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UANAGING THE INTERNATIONAL VALUS OF MONAY,

Inxraductipn.

Befoxe World Waxr I,the objective of monetary management
was not divided as bstween the gtability of international value
of money and that of 1ts intermal value., These two fields of mone

- =tary management were not taken to be essentially rival. Maintaining

the external value of monéy was the all comprehensive objective -
of monetary policyf Fluctuations in the balance of payments were
the sign-posts of that policy and the quantity of monay was its
steering wheel. The mechanlism of management was simpler, and,
though its loglc was merciless, its results wexre quick and conspie
cuwous go far as thé achievement of the goal was concerned. That syst
=em, known as the international gold standard, was atiributed
universal importance for monéta:y policies and its lnanimate
representative, gold, was enshrined in the imner sanctuaries of
central banks. o

In the years foilowing World War First,there arose a
questioning about fha sanctity of the gold standard system. The
adverge effects that that system used to exert on the internal
economic situation became glaxing éna made the inherent rivalry
0of the axtaxmakx managemenf of the external and internal values of
money self=-evident. A keen controversy arose whether the price that
was to be paid in terms of internal instability was not too heavy
for the objective of external sitebility and that the sacxrifice of
the latter would not prove a lessey evil. The reaction agailnst the
gold standard system became very stréng and@he intérnal stability
came to be inoreasingly recognized as the supreme odjective of
mon?tary management and the stability of the external value of

money was important, 80 long as it helped the objective of internal
stability.
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But the alternatives to the $old standard soon xevealed the
gefects of an opposite extreme. The experiments that were caxried on

in the management of the exchange velues of national ourrencies

‘disclosed one important iact~that the stabllity of the exterhalzvaluﬁ

of currancy was essenticl for even the internal stabilization and
that stability would not be sécu:ed,by each countyxy adopting its
ingividual paliey but by co;operation of 211 the countrles concexrned.
Any 1nmernational maneta:y system. of stable exchanges which
tries to. supplant the gold atandard mast take into consideration
cartain fundamental conﬂitions without which relatively stable
exchanges are impossible. Purther, it is necessary to ascertain
whether & common domestic. monetary policy pursued by several
eounmrles is also c¢onducive to intexrnational monetary stabiliﬁy
irrespective of thein[;:;gggggigggitionu If the domestic and
external stabillity measures are cpnflicting‘the causgq of auch
contlicts should be studled indivigually for a country rather then
éxplaining the conflict as g?ﬁIVQ?aidn from a theoretlcal rule. The
logic of the thnqrétioa;“sq;q‘signdard‘is teo simplel;n its
caleulations of the adjustment procees which, though woxrked out
itself vltimately, was the putcome of the foreces which the gold
standard theory haxdl& took intc acocount. Again, the gold. atendard:
mechanism hexdly made distinetions among countries with different
economic situations and importance in 1nternational economic,

environment. It iérwé?thwhile to examins the gold standard meehanism

.angd how the adéusgmantngxqaasa took place under it.

A}

8, 1ld St ard tech She

' The monsetary pbiiqy of the gold standard system is based on
the quantiﬁy theoxy of monby. There is a fixed relationship between
the volume of domestic currency and the monetary gold resexves
of & countr& and the authorities are bound to convert the curxency
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in gold at a fized rate on demend. Changes in the monetaxy gold
resexvea.thexefaxe, would be transmitted to the volums of currency,
causing fluctuations in prices as desired. The fluctuations in the
gold currency reserves are li;rec%ﬁ with the balances of payments
end, therefore, quantitat:wa cha.ngea in the volume of currency are
¢losely connected with the txenas in 5z the balance of payments of
& country. As a mechanism of the adjustment of international payments,
the theoretical working of the gold standard mechanism is somewhat
ag follows: |

A coum‘.:ry which, 13 incurrine, a aaﬁcit in its balance of
payments will soon begin to loge 11;3 foreign exchan.ge resarves in
the first 1nstanca. cht, the foreign exchange value of its
natianal cun:ency will be dapreciated. Upto this stage the effect
of the deficit on the exchanga value of national curremy is the
~same as it would be in a system of f:reely :€luctuatin5 axchange

. ratiess e.xpoﬂs will become somewhat cheaper to the foreigner and
imorts will bacome dsarer. In.sp:lte o this, if the def:’..eit persists,
Lthe gold standard system will come into play. It would ba woxthwhile
then for the deficit country toxsend shipments of gald as soon as
the ’sotal amount of home ou:frency ngcessary fox making payments %0
‘t:he cre&itor coum'.ry at a dapreciated :rate of exchