit was caused by the fact that the USA was called
upon to play the role of international financial intermediary, and that
financial intermediation can perfectly well give rise to a deficit
. compatible with a fundamental economic equilibrium. ‘While the
United States has provided the world with liquid dollar assets in the
postwar period by capital outflow and aid exceeding its current
account surplus, in most years this excess has not reflected a deficitin a
sense representing disequilibrium’ (Salant 1972: 608). R

‘Theideafollowed by Despres, Kindleberger and Salant was founded
on the observation that no equivalent surplus of the major foreign
countries corresponded to the US balance of payments deficit: To have
a disequilibrating impact, a deficit must put a strain on the economy,
but as long as the US dollar is accepted as key currency world-wide, the
American deficit cannot be viewed as a symptom of a dangerous
pathology. “The U.S. balance-of-payments “problem” has never been
a direct function of our own balance-of-payments deficits. A real
“problem” has occurred for the United States only when surpluses -
accrued to countries unwilling to hold their reserve increments in
dollar form’ (Bergsten,'in Meier 1982: 103). C

The outstanding dollar liabilities greatly exceeding the American
gold supply, convertibility was seen as a possible danger even by these
economists, but the remedy which they advocated was the suppression
of the official link between dollar and gold and not the abolition of the
US deficit. “The crucial flaw in existing arrangements is not really the
use of key-currency reserves, as such, but the use as international
liquidity of key currencies precariously pegged to gold on a fractional-
reserve basis. With no official gold reserve whose shrinkage could sap
confidence and with no possibility of one-way-option speculationon a
possible devaluation of the dollar against gold, the precariousness of
today’s system would be gone’ (Yeager 1963: 175). As Yeager -
recognized, the abolition of official gold reserves and convertibility
would, however, have been insufficient to cure the system if more than
one key currency were used as international standard and means of
payment. Thus, according to this analysis, the correct solution to
world liquidity problems would have required the use of only one key
currency: the American dollar. ‘Mutual recognition of the role of the
dollar holdings would provide the most desirable solution’ (Salant
1972:658). - . . ; . o

This radical defence of the US currency as international liquidity can
be more clearly understood if we consider that for many years after
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Bretton Woods the American balance of current account was mainly
positive. During this period, the USA was exporting more goods and
services than it was importing, and the growth of foreign-held dollar
deposits was due to a repeated deficit of the balance of capital. The net
exports of capital, under the form of loans and gifts, were a source of

international liquidity particularly needed by a world economy which
had to recover from the injuries of World War II. No wonder, -

therefore, that some economists did not see the US deficit as a threat to
equilibrated economic growth, but as a necessary and sound generator
of world liquidity.

After the decision officially taken by President Nixon on 15 August
1971 to suspend convertibility of the dollar into gold, the situation
rapidily deteriorated. The US balance of trade became negative and the
balance of current account decreased almost constantly. The dollar
reserves accumulation by foreign official institutions (including
Central Banks) and by commercial banks rose from 50 billion at the

end of 1970 to 772 billion at the end of 1986, and there are no consistent -

signs that the process will stop in the near future. Analysing this
situation, Triffin reiterated his warnings about the use of the dollar as
international currency and claimed, for example in a 1986 paper, that ‘if
last year’s purchase of dollars had decreased by one third this would
have led to 2 62 billion increase in the official interventions necessary to
limit to 20 per cent the depreciation of the dollar relative to the
deutsche mark, the yen and the pound’ (Trlffln 1987: 310 our
translation).

Now, a rigorous analysis of facts shows that the use of the dollar for
the settlement of international transactions does not depend on the
state of the American current account balance. Whether the USA is
running a commercial deficit or a'surplus, things do not radically
change. In both cases, in fact, an IOU of the American banking system
is used as international means of payment. An acknowledgment of
debt which will never be called upon for redemption is thus given in
exchange for real resources. Whether the purchased assets are goods,
services or bonds does not matter fundamentally. In each case the USA
is given the chance to obtain something for nothing, to purchase
without paying, and once it has taken advantage of this opportunity
the rest of the world disposes of American IOUs as international

liquidity. The following international purchases financed through the

use of these acknowledgrnents of debts will therefore share the same
status of ‘empty’ payments which characterizes foreign American
expenditures. A dangerous anomaly is thus introduced in the system of
world payments as soon as a country’s domestic currency is
transformed into an international monetary asset. So, ‘the crucial point
is not whether the key currency increases world liquidity through
purchases of goods and services or bonds, or through mere
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gifts. The US would profit more from the purchase of real assets, of
course, but the entire world would suffer equally even if dollars were
gratuitously offered by the USA In fact, external dollar deposits are
identified with real assets, and as soon as they are transferred as final
payment of real transactions their entry on the asset side of the
exporting country’s balance sheet entails an inflationary creation of
domestic money, whatever the reasons for the initial American
payment. Analogously, the use by LDCs of dollar deposits for their
external debt servicing provokes a proportional devaluation of their
national currency irrespective of the origin of the deposits.

Finally, the US deficit has a negative overall consequence not simply
because 1t could undermine the general confidence in the dollar but,
more fundamentally, because the American currency is given the status
of international money. In itself a deficit, either a current account or a
financial deficit, is not a sign of disequilibrium. In a sound system of
international payments, in fact, money would be perfectly neutral, and
deficits of the balance of trade would therefore necessarily be matched
by equivalent surpluses in the flows of non-monetary financial bonds
of the same country and vice versa. Itis only in the actual ‘pathological’
system that this symmetry is not always respected and that a deficit can
be seen as a source of disequilibrium. Yet, the American deficit is an
exception precisely because, according to the rules settled at Genoa
and Bretton Woods, the USA will never be asked to honour its external
debt, so that America can easily finance its deficits by a simple
remittance of its own IOUs. Under these circumstances it is not clear
why, from the American point of view, the dollar should be made
convertible into gold. The effect of convertibility is to put strain on the
US monetary -authorities, and it is not difficult to understand the
reasons which pushed the US government to abandon its commltment _
to'selling gold at a fixed prlce '

2. A further attempt to increase world Ilquu:llty the
creatlon of Specla! Drawmg Rights

The final dec1510n to abandon converubility was not taken until
August 1971, maybe for fear that it would undermine the
psychological confidence in the American currency. In the meantime,
as the private demand for gold was increasing and the gold holdings of
national monetary authorities declining, several countries started to
worry about a possible shortage of international liquidity which would
have led to trade restrictions. To face this eventuality a decision was
taken at the 1967 IMF meeting in Rio de Janeiro to provide the world
economy with a facility based on special drawing rights in the Fund
(SDRs). As explained by P-P. Schweitzer, the Managing Director of
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the Fund, “These special drawing rights, created, as it were, by a stroke
of the pen, will be essentially entries in. the books of the Fund’
(Schweitzer, in Meier 1982: 90). - . . . - .
- The economists’ reaction to the decision taken at Rio de Janeiro, and
which became effective in January 1970, was not unanimous. Some
regarded the creation of SDRs as a revolutionary event in monetary
history; others called attention to the opportunity cost related to 1967
agreements, which ‘did not -effectively improve the international
adjustment mechanism. Even on the analytical definition:of SDRs
there was no. general agreement, though nobody doubted that the -
SDRs were a new international reserve asset. to. be raiiged along with
gold and the US dollar. ‘Some people like to think of them as money,
others as a form of credit ... The material point is not how they are
named but what: can be done with them. Their value will derive
essentially from the fact that participants will be obliged to accept them
when properly transferred and to provide in exchange convertible
currency of gold’ (Schweitzer, in Meier 1982:90). - S
In pracrice, the new drawing facilities were allocated to'the Fund
members at specific intervals and according to each country’s quota in
the IMF. As s clear from point 1, article V; of the Agreement signed at
Rio and relative to the right to use SDRs, ‘A participant will be entitled,
in accordance with the provisions of V, to use special drawing rights to
acquire an equivalent amount of a currency convertible in fact. A
participant which thus provides currency will receive an equivalent
amount.of special drawing rights’, Participants were expected.to use
their SDRs only for balance of payments needs, and not to change the
compositions of their reserves, and. they had to reconstitute their
position in ‘accordance with the amount and the duration of the
facilivies. . - ... ... o n . S
Although it was often claimed that gold had been superseded by the
creation of SDRs, at the end of the sixties it was still not clear whether
the dollar would be gradually substituted by the new IMF asset or not.”
- ‘As matters now stand, the SDR-isheaded nowhere in particular ... The.
system is on dead center, waiting for some evolutionary changes to
give content to the new directions it is going to take” (Kindleberger
1981: 297). A few years later a major objective of the Fund was
declared to be to make the SDR the principal reserve asset of the
international monetary system. In 1978 the second Amendment of the
Fund’s Articles of Agreement introduced some important changes in
the use of the SDRs. In particular it was agreed that IMF members
would be allowed to use all of their SDR holdings and that they would
not be obliged to reacquire them according to any fixed schedule. This
change was mainly introduced to stress the reserve asset aspect of the
SDRs and to enable countries to increase their use of SDRs as well as to
maintain lower levels of their day-to-day SDR holdings. Moreover, to
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face the large and violent fluctuations occurring under floating
exchange rates, mainly ‘due to the widespread use of the dollar as a unit
of account for international trade, to its large share in the
Eurocurrency and other offshore money markets, as well as to its
preemmence as a transaction and reserve currency (Haberme1er 1979:

1), it was made possible to settle financial obhganons using SDRs
which did not have to be first changed into currencies, ‘to lend SDRs
and to pledge them as security for a loan by another central bank or
government’ (p.12). The credit mechanism of the Fund, denominated
in SDRs and guaranteed by Fund members in SDRs- was also
substantially expanded and the international reserve assets held as SDR
positions rapidily increased.

Now, apart from the practical difficulties relative to the
1mp1ementat1on of the amended articles of agreement, it is worth
analysing, in purely theoretical terms, if the scheme based on the
generalized use of the SDRs is suitable to prevent the asymmetries
characterizing the actual system of international payments.

A first, important, feature of the Rio agreements is the belief that
world hquldlty problems would have to be solved through the creation
of anew reserve asset. Like US dollars, SDRs were therefore thought to
be issued with a positive value i irrespective of their being used at the
international level and, thus, irrespective of their link with real output.
Whlle dollars are 1ssued by the American banklng system, however,
SDRs are created by .an international organism, and this seemed
enough to avoid the injustice of letting a country purchase foreign
resources by the simple remittance of its own IQUs. Indeed if some
countries are still not entirely satisfied with this solution, it is merely
because the SDRs are allocated on the basis of quotas, which makes it
practically impossible’ for most LDCs to obtain them without
increasing their -external debt. If SDRs were really to be used as
international money, it should be generally agreed that conversion into
national (key) currencies will no longer be required. What is actually a
right to draw on national currencies should be transformed into a right
on the SDR's account of the Fund which would be used as international
means of payment by its simple transfer to the creditor country. Even
then, the problem of allocation would not be easily solved. If the
traditional drawing rights shared the value of national currencies and
could be allocated according to each member’s quota, the new
international money would possess its own value and there would be

‘no clear cut criteria to determine its distribution among countries. As a
matter of fact, it would also not be at all clear why an international
nstitution should be allowed to issue net monetary assets. Of course,
having identified the need for world liquidity with the need to increase
the amount of internationally available assets, it is not surprising that a
solution to the world monetary problems has long been sought on the
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side of assets creation. Yet, it is astonishing that international monetary
authorities so easily accepted the principle according to which one or
more countries can purchase foreign riches without incurring any real
costs. This is indeed the case of the USA paying in dollars, but also of
every country which could pay its net purchases by means of newly
created SDRs. In the JMF Survey of September 1979, under the point
Wider Uses of SDRs we can read the following: - , .

A further provision of the amended Articles enables the Fund to “prescribe’
(permit) operations in which participants may use SDRs by agreement
without exchanging them directly for currency. During the past year, the
Executive Board has taken a number of decisions which permit the use of
“SDRs as follows:

To settle financial obligations.

To make loans of SDRs, at interest rates and maturities agreed between the
parties. Repayment of loans and payment of interest may be made with SDRs.

From this quotation it appears that the 1978 amendments to the Rio
Agreements were appropriate to transform the -dollar-exchange
standard .into an SDRs standard. The possibility of settling financial
obligations by means of SDRs is a substantial step towards the -
generalized use of the Fund’s facility as international currency. If 2
country pays for its purchases of foreign resources by means of a loan
and if it is allowed to repay the loan with SDRs, it is clear that it could
equally well be allowed to use SDRs directly for the settlement of its
commercial transactions. Hence, consistently with the new SDRs
system, the Fund should create international assets, distribute them
among member countries and let these countries use them at their will, .
as a means of international payments and as an international store of
value, L

Again, it is difficult to understand why, instead of paying for their
foreign purchases through the sale of goods, services and bonds,
countries should be allowed to dispose of international monetary
assets freely. And, even if this difficulty were ignored, it can hardly be
seen how countries could agree on the sum of assets to be created by
the Fund and on the way these assets should be allocated among them.,
Indeed, as facts have shown, the incapacity of the leading industrial
countries to agree on the emission of SDR$ by the IMF has constantly
decreased the use of this international facility and postponed sine die
the replacement of the US dollar by the SDR..

The refusal of the major industrial countries to agree to issue SDRs is
therefore not only a violation of the Articles of Agreement which require all
member countries to coopérate with the Fund in making the SDR ‘the
principal reserve asset in the international monetary system’ (Article XXI1). It
also creates a serious imbalance between those countries that are able to
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borrow reserves and those that are compelled to earn their reserve holdings

through additional curtailment of imports at a time when the Fund and the

World Bank are in full agreement that the most important constraint on the
heavily indebted developing countries is a shortage of imported goods.

| (Dell 1988: 12-13)

Dell is certainly right in stressing the difficulties faced by the heavily
indebted countries in finding the liquidity necessary for the servicing
of their external debt. Under the present regime of international
payments these countries, whose development requires a substantial
growth of their imports, must, on the contrary, expand their exports,
and even when this austerity policy is successful they suffer a loss of
internal resources because of the double payment mechanism
(described in Chapter 4). However, to let countries pay their debts by
means of a monetary. asset issued by the IMF is no solution. As the
Classics clearly pointed out, to be effective the payment of the deficit
must be real, and this condition can obviously not be satisfied by a
simple entry in a new account of the Fund. In reality, the use of SDRs
as final payment is not essentially different from the use of dollars
made by the USA: in both cases a book-entry of no real value is given
in exchange for a positive amount of national resources.

Now, even if it were granted the possibility to create SDRs as
positive net assets, the system could not avoid the trap of double debt
servicing. In fact, although according to the Rio Agreementand to its
successive amendments SDRs are distributed and used only in official
transactions, in a generalized SDRs system they would have to be
purchased by the banking system of the indebted countries. In the
same way as dollar deposits have to be bought even when they have

been positively earned through net exports, the use of SDRs as -

international money would imply their purchase and would therefore
be the cause of a loss of the indebted countries’ external earnings (and,
therefore, of their domestic resources). It is true that under an SDRs
standard not only LDCs would be submitted to this disequilibrating
purchase. But the fact that even the US dollar would suffer from the

same asymmetry relative to-the new international currency is not a

good enough reason to support the implementation of the Amended
Articles of Agreement. A satisfactory solution requires the abolition of
the double payment mechanism and not its generalization. The system
of international payments must allow every country to pay its external
debts only once, 1ndependently of whether its currency is thought to
be ‘weak’ or ‘strong’. Unfortunately, neither the use of the dollar nor
that of the SDRs can fulfil this task.

Let us briefly reconsider the case of a country s external debt
servicing under the SDRs standard. The debt being first accumulated
by the country’s residents (including the state), its repayment implies
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an expenditure of domestic money by these same residents. Yet, since
in ourexample international payments can only be made using SDRs,
this initial expenditure has to be taken over by the official remittance of
SDRs to the creditor nations. Supposing that our country were
allocated the necessary amount of international currency by the Fund,
is there any reason why it should give up what is thought to be a net
asset without obtaining an equivalent counterpart? If SDRs were not
issued as net assets and if they were used among nations only in their
'vehicular function, then there would be no reason to buy and sell them.
But this is not the case here. Being issued with a positive value ex
hypothesis, the SDRs are a final means of payment-and, as such, they
would be sold to the indebted residents, and not simply put-at their
disposal. The outflow of SDRs from the indebted country takes place
because it'is assumed that international payments can only be carried
out in'SDRs: This means that the indebted residents spend part of their
domestic income on purchasing the right to use (at the official level) the
international asset issued by the Fund. Hence, as happens under the
dollar-exchange standard, the SDRs are submitted to a net demand
which provokes the loss of the country’s foreign earnings and defines
the second payment of the external debt; a second payment which
could well entail the growth of speculative capital were the SDRs to be
allowed to circulate outside the official circuit of Central Banks.

As far-as SDRs inflow is concerned, things would also be very
similar to what happens under the actual dollar standard.” Apart from
the initial endowment, SDRs would be earned by countries through
surpluses of their balance of payments. In order to obtain the amount
of SDRs necessary for the servicing of its external debt a country
would have, for example, to increase its commercial éxports relative to
its imports. The following inflow of SDRs, however, would not define
a net demand of the country’s domestic currency. Exporters, in fact;
would not be paid with part of the national available income, but with
an equivalent amount of newly created domestic money. And this
would be-because the SDRs officially earned would be considered as a -
netasset and recorded as such in the Central Bank balance sheet. Issued -
to counterbalance this asset, the new national money would not be
bought (and, therefore, also not demanded) in the operation. If we still
wanted to express this in terms of supply and demand we would have
to say that, the supply of domestic currency being infinitely elastic, no
net demand can ever be verified relative to the inflow of SDRs.

The preceding conclusion being also true,  fortiori if the SDRs were
to be directly obtained from the Fund as initial endowment, it thus
follows that the net demand for SDRs characterizing their outflow
would notbe compensated by a net demand for domestic money when
they flowed in:. The asymmetry is evident and so is its consequence: the
double payment of external debt.. As for the inflationary growth of
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domestic money determined by the use of a net asset as international
means- of circulation, it is certain that it would occur every time that
SDRs were earned through international transactions, as well as in the
hypotlietical case they were gratuitously allocated by the Fund. In this
second case, in fact, it is on the asset side of the Central Bank balance
sheet that the SDRs would be recorded and; since this entry would
benefit the country, the Central Bank would credit the state by an
equivalent amount of domestic money. This book-entry creation of
the Central Bank would. have an international net asset as its
counterpart, not a domestic output, and would therefore define an
inflationary increase in the national quantity of money. o
Despite our negative conclusions,” howevet,: the attempt- to
transform the dollar standard into an SDRs standard was an important
and positive step towards the reform of a system which had proved to
be a source of substantial disequilibria. ‘The idea' that a. true
" international currency had to be issued by an international institution
“was certainly sound, and the confinement of this unit to. the -official
level was more than a simple precautionary measure. Yet, even the
partial realization of the SDRs project required changes which some of
the leading countries were not prepared to endorse. The 79 proposals
for the creation.of a Substitution Account administered by the Fund
which -would  have accepted ‘deposits of foreign exchange from
members on a voluntary basis in exchange for an equivalent amount of
SDR-denominated  claims’ (Meier 1982: 248) were never put into
practice, and theinterest of the USA and of their nine colleagues of the
Group of Ten in an internationally issued and administered reserve
asset lessened as the international monetary system moved towards a
multi-currency reserve system. As. results from.the TMF Survey
supplement of July 1985 show, for the countries of the Group of Ten
‘the expansion. of international financial markets has provided a
feasible and efficient source of reserve for many countries, and the

emerging multi-currency reserve system has reduced dependence ona

~ single currency in international settlements and reserve holdings’
(1985: paras 71-2). The amended articles of the Rio Agreement were,
thus, put-aside and so was the purpose of placing the SDR at the centre
of the international monetary system as the main reserve asset.”

3. Floating exchange rates and the international debt
problem. e P

After the mid-1960s, fixed exchange rates were increasingly put under
pressure and, despite the growing volume of official interventions, the
major currencies entered a crisis which was to bring about substantial
devaluations and, eventually, the end of the par-value system adopted
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at Bretton Woods. By March 1973 there was world-wide agreement on
the necessity of switching to a system based on floating exchange rates.
Yet, the attempt to reach a general agreement on the realignment of the
world’s major currencies and on the introduction of a margin of
exchange rate fluctuation (2.25 per cent above and below the agreed
rates) did not succeed, and this was to mark the beginning of a new era
of managed floating. In the absence of a single system, countries chose
to peg their currencies either against the dollar, the pound, the French
franc, the SDR or some weighted basket of currencies. Different blocs
appeared with different pegging rules (as, for example, the famous
‘snake in the tunnel’ characterizing the EEC exchange rate system).
The management of floating rates was to be assumed by Central Banks
and monetary authorities, which acted mainly through official
purchases and sales of foreign currencies, while the academic debate
between the advocates of free floating and the supporters of a more or
less fixed exchange rates system (like the one based on the target zones
principle) is still a source of controversy. :

As Fellner recalls, in 1966, 27 economists signed a statement
advocating a2 widening of the limits within which countries were bound -
to keep the gold value of their currencies, and the introduction of a
shiftable parity system: According to these experts, it had ‘proved
impossible, under the present rules, for many countries to maintain .
stable prices and high employment levels and at the same time to avoid
the imposition of more and more controls on international payments.
To achieve these domestic economic goals simultaneously with
equilibrium in external payments requires more leeway for variations
in exchange rates than exists now’ (Fellner e al. 1966: 112-13). This
point of view was to gain great acceptance among economists, who also
claimed that the maintenance of fixed exchange rates would,
practically, imply the abandonment of independent control over the
domestic money supply. Despite the advantages of the par-value
system, it was recognized that ‘even when confidence in the
permanence of the fixed-rate system allows imbalances to be financed
with the minimum of fuss and difficulty, inability to induce an
equilibrating move in relative costs and prices can allow marked
disparities in incomes and wealth to develop, and lead to significant
differences in regional unemployment rates and/or large-scale
“forced” migration’ (Goodhart 1975: 301). ‘

Verified by facts, the impracticability of the fixed exchange rates
system seems also to be definitely confirmed by modern monetary
analysis. Indeed, Rueff’s duplication principle explains the formation.
of the speculative capital ‘held offshore whose —unpredictable
movements are bound to exert a strong pressure on exchange rates, a
pressure which cannot evidently be neutralized by artificially
maintaining fixed. the rates of exchange between currencies. On the
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other hand, the double payment of external debts to which non-key
currency countries are constrained by the actual system of
international payments manifests itself through a devaluating pressure
which, again, cannot be avoided simply by the official adoption of
fixed exchange rates. On the contrary, the downward pressure would
accumulate and the barrier would sooner or later break down letting
the exchange rate collapse at once by as great an amount as the one

which would have been gradually observed if exchange rates had béen-

left free to float. ‘Can one claim that a longer retention of a fixed parity,

vis-d-vis other currencies, a less frequent occurrence of parity changes

imparts a net benefit to the community? It would seem doubtful. The
less frequent are the parity changes, the larger they are likely to be’
(Goodhart 1975: 308). o - : '

The choice between floating and fixed exchange rates is, in reality,
only apparent under the present non-system. Even if constrained to
vary within narrow limits or even not to vary at all, exchange rates are
so strictly linked with the entire network of international transactions
that they cannot be maintained fixed without provoking some
equivalent disequilibrium efsewhere, Like a stream of water which,
although momentarily stopped by a dam is not in the least neutralized,
international expenditures never cease to exert their disruptive action.
Hence, under the actual state of affairs, exchange rates are constantly
submitted to disequilibrating forces which make them essentially
unstable. By choosing to maintain fixed their exchange rate, a country
is therefore simply switching from one disequilibrium to another (such
as the one existing between official and black market prices) which is
but another form of uncontroiled floating. B

In the light of our analysis the decision to install a new exchange rate -

system based on managed floating can hardly be seen as a step towards
the solution of the problems posed by international payments, The
case of external debt servicing is symptomatic. The double payment to
which, say Mexico, is constrained is neither disposed of by maintaining
the exchange rate of the peso officially fixed nor by letting it float. In
both cases, in fact, Mexico’s external debt payments are subjected to an
asymmetry which inevitably leads to the country’s partial loss of
internal resources and to its subsequently incurring a new debt. Were
the peso to be held fixed despite increasing devaluation pressures,
Mexico would either have to borrow the foreign currencies needed for
the servicing of its debt on the exchange market, an operation which
would obviously increase its external debt, or sell its domestic
resources at an increasingly discounted price suffering, thus, an ever

greater loss of internal saving which defines, in real terms, a growthof -

its foreign debt. Hence, far from being a viable alternative, letting the
peso float against the dollar is simply to recognize that Mexico can pay
its - external debt only by weakening its capacity for economic
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development. Having serviced its debt, Mexico will still be as much
indebted in terms of pesos (because of the devaluation of the peso
against the dollar) and, therefore, will have to find the same amount of
internal resources as before just to keep its debt (interest included)
__constant. Finally, free or managed floating systems are no solution to
the debt crisis which, by preventing development and growth of the
LDCs also hampers growth in the developed countries and threatens
the functioning of the entire world economy.

Though the external debt of developing countries has never ceased
to increase, it would be wrong to credit the floating exchange rates
system for this dramatic situation. The debt crisis is not the effect of
exchange rates.instability, but part of-its own definition. In other
words, the debt crisis manifests itself through fluctuations in the
exchange rates. Were the system of international payments compatible
with the neutral servicing of external debts (as well as with the neutral
working of international money), exchange rates would remain stable;
without there being any need for the official re-equilibrating
intervention of the monetary authorities. Unfortunately this is not so.
The international use of the dollar is in no way ‘neutral’ and itsnet asset
definition makes it an object of exchange whose price varies according
to the law of supply arid demand. This confusion between money and
assets leads to the non-payment of American foreign purchases, and to
the forced purchase of dollars by indebted countries. And it is this
evident asymmetry which is the fundamental source of the serious
threat to the viability of the international banking system constituted
by the actual debt erisis. .+ . = L :

Tf it is true, as it is, that ‘this situation encompasses all countries and
pervades all sectors and aspects of the world economy’ and that ‘it 1s
potentiaily disruptive to the world economy’ (Bernal 1987: 155), a
means has to be found to dispose of this asymmetry: definitively. To
speak of a more effective control over monetary fluctuations is simply
not enough. To avoid depreciation, the intervention of monetary
authorities is.required, but this means first that countries should have
huge amounts of international reserve assets at their disposal (which
LDCs certainly do not have) and, second, that they should be prepared. .

to lose all their foreign reserves simply in order to defend an-exchange -

rate which will continue to undergo devaluating pressures. The

managing of exchange rates is, thus, an illusory alternative for LDCs,

and so is the adoption of target zones, which are but a revised version

of the Bretton Woods system (when zones are narrow and adjustment

~ difficult) or an incentive for private speculators (when they are too
broad and adjustment too easy):. : S

As is stressed by Sprinkel ‘For target zones to be meaningful, they
must imply some commitment to adjust domestic economic policies in
order to keep exchange rates within the zones. However, it domestic
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policies are sufficiently compatible and external shocks sufficiently
 restrained, there should be little need for a target zone system’
(Sprinkel 1986: 71). This clearly means that exchange rate fluctuations
are seen as the result of divergent economic policies and strong external
shocks. Consistent with this point of view, indebted countries are
being asked to conform- their economic policies to the strict rules
worked out by the IMF experts in the attempt to conttol their domestic
money supply (via deficit spending) and to increase their exports. As it
is, however, even if these countries were able to increase their exports
relative to their imports, they would still be bound to purchase the
foreign currencies necessary to their debt servicing and, whatever the
level of their domestic money supply, this purchase would have a
negative impact on- the exchange rate of their national ‘currencies.
Depreciating ‘pressures, therefore, are not simply the effect of some
monetary mismanagement, but of the way international transactions
have to be carried out under the dollar (or the key ciirrency) standard.
Free floating, target zones, managed floating and fixed parity are but
empirical attempts to solve a problem which is not conjunctural and
does not depend on behavioural variables. External debts are paid
twice irrespective of the agents’ behaviour, and it is thus vain to look at
the'microeconomic level for a solution to the debt crisis.

" "A last argument requires some further considerations. Balance of
payments disequilibria are generally .considered to be the main
pathology of our international monetary system. Cooperation
between countries is therefore often seen as an essential instrument to
cure the world'monetary system, and in'this context the compatibility

between monetary and fiscal national policies is regarded as one of the

essential goals of international economics. Of course, adjustment
obligations of surplus:and deficit countries cannot be expected to be
symmetrical, their own situation often being rather different if not
altogether opposed. Thus, the set of remedies would have to be worked
out very caréfully, taking into account as much as possible the
particular needs of each country. “The group of countries needs to
reach a realistic consenisus on the above points, that is, rough targets for
employmént, growth, and the rate of price increase for the group as-a
whole.If such a consensus could be reached, it might be possible to

define the adjustment obligations of deficit and surplus countries by -

relation to the rates of utilization and of price change in those
countries’ (Tobin 1966: 205). Objective differences and conflicting
interests between economic partners notwithstanding, the question of
international cooperation is given a central role in the search for
monetary stability. Yet, the actual problems of world monetary order
cannot be reduced to a matter of goodwill cooperation. '
Once it has been clearly understood that the origin of the crisis lies
within the system of international payments, the various solutions
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proposed in the last years appear to be mere palliatives with no real
impact on the world monetary disorder. Limiting debt service, debt
cancellation, rescheduling or restructuring pertain to this category of
pragmatic attempts designed to cope with the most disturbing
symptoms of the crisis but totally incapable of curing the disease. On
the same level several other solutions have been put forth which do not
imply a substantial reform of the system of international payments

derived from the conferences of Genoa arid Bretton Woods. Even the -

formal substitution of a multiple currency standard to the dollar
standard, advocated by Lutz, Roosa, Posthuma and other bankers and
economists, does not. imply a radical change of the system, which
would continue to suffer from the same shortcomings characterizing
the actual non-system. It is not by allowing other countries besides the
USA to pay for their foreign purchases by a mere stroke of the pen that
the problems of international payments are bound to be solved.
Likewise, it is not by decreasing their international transactions that
countries are going to.develop their economies and solve the debt
crisis. New solutions are required, and a privileged way to get to them
is to analyse critically the most important proposals of reform
propounded since Bretton Woods. _ : -
However, before starting this critical investigation let us spend justa
few words on clarifying the link existing between world liquidity and
international capital. - . : o

4. International liquidity and offshore capital
- accumulation o

In a pure dollar exchange system, world .li%uidities are increased

through US external deficits, and the growth of the eurodollar market -

defines the rate of accumulation of international, speculative capital.
Analogously, in a multiple currency standard system the increase of
world liquidities is characterized by a multiplication of national
liabilities consolidated as eurocurrencies. The link between offshore

capital accumulation and international liquidity seems therefore to be

of a very strict nature. And this impression is further confirmed by the
observation that even the use of SDRs and other IME . facilities
increases the available amount of ‘speculative capital. The decisive
argument is that what is used as international means of payment, be it

dollar, mark, yen, SDR, CRU or ECU, is supposed to be a net asset.

Thus, from a net asset point of view, SDRs and eurocurrencies are on
the same level. They are both thought to define a positive value held
" internationally, and there are no reasons a priori why they should not

both be used for speculative purposes. In fact, world reserves consist of -

SDRs as well as of eurocurrencies and gold, and the growth of these
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respective parts shows that the offshore accumulation of key
currencies has never stopped increasing both in absolute terms and
relative to the increase of other ‘official” reserve assets. :

As is shown by the enormous amount of euromonies accumulated

abroad, one of the major problems of the actual monetary system is
caused by the existence of this mass of pathological, speculative capital
and not by the danger of it being insufficient for the financing of
international transactions. The world liquidity problem is thus ill
founded. Not only is it anachronistic to worry -about a shortage of
international liquidity, but it should also.be evident that the main
difficulties arise precisely from the fact that ‘empty’ liabilities are
available for world wide speculation. If it is certain that world
transactions require the use of an international ‘wheel of circulation’, it
is not at all proven that this monetary ‘vehicle’ has to be assimilated to a
net asset which can be positively earned and accumulated. The actual
system of international payments is based on the assumption that
currencies are essentially similar to real goods; yet there are no a priori
reasons to believe in the axiomatic nature of this hypothesis, which we
. shall therefore rigorously test in the following pages.




Chapter Seven

Alternativé Solﬁtions fo World Monetary Disbrder and their
Impact on the international Debt Problem '

1. The Triffin plan: the rejection of the key currency
system . R _ ' .

Triffin is the economist who has most consistently denounced ‘the
vulnerability of a world monetary system whose operation becomes
increasingly dependent on one or a few national currencies as major
components of international monetary reserves’ (Triffin 1961: 19).
‘The Belgian economist sees a ‘vicious circle’ in the working of the
gold-exchange. standard since the use of one (or a few) national
currency (ies) as world reserve inevitably weakens the reserve position
of the country whose money is chosen as international standard. As we
have already seen, a worsening of the liquidity problem would then be
the unavoidable and paradoxical result of a system worked outin order
to solve this very problem. To remove this difficulty, Triffin maintains
that the use of national currencies as international reserves has to be
replaced by the use of international credit money. :

Since in its simplest form the gold-exchange standard is a system
where key currencies are used instead of gold to settle international -
transactions, Triffin argues for its substantial reform. According to his
plan, key currencies should be gradually substituted by IMF balances
until, eventually, TIMF deposits would become the unique international
currency. Before reaching this final stage, Fund balances would have to
be granted full convertibility into any currency, and Fund lending
would have to be guaranteed through a sufficient accumulation of gold
reserves. Yet these requirements are not essential to Triffin’s plan but
have been retained mainly for psychological reasons (‘as a harmless
example of cultural lag and as an inexpensive subsidy for the
production of something that the world wants but does not need’
(Altman 1963: 121), and can be omitted without modifying the core of
his message. B

It is true that several economists did not share this point of view, and
maintained that the plan was too closely based on gold to be considered
2 true alternative to the gold-exchange standard. “This is indeed the
most fundamental objection to the Triffin plan: that it does not in fact
remove the central weakness of the gold-exchange standard, which is
inherent in the freedom of holders of reserve currency to demand
conversion of their holdings into gold, but instead internationalizes the
problem by transferring it to the International Monetary Fund’



Alternative Solutions and Their Impact 93

(Johnson 1963: 388). However, as is clearly pointed out by Johnson
himself, the Triffin plan can also be seen as a decisive step ‘towards the
gradual international demonetization of gold in favor of the use of
- Fund deposits as the ultimate international reserve money’ (p.388).
Though Triffin is not always clear-cut about the role which gold and
key currencies should respectively play in his plan, we shall consider
here- only the new system in its logical extension to its most
revolutionary final form. Leaving aside every practical difficulty
relative to the implementation of the plan, we shall suppose that,
through general agreement, countries have resolved to transfer their
international reserve assets to the Fund. The IMF would thus be
converted into an international Central Bank, and world transactions
would be carried out by means of the new international money issued
by the expanded Fund in the form of deposits. According to Triffin’s
lan; the creation of the new world currency by the XIMF would
g)llow the same rules applying to the creation of domestic currency by
national central banks. In particular, the XIMF would be allowed to
expand world reserves through loans and open market purchases of
securities. Now, both these operations are considered inflationary
since, according to the traditionial monetary approach, an increase in
international liquidity when countries do not suffer a deflationary
shortage of domestic liquidity-entails a disequilibrating growth in the
domestic money supply. It is thus iniferred that the implementation of
the Triffin plan would have wide inflationary effects, for its aim is to
increase the trade capacity of deficit countries by lending them newly
issued XIMF deposits. Being able to import more,"these: countries
would provoke an equivalent'surplus in other countries, which would
therefore “experience an inflationary - increase - in their national
currencies. Yeager explains this process by underlining its ‘three inter-
related aspects: (1) net exports and thus withdrawal of real goods and
services from the home economy; (2) expansionary operation of the
“foreign-trade multiplier”; and (3) creation of new domestic money as
the authorities absorb the local residents’ surplus edrnings of foreign
exchange to keep exchange rates pegged’ (Yeager 1963: 170).

The third aspect stressed by Yeager is particularly significant for our
analysis. It clearly shows that Triffin’s bancor is conceived as a net
asset, issued by the XIMF in exchange for some other assets (gold, key
currencies, ‘securities or bonds), and whose purchasing power is
essentially determined by the purchasing power of the national
currencies to which it is tied. The earnings of bancor would thus be
equivalent to the earnings of foreign exchange even if, under the new
system, the settlement of international transactions were only made by
the transfer of deposits at the XIMF. The central bank of the country
whose residents are being paid would be credited by a deposit at the
XIMF and, on the basis of this deposit it would create an equivalent
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amount of domestic money to the benefit of its customers (the
residents to which the external payment is addressed). International
and national monetary circuits would, thus, be as strictly connected as
they are under the dollar-exchange standard. o

Given this situation, the problems relative to the external debt
servicing would either be reproduced or generalized but not solved by
the Triffin plan. One of its features, in fact, is the possibility given to
every member country to draw on its Fund deposit account in any
currency whatsoever. ‘Any loan granted by the Fund to a member
would be credited to its Fund deposit account, and the member could
_draw on this account in any currency whatsoever without having to
make any “representation” that it needs it to make payments in that
particular currency’ (Triffin 1961: 117). This means, for example, that
an indebted country could choose to pay its external debt by drawing
dollars on its Fund account. By doing so, however, the country would
simultaneously reduce its external-debt and its reserves with the Fund.
The payment of the debt would be perfectly matched by the loss of
international reserves and, globally, the operation would even be
negative since this loss would have to be added to the loss of national
income resulting from the payment made by the indebted residents.
On the whole, no advantage would result from the reduction of the
country’s Fund deposits, and after the external debt servicing the entire
nation would find itself in a much worse situation than beforehand
precisely because of the reduction in the amount of domestic income
available. - -~ S -
. Now, another possibility is offered to the indebted country.
Suppose international transactions were to be settled only by means of
XIMF deposits. In this case the external debt.would be serviced either
by reducing the country’s XIMF deposits, by the transfer of Fund
deposits obtained through a new loan, or by the transfer of bancors
earned through net exports. Obviously, it is in this last case that the
payment of the debt seems to have the best chance of success. Itis true
that the country has to give away a certain amount of real resources
(corresponding to its net commercial exports), but this is apparently
the only sacrifice required in order to reduce its external debt. Yet,
unfortunately this is not so. Indebted residents and countries, in fact,
would both be asked to pay the debt previously contracted. Carried
out in domestic currency, the first payment would be made by the
owners of the debt, while the second would be borne by the whole
country through a devaluating pressure on its currency. The reasons
for this second payment are well known; let us, therefore, simply
remind the reader that the XIMF deposits earned through the
country’s net external sales have to be bought if they are to be used for
debt servicing purposes. When bancors enter a national banking
system they do not exert any pressure on the country’s domestic
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money (which, being immediately created on the basis of the XIMF

deposits, shows here an infinite elasticity of supply); on the contrary, -
when they are bought to pay the external debt their net demand

provokes a rise in their value relative to the value of domestic money.

If the Triffin plan were so implemented as to guarantee the gold
value of the XIMF deposit liabilities and the gold value of its assets, the
devaluation could maybe be stopped; but the price to be paid would be
so high (a domestic loss of the gold reserves of the XIMF) that the |
entire system would collapse. Hence, the choice appears to be limited
to two alternatives. Either the excha.nge rate between bancor and |
national currencies is. maintained fixed, in which case the
disequilibrating pressures due to the external debt servicing would be
neutralized by the XIMF at the expense of all the state members, or the
exchange rate is left free to float, in which case the indebted countries
would be put.in the same situation as under the actual system of.
international payments and would have to pay their external debt both
in- kind (through their exports) and . monetanly (through the
devaluation of their domestic currency).

The transformation of traditional world reserves into- XIME
deposits is certainly an interesting attempt to avoid the ills of the
dollar-exchange standard, yet the Triffin plan does not succeed in
giving an entirely new answer to the problems which hamper the actual
system. Following Johnson we can identify one of the reasons for this
lack of success in the fact that it is ‘something of a halfway house
between the gold-exchange standard and the establishment of a
genuine international credit currency entailing the demonetization of
gold’ (Johnson 1963: 388). Another reason is the net asset definition of
the bancor which, instead of allowing for the establishment of a
genuine 1nternat1onal credit currency, creates 2 dangerous confusion
between national currencies, real output and international money.
Triffin’s complaint about the serious flaws of the actual system of
international payments still remains as does the necessity of finding a
satisfactory remedy to a situation of generahzed disease whlch has its
most evident symptom in the debt crisis.

2 The Stamp plan

Propounded by Sir Maxweli Starnp, a former United ngdom
Director of the International Monetary Fund, this plan attempts ‘to
kill two birds with one stone’ (Stamp 1963: 81), ie. to aid
underdeveloped countries while curing international liquidity
shortage. In short, Stamp proposed the creation of Fund certificates
which would have enabled their final holders to exchange them into the
currency of any member country and which would have been used,
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particularly by underdeveloped countries, to finance international
transactions. Issued by the Fund, these certificates would have been
allocated, by an aid coordinating agency; to the countries most in need
of external resources, either as gifts — as in the first version of theplan
— oras loans (‘the second moditication to the.original scheme mightbe
that instead of being given away to.the underdeveloped countries, the
Fund certificates or Fund credit would be lent” (Stamp: 1963: 87)).

“The Stamp plan was seriously criticized, mainly for its inflationary
character and for its lack of precision about the convertibility of the
Fund certificates by the Fund itself. On this last point, for instance,
Johnson maintained- that, had they .not been made convertible; the
countries would have soon abandoned them as reserve currency. ‘In
short, if the certificates are not intended to be convertible into gold at

the Fund, theit issue would amount to the creation of a special kind of -

international credit.currency with restricted acceptability; if they are-
intenided ‘to be: convertible, their issue would amount to disposal of
part of the Fund’s liquid assets’ (Johnson 1963: 381). Yet, Stamp’s
propositions cannot be so easily dismissed. It is true.that he considered
the Fund certificates as a new net-asset and identified their emission
with the creation of extra purchasing power onan international scale.:
And it is ‘correct, therefore, to claim that his:plan was intrinsically
inflationary. But it'is also-true that; by using his Fund certificates the
automatic lending of the surplus to the deficit countries would have
taken place. “The certificates would. end up with the countries which -
are.in over-all surplus — which, therefore, would have automatically
lent part of that surplus to the rest of the world” (Stamp 1963: 81).
Under . the’ scheme proposed by, Stamp, - foreign purchases by
underdeveloped countries would not depend on the goodwill of their
partners. Exporting real resources to the LDCs, in fact, the rest of the
world would also provide them with the sum of international currency
necessary for their payment. = . S .

The automatic: lending realized through the plan is obviously
different from the aid which could be provided by grants from the
surplus countries, and it is of great interest to note that Stamp hoped to
achieve this through the use of an international money which was
neither issued by a sovereign State nor backed by gold. Answering his
critics, he refuted, in fact, the point of view of ‘those who are unable to
imagine a money which is not issued by a sovereign state or “backed”
in some mysterious way by gold or silver’ (Stamp 1963: 86). Had he
been extremely rigorous, he would have avoided any recourse to
convertibility and tried to build a plan entirely based on the classical
idea of a pure vehicular money. Unfortunately the world was not
prepared to abandon the traditional conception of international money
as reserve asset, and considered the non-convertible fund certificates as
- a fictitious kind of international reserve currency with no future.
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Hence, in the revised version ‘of his plan, Stamp introduced some
radical - changes - which - transformed the Fund certificates into
international monetary .assets. “The country holding. the certificates
would have a real and valuable asset guaranteed by the Fund and not
merely depending on the willingness of other countries to accept it’
(Stamp 1963: 89). Issued as net assets, the Fund certificates would not
“fundamentally differ, however, from the domestic currencies with
which they would be exchanged on request. As we have pointed out in
our critical appraisal of the Triffin plan, compared to the actual
situation where the great majority of countries cannot pay for their
imports in their national.currency, the use of Fund certificates (or
bancor) seems indeed to be much more neutral. In reality, the solution
advocated by Stamp shares the same theoretical shortcomings as the |
one endorsed by the Yale economist. In particular, the payment of the
external debt would be possible only at the price of an equivalent loss
of internal resources even if it were carried out through the automatic
lending of surplus countries. - : . :

Let us investigate this last point.. : L '

Under the Stamp plan, Fund certificates would be lent to
underdeveloped: countries: to finance their net purchases of foreign
goods, and would end up increasing the international reserves of
surplus countries, so that the LDCs” net imports would effectively be
financed by the net exports-of this:last group of countries. Now, this
train of events would essentially be the same if the LDCs were to use
the Fund certificates to pay their external debt. In this case the rest of
the world would be lending the:financial resources necessary to the
debt servicing, which is obviously not a self-defeating operation since
the lending agents would not necessarily be the same as those whose
credit is being paid. This is even more evident if we consider that, in our
example, it can as well be said that the LDCs are paying their external
debt with part of their exports and using the new loan to increase their
commercial imports. In:both cases, a debt is paid.and the equality
between exports and imports is maintained through an automatic loan
by the surplus countnies. What we have to anilyse, therefore; is
whether the use of Fund certificates would allow LDCs to pay their
external debt without incurring the  loss of - internal resources
characterizing the actual non-system of international payments.

The crucial point is relative to the nature of the Fund certificates.
Would they be-issued already endowed with positive :purchasing
power or not? Stamp’s answer to this question is direct: the Fund
would create credit and its-certificates would therefore be issued as net
assets. ‘My original plan proposed to use the credit created by the Fund
to provide additional purchasing power for the underdeveloped
countries: .they would spend the “credit” in the developed countries

who would expand their exports to improve their balance of trade’
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(Stamp 1963: 85). Now, the fact that Fund certificates would be given -
the same status which is nowadays attributed to the dollar would have
important consequences for the countries receiving them as loans.
Let us consider any one of them, Mexico for example. The inflow of
Fund certificates necessary for the servicing of the Mexican external
debt would provoke, as a necessary consequence of the confusion
between national and international monetary circuits, an equivalent
creation of domestic currency. This new sum of national money would
quite naturally be added to the money created as a counterpart of the
current Mexican output, whose price would therefore = be

correspondingly increased. In particular, if Mexico were to borrow

them up to-an amount of say x millions in order to service its external
debt without decreasing its imports, it would incur a new debt of twice
as'much, that is of 2x millions instead of the x millions corresponding
to the initial loan. The reason for this further indebtedness is the
devaluating pressure exerted on the exchange market by the forced
purchase of the asset used as international vehicular money. The
downward pressure on the peso, in fact, would nullify-the external gain -
that Mexico would realize as counterpart of its debt, and push the
country into borrowing a new amount of Fund certificates equivalent
to that first borrowed by its residents. As this anomaly inherent in
external debt servicing is being further analysed in the second part of
the book, let us simply show here how it can be linked to the
inflationary increase'in internal prices. : SN
Suppose current output to be equal to 10 million pesos, and let us put
the exchange rate between pesos and Fund certificates at the level of 1
peso for 1 Fund certificate. If the Mexican external debt servicing

‘amounted to 2 million pesos, the payment of the Mexican exports

necessary for the servicing of its external debt would have to be equal
to 2 million. Yet, this loan would cause the creation of an equivalent -
amount of national currency, which would inflate the domestic money
supply and make the measure (in terms of prices) of current output

" grow from 10 to-12 million pesos. In the Mexican banking system we

would have the following entries (See Table 7.1). The domestic
currency created as a counterpart of the Fund certificates obtained
through commercial exports would be the source of an inflationary
growth of internal prices and of new, inflationary, profits. These
profits, however, would be sent abroad through the external debt
servicing. In fact, the payment of the external debt carried out by
Mexican debtors would decrease the amount of domestic income
available within Mexico, whose current output could no longer be
totally purchased. In book entry terms the situation would be as
follows (See Table 7.2). Given the insufficient level of domestic
income, Mexico would thus have to contract a new loan in order to
replace the income lost servicing its external debt (See Table 7.3). The
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new loan is the measure of the national resources lost by Mexico to the -

profit of the rest of the world. To state this in another way, analysis
shows that by paying its external debts Mexico would send abroad part
of its current income, and it is with this income that the rest of the
world would partly finance its Mexican imports. In our example,
where commercial imports are equal to exports, Mexico would get
only x — 2 in exchange forits exports of x, which clearly shows that the
payment of the external debt would be carried out both in money (2
million of Fund certificates) and in kind (the national output given for
nothing to the rest of the world). Let us repeat this. In paying their
external debt the indebted Mexican residents (including the state)
would send abroad 2 million of Fund certificates and an equivalent
amount of national income which the rest of the world would use for
the purchase of Mexican output. Thus, the Mexican exports would be
only partially paid by the rest of the world, the difference bein

covered by Mexico through its loss of internal savings. S

Table 7.1
_ ~ Mexican banking system -
.Liabilities S | Assets
" (creation) Income holders | Fund certificates
' . 2 pesos | $2 o
Income holders | Current output -
10 pesos | 12 pesos.

Table 7.2

Mexican banking system

Liabilities ' Assets

' 'Ihcom'e_h(')lde'rs 12 pesos '| Current output 12 pesos
Fund certificates $2 - - Income holders 2 pesos

Finally, the Mexican external debt servicing would have to be paid
twice; which means that, having paid its debt, Mexico would find itself
more indebted than before, its new, forced, indebtdness being the
necessary consequence of the fact that the payment of the debt is
nourished by the inflationary profit resulting from the creation of

i
i
|
i
|
|
.
.
|
|
|
i
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Table 7.3 -

Mexican banking system .

Liabilities ' - Assets

 Income holders 10 pesos | Current output 12 pesos
~ Income holders 2 pesos - '|  New debt $2 '

domestic money against Fund certificates. Hence, under the Stamp -
plan the situation would not differ radically from the one which is the
-mark of the present dollar standard system. o -
Today indebted countries cannot avoid the double payment of their
debt, which results in the loss of their external incomes and,
consequently, in ‘the ‘incurring of a new debt. When exports equal
~ imports, as in the case we have been analysing here, the payment of the
debt takes place through an external loan of dollars and implies both an
inflationary increase in domestic prices (caused by the creation of
national money against dollars), and a loss of internal resources which
has to be compensated by a new loan. Whether made by means of
dollars or Fund certificates, the payment of the external debt leads,
therefore, to the same paradoxical result: the logical impossibility of
debt servicing. Yet, the observations relative to the Triffin plan apply
equally well here. In particular, the attempt to replace the dollar with
an international currency issued by the XIMF deserves our greatest
attention. Opposing ‘those who are unable to imagine a money which
is not issued by a sovereign state or “backed” in some mysterious way
by gold or silver’ (Stamp 1963: 86), Stamp is, in fact, showing the way
towards a new solution which, although still defective,  could
eventually prove suitable for dealing with the problems posed by
international monetary transactions. '

3. From the privatization of official reserves to the
creation of an international currency . '

3.1. Awoiding official reserves

Following the publication of the Triffin plan several other alternative
solutions to the world crisis were proposed. Among them, it is worth
remembering one of the propositions advanced by Yeager, which
consisted in ‘relying exclusively on privately owned foreign exchange
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reserves’ (Yeager 1963: 179). According to the American.economist,
the complete privatization of both the national and the international
monetary systems would entail numerous advantages, like preventing
the concentration in a few hands of sizeable percentages of particular
currencies, -allowing for the multiplicity of key. currencies and
- lessening the impact of speculation over the international monetary
system. = ' o L o .
- Now, like the majority of his fellow economists, Yeager considers
money as beingessentially analogous to.goods. ‘Foreign exchange even
contrasts favorably with flour, : paint, salt, and other ordinary
commodities in that large amounts of it could, at a price, be
“produced” quickly. if necessary’ (p.180). Being made equivalent to
real assets, money would thus be purchased “at some price, a price at
which its total quantities supplied and demanded were equal’ (p.180).
Yet, what strikes one in Yéager’s proposals is that, although endowed
with a positive purchasing power, money.can be freely issued to meet
an increase in foreign demand, thus allowing for the cost free purchase
of goods by the issuing country. ‘The opportunity to create additional
domestic money to meet the intensified foreign demand for balances of
it would allow the ‘country to acquire real goods and services on
indefinite loan at zero or low interest from the foreign holders of its

money or near-moneys’ (p.181). Generally, in Yeager’s plan countries

would all be theoretically granted the possibility of paying for their
real imports with their own money. These ‘payments’ would be made,
therefore, by sending abroad a mere acknowledgment of debt, which
would amount to giving countries the absurd privilege of paying by
getting indebted: It is obvious that in such circumstances it would be
extremely difficult (not to say impossible) to endorse a system in which
every economic. agent (country) -can pay by creating money. What
Yeager does not seem to have understood is-that the fundamental

_ problem is how to allow for the effective payment of international

transactions, and not how to generalize a system of non-payments.

32 -Tbe‘_XIMF as z'ntemqtional lender of last resort

Another alternative proposal which was.overtly supported by several
economists was based on the creation of a new IMF operating as an
international Central Bank. For example, in his contribution James
Angell argued for the implementation of a system derived from the
Triffin plan in which the IMF would have played a central role as
international lender of fast resort: The XIMF was, in fact, to issue its
own deposit balances in favour of each member, and member countries
were 1o agree to-accept titles to- IMF-deposits as payment for their
foreign sales. Created by the XIMF on the basis of ¢éach member quota,




102 International Monetary Disorder

the new deposits would have been exchangeable against any national
currency at a fixed (though adjustable) rate, and through their use the
XIMF should have been able to provide substantial assistance to less
advanced countries. _ : . .

Let us note, first, that the main shortcoming of this attempt to solve
the problems of international payments through the use of
international credit is related, yet again, to the possibility of the XIMF
creating a net monetary asset. Within a national monetary system it is
already very problematical to-accept the idea that banks can create net
assets. Yet, money is not issued for the sake of it, but in order to be
associated with current output. The purchasing power of national
money can therefore be explained as soon as production is taken into
account. On the international level, however, no international
production can be invoked to justify the presence of positive
purchasing power. How, then, could the XIMF issue money as a net
asset? The only plausible answer seems to be that XIMF deposits are
created in exchange for the members’ international reserves with the
Fund. The purchasing power of the new deposits would therefore be
derived from the purchasing power of the assets with which they are
exchanged. Unfortunately, this answer cannot be accepted, since it
does not account for the fact, so clearly exposed by Ruefi, that outside

their own national monetary system national currencies exist only as

duplicata of zero value. Hence, it is evident that, once abroad, national
currencies cannot transfer to the XIMFE deposits a purchasing power of
which they are totally lacking. : ' o

None the less, following the traditional point of view, Angell
defined the XIMF deposits as net assets exchangeable against any
national currency of member states. Accordingly, international money
and national currencies were perceived as being positive assets which
could equally well constitute part of the central monetary reserves of
every country. Now, the net asset definition of XIMF deposits was
introduced by Angell within a context where no distinction is drawn,
either theoretically or empirically, between national and international
monetary circuits. The door was therefore opened on a whole series of -
difficulties which were only partly perceived by Angell. In fact, he
mainly worried about the excessive holdings by the XIMF of a
member’s currency, and proposed a whole host of sanctions which
should have given the Fund the means to deal with this disruptive
situation. What he did not see, however, is that the confusion between
the two circuits would lead to the inflationary creation of domestic
money against XIMF deposits, and create the premises for the logical

_impossibility of external debt servicing.

Without repeating our previous analysis, let us simply note that even
Angell’s attempt to provide the underdeveloped countries with special
provisions of XIMF deposits would not contribute to the solution of
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the crisis of international payments. The scheme propounded by
Angell envisaged the lending, by developed countries {4) to less
advanced countries (B) via the XIMF. The loan to B would have to be
made in XIMF deposits, and not directly in A’s national currency (2),
which would be lent by A to the XIMF: ‘The principal importers A of
member B’s primary exports to the group A would make interest-free
loans of their own currencies to the IMF (rot to B) ... The IMF would
then create an equivalent amount of its own deposit balances, and
would lend them (also interest-free) to B against the security of B’s
own currency’ (Angell 1963: 106). We could represent this scheme as
in the Figure 7.1. At first sight, this seems to be an interesting model
which, apparently, does not require the exchange between national
currencies and XIMF deposits. And even the repayment of A’s loan
seems not to imply any such exchange, since it would occur only in so
far as B realized a surplus in XIMF deposits. ‘Repayment of the IMF
loans should, of course, be a first charge on any subsequent increase in
B’s export proceeds above some stated figure’ (Angell 1963: 106). In
reality, however, this scheme would generalize instead of solving the
problems of external debt servicing. If every country is given the
* chance to change part of its domestic currency into XIMF deposits,
they would all be allowed to share the privilege of paying with a mere
IOU. Today only a few countries can pay their foreign purchases
through the remittance of their acknowledgment of debt, tomorrow
every country could do so through the intermediary of the XIMF.
Moreover, as we have previously shown, the recording of XIMF
deposits earned through commercial exports in the book entry of B’s
central bank provokes' the creation of an equivalent amount of
domestic money and. the subsequent appearance of an inflationary
profit which, instead of being reabsorbed at the moment the country
pays its external debt, defines the amount of internal resources lost by
the country precisely because of its external debt servicing.

Currency & XIMF deposits B

= XIMF

Figure 7.1

Despite the interesting attempt to create a correspondence between
commercial imports and external loans, Angell’s plan does not provide
the theoretical framework required for the satisfactory solution of the
-world debt crisis. Is one of the alternatives mentioned by F. A. Lutz
going to prove to be better equipped to deal with this serious problem?
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3.3. The automatic lending of surplus countries

In a paper originally published as no. 41 of the Essays in International
Finance - (Princeton University. 1963), Lutz rejected as’ excessively
inflationary a solution which deserves some consideration. In his own
words, this solution consisted of ‘widening the foreign borrowing
potential of countries by making provisions for -countries with
surpluses in their balances of payments to lend to.those with deficits’
(Lutz 1963: 240). The lending from surplus to deficit countries would
have occurred automatically -through the intermediation of an
international institution which would have acted as the bank of central
banks. ‘Suppose an international institution were created similar to-the
defunct European Payments Union, but on a world-wide basis. All the
surplus countries would “deposit” their surpluses with this mstitution,
while all the deficit countries would run into debt with it to the-extent
of their deficits’ (p.241). Suppose every international transaction were
paid by means of an international currency (bancor) issued by the
XIME. Deficit countries would pay their external partners in bancors
which would immediately define a positive deposit with the Fund. The
surplus countries, the owners of this deposit, would thus be the real
lenders, and the deficit countries would-find themselves ‘indebted
towards the XIMF. Now, two questions can be asked at this stage of

the argument, namely: is this a“system of unlimited credit’, and isitnot -
already true in- the actual system that surplus. countries are

automatically lending to deficit countries? - .-
As for the first question; the answer depends on whether bancors are
supposed to be issued as net assets by the XIMF or not. If itis the case,
then Lutz would be right in pointing to-its inflationary nature. Things
would radically change, however, if bancors were conceived as pure
‘empty’ vehicles. The automatic lending by surplus countries would
not require the creation of any international credit by the Fund, and
would define the sale of financial assets (shares or bonds) by the deficit
countries. Moreover, if the circuit of bancors were kept separate from

- the circuit of national currencies their entry on the asset side of the

central banks’ balance sheets would no longer entail the creation of
domestic money as well as subsequent inflation. Lutz’s objection that
each country would try to take advantage of the system and have 1ts
deficit covered by the surplus of the other countries can be easily
disposed of. In fact, it is simply not true that every country would be
interested in running a current account surplus. LDCs need to increase
their commercial imports as much as they can, and it is certain that

industrial countries would not mind increasing their exports of goods -

and services. In so doing, they would also increase their purchase of
financial assets from the LDCs, which would therefore benefit froma

growing external investment. On the other hand, it is obvious that.
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deficit increases would not be arbitrarily unlimited since they would
depend on the decisions taken by the economic agents of each set of
countries. - : o : :

Let us now analyse the second question. -

In his paper, Lutz ‘maintained that the traditional system of
international payments was characterized by the simultaneous
presence of two sorts of lending, that of the ‘neutral’ type and that
which creates international reserves for the lender. The lending of
surplus countries through the IMF would pertain to the first category.
Hence, Lutz considered as neutral a system in which the borrowing

-potentials of deficit countries could: be increased by the automatic
lending of surplus countries. The idea is of particular interest since it
suggests the possibility of a'system which would work perfectly well
without requiring any international reserve whatsoever. As we already
know, however, Lutz did not endorse this solution for fear that 1t
could have been the cause of an inflationary policy of unlimited credit.

‘Bug, if the automatic lending to deficit countries were to occur through
the IMF creation of credit (instead of a mere ‘vehicular’ money), then
world reserves would be increased to the benefit of surplus countries,
and the system would obviously not be of Lutz’s neutral type. We are
led, thus; to the conclusion that under the present currency exchange
standard the IMF lending does not pertain to Lutz’s first-category of
lending. Itis only if a new IMF were to channel the operation through
the creation and use of an international nominal money that we would
have a truly neutral system. Since the XIMF would no longer issue
credit, it would also no longer add to international reserves, and the -
deposit with the XIMF earned by the surplus countries would simply
define the deficit countries’ sales of bonds, and not an additional
amount of monetary assets.

As for the second category of lending, Lutz shows that a few
countries, like the United States, benefit from the particular status
granted to their currency and, although running a substantial
commercial deficit, can additionally® increase their borrowing
potentials through the willingness of other countries to lend to them
by accumulating key currencies balances. ‘The United States, however,
has in addition a borrowing potential which others do not have. It
consists in the willingness of other countries to acquire dollar balances;
and the acquisition of such balances is representative of the second type
of lending, namely, that which creates international reserves for the
lender’ (p.242). Following Lutz, let us consider the American case. In
the present system the USA pays for its commercial imports by
sending dollars to the rest of the world. And, given the relationship
existing between the growth of the American current account deficit
and the accumulation of externally held dollars (eurodollars), it is easy
to see that the USA does not need any explicit lending from the surplus
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countries. When the USA pays its net commercial imports in dollars, it
does not sell any non-monetary financial asset to the rest of the world,
and cannot be defined, therefore, as being a net borrower. Itis true that
surplus countries become the owners of dollar deposits, but it is also
true that they will consider themselves as having been fully paid at the
instant the-accounts have been credited in dollars (and not in real shares
or bonds). : ‘

Let us take the example of the USA paying its imports from country
A. Book keeping entries relative to this payment would be as seen in
Table 7.4. The payment by the American banking system to country A -
defines a simultaneous deposit by A into the US banks. Yet A does not
receive any financial good from the USA, which does not allow us to
conclude that a positive investment by A in the American economy has
taken place. Moreover, if we remember that the dollars held offshore
arc the duplicata of these deposited with the US banking system, 1t
becomes evident that surplus countries are not lending dollars to the
USA but to international, speculative, capital. Under the present non-
system the USA is not a net importer because the rest of the world is
willing to lend to it, but because it is willing to be paid by the simple
stroke of a pen. Hence, the dollar-exchange standard, which is
characterized by Lutz as being a system in which lending creates
international reserves for the lender, is, in reality, a system where
international reserves are increased through the ‘empty’ payments of a
deficit country whose domestic currency is erroneously thought to be
much more than a mere acknowledgment of debt. - : L

Table 7.4
- US. banking system '_

Liabilities - ' _ Assets

Bank of A $x

A’s banking system

Liabilities ' Assets

US banking system $x

- Although Lutz refused the solution based on the automatic lending of
surplus countries, -his analysis is highly stimulating, and worth
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continuing along the lines of a new definiton of international money
which we are going to derive from the works of John Maynard Keynes.




Chapter Eight

Keynes’s Clearing Union revisited

As is well known, the proposals advocated by Keynes at the Bretton:
Woods conference of 1944 were centred around the idea of having an
international institution to provide the world with an international
means of exchange and payment. In short, the purpose of Keynes’s
proposals was ‘to establish a currency union, here designated an
International Clearing Union, based on international bank-money,
called (let us say) bancor, fixed (but not unalterably) in terms of gold
and accepted as the equivalent of gold by the British Commonwealth
and the United States and all the other members of the Union for the
purpose of settling international balances’ (Keynes, in Grubel 1963:
58). As is clearly stressed in the plan, officially presented by the
Chancellor of the Exchequer to Parliament in April 1943 and reprinted
in Grubel (1963), “The idea underlying such a Union is simple, namely,
to generalize the essential principle of banking as it is exhibited within
any closed system. This principle is the necessary equality of credits
and debits’ (p.59). Starting from this principle, two alternative ways of
interpreting Keynes’s Clearing Union seem possible @ priori. Let us
analyse them successively.

1. The traditional interpretation

The necessary equality of international credits and debits has often be
seen as the generalization of the earning-through-spending principle of
income theory. In the same way as a given sum of national income can
be repeatedly transferred from resident to resident— so it is claimed —
international money would circulate among countries, the sole task of
the Clearing Union being that of making sure that ‘its members keep
the rules and that the advances made to each of them are prudent and
advisable for the Union as a whole’ (p.59). According to this approach,
money is seen as a net asset both at the national and at the international
level, and banks — Clearing Union included — are supposed to be able
to create positive purchasing power out of nothing.

The great majority of international monetary analyses developed
since Bretton Woods are founded on this approach. Triffin himself,
despite his efforts to put forth an alternative theory of world monetary
economics, relies heavily on this net asset conception of money, and
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identifies the major problem of international transactions with the
necessity of providing the countries with the amount of liquid asset
required for the settlement of their reciprocal exchanges. As a matter of
fact, “the entire debate about the world. liquidity problem is
symptomatic of the way economists have considered international
money, and the creation of the International Monetary Fund which
followed the Bretton ‘Woods.: conference was but the logical
consequence of the pragmatic approach to monetary pathology which
was going to dominate the international scene from then on. The
articles of the first agreements and their following amendments denote
the clear purpose of dealing with international monetary problems by
taking for granted the existence of a fundamental analogy between
national and international currency and by adopting a whole series of
conjunctural measures coherent with-this unquestioned assumption.
Keynes’s plan was thus seen as an‘attempt to solve the liquidity
problem by providing every member country with a given amount of
overdraft facilities analogous to the amount of credit banks allow to
national economies. Issued by the international Clearing Union in the
same way as national currencies are issued by the domestic banking
system, the bancor would be instantaneously deposited within ‘this
same ‘Fund and be constantly - available for the settlement of
international transactions so that ‘If no-credits can be removed outside
the clearing system, but only transferred within it, the Union can never
be in any difticulty as regards the honoring of checks drawn upon it
(p:59). Each country would pay for its foreign purchases and would be
paid_ for its: international sales in- bancors. The ‘generalization of
exchange and of the system of international settlements would avoid
the one-to-one relationship between creditor and debtor countries and
allow for the automatic lending of the surplus to the deficit countries.
Yet, according to the traditional interpretation of Keynes’s
proposals, the bancor is conceived as an international asset endowed
with. a positive purchasing power. Point 40 of the plan states, indeed,
that ‘it [the clearing union system] is capable of the abuse of creating
excessive purchasing power’ (p.77). Hence, the question arises of how
the world purchasing power of bancor can be determined. The analogy
with the working of national economies is of no help, since no
international production is available to back the hypothetical value of
bancor. Substitution can also not be invoked, for the quotas assigned to
each member state (and which determine the issuing capacity of the
Clearing Union) ‘would be fixed by reference to the sum of each
. country’s exports and imports so that bancors would not take the
place, and value, of national currencies and gold. Total indeterminacy,
if not absolute arbitrariness, is therefore the only possible answer to
our question. ' R : s :

~-Now the problem would not be too serious if the reciprocal use of
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bancors had no repercussions at the national level. Analysis shows,
however, that this is not the case. As we have already shown, the use of
a net asset as international standard is bound to introduce several
disturbing effects. In patticular, if the bancor is defined as a positive
amount of international purchasing power, its recording in the balance
-sheet of the creditor country immediately gives rise to an equivalent
creation of national money, which pathologically inflates the amount
of available domestic income. And the gravity of this situation is not
diminished by the possibility of limiting the payment to the sum of
outstanding balances, a possibility which seems to be necessarily
implied in the nature of the system of international clearing advocated
at Bretton Woods by the British government. “The Clearing Union is
set up, not for the transaction of daily business between individual
traders or banks, but for the clearing and settlement of the ultimate
outstanding balances between central banks’ (p.69). The point is that,
even if perfectly balanced, transactions between countries must be
recordeé3 as they occur, and the way in which they aré recorded is all
important for the working of an international monetary system.

~ Consider the case of two countries whose trade is perfectly
balanced. If one exports x the other sells its goods and services for an
equivalent amount. In this particular situation there would be no need
for a clearing settlement between the two countries. Yet it would be
wrong to infer that no problem could arise from this situation of
equilibrium. Indeed, analysis shows that, although the equality
between exports and imports is neutral on the exchange market, the
same neutrality is not verified within the domestic monetary system of
each country. Despite the trade equilibrium; transactions are all settled
in bancor (or some other monetary asset), and because of this payment
domestic banks enter a positive asset on their balance sheet, an asset
which is immediately matched by an equivalent amount of national
money which banks create precisely on the basis of the newly-acquired
asset. The inflationary nature of this creation does not need to be
proved, and itis entirely related to the use of a net asset as international
currency. - SR o P

1.1.  The external debt problem within the traditional approach .

Another characteristic of the pragmatic approach which results from
the traditional interpretation of Keynes’s proposals for the creation of
an international Clearing Union is related to the supposed reciprocity
between surplus and defict countries. “The system looks on excessive
credit balances with as critical an eye as on excessive debit balances,

each being, indced, the inevitable concomitant of the other’ (Keynesin -

Grubel 1963: 61). As a matter of fact, as in the proposals advanced by
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Schumacher in his brilliant paper published by Economica in May
1943, one of the aims of Keynes’s plan was to restore unfettered
multilateral clearing between member states in order to avoid the
shortcomings of a decentralized system. “These facilities are made
possible by the constitution of the system itself and do not involve
particular indebtedness between one member state and another. A
country is in credit or debit with the Clearing Union as a whole’ (p.66).
Yet, though mediated by the Clearing Union, the relationship between
surplus and deficit countries is still one of reciprocity and commercial
equilibrium is still seen as a major objective of international economics.
‘Thus each country is allowed a certain margin of resources and a
certain interval of time within which to effect a balance in its economic
relations with the rest of the world’ (p.66). '

- Now, though apparently conforming to common sense, the claim

that a country’s surplus is necessarily matched by some other

country’s deficit should be submitted to closer examination and tested
against facts. : .

A well-known argument against the necessary reciprocity of surplus
and . deficits .is derived from taking into consideration the financial
market. Through a positive sale of shares it is possible, in fact, to
finance the net purchase of goods and services without getting into
debt. At the international level this means that a country. receiving
foreign investment can increase its net commercial imports “free of
debt’. : . = : o .

But the necessary incurring of a debt is not the only anomaly which
the traditional version of the Clearing Union does not handle. The
double payment of external debt cannot be avoided by a system which
is essentially founded on a net asset conception of international money.
Let us consider the case of an indebted country trying to service its
external debt by .taking advantage of its international overdraft
facilities. Since the country would be indebted towards the Clearing
Union as a whole and not towards any particular foreign country, the
servicing of external debt would have to be addressed to the Clearing
Union itself. In order to do so, our country would have to earn a
positive amount of bancors through its international transactions.

‘Now, given the net asset nature of bancors assumed by traditional

analysis, exporters would be paid by money creation and banks (either
the Central Bank or any commercial bank) would record a deposit of

~ international currency on the asset side of their balance sheets. This

means that the bancors earned through net exports are not at the free
disposal of the country’s indebted residents. For these residents to
honour their external debt it would be enough to pay a given sum of
domestic currency, yet this payment would not be sufficient to

discharge the country itself. It is true that, in the multilateral clearing
system, the international credit earned by the indebted country can be
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used to decrease its previously accumulated debt. Yet these deposits in
bancors have to be paid for, even:though they are already available
within the domestic banklng system. This second: payment of the
external debt is essentially the same which occurs under the present
dollar-exchange standard and entails the same drastic consequence: the
logical impossibility of external debt servicing.

The fundamental reason for this appalling result lies within the lack
of distinction between money and real goods. Bancors are here still
conceived as being essentially - similar to- real 'assets, and :are
consequently handled by the banking system. Thus, domestic money
is being created on the basis of deposits withthe Clearlng Union and
these same deposits are bought and sold in much the same way as goods
and services are on the commodity market:'As a consequence, the rate
of exchange between domestic -currencies and: bancors would ~
necessarily be submitted to disequilibrating pressures every time
supply and demand did not match: The maintenance of fixed exchange
rates would therefore be more wishful thmkmg than a feasible measure
of international economics. o

Within the traditional approach 1nternat1onal money is always '
identified with a positive amount of purchasing power. Keynes himself
seems to conform to this generalized point of view when he claims,
with regards to his plan, that ‘the analogy with a national banking
system 1s complete’ (p.66)..But, while it 1s perfectly licit to speak of
domestic purchasing power, the concept of international purchasing
power is.notso evident as it may appear. Infact, it is the production of
current output that accounts for the existence of national purchasing
power. At the international level, however, no real production occurs
so that the creation of international monetary assets, far from being
justified either theoretically or pragmatically, artificially increases the
amount of world purchasing power. Instead of considering the bancor
as a pure international “wheel of circulation’ with no proper value,
mainstream economists took up literally Keynes’sanalogy between his
plan and the national banking system, and were therefore led to
identify the bancor - Wlth a hypothetlcal mterna.tronal income. of
positive value. : g

The consequences of thls confusion between pure vehicular money’
and income are already known; the inflationary creation of domestic
money carried out on the basis: "of the credit with the Clearing Union
earned through international transactions would add up to the double
payment of external debt, and the entire system would be unable to
prevent ‘the contractionist pressure  which -might otherwise
overwhelm in.social disorder and disappomtment the good hopes of
our modern world (p. 66) : : :
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2. The-modern interpretation

According to Keynes, the idea underlying the International Clearing
Union was ‘simple, namely, to generalize the essential principle of
banking as it is exhibited within any closed system. This principle is the
necessary equality of credits and debits” (p.59). Now, instead -of
considering this principle as proof of the existence of a necessary
reciprocity between surplus and deficit countries, it is possible to take
it as the starting point of a.new analysis of international money.

Issued by banks as a spontaneous acknowledgment of debt, money
can never define a. credit without simultaneously defining .an
equivalent debit. The claim that ‘no credits can bé removed outside the
clearing system, but only transferred within it’ (p.59) is therefore
derived. from the application of. the rule of double accounting to
banking, so that the beneficiary of a payment becomes, necessarily and
instantaneously, the owner of a bank deposit. Nationally, the credit of
the payee is recorded in the banking system and defines his positive
deposit; internationally, this means that each surplus country would
have a credit (and therefore a positive deposit) recorded with the
International Clearing Union. It is evident that, in these conditions,
the Clearing Union would never be ‘in any difficulty as regards the
honoring of checks drawn upon it* (p.59). But what is -the exact
meaning of the debt 1ncurred by the Clearmg Union and how is it
honoured?.

~ In a national system, banks honour their debts simply by changing
thelr form (they give you two five-pound notes in exchange for a
ten-pound note, for example, or they credit your deposit account in
exchange. for banknotes) Likewise, in the international system the
Clearing Union would never be asked to pay its debts except in bancor,
i.e. by entering a debt in its accounting.. According to. the modern
interpretation of Keynes’s proposals the bancor would therefore be an
IOU. spontaneously issued by the International Clearing Union and
supplied to the member countries as world monetary standard.

One of the main problems which was on the table at the Bretton
Woods conference related to the supply of international liquidity. In
this respect, the solution proposed by the British plan is quite
satisfactory. In fact, given that every sum of bancor earned by a
member country is immediately deposited how could it be possible for
the circulation to be insufficient? As claimed by Keynes, money is
issued by banks by spontaneouslyincurring a debt, and bancors would
simply have to conform to this principle. The international IOUs thus
created by the Clearing Union would be spent by, say, country A to
the profit of country B, whase account with the Clearing Union would
then be credited by the very amount of which A’s account is debited.
The deposit earned by B would therefore be exactly offset by the debit
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of A to the international bank. Every time that a country needs to pay
another it would take advantage of its overdraft facilities and this
clearly means that the Bank would create the currency necessary to
‘monetize’ all international transactions. The debit of the paying
country being necessarily and immediately covered by the credit of the

_-country which is being paid, the Clearing Union could create all the

money needed to carry out international transactions without there
being any problem of liquidity.

It remains true, of course, that international economics is concerned
only with pure exchange and, therefore, that the international standard
issued by the Clearing Union cannot be associated with any real
output, Thus, bancors never define a positive purchasing power; .
instead they are issued and used as a pure vehicular money. But what
does it mean, then, to claim that a country pays its commercial
purchases using a money of zero value? How can payments be positive
if no purchasing power is transferred from the payer to the payee?
Bound to remain unanswered if they are related to an economy of
production, these questions can easily be handled if we bear in mind
that no production can be accounted for in international economics. In
order to explain how, internationally, payments can be carried on in a
pure nominal money it is necessary to introduce the financial market
into the picture. In reality, this market was already implicit in the
analysis of Keynes’s credit mechanism, for the deposit of credit
countries with the Clearing Union defines their positive purchase of
financial assets. Hence, countries which benefit from a surplus of their
trade balance are simultaneously net purchasers of financial assets. In
other words, through the financial market surplus countries are
themselves financing the net commercial purchases of deficit countries.
Since the financing comes from the exporting country itself, there is no

- need for the Clearing Union to create any additional purchasing power

which, being deprived of any real base, would only result in a
pathological increase of international speculative capital (through the -
same mechanisms which characterlze the actual dollar standard
system). "

In the termlnology of Ricardo; the bancor would therefore only be a

‘nominal money’ with no intrinsic value which, through its

instantancous circulation from the Clearing Union to the purchasing
country, to the selling country, and back to the Clearing Union, would
essentially guarantee the matching of trade deficits (surpluses) and
surpluses (deficits) in the flows of non-monetary financial bonds.
‘Countries having a favorable balance of payments with the rest of the
world as a whole would find themselves in possession of a credit
account with the Clearing Union, and those having an unfavorable
balance would have a debit account’ (p.59). Moreover, the automatic

- deposit of the bancors earned by a surplus country is a'mechanism
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which guarantees the lending of this surplus to all the deficit countries

without there being the necessity of putting any of them in a particular

financial relationship with the lending country. ‘A country is in credit
or debit with the Clearing Union as a whole. This means that the
overdraft facilities, while a relief to some, are not a real burden to
others’ (p.66).

‘Of course, this mechanism of international payments requires the -

national monetary systems to be reformed accordingly. The actual
anomalous mixing of national and international circuits would no
longer have to occur,-and external transactions would have to be
internalized in order to avoid the inflationary payment of domestic
exports. In the plan elaborated by Keynes nothing was said about the
structural changes to be introduced at the national level.” Yet, though
the proposals for the establishment of 2 currency union are not entirely
conclusive, they provide a new insight into the problem of
international payments as well as the necessary elements for its basic
solution. This conclusion is supported by the analysis of the way
external debts would be serviced under the modern version of
Keynes s plan.. .

2.1, The reform of external debt ser‘vicing as implied in the modern
mteq)remtzon of the Clearmg Union system

As the reader will certamly remember, the actual double payment of
external debt is linked to the use of what is thought to be a net
monetary asset (national currencies like the American. dollar or
internationally issued assets like the IMF special drawing rights) as the
international ‘wheel of circulation’. Since LD Cs have to pay by means
of these assets, external debts must be honoured twice, a first time by
the residents who contracted them, and who have to part with an
equivalent amount of their income, and a second time by the country
itself which has to acquire the monetary vehicle necessary for the
“carrying out of its external payment and which, by so doing, suffers an
equivalent loss of its internal resources. Moreover, considered as net
assets, currencies are the object of speculative transactions which
“increase the degree of instability of the entire system. As Keynes
already noted analysing the improvement in sterling exchange in 1925,
‘speculative purchases of sterling in the expectation of its improving in
value relatively to the dollar’ (1972: 195) were one main cause of
exchange rate variation, the other being the unilateral increase in
demand operated by the debt servicing countries.
Now, the existence of a Clearing Union working on the basis of the
modern principles of international money’ would avoid the actual
shortcomings of external debt servicing. The bancor, in fact, would not
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be issued as a net asset and countries would be able to use it as ‘pure
vehicle’ without being asked to buy it. In order to'service their external
debt, countries would simply have to earn a deposit with the Clearing
Union through their commercial exports. Nowadays, as we already
know, this is not sufficient since the foreign currency available in the
country still has to be bought by domestic money. Tomorrow, the
payment of external debt would only be in kind (part of the exported.
goods and services), so that not a single unit of domestic income would
be lost to the profit of international speculative capital. By crediting the
debtor country with part of the bancots earned through external trade
the debtor country would carry on the external debt servicing on
-behalf of the ‘indebtéd  residents. Thus, being essentially an
intermédiary,: the country would have to earn the equivalent, in
domestic money; of its external payment: the income spent by the
residents ‘would remain at the country’s disposal and profit the
economic system as a whole. .=~ - - - B
 What Keynes noted relative to the indebted European Allies after
World War II still applies perfectly well nowadays to the situation of
LDCs: “They may be expected, therefore, to make constant attempts
to evade or escape payment, and these attempts will be a constant
source of international friction and ill-will for many years to come’
(1972: 25). As analysis shows, the situation is even more dramatic
since, despite their willingness to pay, indebted countries are bound to
.operate within a structure of monetary payments which automatically
invalidates the payment of ‘their external debts: A reform of this
structure is needed if the causes of the double servicing of external debt
are to be definitively removed, and it is in Keynes’s proposals for the
establishment of an International Clearing Union that the fundamental
elements of a new system of international payments.can be partially
found: The vehicular conception of money and the principle of double
accountirig are the corner-stones of the modern-approach and it is from
them that our search for a logical solution to the international debt
crisis has to be pursued: -~ - o L



Part

The Logical Impossibility of Positive External Debt Servicing

For clarity, in this second part of our investigation we shall separate the
nations into two categories, the North and the South, according to the
status granted their domestic currencies. We shall also distinguish
between period p’, in which the South has progressively accumulated
its debt towards the North, and period p when the South starts
servicing its external debt, either in interest or in interest and
amortization. .

Even though the North and the South are groups of countries, we
shall consider them as two different countries, and we shall analyse
their mutual exchanges trying to prove that, in the absence of external
debt servicing, no monectary disorder appears in their monetary
relationship. Of course, this does not mean that the actual system of
international payments is not the source of other kinds of monetary
disequilibrium. As we have tried to show in the first part of this work,
‘within the key currency exchange standard the settlement of
international transactions leads to an inflationary emission of domestic
money and to the ‘deficit without tears’ of the key currency countries.
What we want to focus on here is the peculiarity of the problem related
to the external debt servicing. In this respect it is worthwhile to show
that, domestic disequilibrium notwithstanding, the servicing of . -
external debts 1s the cause of a peculiar monetary disorder among the
countries. . :

While in the first chapter we shall deal with the transactions
characteristic of period p’, when the external debt is built up but not
serviced, in the following chapters we shall analyse the nature of the
formal anomaly arising in period p, when the debt is being serviced by
the South. The main lines of a solution are given in the final chapter.







Chapter Nine
Save for External Debt Servicing No Formal lliogicality

Affects the International Monetary System

1. Money neutrality in the case of trade balance
equilibriu :

Since, in this hypothetical case, the supply and demand of each country
are equal, we can enunciate a twofol% rule whose application is so
important that we can name it the ‘golden rule of international
payments’ (or, for short, the ‘golden rule’). = ,

The golden rule of international payments: -
1. every country pays with its own currency
~ 2. every country is paid in its own currency

- This ‘golden rule’ is of general application, but is it also always

verified? Effectively yes, since the residents of a given country pay for
their internal and external purchases (of either commercial goods or
financial bonds) with the domestic money of the country even if a
further operation on the exchange market is then required for the final
payment of foreign exporters. If a transaction were to be paid only in
the currency of the exporting country it would logically pertain to the
category of domestic or internal transactions of this country. Being
concerned with international monetary relationships, transactions can
therefore be classified as domestic or international according to the
distinction between national and foreign currencies. Moreover, it is
clear that, in the absence of commercial surpluses, no country can
increase its monetary reserves.

Apparently, the ‘golden rule’ is not fully consistent since, if each
country pays with its own money this seems necessarily to imply that
its partner 1s not paid in its own. - o

Yet, the alleged inconsistency of the ‘golden rule’ is avoided by the
current working of the exchange market. In this market every unit of
money spent by a country is converted into monetary units of the
receiving country so that, although every country pays with its own
currency, each country is finally paid in its own money.

Let us represent the payment, in money S (MS), of country’s §
imports (Figure 9.1). Two flows occur in opposite directions: the

monetary flow (represented by a plain line) and a real flow (the dotted -

line). Country § spends a sum of money $ in order to pay for its
imports. . : o - ' '
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goods 1rnported by S

Figure 9.1

As we have already often recalled, the money paid to every economic -
agent is instantaneously deposited “with the barik which issued it. Now,
the whole of money S'is deposited with the banking system of country
S; from which we can induce that country N is debited, to the profit of
$’s banks (where it sets up an equivalent deposit), in the very instantit
receives a sum of money § (Figure 9.2). Flow 1 is the monectary.
payment of country $°s imports; flow 2 is the building up, by country

N, of amonetary deposit with §’s banks. A real flow has therefore to be
added to what is represented in Figure 9.2.: country N acquires a bank.
deposit in money, real payment of its exports. In fact, every bank
“deposit is a real good or, alternatively stated, ‘really’ defines 2 good
(Figure 9.3). Finally, country N acquires a real good in exchange for
the commercial goods it sells; the payment made by § is, therefore,
monetary in its form and real in its content.

MS

goods lmported by § N

8 -

Figure 9.2

.. imported by N

Figure 9.3

If we did not know the distinction between nominal and real money,
we would consider the payment of §’s imports as an exchange between
a sum of money and a given amount of commerc1al goods. In reality,
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the nominal payment (in money S) made by country §’s importers is
immediately taken' back by §’s banks, that convert it into a real
payment in favour of country N (which becomes the holder of a
deposit with country §’s banks).

.From the payment of §’s imports it follows, in fact, that the two
countries only exchange real goods: country N gives up commercial
goods whereas country § yields up financial goods, i.e. bank deposits.
Being logically necessary, the inclusion of bank deposits into the
category of real goods proves that, as it is paid with a sum of money,
country N is instantaneously paid with a sum of real goods.
__Apparently, the payment made by § becomes effectively real only
afterwards, when N is a net importer of commercial goods. In fact, N’s
payment is real at the very instant the country is paid for its exports,
even if what it gets is a sum of money and not a “mass’ or a ‘volume’ of
commercial goods. Indeed, what N immediately (i.e. at the precise
instant it is paid in money) gets, is the counterpart, in bank deposits
(real goods par excellence), of the real goods it has given up.

- We thus reach the conclusion that every payment in nominal money
is a ‘vector’ of real goods. At the moment §’s commercial exports are
paid, the two countries exchange real goods through the
intermediation of a circular flow of money S. Finally, let us note that
every real good carried by ‘the great wheel of circulation’ moves in the
same direction as its vector. (Figure 9.4), In this ‘monetized’ exchange,
we find simultaneously a sum of nominal money and an equivalent
sum of real money: - ' :

. sum of money § = x

goods imported by N = x

— _—

" sum of money S = x

Figu_re 9.4

1. ‘-cc.)untry S is debited with iﬁ_ni_ts_ of money S, nominal flow which
 carries a bank deposit (BD) of S to its partner N; and
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simultaneously . ) .
2. country N is debited with x units of money S, nominal flow
which carries an equivalent volume of commercial goods to its
partner S. : -

Usually, the equilibrium of a country’s trade balance is represented in
the commercial markets as the equality between the goods it exports’
and the goods it imports, an equality which can be verified only at the
end of every given period. This method is clearly irreproachable, but it
has the status of a pure convention. The choice of the periods of
reference, in fact, is forcibly discretionary; is it a matter of a week, a
month, a year? As soon as it becomes evident that bank deposits have
to be included in the set of real goods, another class of equivalence is

_brought onto the stage: with each payment it carries out a country

alienates an equivalent amount of bank deposits. It follows that, in our
example, country § gives real goods in the same operation which
defines the payment of its imports: in this sense balance of payments
equilibrium 1s permanently verified, at whatever instant of
chronological time. Hence, at thé very instant country S pays its
current commercial imports, it exporzs the exact counterpart of bank

“deposits.

Let us now consider what happens to country N. According to the
hypothesis we are following here, within the chosen period N is also -
importing goods up to a value of x units of money S. However,

- according to the ‘golden rule’ country N pays for its purchases in
money N, and not in money S. For simplicity let us suppose that, on

the exchange market, 1 unit of money S is equivalent to 1 unit of money
N. The payment of N’s imports thus conforms to the following
representation as shown in figure 9.5. It is not necessary to explain this
figure at length; the principle is known: spent by the importers of
country N, money N flows instantaneously back to the banks which
issued it. As a matter of fact, country § is not paid in money but in real
goods since, in exchange for its commercial exports, it obtains an
equivalent amount of deposits with the banks of country N. To reach
the opposite conclusion — namely that N’s payment is monetary and
not real — would mean to mix up erroneously money, a simple vector,
and monetary deposits, the favourite real goods.

The first point of the ‘golden rule’ has thus found its full application.

-We now have to apply its second point: every country is finally paid in

its own money even though it is first credited with the currency of its
partner. What we have here is an operation on the exchange market
where each country gives the other the deposit in foreign money which
it had initially obtained in exchange (or as real payment) for its exports

_ (Figure 9.6). The reciprocal flow of the deposits in foreign money takes

place by means of monetary vectors of the same defimtion and of the
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sum of money N = x

goods exported by § = x

—

— J—

“BD (in money N ) = x

sum of money N = x

Figure 9.5

same direction. Thus, we can see that N is debited with money S to the
benefit of §, and that § is debited with money N to the profit of N:
these mutual credits amount to the retrocession, by each country, of
the deposit first obtained in exchange for its commercial sales.-

sum of money N = x

BD(in_mo_neyN-)éx
— T~

\
— A

. — -

"BD(inmoneyS).=x '

sum of moriey S =x

Figure 9.6

On the basis of the ‘experimental’ exchange we have just observed we
can try to derive the (general) definition of every operation of foreign
exchange. o '

The first point of the ‘golden rule” applies independently of the
exchange market since each country pays for its purchases in its own
national currency just ‘as if they were domestic transactions. The
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second point of the ‘golden rule’, however, directly involves the
exchange market. Now, this involvement is double for a double
reason: each country launches a vectorial (nominal) foreign currency
to get a vectorial domestic currency, and, on the other hand, each
country gives up a bank deposit made up in foreign money and gets, as
counterpart, a bank deposit made up in its own money. Hence, to
change a national currency into a foreign currency is to conclude an
operation between vehicular monies of distinct ‘denomination’, and,
therefore, between the corresponding bank deposits. Like every other
monetary transaction, an operation of foreign exchange is, thus,
simultaneously nominal and real. ' '

An operation on the exchange market is either unilateral or
reciprocal. Let us reason in terms of currency S and N. It is certainly
possible that, at a given instant, a sum of money Sis changed into a sum
of money N but money N is never changed into money §. Yet, it
remains true that no one could obtain a sum x of money N if somebody
else did not give it up. This is, of course, a truism. And, given that a
truism can never be dismissed, it is necessarily implied even in
unilateral foreign exchanges. But what is the exact definition of a
unilateral exchange? We are on the right track if we distinguish
between two conceivable situations: at the instant the owner of money .
S asks for a sum of money N it is possible but not necessary that the
owner of money N asks (simultaneously) for a sum of money S; if this
happens, the transformation of money S into money N is reciprocal, if
not, it is unilateral. But let us be more precise. Considered as an act, a
monetary exchange is a demand. Suppose the exchange rate between
money S and money N to be 1 MSfor 1 MN. If the holders of money S
demand x units of money N in exchange for x units of money S, the
transaction will take place at this rate provided the holders of money N
demand, simultaneously, x units of money S in exchange for x units of
money N. The equality, in quantity and prices, of reciprocal desires or
wants is the necessary condition for the exchange rate stability, mohey
S being, then, neither appreciated nor depreciated in terms of money
N. Now, it is not at all certain that the desire shown by the holders of
money S, who demand x units of money N against x units of money S,
will be met at this exchange rate; it will only be if the holders of money
N simultaneously demand x units of money S against x units of money
N. The measure of a demand for foreign money is given by the product
of the price of one unit of this money and the number of units desired.
This time the definition of the two kinds of exchanges, unilateral and
reciprocal, is sufficiently clear: an exchange is reciprocal or unilateral
according to whether the reciprocal demands of the two currencies are
equivalent or not (these demands being determined and compared on
the basis of the exchange rate resulting from the previous exchange

_operations). . - e ' SRR
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The hypothesis of this section is the équilibrium of trade balances. - -

Now, it can easily be shown that this’ condmon defines perfectly
reciprocal exchange operations.

It cannot be denied, however, that the S1multane1ty of the  exchange
operations called for by the final payment of each country’s imports 1s
not assured, except in one particular case (which we shall soon
analyse). For the sake of clarity let us suppose that the holders of x MS
in country N decide to change in one go — atinstant t— the totality of
this sum (into money N); let us also suppose that the holders of x MN
in country S are able to offer this amount of money N (in exchange for

money S) in just one operatlon — atinstantt’. Now, thereis nothing to |

indicate that instants tand t’ coincide. On the contrary, t precedes or
follows t" in chronological time. The case where t < t' is sufficient to
illustrate the general solution since t’ <t is its exact opposite. At
mstant t country N’s exporters bring x MS to the exchange market in
order to obtain its countervalue in'money N. The previous exchange
rate being 1 MS for 1 MN, we observe that there is an appreciation of
money N in terms of money S since the desired exchange is unilateral:

money N is the object of a net (or. excess) demand in moneyS. If this
appreciation - were effectively. to take place at-instant ‘t, a
counterbalancing depreciation would occur at instant t/, where a net
demand of exactly the same proportion characterizes the purchase of
. money S. Yet, these ‘rebounds’ would occur only on a ‘blind’ exchange
market, with no forecast.and no time transactions. Modern techniques
can easily smoothall the differences whose sum is nil in the short term,

It is therefore correct toconclude that everythin g happ ens as 1f instants
vand t" did perfectly coincide.

This result is experimentally verified when the Central Banks of the
two countries ‘take back’ the foreign currencies earned on both sides: it
is then in one and the same operation that §’s Central Bank gives up x
MN and that N’s Central Bank gives up x MS, wh1ch is a ngorous
definition of a reciprocal exchange. -

It seems therefore to follow that only the equ1hbr1um of trade
balances can account for the neutrality of exchange market operations.
Now, what we are going to verify is the exact opposite: if the overall
balances are equilibrated in periods p’, in which no external debr is
serviced either in interests or amortization, the foreign exchanges
induced by the mutual imports of commercial or financial goods are
reciprocal, and, therefore, neutral, so that they rigorously preserve the
external value of both currencies. :
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2. When trade balances are out of equilibrium
monetary order is maintained by oﬁsettmg cap:tal
flows disequilibria

Let us suppose that, in period p’, the South imports commercial goods
up to a value of x + y units of money S while the North’s commercial

_imports. amount to x units of money N, and let the previously
determined exchange rate be equal to 1 MS for 1 MN.

Up to x units of money $ country § finds in its own commercial -
exports the monetary resources necessary for the payment of its
commercial imports. But from where can it derive the balance? Asitis, -
we may think this is a false problem since every country has always at
its disposal, in its own money, the resources necessary for the payment
of its foreign purchases. Thus, what would prevent § from spending (x
+ y) units of money S to the profit of N’s commercial exporters? Yet,
we should not forget the second point of the ‘golden rule’: the final
payment of N’s exporters has to take place iz money N. Consequently, -
it would seem that the South will exert a demand equal to (x + y) MS
relative to the money of the North while the demand exerted by the
North relative to the money of the South will only be equal to x MN.
The difference would define an excess demand for money N in terms of
money S, a disequiiibrium that would lead to a depreciation of country
§’s currency.

The disequilibrium that we have just pointed out 1s groundless In
fact, the South has to acquire y units of money N in order to pay its net -
commercial imports; this is a true purchase whose counterpart 1s
necessarily real, a condition which is verified for every purchase. But
what is this counterpart? It is made up of non-monetary financial
bonds that country §’s residents sell to country N’s capital lenders. The
South’s need to sell bonds to the North simply shows the fact that a
sum y of money N has to be found by S on the financial markert given
that it cannot be derived from the commercial market. Let us represent -
the two real terms of the exchange taking place on the financial market
as shown in Figure 9.7. This scheme complies with the first point of the

‘golden rule’: the South pays in its own money (y MS) for its external
purchase of bank deposits (BD = y MN); symmetrically, the North
also pays in its own money (y MN) for its external purchase of
non-monetary financial bonds (for a global value of y MS).

However, the first point of the ‘golden rule’ finds ‘another
application when country § exchanges the bank deposit it has acquired
in money N against commercial goods imported from country N. In
fact, every country pays for its external purchases in its own morney;
we can thus induce that § pays for its net imports in money S, and that -
N buys back, in money N, the monetary deposits built up in its banks
to the benefit of country §’s residents (Figure 9.8). :
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non-monetary financial bonds
=Y MS§
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Figure 9.7
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Even before the second point of the goiden rule’ applies it appears that
from a real point of view the operation is reduced to the transfer of
financial bonds (= y MS) by § and to the reciprocal transfer of

commerc1al goods (= y MN) by N (Figure 9.9).
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commercial goods

=YMN

non-monetary financial goods
=Y MN

Figure 9.9

The second point of the ‘golden rule’ being now applied, country N is
debited with 2y MN and country § with 2y MS, each one to the profit
of the other. The operation (international exchange of financial bonds
against commercial goods) finds its final completion in a circuit of
vehicular money formed by a debit of 2y MS incurred by country N
and a debit of 2y MN incurred by country S. Each country is thus
finally paid in its own money; S gets 2y MS because it has exported
non-monetary financial goods equivalent to y MS and, by recovery,
bank deposits equivalent to y MS; symmetrically, N’s earnings are
globally equivalent to 2y MN since it exports bank deposits (then
recovered) for y MN and commercial goof for y: MN (Figure 9.10).

2y'MS

Figure 9.10

If we abstract the reciprocal transfer of y units of money N as bank -
deposits we can see that, internationally, each country offers and
demands real goods for the same amount; country § offers non-
monetary financial bonds and demands commercial goods to a value of
y MS whereas country N offers commercial goods and demands non-
monetary financial bonds to an amountof y MN. . .

The international exchange we have just described is neutral on the '
exchange market despite the deficit of country §’s trade balance (in
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periods p%. Let us give a further and more direct proof. of -this.
neutrality. '

Figure 9.11

Country N pays in its ‘own currency (flow 1) but country § is
eventually paid in its own: this means that country § exerts, in money
N, an excess'demand for money S'(flow 2 and 2') (Figure 9.11). Yet,
country § pays in money S whereas country N is:eventually paid in
money.N. It then follows (without it being necessary to represent the
phenomenon) that country N exerts, in money S, an excess démand for
money N.-Now, since the two excess demands of opposite sign ar¢
equivalent, it can- easily be induced that, in themselves, the
international transactions of periods p’ have no repercussions on the
external value of national currencies; 1n particular, country $’s money
does not experience the négative rebound -of its net commercial
imports. B e S :

'This nice harmony, however, will be inexorably shattered starting
from period p; in the following chapter we shall establish that the
external debt servicing undertaken by country § has a disruptive'and
unavoidable  consequence for ‘the external value of its domestic
currency. = - o7 SRR IR




Chapter ten

External Debt Servicing: the Source of a Formal Anomaly

We shall first prove that external debt servicing breaks the ‘golden rule’

' of international payments (section 1). Then we shall analyse the exact
meaning of this anomaly (section 2). And finally, in section 3 we shall
try to highlight the hidden vice; its effect is gravely disruptive since it
counterg the efficacy of the heavy sacrifices imposed on the South,
whos& €ommercial i#ports remain literally unpaid for. -

1. External debt servicing (principal and interests)
breaks the ‘golden rule’ of international payments

To service a debt is to pay an interest or part of the capital due.
Whichever it is, creditors are serviced through a transfer: they obtaina
fraction of their debtors’ savings. . o L -

Strictly speaking, a transfer is a unilateral flow; its beneficiary gets a
positive payment but does not make one. To be precise, transters are

defined by the real payment of creditors, who give nothing in . .

exchange, neither commercial or financial goods nor bank deposits.
~ Ttwill be remembered that, relative to periods p’, we did not find any
unilateral payment; the South had effectively obtained commercial
goods without any commercial counterpart but it had also given up
(non-monetary) financial goods without any financial counterpart:
- equivalently negative and positive these two net transactions expressed
a global equilibrium, in which debt and credit payments of each
 partner were perfectly matched. o .
Thus, if it-is confirmed that external debts are serviced. by the
unilateral payment (in amortizations and interests) of the. countties
whose residents are. indebted, it will be because a novel situation
appears after period p, during which all payments followed the logic of
exchanges. '

Now, it is possible to conceive of the external debt servicing as being
no exception to the general regime of exchanges. Let us suppose, in
fact, that in period p the North sells (non-monetary) financial bonds to
the South in order to obtain an equivalent sum of deposits with §’s
banks; the purpose of the operation being the payment by N of its net
commercial imports. Let us represent these two successive operations .
schematically as in Figure 10.1. '
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non-monetary - bank deposits
. financial bonds ' ) in money of the South
- —— o - — — —

S N~ s N
it R e e — .
bank deposits : ‘ net transfer

in money of the South of commercial goods

Figure 10.1

Under these circumstances the North makes a real payment to the
South since it first gives up financial bonds in order to get an equivalent
amount of § bank deposits; it then follows that real payments are
reciprocally equal: the South gives up commercial goods and the
North gives up (non-monetary) financial bonds. Despite the perfect
reciprocity of real transactions; the South services its external debt, for
it cancels out the financial obligations, which the North underwrites in
its favour to pay for its net commercial imports. The ‘golden rule’ of
international payments is complied with in the successive exchanges
(which we have just been representing), and the South’s external debt

servicing is the result of a compensation (Figure 10.2).
Clearing

non-monetary bonds (B') corrésponding
. to the indebtedness of § '

new non-monetary bonds (B) corresponding :
to the indebtedness of N

Figure 10.2

Factual evidence shows, however, that external debt servicing is not
carried out through compensation. The fact is that the North does not
have to make a financial payment of its net commercial imports except
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under the form of a transfer of bank deposits in money N. As a
consequence, the South obtains #o amount of non-monetary bonds as
payment for its commercial exports surplus. In the real world there is
therefore no room for the slightest compensation between financial
bonds first issued by the South (in periods p’), bonds B, and new
financial bonds, bonds B, that the North would issue for the payment
(starting from periods p) of its own net commercial imports; bonds B
are purely hypothetical.

The anomaly inherent to every external debt servicing, thus, takes
the form of an asymmetry: in p’ the South finds it necessary to contract
a(non-monetary) financial debt towards the North (emission of bonds
B'); otherwise the South would not find the purchasing power, in
money N, needed to match its commercial deficit. And this situation is
not reversed at all in period p; on the contraty, inevery period in which
the North’s commercial imports are net, it pays-the South simply by
givirig up equivalent net sums of bank deposits defined in money N:
the North does not cover its commercial deficits by the emission of
non-monetary financial bonds (bonds B’). It follows that the South is
never in-a condition to compensate its bonds B’ with other bonds B’
(since no bond B’ is obtained by § in exchange for its commercial
exports). e S : e

Another demonstration leads to the same conclusion. The ‘golden
rule’ is not respected since every external debt servicing carried out by
the South defines a ‘non-purchase’ of the South: in order to service its
debt, the South abstains from purchasing commercial or (non-
monetary) financial goods from the North. The North purchases a
surplus of commercial goods from the South while the South purchases
nothing from the North (except, of course, monetary financtal goods,
bonds B): it is to the extent that the purchases of the North are not
correlated to any purchase of the South (of commercial goods or
gon—monetary financial goods) that the South services its external
. debt. : - _

- Let us develop the analysis of the last paragraph. In paying for its
commercial surplus the South purchases an equivalent amount of bank
deposits previously built up in the banking system of the North; in this
sense the South purchases real goods from the North. Yet, in order to
service its foreign creditors, the South does not purchase any non-
monetary real good; in exchange for its trade surplus the South gets
neither commercial goods nor non-monetary financial bonds. On the
contrary, as we have seen, in periods p’ the North obtains a sum of
non-monetary financial bonds as final payment for its commercial
exports surplus. Let us again call B’ the non-monetary financial bonds
and B the monetary financial bonds. In periods p’ the South gives up
bonds of type B’ starting from period p the North gives up only bonds
of type B (its own bank deposits)(Figure 10.3). We have already shown
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that if, since period p, the North had to contract non-monetary

financial debts (bonds B’) in order to cover its excess commercial

purchases, everything would be ‘normal’, for the South and the North
would be placed in a symmetrical situation as to the financing of their
trade deficits: North and South would be on the same footing.
However, observation-reveals a totally different reality: while the

South has to issue bonds B’, the North confines itself to the emission of
bonds B. '

periods p' from period p onwards

Figure 10.3

The ‘golden rule’ of international payments allows every country to
pay, as well as be paid, in its own money. This permutation is possible
tor only.one reason, namely that every country buys from the other an
equivalent amount of non-monetary real goods. Now, in the new
situation characterizing the external debt servicing the South does not
purchase any non-monetary real good from the North. The ‘golden
rule’ is thus broken: T - .
. Let us retain here only the purchases of non-monetary real goods.
The object of the analysis can be further simplified by abstracting the
commercial exports which are compensated by commercial imports.
The essential -object of our inquiry is therefore identified with the
commercial exports surplus whose payment is devoted to external
debts servicing. Let us represent the type of exchange we are interested
in by referring, first, to real flows alone as shown in Figure 10.4. In this
scheme the first point of the ‘golden rule’ is applied to country N alone:
N pays for its excess purchases of commercial goods (as it does for the
totality of its commercial imports) in money N. - :
-+ It 18 true that we still have to account for the service of §’s external
debt (Figure 10.5). The complementary transaction that we have just
represented is not a purchase but'a unilateral transfer: country $ gives
up, to'the benefit of its foreign creditors, the bank deposits in money N
which it had initially obtained as payment for its excess commercial
- Operations would follow a completely different path if country N
contracted a non-monetary financial obligation in view of the payment
of its. excess commercial imports, In this case the first point of the
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commercizl goods

Figure 10.4

Figure 10.5

‘golden rule’ would apply also for country S, which would pay, in its
own money, for the new non-monetary bonds (B’) issued by country
N in view of ‘the payment of its excess commercial imports. In
- comparison with the North, a net commercial buyer, the South would
‘be; to the same extent, a net financial buyer. = : 2
~ Yet, the world is such that the North pays for its net purchases by
issuing monetary obligations: it pays directly in bank deposits and not’
by issuing non-monetary obligations. ~
It logically follows that every external debt servicing of country §
defines a purchase of S equal to zero. The country has therefore to
undergo the sheer loss of the bank depositsin money N initially earned
through its net commercial exports. : R
We now reach the conclusion; country N-pays for its (net) purchases
in money N; correlatively country S does not purchase anything but
limits itself to the transfer of deposits in money N to its foreign
creditors. In one word, and contrary to the ‘golden rule’, the pertinent
international transactions call for only money N, of which we can now
represent the flows both in their nominal and real aspect( See Figure
© 10.6). Operation 1 is the purchase, by (the importers of) country N of
country $’s trade surplus, which thus obtains a sum of deposits with
N’s banks. Operation 2 is not a purchase; country § does not therefore -
spend any sum of money S; it is a deposit in money N that §°s debtors -
unilaterally transfer to their foreign creditors.
~ The indebted country (S) first tries to gain key currency bank
deposits, an objective which it attains via a trade surplus; the country
thus has the possibility of paying, to the benefit of its foreign creditors,
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- MN

commercial surplus

Figure 10.6

interests and amortization of its external debt (in money N). This
clearly means that country S finally transfers to its creditors the whole
(or part) of the monetary product, deposited with the banks of the
North, which it first obtains as payment for its commercial surplus.
Operations 1 and 2 of Figure 10.6 are then confirmed. It follows that,
always to the extent of its current external debt servicing, the South
pays the North in money N and is paid by the.North with this same
money: this lack of symmetry, money S not being associated with
operations 1 and 2, defines the vice inherent in external debt servicing.
We now have to discover the exact meaning of this vice. '

2. The exact meanihg-of the an_omély inherent in

external debt servicing

Let us remind ourselves that, consistently with the first point of the
‘golden rule’ of international payments, in periods p’ the North pays
for its external purchases of non-monetary financial goods in money
N; symmetrically, country § pays for its (net) foreign commercial
purchases.in money S. Thus, each country earns the currency deposits
required to cancel out non-residents’ deposits in its own banks (second
- point of the ‘golden rule’). : '

In the case of external debt servicing, country N pays for its (net)
commercial purchases in money N; but country § is bound to give up
every payment in money S; and this is for the double reason that its
foreign creditors require payment in money N and that country N
does not sell any new non-monetary obligation that country S would
purchase (in money S). Let us repeat, in fact, that if, in order to match

-1ts trade deficits (since period p); the North were required to export
non-monetary financial bonds, country § would pay for them through
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the expenditure of an equivalent sum of money S: the non residents’
deposits created in money S in country N and in money N in country §
would verify, therefore, the first point of the ‘golden rule’, a necessary
and sufficient condition for the enforcement of the second point of this
rule. In fact, since the North and the South pay the entire external debt
servicing in the money. of the North only, the South cannot in the least
impose on the North a measure of money S equivalent to the money N
which it has to accept as payment for its commercial surplus.

Let us try again to show the way operations would take place if each
country were authorized to impose on its partner, either
symmetrically or within the equivalence of exchanges, a measure of its
own money. |

Country S would purchase from N new non-monetary. financial
obligations for a sum of x MS. For its part country N would purchase
from $ a commercial surplus for a sum of x MN. These two purchases
and the way they are paid would conform to the first point of the
* ‘golden rule of internanonal payments’.

The second point of the ‘golden rule’ would then apply: N would
buy back from  the deposit of x MN;; reciprocally § would buy back
from.N the deposit of x MS.. '

Finally, in the application of the two points of the ‘golden rule’ we
would ascertain that the goods exchanged between the two countries
would eventually include no-bank deposit: N would give up non-
monetary financial goods, and § an equivalent surplus of commercial
goods. - . o -

We are thus approaching the exact meaning of the disorder inherent
in external debt servicing. A contrario, no disorder appears when the
transfers of bank deposits are finally replaced by equivalent transfers of
non-monetary real goods. It follows that the vice inherent in the

- servicing of external debts can be thus expressed: the indebted country
(S) is bound to accept a final payment under. the form of currency
deposits. The order would be safe only if § received, as final payment
for its trade surplus, a non-monetary foreign good. ' s

Let us go - back to the terms of the symmetry with which we are
dealing here and which, according to our analysis, are not complied
with in the case of external debt servicing. o :

In periods p’ neither the North nor the South get, as final payment, a
sum of deposits with foreign banks; the North gets non-monetary
financial bonds and the South an equivalent volume of net commercial
imports. Since period p the South cannot avoid receiving, as final
payment, a sum.of deposits, which is equal to the servicing of its
(previously -accumulated) external debts, made up of N’s money.
Hence, periods p’ -show the perfect symmetry of . international
payments, since non-monetary real goods are transterred by § to N and
by N 1o S, whereas §’s external debt servicing, carried out in period p, is
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the source of asymmietrical obligations for the two countries: § has to
give up a commercial surplus while N only gives up, as ‘counterpart’,
an equivalent sum of bank deposits (in money N) 1e. monetary real
goods (bonds B).

We could even speak of a double symmetry, every external debt
servicing creates an asymmetry in the very period (since p) in which it
takes place; but every asymmetry of this kind is identically verified
between the period (in p’) in which the corresponding debt is formed
and the period (since p) in which it is serviced. Inevitably with all the
weight placed on the indebted country alone, the asymmetry arising
from the servicing of its foreign creditors is illustrated by the fact that
the country is bound to accept simple currency deposits as unique and
final payment of its trade surplus (unless it gives up servicing its
external debt).

Let us resort to a series of simplified representations of the events
occurring during periods p’ and, mutatis mutandis, since period p
(Figure 10.7). Tt will be noted that we have introduced an
indifferentiated vehicular money (MV); according to the ‘golden rule’
of international payments, vehicular currencies of different countries
are in fact interchangeable. In the circuit of an ‘abstract’ vehicular
money the North and the South are thus exchanging commercial
surpluses and equivalent financial bonds, by which we mean, of
coutse, non-monetary financial bonds (bonds of type B’).

-exchanges in p .

MV

bonds B':

commercial surplus{ T

Figure 10.7

In period p country § starts servicing its foreign creditors, an
operation Whlch presupposes that § has a positive margin of net
commercial exports (Figure 10.8) If the bonds given up by the Northin
perlod p were of type non- monetmy, the order would be preserved
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since the two countries could then compensate bonds B’, currently
obtained by S, by bonds B’ previously obtained by N. We would
verify, then, that the ‘golden rule’ of 1nternat10nal payments applies
equally Well in perlod pand in penod p'- .

© exthanges in p

MV

. commercial surplus

bonds B

Figure 10.8

In reality, however, the North gives up bonds of type B, i.e. simple
deposits with its banks. A reciprocal cancellation (compensation) of
bonds B’ on the asset side of both countries is therefore not possible.
The only available alternative for the indebted country is to transfer to
its foreign creditors (totally or only partially) the bonds B (mere bank
deposits) obtained as payment for 1ts commercial surplus. Now, to
transfer means to ‘transport’: a vehicular money is thus involved in ‘the
transfer of bonds B (from S to N) (Flgure 10.9) This time the target has
almost been hit. In so far as it services its external debts, the indebted
country () is the object of a NET debit in vehicular money.:

Figure 10.9 Transfer of bonds B from country § 1o its creditors in N
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The same target is perfectly hit if we add a sgecification,which, asa

matter of fact, is evident: the nature of the vehicular money is clearly
determined since the payment can only be carried out in money N.
Insofar as it services its external debts, the indebted country (S) 1s the
object of a NET DEBIT in VEHICULAR MONEY of COUNTRY

Given the intrinsic difficulty of the subject it is worthwhile to

re-examine it ab initio. Let us reason again starting from ‘principles’.

The instant country S gets paid for its current net commercial exports
country N is debited with a given amount of its own money, x MN.
- However, § immediately transforms this payment into an equivalent
deposit with N’s banks. This is because money N is a bank money and
because every payment carried out in bank money flows
instantaneously back to the very bank which issues it. To reason
differently would amount to mixing up money, as such, with monetary
deposits. The beneficiary of a payment obtains, finally, the possession
of a bank deposit: it is proof that it spends, without delay, the money
which it gets in order to build up an equivalent deposit with the bank
which carries out its payment. Hence, the instantaneous circuit which
is defined by every flow of bank money is a vebicular movement. In the
case we are analysing here, country § instantaneously sends back to
country N’s banks the payment in money N which it gets as payment
for its commercial surplus; we thus note that country § is
instantaneously credited and debited with x units of money N, ‘debit-
credit’ which is the definition of a circular movement of x units of
money N or, identically, of x units of vehicular money N. Let us
represent this circuit once again(See Figure 10.10).

(x units of vehicular money N

net exports of commercial
" goods = x MN

deposits of x units of money N

x units of vehicular rhoney N)
Figure 10.10
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In the operation represented in Figure 10.10 the North gives up a sum
of real goods under the form of deposits with its own banks (monetary
financial bonds)up to x MNj reciprocally, the South gives up.a surplus
of commercial goods whose value is equal to'x MN. It is certain, of
course, that the bank deposits given up by N are as much real goods as
are the commercial goods given up (as surplus) by §. Now, this
payment is a ‘monetized” exchange, that is to say a transaction taking
place by means of a monetary crcuit: nobody should mix up,
therefore, the circuit described by x units of money N with the goods
exchanged through the intermediary of this circuit. Represented by
plain arrows, the vehicular money instantaneously ‘passes through’ the.
assets of N'and §, whereas the real goods given up by both sides define.
positive deposits: a.bank deposit of x units of money N is entered on
the asset side of $’s balance sheet and an equlvalent sum of commercml' '
goods is entered on N’s asset side.

To.summarize we see that the exchange of bank deposits (in money
N)and commercial goods (produced by ) calls for the circuit of x units
of money N: country § is thus simultaneously credited and- debited
with the sum of x units of money N. Country § is credited with x MN

-as payment for its commercial surplus, and § is immediately debited
with x MN in order to create an equlvalent deposn: in its favour Wlth.
the banks of country N.

Everything is all rlght up to here. But a serious disorder appears
when country § starts servicing its.external debts: to this purpose S1s
debited with x units of money N, a net debit by which § transfers to its
creditors the ownership of equwalent bank deposits with the banks of
the North. And how could § transfer to its creditors a bank deposit in
money N if not through the debit of its accounts with the banks of
country N? Once the distinction between a ‘flow of debit’ (vebicular
money) and the object of this debit (bank deposit or rea! money) has
been understood 1t becomes clear that every time it services its external’
debt country § suffers from two distinct sacrifices since it undergoes a
VEHICULAR NET DEBIT of x units of money N simply to transfer
unilaterally a DEPOSIT of x units of money N to its foreign creditors.
(Figure 10.11)

Figure 10.11 represents the dowble debit of country S, which
transters a deposit of x units of money N to its foreign creditors (Figure
10.12) and which, moreover, is debited with x units of wvehicular
money, x MN, to the benefit of country N (Figure 10.13).

Itis loglcally impossible to transfer a bank deposit — a sum of real
money — if not by the debit of its present holder and the credit of its
new owner, which defines a flow of vehicular money; and, since
country § transfers a deposit of x MN to its creditors in country N, S 1s
debited with x MN. In a few words, country § provides both the vector
of the transfer and the object to be transferred: the vector is the sum of
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" deposit of x units of money N

Figure 10.11 -

Figure 10.12

x MN of vehicular money . _

N ————————————»N

Figure 10.13 . -

x units of money N which carries an equivalent deposit in moncy N to
$’s creditors. - - COEE
The distinction of the two monies, nominal and real, is not ar all
- mysterious; on the contrary, it can be found everywhere, even within
domestic transactions. Let us suppose 7 and s to be residents of the
same country, and MN to be the currency of this country. To transfer a
deposit of x MN to his correspondent, s has to ask for his bank account
to be debited with x MN: correlatively, 7 is credited with x MN. As
soon as we distinguish between the actions and their results we can see
that the action or the operation defining the debit of s and the credit of
n is the necessary and sufficent condition for the transfer of a deposit of
x MN from s to ». Considered in itself this transaction is a movement of
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wqbﬁmlar money; its result is a sum of real money newly deposited
with 7.

We have just seen that it is perfectly ‘normal’ for every ‘payer’ to be
debited rwice, that is, in vebicular money and in real money. Given
this, where can be found the alleged anomaly which would afflict the
indebted country (§)? Despite appearances to the contrary, it is
certainly there. To discover it, it is enough to look more closely at the

comparison between domestic payments and international payments.

In order to transfer a deposit of x MN to his correspondent, s is
effectively debited with x units of vebicular money; however, in the
same movement, that is instantaneously, s is credited with x units of
vehicular money; globally, therefore, s is faced with 7o net debit in’
vehicular money: in the operation under investigation s is debited only
once, namely through the negative transfer (to the profit of ) of x units
of real money. As far as country S is concerned, relative to
international transactions, the analysis is less smooth: S is debited
without being credited with x units of vehicular money (x MN); it
follows that § is submitted to two distinct debits since its debit is net in

“money N both in terms of vebicular money and in terms of real

money.

‘The vice we have just been discovering is of the utmost gravity since
it nullifies the payments of country §’s commercial surplus as long as
these are employed to service its foreign creditors.

3. The South’s net commercial eXports remain unpaid
in so far as their payment is annulled when
transferred to foreign creditors

Let us first enunciate a truism: an economic agent cannot keep owning
the sum of money which he has just given up to his creditors. If, within
the period we have been considering, the South gains a deposit of x
units of money B from its commercial surplus, it would be absurd to
claim that § ¢an simultaneously retain this gain and use it for the
servicing of its external debt. However, is it really true that the South is
deprived of the payment of its net commercial exports since it gives it
up to its creditors? In fact, such a conclusion would be wrong. Like
every physical or moral person, the South has to honour its
obligations: it is therefore perfectly licit for the South to sacrifice at
least part of its net externa? gain in order to service, in interests and
amortization, its foreign creditors. The following scheme illustrates

this truism, as shown in Figure 10.14.

The payment of its current commercial surplus gives to the South the

" ownership of a deposit with the banks of the North, of an amount of x -

MB; successively the South has this deposit transferred to its creditors
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‘net gain of the South: deposit of x MB
transfer of this gain

Figure 10.14

in the North: is it logical, in these conditions, to conclude that the
South has not obtained, finally, any payment for its trade surplus? The
correct answer 1s, obviously, that the South has fully obtained the
countervalue of its net exports, from which it has definitively gained x
units of money deposited with the banks of the North. In other words,
the external net gain of the South is not in the least under dispute at the
instant it is transferred to N’s foreign creditors; on the contrary, s
external income is confirmed since nobody could positively transfer an
income, which had been cancelled. The external gain of the South
remains net since the South gives it up to the benefit of its creditors in
the North. ‘“The one who pays his debts gets richer’. The South is
therefore the beneficiary of the gain which it derives from its trade
surplus even after having used it for the servicing of its external debt.

Transposed into more formal language the preceding truism reads as

follows: the transfer of an external income of § is.an expenditure which -

does not at all diminish the initial formation of this income.-In other
words, the formation of §’s income and the subsequent expenditure of
this income are opposite flows which cannot neutralize each other.
Let us develop this analysis further, and call IF the formation of §’s
external income and IE the expenditure of this income to the profit of
the foreign creditors of the South. In a given period the South witnesses
the positive formation of an external income, derived from the
payment of its trade surplus: IF = x MB. In the same period the South
spends this income on the current service of its external debt: [E = x
MB. It would be totally. illogical to merge these expenditures of
opposite sign as if the formation of §’s-external income were positive

only for the difference IF — IE = 0. In reality, the expenditure

concerning the formation of $’s external income is net relative to every
expenditure concerning the disposition of this income; if this were not
the case, every income formation would be neutralized by the
subsequent expenditure of this income, so that the economic agents
would systematically nourish positive expenditures out of non-
existent incomes! This absurdity is avoided when, relative to §, the
positive expenditure IF and the negative expenditure IF are kept
separate; empirical observation shows that these expenditures do not
‘fuse’ together. It is-true that, in this respect, not every “fusion’ is

[
I
i
i
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definitively avoided: the resu#i: of expenditure IF (= + x MB) and the
opposite result of expenditure IE (= — x MB) define one and the same
reality, positive and negative, i.e. a sum equal to zero (+ — x MB).
Finally, the expenditures of opposite sign remain net relative to one
another but the results of these expenditures are fused together and
verify the cancellation of opposites. ' '
QOur analysis has been developed here at the level of a simple truism.
Now, truisms are obvious truths in every logical system; we are
therefore compelled to speak of a non-system each time that a truism is
not complied with. And this is precisely what we are going to verify in
the case of external debt servicing: in the actual regime of international
payments the very formation of the indebted country’s external
incomes is retroactively cancelled out at the moment § services its
foreign creditors. O RO
It 1s difficult to break down a truism. The fact is that itis particularly
embarrassing to treat as self-evident the invalidation of evidence. This
is, however, the task we are. confronted with; not to face it would
amount to avoiding what should be the duty of every economist who
becomes aware of a fundamental “disorder affecting the world
economy. Nothing is more serious than the denial of a truism within
the world of real transactions: in the case we are analysing, the
resulting illogicality is the source of an international payments
disorder which endangers the well-being-and even the survival of a
great number of people. ' o o o S
As amatter of fact, the demonstration that we have to provide here is
already well on its way; taking advantage of our preceding arguments
we have merely to conclude. : SR : o
Let us first' consider the application of. the ‘golden rule’ of-
international payments to. the case of external debt servicing. If the
‘rule’ applies this means that the negative expenditures, the transfer of
country S’s income to the benefit of its foreign creditors, do not
modify the positive expenditures, the formation of the corresponding
external income of country ; the ‘truism of payments’ is thus safe.
- Now, if the ‘golden rule’ applies to the external debt servicing, thus
confirming the truism of payments, this also means that the North,
instead of paying for its net imports in money, pays for them by selling
non-monetary financial bonds (B’) to the South. We are then
confronted with two perfect circuits of vehicular money (Figure
10.15). In this first circuit country-§ purchases non-monetary financial
bonds (B’) up to the amount of x MS from the North; which, thus,
obtains deposits with the banks of the South up-to a value of x MS, an
exact counterpart of the bonds given up by the South. It is therefore
important to distinguish carefully the circuit of x units of money S
(vehicular movement represented by plain lines) from the real objects,
deposits and bonds, transported from one side to the other (two flows
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x MS

bonds B' = x MS

x MS

‘Figure 10.15 First civcaiz of vebicular mbﬁey

x MN

commercial surplus = x MN

Figure 10,16 Second circuit of vebicular money

of opposite direction represented by dotted lines: See Figure 10.16).
. This second circuit confirms the application of the first point of the
‘golden rule’, since every country pays for its imports in its own
money. The South pays for the bonds (B’) issued by the North (first
circuit) in its domestic money; the North pays the net commercial
exports of the South in its national money (second circuit). Hence, the
-circuit of x units of money N (plain lines) allows the reciprocal transfer
of real goods (dotted lines), the transport of a bank deposit of x MN to
the benefit of the South and, as exact counterpart, of a commercial
surplus to the profit of the North. = .
- These two circuits bring a deposit of x MS to the North and a deposit
of x MN to the South; now, these two countries are finally paid in their
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own money by the application of the second point of the ‘golden rule’;:
a third circuit carries out this task (See Figure 10.17).

Figuare 10.17 Third circuit of vehicular money

Each country, South and North, has finally been paid for its exports (of
commercial goods, as for the South, and of non-monetary financial
bonds, as for the North) in its own money. What has to be ‘organized’
now is the South’s current external debt servicing. Two amounts of
non-monetary financial bonds (B’) face cach other. The South has at its
disposal bonds B’y newly issued by the North in order to finance its
current commercial deficit, while the North can count on a whole
accumulation of bonds B’ previously issued by the South when
(periods p') its external debt was formed. The argument develops
following the same path as before; three new circuits are formed,
which are perfectly similar to those we have just represented: the South
buys back from the North bonds B’ up to a value of x MS, and,
reciprocally, the North buys back from the South an equivalent
amount of bonds B’y newly created in the current period. From then
on the ‘golden rule’ of international payments applies (without there
being any need to represent it with new schemes, which would merely
be repetitive). o

Now, as we have already established, reality shows that the
application of the ‘golden rule’ in the case of external debt servicing is
impossible. We can therefore deduce that every external debt servicing
is an expenditure of the indebted country’s external income disposition,
IE, which affects the corresponding expenditure of income formation,
IF, According to the truism, IF is net relative to IE, since every person,
natural or juridical, benefits from an income formation which is not
modified by its subsequent expenditure; the external debt servicing
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case is therefore highly original and worrying: the indebted country (S)
verifies a decrease — not only of its external income already formed
(which is consistent with the truism) — but also of the very formation
of its net external gains. In other words, the instant the indebted
country sacrifices part of its external gains (invariably due to its trade
surplus) to service its foreign creditors, its decision affects retroactively
the formation of these gains, which are purely and simply cancelled out.
Let us repeat that it is the FORMATION of the gain which is under
dispute and not (according to the truism) the gain itself. For an
indebted country, the formula expressing the formation of its net
external income 1s, in every period, the difference between IF and IE,
(where IE, is the current service of its external debt, in interests and
amortization). In period p (for example) country § realizes a trade
surplus of x MN; if it sacrifices this external income in order to service
its foreign credn:ors S provokes—against its own will, of course—the -
retroactive cancellation of its international gain, so that its net
commercial exports literally bring rnothing to it. In fact, the formula IF
- IE, gives x MN — x MN as a measure of the current formation of
country §’s external income. It is clear that the truism gives a different
solution, the formation of §’s external income remaining equal to x
MN despite the fact that this income is successively sacrificed in the
payment of interests or amortization due from §. It is the truism which
conforms to reason; how could this be denied? but it is the draconian
and leonine formula.(IF - IE) which unfortunately applies in the real
world. What we all have to do first is to ‘read’ the facts and accept them
as they are; it would be to easy to declare ‘normatively’ that the truism
is correct and that its application is therefore warranted:
Let us add some information which, although already implicitin the
previous argument, is worth making explicit. Let us suppose that in
our example country § is able to credit its foreign creditors with a sum
of x MN. As a consequence, we get the impression that everything s,
eventually, going to work well. In reahty, however, this is.not so: the
formation of $’s external income is inevitably d1rn1nlshed cancelled
out up to the amount of x MN. If the current servicing of §’s external
. debt amounts, nevertheless, to x MN this is- because § gets
instantaneously into a new. debt of the same amount. In fact, since its
external trade brings a gain invalidated at source, country § has no net
external income at its disposal which could nourish the current
servicing of its external debt; if it can none the less pay its creditors up
to x MN this is because it finds this sum in the financial market: this
means that § gets into a new debt simply in order to get rid of a previous
debt which it could have paid entirely thanks to its trade surplus if
-(consistent with the truism) the latter had given it a definite gain. The
system is such that country § is a helpless witness to the retroactive
cancellation of its international gain formation. This gain, due to its
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trade surplus, will have fmally brought it a net loss of commercml
goods, ie.a ‘loss 'wzthout canse’.

commiercial-goods'= x MNY

line

Scheme 1 o Scheme 2

Figure 10.18

Let us propose a simpler demonstration on 'the basis of the schemes to
which the reader is already accustomed (Figure 10.18). Scheme 1.
represents N’s payment of country §’s current trade surplus: through
the circuit of x MN country N transfers a bank deposit of x MN to 1ts
‘partner in exchange for an equivalent amount of net commercial goods.
‘Scheme 2 represents the current external debt servicing of country S,
which unilaterally transfers to its creditors the deposit of x MN Whlch
it had obtained as payment for its trade surplus.
We have added a ‘line’ in order to be able to reason separately about
the flows occurring above and below the ‘line’. - :
Let us first note that scheme 2 is only concerned with flows snuated
below the ‘line’; how should this be-interpreted? The fact is that
scheme 2 refers to two additional debis of §, one defined in vebicular
money (plain line) and the other in real money (dotted line). From this
we can make a very important induction: § is debited both at the level
of its formed income (loss of a deposit of x MN)-and at the level of its
external income formation (net debt of x MN in vehicular money).
Let us now reason by taking into account both schemes, 1 and 2,
again below the ‘line’. Relative to real flows, i.e. the movements of a
bank deposit of x MN, we notice that § loses (scheme 2) the external
income formed in its trade surplus (scheme 1) ; this loss is ‘normal’ and
conforms to the truism: it would be inconceivable for a debtor (S) to
keep hold of the very income which it transfers to its creditor (N). But
this is not all; in fact, we have not yet considered the vebicular flows, S
being, in thlS respect, credited with x MN first (scheme 1 below the
* “line’) and then debited with x MN (scheme 2): globally, therefore, § is
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subjected below the ‘line’ to a debit-credit of x units of vehicular
money. This clearly means that § is not the beneficiary of any nez
formation of external income below the ‘line’: this time the withdrawal
takes place at the level of §’s external income FORMATION and not
only (as the truism would require) at the level of its income FORMED
in the international market. As the analysis has already established, the
external debt servicing of country. § defines an income expenditure,
IE,, which logically affects the formation of its corresponding income,
IF; so that S only benefits from zero formation of its external income,
IF — IE, = x MN ~ x MN = 0. This result holds good for the simple
reason that the external debt servicing (scheme 2) does not entail any
* credit of § in vehicular money (total absence of flows above the ‘line’ in
scheme 2). SRS E -

If we now consider what happens above the ‘line’ we can easily see
that this conculsion is not moditied, since above the ‘line’ country § is
debited both in real and in vebicular money. The truism would prevail
only if the indebted country (S) could maintain the benefit of a positive
formation of -external income proportional to its trade surplus; in
reality § suffers from the retroactive cancellation of its external income
formation as soon as it transfers it to service its foreign creditors (See
Figure 10.19). Scheme 3 shows the depth of the vice: although it has
sacrified the monetary counterpart of its net commercial exports
{(deposits of x MIN), S-still has to face the same external indebtedness

- since it has to provide for the net debit of x MN, of which it is the object
in vehicular money. BT

~vehicular money = x MN.

Scheme 3

Figure 10.19 .

If country § did not sacrifice its external gain for the servicing of its
foreign creditors, its trade surplus would define the final formation, to
its profit, of an international income. We can thus see that the net
commercial exports of a mon-indebted country define 'the final
formation of a positive external income (to its benefit). It is the
indebted country (S) which suffers from the vice; it is only to this
country that the formal anomaly of international payments applies and
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deprives it of the external incomes which it so greatly needs in order to
face its international obligations. :

" The disorder " characterizing - the actual system of international
~ payments can be illustrated by means of the distinction between
intermediary and final goods. Let us note, however, that vehicular
money are not goods at all; it would be totally wrong, therefore, to
classify them as intermediary goods. But bank deposits are goods, and
it is at this level that the analysis has to be further developed.

" Every time the ‘golden rule’ of international payments applies,
transactions show that each country first obtains a deposit with the
banks of its partner; country § thus obtains a deposit in money N and
country N a deposit in money S. This is the direct consequence of the
first point of the ‘rule’: each country pays for its imports in its domestic
money. Now, the second point of the ‘rule’ has a univocal meaning:
each partner ‘repatriates’ the deposits in its own money formed
abroad. Once these repatriations have been carried out it becomes clear
that the terms of the exchanges considered here are real, and that they -
do not imply any bank deposit but are only made up of commercial
goods and non-monetary financial bonds. In periods p’, when the.
‘golden rule’ is complied with, the South finally gives up non-
monetary financial bonds as payment for N’s trade surplus: first
formed “face to face’, the bank deposits of S with N and of N with § will
have played the role of intermediary goods, eventually leaving their
place to the single category of non-monetary goods (either commercial
or financial). _ . :

It is true that the case of non-indebted surplus countries also seems
to be problematic. If country § were not indebted, would it not receive
as final payment deposits with the banks of country N? If this were so,
the ‘golden rule’ would not be complied with even in this case, i.e. even
in the absence of any external debt servicing. In reality, however, the -
‘rule’ applies. Let us prove it. o '

Proof of the application of the ‘golden rule’ to the case of a non-indebted
surplus country Let us suppose § to be anon-indebted surplus country.

Country N first pays its net imports of commercial goods in its own
money (Figure 10.20). _

" Country $ also pays in its own money its net purchases of bank
deposits in money N (Figure 10.21).

We note that country S finally obtains a sum of deposits in money N -
because it purchases them; it imports them in exactly the same way as
country N imports a surplus of commercial goods. '

The first point of the ‘rule’ has therefore been applied; but, then, the
second also applies since each country eventually ‘repatriates’ the bank
deposits, in its own money, owned by its partner. .
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commercial goods

- BD(MN)

MN

Figare 10.20

' BD (MS )

MS

Figure 10.21

The essential thing is to note that the bank deposits reciprocally given
up by each partner in-its own money merely play the role of
intermediary goods; the ‘golden rule’ is therefore perfectly complied
with. If it happens, as is the case here, that a deposit in money N is
finally owned by country § it must be clear that this deposit is not the
one which country N had initially lost in the payment of its net
cominercial imports; the cross-expenditure of bank deposits followed
by their ‘repatriation’ undoubtedly corroborates the free working of
the ‘golden rule’: each country purchases final goods through the
intermediation of bank deposits; for country N these goods are
commercial goods while for country § they are financial, and take the
form of bank deposits; butitwould be illogical to induce from this that
the same deposits in money N play both the role of an intermediary
- good and of a final good. In reality, every deposit finally owned by the
surplus country (§) defines either an increase in its capital or an increase
in its reserves, that is to say the increment of a real quantity.
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In this respect everything would be perfectly clear if the ‘golden rule’
were verified on condition that for each partner in the transaction there
were an equivalent outflow-inflow of bank deposits in its own money: .
- this circular movement having been verified, it is not important

whether or not the surplus country chooses to hold its net financial
enrichment under the form of ‘normal’ bonds (B') or under the ‘liquid’
- form (bonds B). o LT

We can now turn our attention towards the analysis of the only case
which interests us in this work, namely the payment of a trade surplus
of the indebted country (S). In fact, this is the only case in which the
‘golden rule’ is effectively infringed. Country § does not obtain a
deposit in money N which it could later exchange against a deposit in
its own money formed to the credit of country N; as a matter of fact
country § does not exchange a deposit in money S against a deposit in
money N: from the beginning of the operation country § exchanges its
commercial surplus against a deposit in money N; this deposit in
money N never plays the role of an intermediary good, since country
N never obtains a deposit in money S as ‘means of exchange’; on the
contrary, thé deposit in money N obtained by country § in payment of
its trade surplus is finally transferred to its foreign creditors withont
country N ever purchasing it against deposits in money S. The ‘rule’ is
therefore infringed in both its points: country § alone obtains deposits
in foreign money (infringement of the first point of the ‘rule’) and,
consequently, country N alone is finally paid in its own money
(infringement of the second). :

The lack of compliance with the ‘golden rule’ entails a very concrete
consequence; let us work it out. '

Every transaction between country § and country N which
conforms to the ‘rule’ first implies the international exchange of a
deposit in money S against a deposit in money N and ends up with the
opposite exchange,1.e. with the ‘repatriation’ of these deposits (See
Figure 10.22). Each of these exchanges implies a perfect circuit of
vehicular money. - - - ' e :

o ﬁ%st excl.",-_mge- RS Jinal exchange - |
BD(MN) - BD(MS)
sSEZTTTITEN SETTTITTRN
- UBD(MS) - © BD(MN)

Figure 10.22
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<. first denatured exchange

BD ( MN )

commercial surplus

' Figure 10.23

Every monetary transaction- takmg place between country Sand N
complies withi this description except ome.

In order to service its external debts, country § has to exchange a
commercial surplus — and not a deposit in money § — against a
deposit in money’ N. Thus, even the “first exchange is denatured
(Figure 10.23). - - :

At this stage of the analysis the vice does not seern 160 serious since

the denatured exchange that we have just represented implies a perfect -

circuit of vehicular money.

Yet, starting from the next stage, the effective servicing of §’s
external creditors, countryS has to glve up, without any recprocity (on
the side of N) a positive amount of deposits in money N. This
unilateral transfer is the mark of a maimed exchange from which the

second term is missing. The symmetry would be preserved only if

country N gave up an equivalent deposit in money S (as is represented
in Figure 10.22). Things being-what they are, country N does not give
up any deposit in money § in exchange for the deposit in money N
given up by country §. This serious asymmetry spreads the disorder

within 1nternat10nal payments Figure 10.24.

second denatured exchange

' ZERO-

BD (MN)

Figure 10.24
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From Figure 10.24 it appears that country § is debited in money N
without being credited in money Nj; it is ‘normal’, as we have
repeatedly pointed out, for the indebted country (S} to lose a bank
deposit to the benefit of its creditors. Every bank deposit is a sum of
real money; and debtors owe real money — savings — to their
creditors. Hence, the flow represented by a dotted line conforms to
logic: country § can face its obligations only by transferring part of its
current income to its foreign creditors. Indeed, it is quite ‘normal’ fora
country to draw on its purchasing power in order to service its external
debt (interests and principal). Yet every servicing of an external debt is
a truncated exchange for a totally different reason: namely because it
does not provide any credit in vehicular money. to the indebted
country. Country § cannot avoid transferring part of its income to its
foreign creditors: what is inconsistent is the fact that, in order to carry -
out this transfer, the indebted country has to suffer from a net debit in
vehicular money.

To state this another way, we can see that it is absurd — but itis an
absurdity of the real world — for the indebted country (S) to be faced
‘with the obligation to purchase at a cost (significant pleonasm) a
monetary VECTOR in order to transfer a monetary deposit to its
creditors. : :

Diagnosis of the vice inberent in international payments: the indebted
country has to buy the vector. of the transfer it addresses to its
creditors. : s :

Figure 10.25
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Let us repeat our argument referring to two new schemes, very
similar to the previous ones but ‘purged’. Only money N is present
(both as a vehicular object.and a real good deposited with the banks).
As usual we represent the vehicular flows by plain lines and the real
flows (even monetary: i.e. the ‘displacements’ of bank deposits) by
do}il:ted lines (See Figure 10.25). Let us analyse these flows one after the
other. - < :

1. Flow 1 is the monetary or nominal payment by N of $’s net
commercial exports. . ' '

‘2. Flow 1’ is the instantaneous deposit of the sum of money N
obtained by § (in flow 1); the corresponding deposits are in N’s
banks; this is the reason why flow 1°, which starts in §, ends up in
N 7 . :

3. Flow 17 is the ‘displacement’ of a deposit in money N; in fact, by
depositing money N (flow 1°), S obtains an equivalent sum of
deposits in N’s banks. -

4. Flow 1°” is the counterpart of flow 1”: § gives N .an amount of
commercial goods equivalent to the bank deposits given up by N.

5. Flow 2 is the monetary or nominal debit that § assumes in view of

the transfer of bank deposits to its creditors in N.

6. Flow 2’, consequence of flow 2, is the “displacement’ of a deposit
in money N; § is therefore effectively able to transfer a sum of
deposits in money N to its creditors in N.- '

All these flows come down to only TWO flows, represented by the
‘half-circle’ and the corresponding real movement. We thus end up
with flow 1°, monetary or nominal, vector of flow 1°”: in just a few
words country S is simultaneously — that is ADDITIONALLY —
debited in money N (flow 1°) and in commercial goods (flow 1°”).

"The indebted country () would be paid for its net commercial
exports only if these net exports saved it from the obligation to
purchase (and pay for) the monetary vector of the deposits transferred
to its creditors, which ss not the case in the real world.




Chapter Eleven

Experimental Verification bf.'the Vice Inherent in External
Debt Servicing - -

The division of the real world into country § and country N is a
simplification that we can maintain as long as 1t is agreed that S is the set
of the indebted countries and N the set of the corresponding creditor
countries; these sets are both made up of a great number of countries;
however, we shall go on referring to the money of the South and the
money of the North considering both money S and money N as being
homogeneous. : '

The asymmetry we have pointed out in the previous chapters has a
direct impact on the exchange market where money N is the object of
an excess demand in terms of money S; the measure of this excess
demand is precise: in each period it concerns the total amount of
money N earned by the South through its net commercial exports and
thrown into the current servicing of its external debt.

It is obvious that the South should not be forced to purchase and pay
for, -at the expense of the external value of its own money, the
currencies which it earns through its trade surplus. Yet, in fact, the
South is subjected to the double charge of its external debt servicing:
the currencies transferred to the foreign creditors of the South are paid
for twice by the South, a first: time through the net export of
commercial goods and a second time through the purchase, in money
S, of the currencies thus earned. : :

Even if the South were able to cover the final servicing of its foreign
creditors by transferring an equivalentamount of money S to them, the
problem would not be solve’c([1 since every sum of money S held by the
residents of the North defines a debt of the South towards the North
(section 1). S : B

The final servicing of §’s external debt can therefore only be carried
out in money N; this is the reason why, in every period in which it can
service its external debt, the South has first to realize a net external
gain; logically, this gain (in foreign currencies, i.e. in money N) can
only come from its trade surplus. Factual observation confirms the
constraint faced by the indebted countries (S) who have to realize a net
export of commercial goods in order to gain the amount of foreign
currencies necessary for the servicing of their external debts (section 2).

The currencies (of the North) earned by the South through its net
commercial exports should be at its disposal for the servicing of its
external debr, free of cost; now, itis clear that the residents of the South
who are indebted with the external world cannot obtain the currencies
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held by their country free of cost (section 3).

The indebted residents of the South can service their forelgn
creditors only in so far as they purchase, through the expenditure of
their income (formed in their domestic money), the currencies earned
by their country (as counterpart of its trade surplus); these purchases
definean equlvalent excess demand for ‘money N in terms of money S
' (sectlon 4). :

1. The South cannot carry out its external debt
serwclng ln money S

Let us suppose that in period p the re51dents of the South Wh() are
indebted to the Rest of the World are able to save 2 million units of
money, 2 MS (in million). Let us also suppose that 1 MS =1 MN
(except in the case where the external value of $’s money is modified by
the influence of the current servicing of its debts). The indebted
residents honour their obligations when they transfer this sum to their
creditors in the North, (Figure 11.1). What we have just represented is
a real flow, since bank deposits to a total value of 2 MS are given up by
the indebted residents of the South and are recorded among the assets
of their creditors in the North.

residencs of the South — — — — — — — —wcreditors in the North

- Figure-11.1

There is no doubt that the indebted residents suffer aloss of 2 MS at the
instant their bank deposits are decreased by this amount; in this respect
everthing happens as if their correspondents were residents of the
South. It is true that money $ has no ‘liberating power’ in the North;

but this is only a legal argument. The economic sacrifice imposed on
the indebted residents is equal to 2 MS; and since a monetary loss is
always accompanied by a correlative monetary gain, it is certain that
the North finds a real payment in the bank assets 1t gets from the South
in money S.

The observation of real events constantly shows that the creditors of
the South finally demand to be paid in money N. It follows, therefore,
that the sum of 2 MS first received by the creditors of the South is
finally converted into money N. At this stage of the analysis it seems
that the creditors’ réquirement to convert money $ into money N is
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‘descriptive’ and, therefore, deprived of any fundamental significance:
It would be a matter of ‘behaviour’ and not an economic constraint. If
this were effectively so, we would be allowed to conclude that the
payment of the creditors in money § is perfectly valid in itself.

In reality, however, there is an economic law which is at work here:
in fact, even if the creditors agreed to hold their assets indefinitely in
money S, the indebted country would still owe the entire sum of 2 MS
transferred by its indebted residents. The reason is that every sum of
money deposited with a bank defines the bank’s acknowledgment of
debt to its customer. The banks of the South thus owe the sum of 2 M$S
deposited by the creditors of the North. It therefore appears that §’s
debt has remained unchanged since new debtors have taken the place of
the early debtors: the indebted residents have decreased their debt by 2

MS, the amount of their transfer, but the banks of country § are now .

indebted for the same amount to the creditors of the North (Figure
11.2). Let us recall that bonds B’ are non-monetary obligations while
bonds B are credits with the banks. As results from this representation,
country §’s servicing of its external debt in money S ends up with the
simple substitution, in the assets of the North, of bonds B’ with an
equivalent sum of bonds B. ' -

indebted residents
5 .. -~
~

"-.. s
external creditors

bonds B — (N)
=2 MS ——
.-‘-,-—‘

banks of the South

Figure 11.2

If we were allowed a neologism we would say that the experience we
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have just described is counterproductive, to the detriment of country §.
The total of this country’s external debt remains unchanged even
though it has sacrified a saving of 2 million units in money $ to the
payment of its foreign creditors. The loss is nez: country $’s banks are
now carrying the burden of that part of the country’s external debt

which its residents have paid for through the sacrifice of 2 MS. We can

clearly see here how important it is, if we want to observe facts as they
really are, to distinguish the residents of the indebted country from the
country itself: the initially indebted residents are able to run away from
their debt through the transfer of 2 MS to the profit of their foreign
creditors; however country S considered as a whole does not benefit
- from the operation since the external indebtedness of its banks grows
by 2 MS. The distinction between the residents of § and country §
applies again: §’s banks are not at all damaged since their internal
indebtedness decreases to the very extent that their external
indebtedness grows; yet it remains true that country § as a whole

suffers a net loss of 2 million units of money S since its external debt -

does not decrease desplte the transfer, to its foreign credltors, of the
- sum of 2 million units of money S.

External debt of country S : .
BEFORE the transfer of 2 MStoits
foreign creditors:
z million units of money S .

External debt of country S
AFTER the transfer of 2 MS to its

~ foreign creditors:

z million units of money S

It is certain that logic and order would be respected only if the current
transfer of 2 MS to the creditors of the North decreased the external
indebtedness of the South, which, in millions, would thus be reduced
from z MS to (z — 2) MS. The observation of facts, on the contrary,
shows that the new indebtedness of country § remains at the
unchanged level of z MS.

The exact principle which guarantees the full success of an external
debt servicing is the following: the operation is fair to the indebted
country (and to the rest of the world) on the necessary and sufficient
condition that the indebted residents and their countries free
themselves from debts in parallel; by contrast, if the residents free
themselves only in so far as their debt is carried over to their countries
it 1s clear that the latter suffers an equivalent set-back since its debt
remains unchanged despite the real loss incurred by its residents,
whose savings are transferred without there being any counterpart for
the indebted country itself.

|
|
|
I
[
|
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~ Let us take advantage of the previous observations by ‘formalizing’
the distinction between the two levels at which external debts declare
themselves: they first relate to the indebted residents but they also
imply their countries. - .. - T o
Let us consider an indebted country R taken as a whole (set) and its
indebted residents R’, also taken as a whole. Let us analyse the case of
the South. Country § is seen as set R as soon as it is considered within
the space of international transactions; by contrast, this same country
defines a set R’ every time that its transactions are concerned with the
area of domestic payments. Set R’ includes, therefore, the residents
who are indebted. towards the external world precisely because they
get (when their debt is formed) and spend (to service their-creditors) .
their own national or domestic money. The distinction between sets R
and R’ is univocal since, in the real world, every country has its own
autonomous banking system. The ‘dollarization’ of some national
economies does not alter, therefore, the “clear and distinct’ character of -
the separation between sets R and:R’. Relative to. every payment

implying §’s banks alone, the-South is a set R'; a contrario, for every

payment implying both §’s and N’s banks, the South is a set R. Tt could
still be thought that an external payment of the South would not imply
the country as set R if the sum of money $ received by the non-
residents is not deposited with the banks of the North. Only the
careful observation of facts can settle the question. Now, in almost all
cases the non-residents are paid through the intermediation of the
banks of their own countries; and in the unusual cases in which they
are paid directly in foreign currencies, they still maintain their quality
of non-residents for the simple reason that they can at any moment
convert their foreign currency assets into equivalent sums of money
issued by the banking system of their own countries. Hence, every
payment.to a nom-resident implicates the country of origin in its
functionof set R. .. o T e .
Carried out in the domestic currency of the indebted residents, the
external debt servicing of country .S lies first on its set R'; but every
sum of money S deposited with the banks of S by non-residents defines
a-debt of country §’s set R. R o
Distinguishing between the two sets, R and R’, of the indebted
country.(S), let us show the succession of the operations relating to the
servicing, in money S.and up to 2. MS, of §’s foreign creditors (See
Figure11.3). Scheme 1 shows the transfer, by the indebted residents of
the South, of 2 million units of money S to their foreign creditors.
Scheme 2 show the deposit of this sum of money with the banks of
the South; in the real world it is impossible, in fact, for 2 sum of money.
S to be deposited with institutions totally distinct from the banking
systemof country S.. . - o0 e -
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- Scheme 1:

R'(S) . »North:
( indebted residents ) = - : Lo

' Scbemé 2

R 2 MS B
North - — - Banks (5)

- Scheme 3:

_.i)c_)nds Bin fnoney.S - s
=2MS . _
R(§)=—— —— — -»North

Figure 11.3

Scheme 3 represents the transfer, by the South, of financial bonds
(bonds B) up to a value of 22MS; three considerations apply here: these
bonds are transferred by the banks of the South; to the benefit of the
external world, which implies country S in its function of set R; and the
North finds in the bonds B the exact financial compensation of the
bonds B’ which it gives up to'its debtorsin S. - -~ - o

It would belogical for the indebted country’s set R’ to be able to get
out of its debt without being detrimental to set R.. Now, the
observation of facts shows that every external debt servicing carried
outin the domestic money of the indebted country, §, allows sét.R’, to
get out of its debt, but only in so far as it lays the debt upon set R, At

the moment the indebted residents of country § (R’) transfer 2 million

units of money S to their foreign creditors, §’s debt goes from z units of
money S to z units of money S; this is because the deposits newly

formed by non-residents with s banks, equal to 2 MS, define a new

external indebtedness of country §. -
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Thus every indebted country which chooses to service its foreign -

creditors in its own money carries out a counterproductive operation.
In the case of country § it is evident that, by giving up a domestic saving
of 2 MS in order to service its foreign creditors, it carries out a
self-defeating policy since, by doing so, 1t maintains its external debt at
the previous level: the debt of set R', goes from z MS to (z — 2) MS but,
at the same instant, set R incurs a new debt equal to 2 MS.

Debt of the set R’
following the transfer of 2 MS
to the foreign creditors of country St
zMS —2MS

Debt of the set R
following the transfer of 2 MS
to the foreign creditors of country §:

© New debt of conntry §
relative to its two sets R and R
zMS —2MS + 2MS =z MS

Since the debt of country S remains unchanged whatever the amount of
its domestic savings it transfers to its foreign creditors, itis urgent for it
not to make any payment in money S; if, none the less it did this its
sacrifices would be in vain. According to logic, the indebted country

realizes net gains in foreign currencies (money of the North) in order -

to service its foreign creditors using these gains and not its own
domestic money.

2. -Trade surpluses in the South, a prerequisite of its
external debt servicing :
As it is, nobody denies that, with the. present organization of
international payments, the indebted country has to realize net

commercial gains in its transactions with the rest of the world; if it did-

not succeed in doing so it would not be able to service its creditors who
would not even obtain the payment of the interests. o

'The constraint we have just pointed out is the expression of a truism:
if an indebted person currently purchases commercial goods up to the
total amount of his commercial sales, he does not realize any net saving
and is therefore formally unable to carry out any financial transfers to
the benefit of his creditors. This evident truth applies to every
individual or nation. Thus, as a simple ‘individual’, country § can own
an external saving, which it can later transfer to its foreign creditors,
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only if it realizes a net gain in its commercial trade with the rest of the
world: ' o ' . -

To understand the analysis clearly we must reintroduce the
distinction between sets R, and R',. o

If only the set' R’ of country § were implicated in the external debt
servicing of §, then only one condition would be necessary to fulfil this
task, namely that R’ realize a positive saving which can be transferred
to its foreign creditors. Now, every service of an external debt
necessarily implicates both set R’ and set R of the indebted country.

Experimental observation confirms the necessity of this double
implication.

Implication of set R’. Every external debt of a country has been
contracted by its residents, whether of the private or public sectors.
Even the State of a country is a resident of this country. It is invariably
the set R’, therefore, which first bears every external debt of the
country. We note that R" is involved since only a saving formed within
the indebted country can nourish the servicing, of the principal and
interests, of its creditors. - : .

Implication of the set R. The proof of this second implication is
given by the fact that even a country whose indebted residents manage
to realize sufficient savings is not able to'service its foreign creditors
without also having to earn a net external income at least equal to the
sum currently due to its creditors. - S :

In view of the external debt servicing the coexistence of two distinct
savings 1s required; if the indebted residents did not carry out any
internal saving they would have no transferable funds at their disposal;
but if, on its side, the indebted country did not earn any external
income, it would be unable to transfer the required amount of foreign
currencies to 1ts external creditors; and, as we have established, it is-
only in money of the North that the South can service its foreign debt.

To summarize we can see that every external debt servicing of
country S requires both:

1. the formation of an internal saving by set R’ ; and
2. the formation of an external saving by set R..

If one of these savings were missing — set R’, being solvent (in
domestic money) while set R is not (in foreign currencies) or,
conversely, set R_ being solvent (in foreign currencies) while set R’ is
not (in domestic money) — no external debt servicing could be carried
out. : - :

We thus verify, de facto, that the distinction between sets R and R’ of
the indebted country (§).applies even in'the case when the external debt
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servicing is carried out in foreign currencies. S :
As will be remembered, we did not find any anomaly in the external
“debt servicing when it is carried out in foreign currencies. On the
contrary, the operations develop very logically: set R’, transfers its
savings to set R, which then transfers them to the foreign creditors
(Figure 11.4). - - Ll e ' .

R'——————®» R — — — — — P foreign creditors

Figure 11.4 .-

Those who carry §’s external debt (set R’,) transfer their savings, up toa.
value of 2 million units of money S, to country S. 5’s set R gets these
savings and finally transfers them to the foreign creditors after having
converted them into foreign currencies (money of the: North); the
current rate of exchange being of 1 unit of money N for 1 unit of
money S, 2 million units of money N are thus transferred to the
creditors of the ‘South. But, how is this expenditure of foreign
currencies fed by the South? The answer is already known: the South
-earns 2 million units of money N through its trade surplus.. - = -
~ Let us identify set R, with the Central Bank of country S. The
development of the operations conforms to- the tollowing
representation as in Figure 11.5... - . -~ E

North = = 7~ T 7 2 Central Bank of the South (R,)
- trade surplus ' 1 + : '
T = 2MN |. | '
2 MS | | commercial

| _ | good_s =2 MS

il

Comumetcial exporters of the South -
Figure 11.5 External savings of country S

As counterpart of §’s net commercial exports (in period p), the central
Bank of country § (representing set R,) obtains a net gain of 2 million
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units of money Nj; it then pays an equivalent amount of domestic
money to the exporters Who get therefore, 2 m1ll:on units of money .

Qentral Ba.ﬁk. of _the Soﬁth (_Rs) ) _ o
12 ms
I
- ihdebt_ed residenfs_( R ).

Figlire 1 1.6 Tmmﬁr of. an Eﬂremaz mw'ng oftbé‘irzdebted vesidents of cbzmtry s

Those who carry the external debt of ¢ country S have saved 2 million
~ units of money S and transfer them to their central Bank (See Figure
11.6) whxch transfers them to the foreign cred1tors (See Flgure 11.7).

" Central Bank of the South (R ) = — — == — —m=foreign creditors - *
. Figure 11.7 Final trémfer of an internal saving to the foreign creditors of cozm.trj/ 5

This time everythmg seems to have been explalned set R’, has just

transferred 2 million units of money $ to set R, which has converted

this sum into 2. million units of money- N, ,whxch is the current
commercial gain of country §: country §’s external creditors have thus
obtamed interests and amortizations of 2 MN. -

Now, despite appearances to the contrary, thlngs works qu1te
dlfferently : :

3. . Foreign currencies earned in the South trade _
surplus should be available free of cost for |ts
external debt servicing

When an mdebted personhasa commercial surplus he pays his debt IN
KIND. It ‘would obviously be iniquitous to deny him the gain
corresponding to the decrease of his debt argumg that he Would still
have to compensate it by a payment in MONEY : :

i
|
I
i
|
;
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In the domestic relationships of a country it never happens that an
economic agent has to pay his creditors both in KIND and in
MONEY: one of these two payments is enough.

But let us consider country § in period p: it currently sacrifices a
surplus of commercial exports equivalent to 2 MS; in addition country
S sacrifices an internal saving, also equivalent to 2 MS. The two
following facts are both indisputable:

1. the external saving of § is sacrificed to its foreign creditors, under
the form of foreign currencies earned through its trade surplus
and equivalent to 2 million units of money N (that is, at the
supposed exchange rate of 1 MS for 1 MN, to 2 million units of
money S);

2. the internal saving of country $°s indebted residents, carried out
in period p, is also sacrificed for the external payment of interests
or amortizations up to 2 million units of money S.

Logically, these two sacrifices imposed on country § should ‘merge’
and define a unique sactifice equal to 2 MS. It would be totally absurd
to expect country S to have to pay a total of TWICE 2 MS in orderto
service the sum of 2 MS to its foreign creditors ONLY ONCE. It then
follows that the two sacrifices are reduced to a unique sacrifice of 2 MS
on condition that the foreign currencies earned by country S are
available FREE OF COST to the residents servicing its external debt.

Can it be denied that in the real world country §’s indebted residents
are bound to PAY for the foreign currencies earned by § in its foreign
trade? : - :

The distinction between sets R, and R, 1s of a great help here. Set R,
sacrifices a commercial surplus equivalent to 2MN. Set R’ sacrifices an
internal saving equivalent to 2 MS. Only two possibilities are open to
us: the saving transferred by R’, is picked up by set R, (that is, by its
central Bank on behalf of country §’s public); or, alternatively, the
saving realized in money S by the indebted residents of country S is lost
in a sinking fund so that S suffers both the loss of the domestic savings
carried out by its indebted residents and, in addition, the loss of the
commercial goods exported without counterpart. . '

How can we choose between these two possibilities? The right -
method is to observe facts. In today’s world a central Bank never earns -
the sum of interests or amortizations paid by the country’s indebted
residents to their foreign creditors. Thus, the expenditures of a set R',
are invariably thrown into a sinking fund. :

Let us represent schematically, for country S, the two terms of the
alternative (See Figure 11.8). How is it possible to explain the existence
of TWO flows of payment going from set R, to the rest of the world?
The expenditure of 2 MN is self-evident. But what about the
ADDITIONAL expenditure of 2 MS? And yet in the real world this
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_ IMS o - .
indebted residents ( R ')———— R ~ rest of the world

™o MN

Figure 11.8 Sinking capital expenditures of R ',

second expenditure is undoubtedly present: since the indebted
residents of country § currently sacrifice their domestic savings, up to 2
million units of money S, WITHOUT IT BEING PICKED UP BY
COUNTRY S, this means that this payment is lost in the current
servicing of §’s external debt. It is sometimes difficult to reason
logically, and this is particularly true here; it is not at all clear, in fact,
how the rest of the world could be paid TWICE, that is how it could
simultaneously get 2 MN and 2 MS. This being what effectively
happens in the real world, the determining principle is the following:
does the country lose the indebted residents domestic savings or not?
Now, as experimental evidence irrefutably shows, the country does -
not earn what is spent by its residents. All the rest is simply a question
of induction: country § currently loses a saving of 2 million units of
money S, a loss which has to be ADDED to its current sacrifice of 2
million units of money N. To reach a different conclusion would be
. going against facts.

Relative to the rest of the world, the indebted country (5) Would
have to give up ONLY the gain correspondmg to its net commercial
exports if, anj’ only if, the expenditures carried out by its indebted
residents were the source of an equivalent net profit (Figure 11.9).

2 MS o 2MN
1nclebted residents (R '} — — —mR_.— — — —m=rest of the world

F igurje 11.9 Expenditures carried out by R"s 1o the profit of st R,

To say that set R, does not transfer the expenditure of 2 MS carried out
by its indebted residents to the rest of the world (since R, would only
be transterring 2 MN abroad) is the same as saying that the operation
brings-a profit or a NET GAIN of 2 m11110n units of money S to this
set.

The pertinent question is therefore the followmg in the real world
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do central Banks get a sum of NET PROFITS equivalent, in their own
domestic money, to the savings transferred abroad by their indebted
residents or not? The correct answer is indisputably NEGATIVE.-
This means that each time it services its foreign creditors every
indebted country suffers a DOUBLE SACRIFICE since it loses a
MONETARY domestic saving IN ADDITION to the loss IN KIND
corresponding to its net commercial exports.

Even though we have proved by inductive reasoning that the
indebted country (S) has to carry out two concurrent expenditures in
period p,2 MN + 2 MS, it remains true that one of these expenditures
seems to ‘disappear into nothing’: even if the ‘source’ of the
expenditure of 2 MS is clearly defined, where does it end up? After
reflection the answer seems-clear: in our example the 2 million units of
money S ‘disappear’ on the exchange market. B
- “This is represented in Figure 11.10 in which 2 million units of money
S ‘enter into’ 2 million units of money N as ‘nourishment’ coming from .
the current external debt servicing of country S. Let us explain this

2 M8

Figure 11.10

curious flow of 2 million units of money N which includes a flow of 2
million units of money S. Things are less bizarre than they first appear.
The fact is that a sum of country $’s domestic money would never
‘reinforce’ country N’s money if the operations carried out on the
exchange market were balanced. Now, in the present situation, where
the external balance of payments of country § includes the servicing of
its foreign creditors up to 2 MN, savings of 2 MS are lost by S to the
profit of the rest of the world: this loss manifests itself on the exchange -
market. This clearly means that 2 million units of money S are used on
the exchange market for the unilateral (excess) purchase of money N:it
is perfectly correct, therefore, to say that 2 million units of money. S
disappear into money N, which is thus proportionally ‘strengthened”.

Let us analyse further this net excess demand for money N in terms

of money. S. =~ -
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4. Every external debt servicing of country S entails an
- excess demand for money N in terms of money S

Let us recall that an exchange operation is unilateral when one of the
two - currencies. concerned i1s demanded without the other being
simultaneously demanded. - C : o

Let us look at period: p, when country § pays 2 million units of
money N to its foreign creditors. If country N were also to pay 2
million units of money $ to the residents of country § the equilibrium
of the overall balance of each country would have as corollary the
stability of their currencies on the exchange market. .~

In reality the South is a net debtor to the rest of the world; and the 2
million units of money N currently serviced to the foreign creditors of
S correspond to the net indebtedness of this country towards the
North; it can therefore be said that this flow of 2 MN is by definition
nnilateral. It is true, however, that the overall balance of payments of
country § is in equilibrium despite this transfer of 2 MN. This is
because 2 million units of money N, as payment for its trade surplus,
form a net credit of country §. And, according to a rule expounded in
every textbook, the neutrality of the operations taking place on the
exchange market is guaranteed only when there is an overall balance of
payments, Taking place within the South’s overall balance of
payments, the current servicing of its external debt, equal to 2-MN,
would not lead, therefore, to an exchange market disequilibrium.

Now, textbooks are not always correct. Even though ‘included’ in

an equilibrated overall balance of payments, external debt servicing is -

the cause of a disequilibrium on the exchange market. - -
This “disequilibrium within equilibrium’ is a phenomenon of great
theoretical interest. Yet, this chapter being mainly concerned with
~ experimental verification, let us limit our analysis to a few
considerations. Given the actual system of international payments, the
external debt servicing always-implies an equivalent transfer to the
-benefit of the creditor country: thus, in period p the North effectively
- pays for its commercial imports from the South only within the limits

ofits own, concomitant, commercial exports; as for its net commercial

‘imports, no payment is due by the North: the payment of its
commercial deficit is not required by the South which is supposed to
service its external debt currently through compensation. However, we
already know (Part II, Chapter 10) that this kind of procedure hides a
serious vice: in the absence of an effective payment for its trade surplus
the South does not benefit from the formation of a positive external
income, and has, therefore, to resort to a non-existent international
income in order to find the resources in foreign currencies necessary to
nourish the current servicing of its debt towards the North. In short,
the South is forced to purchase the foreign currencies which it has
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already “earned as counterpart for its trade surplus. The careful
observation of facts makes it possible to verify the reality of this serious
disorder. '

In period p the sum of 2 million units of money N defines-the net
commercial gain of country § in international transactions. Country
$’s reserves in foreign currencies are subjected, therefore, to a net

‘increase, which is recorded on the asset side of its Central Bank’s
balance sheet. The corresponding liability is an equivalent sum
(according to the effective exchange rate) of money S, created for the
paymentof the commercial exporters, whose complementary payment
comes from the income spent by the commercial importers of S. Let us
consider only the excess trade of country § (Table 11.1).

Table 111 |
o Central Bank of country §

Liabilities - - . : Assets

1.  Countervalue: x MS - +2 MN

The first important® question is whether this net entry of foreign
currencies exerts a pressure on the external value of money S, which
would, thus, be made to increase. The factual answer is negative since
§’s Central Bank does not look to the financial markets for the
countervalue in domestic income of its new assets in foreign
currencies; on the contrary, the sum of x MS is created by the central
Bank of §, which thus ‘monetizes’, in its own units, the sum of foreign
‘currencies which it adds to its reserves (2 MN). It follows that the
payment in money N of country §’s trade surplus does not define a net
demand for money S in terms of money N. o

Let us now consider the current servicing of country §’s external
debt; it amounts to 2 MN: this means that s Central Bank gives up at
a cost or sells the sum of 2 MN to the indebted residents of country §
(Table 11.2).- : . : L

Table 11.2
' Central Bank of c'ounl:rf S

Liabilities ' S Assets

2. 2MN - | External debtors x MS .
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To summarize we can see that the Central Bank of country §intervenes
in two operations: in the first (1) it creates the sum of x MS, in the
second (2) it gives up the sum of 2 MN.
- Every creation of money shows that the supply is infinitely elastic:
the price of the money concerned is not at alp I atfected, therefore, by
money creation. The Central Bank of country § does not purchase any
(pre-existent) sum of money S in order to nourish the payment in
domestic money of §’s commercial surplus; the sum of money §
necessary to this purpose is, in fact, entlrely created by the Central

Bank of country S.

When MN is entered in the books of §s Central Bank NO sum of
money S is purchased in money N.

" The indebted residents of country S purchase from their Central
Bank the foreign currencies obtained as payrnent for §’s trade surplus.

When MN is cancelled from the books’ of §’s Central Bank a
POSITIVE sum of money N is purchased in money S.

‘We have just observed, looking at the actual working of
international payments, that the formation of a positive excess demand
for money N in terms for money S is equal to the exact amount of
country §’s current external debt servicing.

Yet, before carrying on our analysis let us d1spose of an objection
which, though futile, could be advanced at this stage of the argument.

Objection. The payment of every commercial export of country §
increases the foreign currency assets of its banking system; if we
consider that commercial banks also create money, it follows that the
global amount of foreign currencies earned by country § as
counterpart for all its commercial exports is the cause of a net creation
of money S. Hence, when all these foreign currencies, amounting to x’
million units of money N, enter country §, money S is the object of no
net demand in terms of money N. Now, §’s commercial importers add
their expenditures to the expenditures carried out by the indebted
residents of country S. In these conditions the excess demand for
money N in money S amounts, so it seems, to the total of the
expenditures in money S, carried out by the commercial importers as
well as by the indebted residents of country S. The vice inherent to
external debt servicing would therefore extend to the payment of
country §’s commercial imports; the absurdity of this conclusion
would call in question the reality of the vice. : :

Futile character of this objection. Relative to the commercial exports
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of country § which correspond to the commercial imports of this
_country,.the South and. the North are in a perfectly symmetrical
position: within the equilibrium of the balance of trade every excess’
demand for money N in terms of money S is thus perfectly

compensated by an excess demand for-money S in terms for money N. -
The symmetry of the international transactions carried out by the
South and by the North is broken only in relation to the unilateral -
external debt servicing of the South towards the North. The vice that
we have denounced, confirmed by the observation of facts, is therefore
strictly confined to 'the South’s external debt servicing. '

Let us give a numerical example of the asymmetry which we have
found in the reality of observable facts. In period p the South exports
commercial goods up to a value of 10 million units of money $ (10 MS);
at the same time the commercial exports of the North amount,
Elobally,.to 8 million units of money N (8 MN). The exchange rate

efore taking into account the South’s current external debt servicing is
of 1 unit of money S for'1 unit of money N. In p the South gives up the
total of its current external i income, that is the sum of 2 million units of
money N (= 2 MS), to the servicing of its foreign creditors.

In these conditions an excess demand for money N in terms of
money S to the exact amount of 2 million units of money S (2 MS) is
observed. In every theory (whatever the ‘schools’) excess demand ends
with anincrease in the price of goods. In our case the new exchange rate -
is of 10 m1ll1on units of money S for 8 million units of money N.:

Initial exchange rate
‘before current servicing of country S s external debt
1 unit of money S for 1 unit of money N

New exc/aomge rate
" after reabsorption of the excess demand due to
 the current servicing of country S’s external debt
*1.25 units of money S for 1 unit of money N

Let us remember that the balance of external payments of every :
country, § and N, is in equilibrium in period p: § gives up bank -
depositsin money S to a value of 8 million units; as complement § gives
up bank deposits in money N to a value of 2 million units; as for
country. N, it -gives up bank deposits in money N to a value of 10
million units. The deposits transterred from both sides have the same
value, which is the condition for the perfect equilibrium of the overall
balance of payments of both countries. Now, it is within this same
equilibrium that the vice linked to the external debt servicing is hidden;
the residents of country § sacrifice a sum of 10 MS to pay for money N,

whereas country N’s residents only spend 8 MN to purchase money S.

It follows that the exchange market is in disequilibrium even though
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the overall balance of payments of each country is in eguilibrium. It is
this disequilibrium within equilibrium which makes up the vice we
keep denouncing. b L o :
- Before taking up again this question of a disequilibrium in the
exchange market within the equilibrium of the.overall balance of
payments, let us look once again at facts as carefully as possible.
~ Within the limit of each country’s commercial equilibrium, S pays
for its imports in money S and N pays for its own in money N; we thus
observe an exchange of bank deposits amounting to 8 MS on one side
and to 8 MN on the other, the exchange rate being still 1 unit of money
S for 1 unit of money N (since the effect of country §’s external debt
servicing on the external value of its money has still to be taken into
~ account). Since each country is finally paid for its exports in its own
money, the exchange market records the demand for § MN by 8 MS
and, reciprocally, the demand for 8 MS by 8 MN. These reciprocal
demands define two equivalent actions of opposite sign taking place on
. the exchange market which reconfirm the initial exchange rate of 1 unit
“of money S for 1 unit of money N. As can be observed, this result is
reached even though cach country ‘monetizes’ within its banking
system the foreign currencies earned by its residents: the sums of
domestic currencies thus additionally created by each:country is the
mark of an infinitely elastic supply, so-that the external value of
national currencies-is not at all affected by the ‘inflows™ of foreign
currencies into the two countries, as payment for their commercial
exports. But the ‘outflows” of foreign:currencies, as payment for the
corresponding commercial imports, are the effect of net purchases of
foreign currencies'in domestic currencies: the importers of the North
exert, in the money of the North, a net demand for money S while the
importers of the South exert, in money of the South, a net demand for
money N. Since these net demands for foreign currencies are
equivalent, their opposite effects neutralize each other on the exchange
market. : S :
But the essential point must be remembered; the situation is
interesting relative to the international monetary flows taking place
outside the equilibrium of the balances of trade. Now, the analysis of
the true problem could still be postponed. It could happen, in fact, that
‘the trade deficit of the North is compensated by a net export of
non-monetary financial bonds (of type B’) by N. According to the
logic of the mechanism of international payments, bonds B’ mass with
commercial goods, so that we again reach our previous conclusion: the
sum of international transactions is still neutral on the exchange
market. .+ - S : : _ .
At present we can no longer avoid the basic problem: is the
equilibrium preserved on the exchange market when (as in periods p) a
commercial surplus of the South is compensated by the current
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servicing of its external debt? Throughout this chapter the answer is
given by observing facts. Let us follow our humerical example. The
residents of the North demand, in the money of the North, the sum of
8 MS, the value of their current commercial imports. Now, the
residents of the South demand, in money of the South, a sum of 10
MN, namely 8 MN for the payment of their commercial imports-and 2
MN for the current servicing of their external debt. That the two terms
of the comiparison have the exact value we have just given them isan
indisputable fact. The residents of the North do not demand a sum of
10 MS, since their current international expenditures are limited to the
sum of 8 MS; on the other side, the residents of the South could not
stop their expendltures at the level of 8 MN, since the indebted
residents of S, like the commercial importers, have to purchase the
foreign currencies necessary to pay their foreign creditors.

The terms of the comparison are eloquent; a sum of 10 MN is
demanded in money S while a sum of only 8 MS is demanded in money:
N: there is thus, at the initial exchange rate, an excess demand for2 MN
inmoney S. The ensuing exchange rate variation is easy to calculate: at
a price of 10 MS for 8 MN the reciprocal demands are equalized on the
currency market,

Let us confirm this new exchange rate. '

First we have to determine the exchange rate variation due 0 the
transactions taking place within the balance of trade equilibrium; this
variation is nil, and the exchange rate of 1 unit of MS for 1 unit of
money N remains unchanged. (See Figure 11.11). Being of equal
intensity these two demands of opposne 31gn neutrahze each other in .
their effects. . .

" demand for money N
in money S - '
8 MS : 3 MN =3 MS -
- ' demand for money S '
in money N

Figure 11.11

But now we have to consider thé transactions which take place outside
trade equilibrium: country N imports a surplus of commercial goods
equivalent to country §’s external debt servicing. These transactions
would not have any net repercussion on the exchange market if they
gave rise to the following demands, as shown in Figure 11.12.

Yet, in the real world, outside trade equilibrium, the demand for
"money S in money N is NIL; the residents of the North demand the
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demand for money N
in money S '
2MS ———— 2 MN ' : : > 2 MS
L - demand for money $
in money N

Figure 11.12

money of the South up to the value of their commercial imports;
beyond this their demand for money S is NIL. The additional demand
for money N carried out by the externally indebted income holders of
country § 1, theréfore, not matched by any supply of money N. Let us
also note, since it is important, that if the demand for money § in
money N is nil once the commercial imports of the North have been
financed, this fact does not in the least depend upon the exchange rate
between the two currencies. Fromi this it can directly be induced that
the 2 million units of money S additionally spent on the exchange
market do not displace any sum of money N. Hence, the new exchange
rate 1s effectively 10 MS for 8 MN.

External debt servicing invariably gives rise to a disequilibrium in
the exchange market whenever the overall balance of payments is
equilibrated. In period p country § sacrifices, for the servicing of its
external creditors, the exact sum, in money N, it earns in its net
commercial exports; in p $’s overall balance of paymenis is thus in
equilibrium; despite this, money S is subjected to a devaluation whose
proportion is the ratio between the value of the current servicing, in
interests and amortization, of country §’s foreign creditors and the
value of its commercial imports. :

Ratio of money §’s devaluation:

. value of current external debt servicing

~ value of commercial goods current imports

Relative to period p, money $ loses its external value in the ratio of:
2MS.
8 MS

which means that in period p money S loses a quarter of its external
value. : -
This disequilibrium comes from the fact that, in order to service
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their creditors, country §’s externally indebted residents are bound to
sacrifice a domestic income for the purchase of foreign currencies
already earned by § through its trade surplus. One question alone has -
therefore to be asked: is it true that, in order to service their foreign
creditors, the residents of the indebred country () do not receive the
net external income of their country free of cost? It is absolutely certain
that in no country of the world are foreign currencies given up gratis by
the Central Bank. Hence, it is also certain that every time they service
their external debts countries lose in the exchange market the exact
amount they gain on the commercial markets. In our example country
§ sufiers from a deterioration in the terms of international exchange
which swallows up and cancels, on the exchange market, the reality of
this net commercial gain: wh1le it derives a trade, surplus of 2 million
units of money $ from its domestic output, country § suffers a straight
loss of .2 million units of ‘money S.on the exchange market. If
nevertheless country S is able to service its foreign creditors in period p
this can only mean that it gets into a new equivalent debt. If the current
servicing of its external creditors amounts to 2 MS, in perlod p we are
faced with the following situation: .

1 country § realizes a net export of commerc1al goods equal to 2
MS; -

2. country Sgets into a new external debt equaI to 2 MS;

3. coufitry’ § services 1ts external credltors by an amount of 2 MS.

Flnally, victim of the: vice mherent in. every external debt. serv1c1ng,
country S does not get any benefit — any positive payment—-from its
trade surplus, since 1ts net external income. of 2 MS is cancelled on the
exchange market, so that it can no longer get out of debt except by
getting 1nto a new debt.

All the trouble comes from the fact that, in the actual regime of
international payments, the indebted country (§) carries TWICE the
load of its external debt servicing: it first pays in KIND interests and
principal, since it exports 2 surplus of commercial goods; but it also
pays, additionally, in MONEY or in MONETARY INCOME, since
its indebted residents can honour their obligations only by forfeiting
their sl:wmgs in a sinking fund to the benefit of intetnational speculative
capita

The careful observation of facts reveals the absurdity characterizing
the servicing of external debts; the indebted country (S) shoulders a
double load, both in kind and in money; now, nobody has ever
observed the dowble payment— in kind and, additionally, in money —
of the creditors. How is it conceivable then, that debtors pay twice
while creditors are only paid once? -

A question of this kind can easily be disposed of, since it misses
completely the trué nature of the problem. In the actual real world, the
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residents carrymg the country s external debt have invariably to get
foreign currencies by paying them; they never get them free of charge,
which is enough to prove our point. The South makes sacrifices which
are donbled by the residents who carry its external debt. But, then,
how is it that the creditors of the South are entirely satisfied if they get
paid only once? It never happens, as we have already said, that the
creditors are paid both in kind AND in money: they are pald in kind
OR in money. Now this contradiction is specious. Itis on the exchange
market that the indebted country (S) suffers its second sacrifice: in
period p the 2 million units of money § lost in the exchange market do
not fall into the hands of the creditors of the South.

- ‘After all the only solution is to give gratis — to the set of the
country’s indebted residents; more precisely to set R’ — the foreign
currencies earned by’ the country through its trade ‘surplus and
assigned to the servicing of its foreign creditors. Before establishing
that this solution is not at all paradoxical let us first show that the rest of
the world would be entirely paid, in interests and principal, if the South
did not bring to the exchange market the income, in domestic money,
saved by the residents carrying its external debt and transferred to their
creditors. :




C_hapter_' Twelve

A Further Proof of the Double Servicing of External Debt

It could be thought that the arguments developed in the preceding
chapters are not.always positive, yet it is a fact, already fully verified in
the actual real world, that the North is paid in (money) income of the
North (section 1). = _ o .

'If, as is obviously the case in the actual system of international
payments, the indebted residents of the South forfeit their own income
to pay their foreign creditors, this clearly shows that the South’s
external debt servicing is carried out both in income of the North and
in income of the South (section 2). .= . _ '

Finally, a numerical example will illustrate the double load
shouldered by the South and show that it results in a foreign currencies
deficit (section 3). : '

1. Creditors in the North are paid by importers in the -
North _ : ' «

The South can service its external debt only by giving up a positive
margin of its external income. Let z units of money N be the amount of
net external income earned by the South and let us suppose that the
totality of this income is currently devoted to the external debt

“servicing of the South. In these conditions the residents of the North,
creditors of the South (CS), get, in interests and principal, the totality
of the income that their co-residents forfeit to pay for the excess
commercial imports of the North, z MN. As a general rule, every
transfer carried out to the benefit of CS is nourished by the income that
country N spends in paying for its commercial imports.

Let us represent the transfer of z units of money N, from the
commercial importers of the North to the creditors CS, as shown in
Figure 12.1 We can see that the creditors of the South (CS), residents of
the North, are effectively the final beneficiary of the income spent by
their own co-residents, as payment for their commercial imports
(Figure 12.2). Tt is true that the transfer that we have just represented is
not direct; it also true, however, that the income obtained in money N
by the creditors of the South (CS) comes entirely from their domestic
econ%my, or to be more precise from the commercial importers of the
North. : '
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__ — payment of the net commercial
—

- __Z_ E/[-N - imports of the North
South = —_
N T
.*-_"payment of CS§
Figure 12.1
z MN )
importers -— — — — — — — — — — — (S

Figure 12.2

But is the situation we have just described, which conforms to reality,
not anomalous? Why should the North be constrained to find within
its own national income the resources necessary to the servicing of §’s
external debt? Would itnot be logical, on the contrary, to ask the South
to transfer to its foreign creditors a sum of income formed within s
own economy?

After reflection, however, it is perfectly correct, both from a logical
and an equitable point of view, that a sum of income produced in the
North — and not a sum of income produced in the South — should
make up the payment, in interests and amortizations, of CS the
residents of the North creditors of the South.

In fact, the South sacrifices a net amount of commercial exports In
the example it earns the net sum of z units of money N, which means
that up to z MN the South does not compensate, on the commercial
goods market, its exports with its imports. Hence the South services in
KIND its external debt: it gives up commercial goods up to avalue of z
MN without getting anything back. For its part, the North does not
make any sacrifice: on the contrary it gains, in KIND, the amount of its
excess imports (= z MN); in MONEY its sacrifice is nil, since the sum
of its domestic income forfeited to pay for its net commercial imports
(z MN) is recovered by its residents, creditors of the South.

It remains true, of course, that in order to service its foreign creditors
the South has to give up a sum of foreign currencies earned in its trade
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surplus; but this loss means the transfer to its creditors of the income in
money of the North spent in the payment of its net commercial
imports.

Finally, observation reveals the constant fact that the creditors of the
South, CS, get paid in money of the North, since they invariably get the
sums of income which théir co-residents spend in paying for their -
excess commercial imports. Therefore, it is not a question of -
maintaining that the servicing of the creditors of the North by means of
the income of the North is a NORMATIVE proposition; it is, on the
contrary, a matter of a pure and sunple fact.

From an impartial point of view it should be easy to admit that if the
creditors of the South get, as total payment of interests and
amortizations, part of the income produced in the North, the South
should be exempted from servicing its external debt out of its
domestically produced income. This time we are on the normative
level: it is outrageous for the South, which already pays in money of
the North, to be made to pay another time in its own money. Yet, this
is what happens in fact; let us illustrate once again the additional
character of the two burdens lying on the South, which, while
sacrificing the foreign currencies earned in its net commercial exports
to the profit of its foreign creditors, suffers concurrently an equwalent
loss in its own dOI‘IlESth income.

2. Two dist'in'bt'iht:omés (ihternéi and external) ar_e' .
- forsaken by the South in each payment of its
external debt co _

It is interesting to note that the resident s, indebted to co-resident »
within' a given national economy, can only take advantage of an
extrinsic income in the exact sense that it cannot earn a positive income
on its own. Things are quite different for country § with regard to
country N it is clear, in fact, that every country benefits first from an
intrinsic- ‘or internal income formed within its own domestic
relationships. Debt servicing, therefore, poses a specific problem as
long as it implies a country in its relationships with the rest of the
world. As opposed to the indebtedness of s to #, the debt of the South
relative to the North is'defined with regard to the duality of 1 Income,
internal and external, intrinsic and extrinsic, of § and N.

Let uslook at the followmg example: if s, an indebted resident, pald
its creditor 7 in kind it would take a real good out of its rea] income;
now purely real incomes are formed in the autarchic economy of every
agent: they are, thus, iiternal incomes. It then follows that in order to
service its creditor (n) agent s would sacrifice an equivalent part of its
internal income; consequently, no monetary sacrifice would be asked
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of s in these conditions. ‘

‘The indebted country () finds itself in a much more uncomfortable
situation: its indebted residents (set R') could not pay interests and
amortizations to their foreign creditors except by giving up an
equivalent amount of internal or domestic income; having given this
up, country § should not also have to sacrifice its external income.
' Now, in the actual real world it can easily be observed that, every time’
it services its external debt, the indebted country ($) has to give up both
an intrinsic income and, additionally, an equivalent extrinsic income.

The only equitable "rule is the following: no economic agent,
individual or country, should be compelled to service its debt by
drawing both on its intrinsic income and on its extrinsic income.

It is true that it is unavoidable for the indebted country (S) to suffera
loss in foreign currencies every time it services its foreign creditors:
this means that it is unavoidable for the external debt servicing to be
carried out by drawing on the extrinsic income of the set of the
indebted countries (§). But then it must be concluded that the debtor
countries (§) should logically be exempted from drawmg on their
intrinsic Income. _

Yet, it cannot be denied that in the real world of today the South
services its external debt both in money of the North — that is by
drawing on its extrinsic income — and in money of the South — by
drawing on its mtrmszc income.

3. A numerlcal example of the double Ioad borne by the
indebted countries

We shall first show that the payment of the net commercial exports of
the South would be positiveif, and only if, the foreign currency earned
through this surplus were not thrown into the servicing of the external
creditors of the South. Then, we shall verify that the only uncertainty
in this matter regards the distribution of theloss between the decreased
price of exports and the increased price of imports of the South on the
external commercial markets. And finally we shall conclude that the
true nature of the loss unjustly inflicted on the indebted countries (§) is
such that the loss inevitably takes the form of a deficit in FOREIGN
CURRENCIES

3.1. The net commercial exports of the South remain totally unpaid
in so far as rbey correspond to the sermang of its extemal debt

Letus represent; with two rectangles the commerc1al exports and the
commercial imports of the South in a given period (See Figure 12.3).
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_commercial exports of §

10

commercial imports of §

Figure 12.3

These amounts are in billions of American dollars.

Let us follow successively two hypotheses, depending on whether
the external income of 2 billion dollars is accumulated in the (official or
private) reserves of country § or thrown into its external debt servicing.

Increase of the South’s foreign currency reserves In this case it is
undeniable that the totality of the commercial exports of the South (for
the given period) brings a positive payment to the country. Up to 8
billion dollars, the commercial market compensates the sales of § with
the purchases of .§; as regards. the surplus, the goods exported by
country § are the source of a net gain in foreign currencies: a financial
good, namely the sum of 2 billion dollars, has thus taken the place of an
equivalent amount of commercial goods The Southis therefore
treated with logic and equity, since its total gains reach the exact level
of its total losses.

Use by the South of its gain in foreign currencies for the servicing of its
external debt Tt is important to reason in pure logic first, up to the limit
of absurdity. The external gain of the South is equal to 10 billion
dollars; its external expenditures are of the same amount: everything
seems to be all right. Yet, we have also to take into account the internal
income of country- S, irrespective of whether this income is
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expressed in domestic money or in foreign currencies, It cannot be
dented that the residents of the South who are indebted to the rest of
the world make the sacrifice of an internal or mtrmszc income of 2
billion dollars. Globally we verlfy that: '

1 ‘the external income of § is cancelled, which is loglcal since
nobody could pay its creditors and retain the income thus
transferred; =

2. an internal i income of § is similarly cancelled, which is illogical
since, in order to transfer 2 billion dollars to its foreign creditors,
the South has to make a sacrifice of a total value of 4 billion
dollars. In other words, when it succeed in transferring 2 billion
dollars to its creditors in the North, the South gets into a new
debr of the same amount.

Let us corroborate the results of the previous paragraph by referring to
country $’s national book-keeping. .

The internal effect — within the domestic economy of country § —
of the payment (in foreign currencies) of its net commercial exports is.

as shown in Table 12.1. Within the given period the South realizes an
internal income equivalent to 100 billion dollars and an external
income of 2 bilhon dollars. In pracnce, aswellasin theory, the external
income of each country adds up to its internal iricome: in this example,
the total income (internal and external) of country § amounts to 102
billion dollars. If the value of the domestic, output still available after
net exports amounts to only 98 billion dollars it is precisely because a
domestic output of S, of a value equal to 2 billion dollars, has already
been sold (through exports). But an equivalent sum of foreign
currencies replaces the product which has been sold, so that an internal
income of a value of 100 billion dollars faces a product of 98 billion
dollars plus an increase of reserves of 2 billion dollars.

Table 12.1 .
Banking system of the South
- Liabilities _ Assets
Domestic i mcome 100 | Domestic output 100
Domestic income 2 Foreign currencies 2
Domestic income 100 Domestic output 98
Foreign currencies 2

This description is valid in every case, whether country § sacrifices its
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external gain to. pay its foreign creditors or not.

‘Before carrying on, letus analyse further the meaning of the book-
keepmg relationship between an -internal income of a value of 100
billion dollars and an internal output, still to be sold, of a value of 98
billion dollars. The point is that the macroeconomic price of this output
has a value of 100 billion dollars. Let us note that this conclusion is
universally admitted; it follows from a simple reading of the books of
account: being confronted with an internal monetary income of a value
of 100 billion dollars, the internal price of the domestic output still
available grows, in domestic money, from a value of 98 billion dollars
to a value of 100 billion dollars.

It is starting from these facts that the boundary line berween logic
and absurdity can be drawn.’ .

1. If the South were to keep the forelgn currencies earned through
its trade surplus in its bank reserves, its residents would ‘then
have at their disposal the purchasing power necessary to buy the

" ‘remaining output, since the value of 100 billion dollars would
" define the domestic income which they would still have at their
- disposal after payment of country §’s trade surplus.

2. But the situation is wortying in the case in which country § was
sacrifying its external income to the current servicing of its
foreign creditors. In this case, in fact, the internal income would
finally reduce to thé value of 98 billion dollars only (See Table -
12.2). Entry (1) represenits the expenditure of domestic income
carried out by the ‘externally indebted residents of country .
Entry (2) shows the result of this payment, the internal income

“being reduced from 100 billion dollars to 98 billion dollars. Now,
we must not forget that the macroeconomic price of the domestic
output to be sold within country S amounts to 100 billion dollars:
in tact, this ‘price differential’ is the result of §’s trade surplus, a
result which is not modified by the way the foreign currenc1es
thus earned are successwely disposed of.

Only one way remains open to the indebted country: the gioba,l
economy of country § can compensate its lack of purchasing power
only through a new debt incurred by the set of its residents (See Table
12.3). Entry (2°) now shows the purchasing power available within
country S which is just sufficient for the final purchase of the domestic
~ output still unsold after its net commercial exports have been taken
into account.. : .
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Table 12.2
Banking system of the South
- Liabilities ¢ Assets
~ Domesticincome 100 | ‘Domestic output 100 .
" Domestic income 2 ‘Poreign currencies = 2
'Domestic income 100 Domestic ‘o.utput 98
- Foreign currencies 2
¢} Foreigﬁ currencies 2 Domestic income 2
(2) Domestic income 98 Domestic output 98 :
Table 12.3
Banking system of the South
Liabilities ) Assets _
(3) Domestic income 2 | Newdebt - -2

(2) - Domestic income - 100 | Domestic output. 98 ' ;
' | NEW DEBT 2.

Let us now take just a glimpse at the logic behind the reform which is
called for by this state of affairs. Its full description is given in entry (1°) E
of Table 12.4. If — but only if — the transfer of country $’s external
income to its foreign creditors defined an equivalent asset in the form-
of a decrease in §’s external debt, the external debt servicing of country

§ would be carried out only by drawing on its extrinsic income, that is

without decreasing its intrinsic income.

- We thus find again the rule by which the actual disorder relative to ;
external debt servicing has to be ascribed to the fact that the indebted f
countries have to sacrifice, besides their EXTERNAL gains, an "
equivalent fraction of their INTERNAL incomes.

/
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Table 12.4
_ Banking system of the South
Liabilities  Assets
Domestic income 100 Domestic output 100
Domestic income 2 | Foreign currencies 2
Domestic income 100 |  Domestic output 98
: * Foreign currencies 2
(1)  Foreign currencies 2 | Domestic income 2
(1) Domesticincome 2 | Decrease of éountry S’s
: \ external debt 2
(2”) Domesticincome ~ 100 | Domestic output 98
Decrease of country $’s
external debt 2

3.2, Debt servicing has a negatwe impact on the excbange rate of
the indebted country’s money :

Let us reconsuier our numerical example and its representation in two
rectangles (See Figure 12.4). The essential clements of the argument we
have been developing can be summarized, following this example, in
two points: ,

commercial imports  current external debt

of country § - servicing of § |
8 2

commercial exports of country §

;
;
i
;
i

10

Figure 12.4
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. if country § setaside the 2 billion dollars gained as counterpart of
its trade surplus, no excess demand for dollars (money of the
North) would occur in money S; '

2. given that country § gives up its net external gain, a value of 2

billion dollars, to service its foreign creditors, an excess demand

appears to the profit of the dollar and to the detriment of §’s

domestic money, a net demand which can only be reabsorbed

through the equalization of the current price of §’s commercial
exports and the current price of its commercial 1mports.

As far as country §’s EXTERNAL income is concerned, 10 billion
dollars are demanded by § (payment of its commercial imports +
current servicing of its foreign creditors) and 10 billion dollars are
gained by country § (foreign payment of its total commercial exports):
these transactions are balanced on the exchange market.

As far as country $’s INTERNAL income is concerned, 2 billion
gollars are demanded by § and no additional sum of dollars s gamed

y S

As far as comztry S’ INTERNAL and EXTERNAL income is

~ concerned, 2 billion dollars are therefore the object of an excess

demand in terms of money S. According to every theory (neoclassical,
Marxist, Keynesian) it follows necessarily that the current external

debt servicing of country § is the cause of a depreciation in its domestic.

money’s external value, which brings the price in foreign currencies of

its commercial imports to the exact level of the price in foreign-

currencies of its. commercial exports.
Let us first suppose that only the price of country $’s commercial
exports suffers from the repercussions due to the current servicing of

- §’s external debt. In this case the commercial exports of the South, -

whose value would have been 10 billion doilars, reach a total value of 8
billion dollars, the exact price of its concomitant commercial imports:
no net surplus in foreign currencies is thus earned by country § whose

only way to service its external debt is to getintoa new equivalent debt..

But now let us suppose that it is the price of country §’s commercial

imports which suffers fromall the repercussions relative to the current .

servicing of §’s external debt. Then, the price of §’s commercial
imports, initially equal to 8 billion dollars, rises to 10 billion dollars,
which is the exact value of its commercial exports relative to the same
period: again the conclusion is that country § can only find through a
new external debt the resources necessary for the current servicing of
its external debt.

Every country which fixes the pnce of its commercial exports in

terms of dollars 1s affected by the mechanism described in the previous

paragraph: but no country can avoid the logical consequences of excess
demand for foreign currencies in terms of its domestic money. Hence,
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these countries see the price in foreign currencies of their commercial
imports increase to the exact amount of the current servicing of their
foreign creditors. : .

It is true that it is easy to get it wrong: does the price in dollars of the
country’s commercial imports increase because of its external debt.
servicing? Obviously not. But the question is a different one:
translated into dollars, does the price in domestic money of the country’s
commercial imports increase because of its external debt servicing?

From what we have just been arguing it seems that the South suffers
aloss in its own domestic income every time it services.its external debt;
in no single case, at least according to the stage reached by our analysis.
in this chapter, is the loss suffered by the South made up in foreign
currencies (dollars). Yet, as we shall argue in the next section, it is
precisely in foreign currencies that the loss of the South takes place.

‘

3.3, Finally, each time it services its external debt the indebted
country suffers from an equivalent loss in FOREIGN
CURRENCIES ~ - :

It.can be admitted that if the indebted country were to lose only its
domestic money, the deficit would easily be made up. A country, in
fact, can freely — and also free of cost — issue positive amounts of its
In reality, however, the vice inherent in the country’s external debt
servicing is much more serious since, in the absence of a fundamental
reform, it cannot be eradicated. As it is the indebted country suffers a
net loss in FOREIGN CURRENCIES, = -
Let us reason within the framework of our previous numerical
example. In the period of reference the price in money S of the South’s
commercial imports is multiplied in the proportion of 8 to 10. If the
index of the nominal income generated by the domestic production of
§ were adjusted accordingly, the problem would remain, but the
coefficient would pass from 1 to 1.25. It is therefore ineluctable that the
holders of the macroeconomic income defined in money $ suffer a loss
in domestic. purchasing power equivalent to 2 billion dollars. For a
trade surplus of this amount (provided its productin foreign currencies
is totally sacrificed to the servicing of $’s foreign creditors) the loss
suffered by the domestic income holders of country § is effectively
equal to the money S equivalent of 2 billion dolfars. Hence, in order to
maintain the domestic purchasing power at the macroeconomic level
of national output, it is necessary for the whole population to contract
a new debt of a value equal to its trade surplus with the rest of the
world. But is it not possible for this additional debt to be defined in
~money S? Asa matter of fact, if it were so defined the purchasing power
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of country §’s population would remain curtailed. The fact is that we
are confronted with TWO DISTINCT FACTORS in the growth of
prices within the economy of the indebted country: on the one hand
the macroeconomic price of the output to be sold within the country
- exceeds the value of this output up to the amount of the country’s net
commercial exports (we have shown this earlier); on the other hand,
the price of the imported goods grows because of the country’s
external debt servicing. Confronted with these two price increases, the
population can only maintain its standard of living through a
supplementary import of commercial goods, which supposes that
country § runs up a new EXTERNAL debt to the very extent it
services its foreign creditors. Finally it is effectively in FOREIGN
CURRENCIES that the loss, which the indebted country suffers
through its external debt servicing, occurs.

The vice inherent in the countries’ external debts servicing can be
expressed in a simpler way: in each period the South, in order to
maintain the standard of living of its population, has first to sacrifice
the new amount of foreign currencies arising from its freshly
contracted debt. If the vice were removed the new debt could be used
for the investment — and not for consumption.
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Chapter Thirteen

The Logic of Indebted Countries’ External Accounts

1. General principlés :

Once the ‘diagnosis’ has been clearly worked out, the solution to the
international debt problem is essentially a matter of application. In
short the fundamental principle is the following: it-is necessary and
sufficient: to endow the indebted countries with a book-keeping
system which does not nullify their net gains in foreign currencies even
when these gains are used for the payment of interests and principal to
their foreign creditors. And this is; let us repeat it, for the simple reason
that the decrease in the South’s external debt logically defines an equal
gain realized by the South relative to the rest of the world. '
- In other words, the solution requires the working out of 2 monetary
(book-keeping) system allowing for the total neutrality of the ‘vehicle’
used-in the settlemeént of international transactions. In the case we are
analysing, the money playing the role of international currency should
be given gratis to the South, so that § could transfer to its foreign
creditors the income earned in its trade with the rest of the world
without being forced to purchase the vehicular money required for this
transfer. But how could this project be adopted without having to call
an international conference whose aim would be the substantial reform
of the actual system and the creation of a truly international money?
To put it another way, would it be possible for a single country to
avoid . the negative consequences of the system of non-payments?
According to our analysis, the problem is not of a political order; since,
if a country only had to service its-external debt once, no country
would suffer from it. Only international speculative capital would
experience a decrease in its sources of growth, but this is far from
representing a negative factor for the equilibrated development of the
world economy. It remains to be seen whether an analytical solution
can be applied in the real world. o

As has already been shown, the double payment of external debt
servicing hasits source in the lack of distinction between the country as
a whole (nation) and the sum of its residents. To avoid the
simultaneous loss of the country’s external and internal income
corresponding to external debt servicing it is thus necessary to call into
a book-keeping existence the nation itself and to credit it with the gain
resulting from the decrease of the country’s external debt. At the
international level, monetary neutrality implies that no currency plays
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the role of a final good, and in order to avoid every commercial
transaction having money as its object it is enough to guarantee the
total separation between the national and the international monetary
- circuits. In the absence of a true system of international payments this
means that the external transactions of the South have to be taken up by
a specific institution (which could be the Treasury, the Exchequer, the
Hacienda or a special department of the Central Bank) which would
have to receive and carry out all external payments in foreign
currencies. On the other hand, the internal department of this
institution would have to receive and carry out all the payments in
domestic money inherent to §’s international transactions. Hence, the
importers of country S would have to pay the internal department, and
the exporters would be paid by it. As far as the external debt servicing is
concerned, the indebted residents of the South would pay the internal
department while the creditors of the rest of the world would be paid
by the external department. Up to the amount of external debt
servicing there would be, therefore, a transfer of foreign currencies (to
the external world) and an equivalent inflow of domestic money; this
obviously conforms to common sense since, if the country. plays the
role of intermediary and takes upon itself the payment of foreign
creditors, it has to find its counterpart in its relationship with the
indebted residents. What is today definitely lost to the profit of
speculative capital would tomorrow be picked up by the country,
without the creditors of the rest of the world being deprived of the
slightest part of their credits. . e

Since the problem is of monetary origin (and not of financial origin),
the solution is also monetary. Hence; given the nature of banking
money, in order to avoid the double servicing of external debt it is
useless to resort to aberrant economic policies; a simple reform of the
system of external payments is enough. What has to be avoided, in fact,
is the purchase of a vehicular money instead of that of the goods and
services of which the less developed countries are so much in need and
which the industrialized countries would be so keen to sell. Let us
stress the fact that the vice of the actual system goes far beyond the
countries’ behaviour, to reach the structural framework within which
international transactions are carried out. The neutrality of this
framework is the fundamental condition for the sound development of
international trade, and the reform outlined here aims only at
modifying a structure which, far from being neutral, negatively
influences the external debt servicing of the great majority of countries
(the South) compelling them to a double payment for which it would
be pointless to look for any justification whatsoever.

As alast general remark let us note again that the gain is justified only
to the extent that the external department takes up all the foreign debt”
accumulated by the country. Logically, only the residents should be
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indebted, and not the country as such. Today the logic of international
transactions ‘is not.complied with, and countries themselves are
~-indebted. This is why the payment of external debt is doubled, and this
is. also why, beid® 2 barrier to the second payment, the external
department earns an amount equivalent to the current servicing of the
country’s external debt. Having in fact proved that, according to logic,
nations as such should not be indebted in‘addition to the indebtedness
of their residents, it appears that, under the actual non-system. of
“international payments, countries have accumulated an undue external
debt that has heavily hampered their economic development. In other
words, indebted countries are suffering a continuous loss having to
~ service their debt under a monetary system that doubles their burden.
Now, it is clear that the new order of international payments should
allow each of these countries to stop giving away undue positive
amounts of their domestic resources to the rest of the world. Under
these circumstances it should not be surprising, therefore, to find that
the plan proposed here would bring a net gain that derives from the
possibility given to each country to service its debt only once (that is,
the possibility of effectively decreasingiits external debt when servicing
it).

In a sound system, the country would act as a pure mtermedlary
between. its residents and the rest of the world, which means that the
residents’ foreign debt would be carried by the1r country and that the

country itself would become a creditor towards its own residents,
Acting as intermediary the country would therefore borrow from the
rest of the world only in order to lend to its domestic residents, and
would then service its foreign debt on their behalf. In this respect the
new plan avoids the loss of internal resources which characterizes the
servicing of external debt in the actual non-system of international
payments, and would allow the indebted country (§) to make an
equivalent profit whose raison d’étre would persist until the world
reformed the entire non-system and adopted a pure vehicular money as
international currency.

2. Synthetical rules of the reform

The rules we are introducing here refer to the changes that any single
country (here called S) should adopt in order to avoid the negative
consequences of the actual disorder of international payments. Book-
keeping modifications are/reduced to the essential, and the function of
meglatmn is ascribed to the Central Bank. It goes without saying that
any other national institution — the Treasury, the Hacienda, the
Exchequer — could equally well carry out this function, and that the
reform does not in the least depend on the political status of the
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institution itself or its use of the gain which the country would derive
from the new system. For the sake of simplicity, reference to foreign
currencies is limited to the dollar; and the exchange rate between the
dollar and the indebted country s domestic money, MS, is supposed to
be 1 MS for $1. .

‘As will immediately be clear, book-keeping accounts are named
according to their specific function, and the specialist should easily be
able to translate them into more traditional terminology, bearing in
mind, however, that the new accounts cannot be merely rehashed old
ones. In particular, the accounts of the nation’s external debt do not
exist, as such, in traditional book-keeping, and it would be useless, and

- wrong, to incorporate them into already existing structures. Note that
when operations are stated in a given order they may in fact be
simultaneous as' occurs below (for example, although apparently
separated entry 1 and entry 8 of Case A are 51multaneous since they
refer to the same transaction). R '

1 The Central Bank is d1v1ded into two departments: the internal
“department (I), carrying out and receiving all payments in
" national money relative to imports, exports, loans and external
debt servicing; and the external department (II), carrying out all .
~ payments in dollars to the rest of the world.

* 2. At the beginning the second department of the Central Bank
_takes up the country’s external debt accumulated during the

previous periods, and balances its account by. entering an

" equivalent amount of reserves and imports on the asset side of its

‘balance sheet (See Table 13. 1)

Table 13.1 o _
CBIl
' Liabilities R . " Assets
External debt X Imports ~ X-y
Reserves y

3. The gain realized by the second department, due to the decrease
in the country’s accumulated external debt, is transferred to the
first department which monetizes it in the country s domestic

-currency and uses it to pay the exporters. -

4. The domestic payment carried out by the country’s indebted

- residents in order to service their external debt is collected by the
Central Bank’s flrst department on behalf of the- country s
Treasury. :



Chapter Fourteen

Analytical Representation of the Reform

1. Summaryr of the different Case-studies

A, Imports and exports equality

Imports = 10
Exports = 10
New loan = 2
Debt servicing = 2

The internalization of the external debt servicing brings the Treasury a
gain in domestic money, MS, while the new loan is borne by the
residents alone, and increases the country’s external debt only to the
extent that it increases its internal credit.

B. Net imports

- Imports = 10
Exports = 8

New loan = 4
Debt servicing = 2

Even though the new loan is now equal to 4 units of MS the conclusion
is the same as in the previous case: the external debt servicing benefits
the Treasury whose assets increase by a corresponding amount of
domestic money.

- C. Net exports

Imports = 8
Exports = 10
Debt servicing = 2

In this case the gain derived from external debt servicing— and which
results in the decrease of the debt carried by the Bank’s second
department on behalf of the country — goes together with the decrease
in the resident’s indebtedness. The country’s net exports are paid for
by the first department of the Central Bank which benefits from a
transfer from the second department. The amount of money S paid by
the indebted residents is transferred to the Treasary.
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2. Analysis of the different case-studies

Cas: A

(9) 2 MS :
- Treasury

2MS -

(8)
2MS
/ (7)
borrowers importers . exporters - : indebted.
: : o - residents
Figure A E
Analytical Acconnting
Table 14.1 -
CENTRAL BANK
~Internal department 1 _
Liabilities (MS) e Assets (MS)
.(7) ~ Exporters Department II 2

2

{8) . Exporters - - 8 Importers - 10
- Borrowers ‘ 2
2

(9) Treasury Indebted residents 2
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Table 14.2
i CENTRALBANK
' _ External department II _ )
Liabilities (%) Assets ($) -
Externaldebt =  $X | Imported goods X ¥
: : Reserves y
(1) . Capital 2 | Reserves 2
(2) Reserves : 2 { Capital o2
(3)  Capital , 10 | Reserves 10 -
- (4)  Reserves 8 | Capital 8
(5) Reserves 2 Capital 2
(6) Department 1 2| Externaldebr . 2

The operations defined by each entry are the foliowing:

(1) new loan of $2 granted by the rest of the world.
- {2) imports financed through the loan of $2.

(3) exports equivalent to $10.
~ (4) imports equivalent to $8.

(5) external debt servicing of $2. .

(6) transfer to the first department of the Central Bank of the gain
due to the decrease in the external debt carried by the country.

(7) monetization in MS of the gain relative to external debt servicing
and partial payment of §’s exporters.

(8) payment in MS carried out by country $’s importers which is
partly transferred to the beneficiaries of the new loan, 2 MS, and
partly used to pay the exporters, 8 MS.

(9) payment in MS carried out by the country’s indebted remdents
and transfer of the sum to the Treasury.

Having to carry out the whole of country $’s external transactions, the
second department of the Central Bank 1s paid in dollars by the rest of
the world and so pays $’s foreign creditors in dollars. Thus, the
country’s exports and the loans it gets from abroad give rise to a
posmve inflow of dollars into the second department, whereas $’s
tmports as well as its external debt servicing are the cause of a positive |
outflow of dollars. The loan of $2 necessary for the balancing of -
imports and exports (of goods, services and bonds) increases the
Central Bank’s reserves in dollars and represents capital that the Bank
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will lose as soon as these reserves are spent in order to pay for part of
the country’s imports; the residents’ indebtedness alone will remain as
counterpart of the new debt incurred by the country on their behalf.
Besides, the payments for country §°s exports made by the rest of the
world increase the Central Bank’s reserves; they are also recorded in
the form of capital. When the Bank pays for §’s imports, the reserves
are decreased and the capital disappears. What remains is a reserve of 2
“dollars, which the Bank employs in the servicing of the country’s
external debt. The result of these operations is therefore a decrease in
$’s accumulated debt which is recorded as an equivalent gain that the
second department transfers to the first. Here the operations are
recorded in domestic money and relate to the payments made by the
. indebted residents and the importers, as well as to the payments carried
out by the Bank to the profit of exporters and borrowers. It appears
that the country’s importers pay the borrowers and part of the
_exporters while, relative to the external debt servicing, it is the Central
Bank which (by money creation) pays the exporters directly. This
creation has no effect on the exchange rate and is not inflationary, since
it corresponds to the domestic monetization of the country’s external
gain. On the other hand, the amount paid by the indebted residents in
order to service their debt is entirely earned by the Bank on behalf of
the Treasury. It is this amount which defines the gain due to the new
system and which directly derives from the positive payment of the -
country’s accumulated external debt, which cﬁang'es fromXtoX -2
dollars, that is, if we consider also the payment of interests, from X + i
toX+i—-i—(2—1i). ' S
The entries corresponding to this first case are the following.

CENTRAL BANK "
Départmentl .

'depé.rt-. I - transfer from
in$ : depart. II
L. . a. L o a.
@ 82 (8 © © %
‘ deparf. It - : importers ' _ exporters
L ' a. L : a. L ' a
IMS () 10MS (8) (8) 8MS

(7 2MS
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borrowers indébted res. : Treasury
L. a. L a. L a.
(8) 2 MS ‘ 2MS (9) (9 2MS
clearing
L ' _ _ a
§ | MS || § | Ms
]2 2 7)
CENTRAL BANK
Department 11
accumulated
external debt reserves imports
L " a. L o oa L : a.
$X S $y $X -y
$X +1) (2 %2 %2 ) .
$2. (6) (4 $8 $10 (3)
5) $2
capital " CBdep. I borrowers
1. a. L oa L _ a.
() $2 |82 () (6) $2 2w

(3) $10 (88 (4)
$2.0)

new external debt
1. a.

(1y 82
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TREASURY
transter from CB © CBdep. 1
L. a. 1 a.
(9) 2 MS | 2MS (9)
INDEBTED RESIDENTS
external debt CB dep. I interests on
_ external debt
L. _ ca. L a. L
$X | $2-1(9) (9) 2MS . $i | %1 (9) -
clearing
1 : : a.
' $ MS $ MS
9) 2-i 2-i 9)
i i (9)
IMPORTERS
CB dep. | imported goods
L. a. L a.
(8) ‘10 MS $10 (8)
clearing |

1. a.
- MS $ MS

) ) 10 \ H ’ 10" )
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EXPORTERS
CB dép. I exported goods
1. : a L ' a.
IMS (7)) (7)) 2MS
§MS (8) (8) 8MS
BORROWERS
CB dep. I o
external debt CB dep. 1
L _ a. L ' a.
1 $2 2MS (8)
7 clearing
1. a
$ MS $ MS
(8) 2 2 (1)
Case B
Analytical Accounting
Table 14.3 ‘
CENTRAL BANK
Internal department 1 .
" Liabilities (MS) 3 Assets (MS)
(7) - Exporters Department II 2
(8) Exporters Importers u 10

Borrowers

(9) Treasury Indebted residents =~ 2

NS e N (S ]
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RW R

AN

$8
(3)

82
- (5)

9)2 MS

(8 2MS
/ 7
borrowers importers €XpOrters ' indebted
residents
Figure B

The operations are the following:

(1) New loan of 4 dollars from the rest of the world.

(2) Imports financed through the loan of 4 dollars.

(3) Commercial exports equal to 8 dollars.

(4) Commercial imports equal to 6 dollars.

(5) External debt servicing of 2 dollars. .

(6) Transfer to the Central Bank’s first department of the gain
obtained from the decrease in the external debt carried by
country §.

(7) Monetization in country $’s domestic currency of the gain due
to positive debt servicing and partial payment of §’s exporters.

(8) Payment in money $ catried out by the country’s importers and
transfer of this amount to the residents who have borrowed
“from the rest of the world (4 units of MS) and to the exporters (6
units of MS).
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(9) Payment in money S carried out by the indebted residents of
country § and transfer of the sum to the Treasury.

" Table 14.4

CENTRAL BANK
External department If
Liabiliies (MS) Assets (MS)
External debt X | Imported goods - X -y
. Reserves y

(1) Capital 4 Reserves 4
(2) Reserves 4 Capiral 4
(3) Capital 8 | Reserves 8
(4) Reserves 6 | Capital 6
(5) Reserves 2 | Capital 2
(6) Department I 2 | External debt 2

The only difference with the previous case (A) is that this time the
external loan is equal to 4 dollars. Otherwise all the payments are
carried out in the same way and the external debt servicing brings the
Treasury a gain equivalent to the decrease in the country’s accumulated
external debt. The book-entries are as follows. o

CENTRAL BANK

Department 1
depart. 11 transfer from
in$ depart. 11
Lo _ a. . L oA

7 82 |2 6 82
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depart. IT - . importers ‘exporters
L. _ a b - a. L
C2ms @) 10MS (8) (8) 6MS
(7) 2 MS
borrowers indebred res. . Treasury
L . Coa L : a. L
(8) 4MS 2MS (9). (9) 2MS
- clearing
1. ' a
§ MS § MS
” \ 2 || 2 ‘ %
CENTRAL BANK
Department I1
- accumulated - L : : C :
. external debt - reserves - - : imports
1. a. L. : a. L.
sx | sy L o$X-y
$X +1) 2) %4 $4 (1) .
_ $2 (6) (@) %6 $$8 3
: (5) $2.
capital CB dep. 1  borrowers
L _ a. L a. L

M # (%@ © 2 4 (1)
G) $8 |36 (4) :
| RO
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- new external debt

1. a.
(1 $
TREASURY
transfer from CB CBdep.1
L a. L a.
@ 2MS 2MS (9)
INDEBTED RESIDENTS
external debt "~ CBdep.1 Interests on
external debt
L a. L a. L a.
$X [$2-1 (9) (9) 2MS $i |$i ()
clearing
L. E a
$ MS- $ MS
) 2-i | o2-i )
(9) i i (9)
IMPORTERS
CB dep. I mmported goods
a. L a

{8) 10 MS $10 (8)
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clearing
I a
$ MS $ MS
(8) 10 101 ®)
EXPORTERS -
CB dep. I - . exported goods
1. a. L a.

2MS () (7) 2MS |-
6 MS (8) (8) 6MS

BORROWERS
CB dep. I
 external debt CB dep. I
L _ a. L ' a.
(1) $4 o 4MS (8)
: clearing
L ' a

$ MS $ MS
®) | 4 || 4 | (1)
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Case C

(7y2MS -

importers R exporters " jndebted
: ' ' ' ' residents
FigureC”
Analytical Accounting
 Table145 | o
" CENTRAL BANK
- Internal department [
Liabilities (MS) 0 Assets (MS)
(5) Exporters 2 | Department II 2
(6) Exporters 8 Importers 8

. (7) Treasury 2 Indebted residents 2
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. Table 14.6
CENTRAL BANK
_ External department II
‘Liabilities (§) * Assets ($)
External debt "X | Imported goods X-y
_ : Reserves y
(1) Capital - _ 10 | Reserves ' 10
(2} Reserves 8 Capital 8
(3) Reserves - 2 | Capital 2
(4 Department] - 2| External debt 2

The meaning of the operations-is the following:

(1) Exports of commercial goods of 10 dollars.

(2) Commercial imports of 8 dollars.

(3) External debt servicing of 2 dollars. o

(4) Transfer to the Central Bank’s first department of the gain
derived from the decrease in country $’s external debt.

(5) Monetization in country $’s domestic currency of the gain due
to positive external debt servicing and partial payment of §°
exporters. '

(6) Payment in money S carried out by the country’s importers and
transfer of this sum to the country’s exporters.

(7) Payment in money S carried out by the indebted residents of

" country S and transfer of the sum to the benefit of the Treasury.

Unlike the previous cases, no new loan is required here since the
country’s net commercial exports provide the amounts of foreign
currencies necessary to pay for its imports and to carry out its external
debt servicing. On the other hand, the decrease in the country’s
external indebtedness guarantees the Treasury an equivalent inflow of
domestic money which it can use to relieve; for example, the burden of
the country’s public debt. ' '
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Relative to this last case the book-entries are as follows.

CENTRAL BANK |
Department 1
transfer from ‘depart. II
depart. II in$ |
a. L o a. |
# $2 ' G) 2 |92 @
depart. 11 ' . importers . exporters . C
1. a. L - a. L ' a. |
2MS (5) §MS (6) (6) 8MS |
| (5) 2MS
indebted res. Treasury
L. a. L a.
2MS (7) (7) 2MS
clearing
L a
: $ MS $ MS
CENTRAL BANK
Department II -
accumulated )
external debt : TESErves R imports
L. a. L a. L _ a.
$X ' $y $X-y
$ (X + 1) @ $8  [$i0 ()

$2 7(4) 3) $2
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capital . CBdep.1-
L. a. L a.

1) $10 [$8 (2) @ 82
82 (3)

TREASURY -
transfer from CB CB dep. I
L. a L ' a.
(7) 2MS IMS (7)
'INDEBTED RESIDENTS
external debt CB dep. | ' interests on
o external debt
1. a. L S a. L e
$X |$2-1 () (7)) 2ZMS $i %1 ()
_ clearing
L. a
$  MS $ MS
@ | 2-i 2.5 | @)
) i i)
IMPORTERS
" CB dep. imported goods
L a. L a.

(6) _"8 MS $8 (6)
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clearing

$ MS $ MS

(6) 8 8 (6)

EXPORTERS -

CB dep.1 ~  exported goods
a. L _ a.

2MS (5) (5)" 2MS
| 8MS (6) (6) 8MS |

! e o o e,




Notes

Introduction

1. The necessity of establishing a multi-currency standard was already
stressed at the Bretton Woods conferénce by central bankers and was
later theorized, among others, by Lutz, Roosa, Zolotas and Wallich.

2. As results from the following quotation, the main distinction
between inter-regional and international transactions is often reduced
“to a difference of degree of substitution between financial claims.
“Nobody doubts that regions do run current-account surpluses (or
deficits) in trade with each other; some regions find it becoming
relatively easier or more difficult to sell their goods and services in
inter-regional (national) markets; that marked regional disparities in
wealth, incomes and unemployment develop between regions and that
large net regional migrations take place. Yet despite such signs of
balance-of-payments problems, it is often. claimed that in inter-
regional transactions — as compared and contrasted with international
transactions — there are no balance-of-payments problems, or at least
that these are of a qualitatively differentiind. What this actually means
is that the portfolio adjustments required to finance a current-account
surplus/deficit can be much more smoothly and easily arranged in

inter-regional transactions, indeed so simply facilitated that they may

pass virtually unnoticed’ (Goodhart 1975: 264).

3. Among them, Robert Triffin is probably the theorist who has most
consistently opposed the use of a national currency as international
money. .

- - Chapter One

1. They are also out of balance when A spends less than he earns but in
this case there is no need to finance any deficit and a new equilibrium
can easily be reached through an increase in financial assets.

2. See, for example, B. Schmitt (1984a) and A. Cencini (1988).

3. Except those which can pay for their imports by sending abroad
their own national currency.
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4, This conclusion should, obviously, not be taken to mean that

prolonged regional trade deficits are not to be seriously analysed since
they do not end up with an inter-regional debt. On the contrary, the
lack of dichotomy between expenditure-flows and asset-stocks shows
that the analysis of current-account deficits cannot be constrained
within the rigid limits of the false couple deficit-debt.

Chapter Two

1. For a detailed analysis of money creation see R. S. Sayers (1958), B
Schmltt (1984a) and A. Cenc1n1 (1988)

2. Tt is only after a further development of the analy51s that it will be
shown that, in reality, this assumption is too restrictive and can easﬂy
be dlsposed of.

3. Interesting results have already been obtained in this respect
- (Schmitt 1984b and 1989) and it has been proved convincingly that the
solution to the external debt payment can be successfully implemented
by any single country, irrespective of the system followed by all the
others (see Part 111 of this work).

Chaptei' Three

1. From a modern point of view Ricardo’s analysis of the gold standard
can be seen also as a rigorous atempt to prove that international
payments can be carried out only through the circular flow of gold.
Used as international currency, gold would act as a vehicular money
allowing for the constant equilibrium of the balance of payments. For
more details see Bernard Schmitt’s introduction to Seritti monetari di
David Ricardo, 1984, Istituto dell’Enciclopedia Italiana, Rome.

2. Among these economists we find Trifﬁn, Rueff and Kindleberger.

3. See Sayers (1958), Cencnn (1984, 1988) and Schmitt (1966 1975,
1984a).

4. It has to be noted that, in their famous paper, Despres Kmdleberger
and Salant asserted a different point of view.

5.E. Despres, C. P. Kmdleberger,W S. Salant (1966)
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Chapter Four

1. The modern revival of the monetary approach to the balance of
payments can be ascribed mainly to Meade (1951), and, among others,
to Hahn (1959), Pearce (1961) McKinnon (1968) McKinnon and Oates
(1966). - R o

2. See Cencini (1984, 1988) and Schmitt (1975, 1984a).

Chapter Eight

1. The multilateral clearing system advocated by Schumacher (1943)

differentiates from Keynes’s Clearing Union mainly because no

international standard is supposed to be needed in order to vehiculare

international transactions. ‘It will be clear that the International
Clearing Office requires no finance of its own, nor does it have to
create a new international currency’ (p.153). In his attempt at avoiding

monetary payments between countries, Schumacher considered

multilateral clearing as a kind of multi-currency system. By claiming

that “In this way, one might say, every national currency is made into a
world currency, whereby the creation of a new world currency

becomes unnecessary’ (p.154) , he was explicitly assuming that, to be

effective, payments had to be carried out in kind. Yet, his solution is

still too rigid, the lack of monetary circulation having as a corollary the

need to achieve balance in the trade of every country. ‘No matter what

is the technical set-up, every country must ultimately pay for what it

buys, which means, in the long run, that it must achieve a position in

which it can supply as much in goods and services to the rest of the

world as it receives’ (p.155). . ‘ R

2. Important suggestions as to the way internal payments can be related
to (but not interrelated with) international transactions can be found in
Schumacher’s proposals for the institution of a multilateral clearing
house. His solution implies the creation, in each country, of a Clearing -
Authority to receive payments, in domestic money, from national
importers. and to make payments, in domestic currency, to national.
exporters. ‘Each National Clearing Fund thus receives and disburses
only national currency: it receives such currency from the home
importers and disburses it to the home exporters’ (1943: 151). .

Given the absence of any international currency in Schumacher’s .
plan, the separation between national and international monetary
circuits is a problem which does not even arise here, it is true, yet the
mechanism based on the particular role played by the Clearing
Authorities is a valuable step towards the internalization of external
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transactions which, in a system where money still plays an essential
role, remains a fundamental requirement for the correct solution of the
international debt problem. '

3. For more details see Schmitc (1973, 1977, 1984b, 1988).
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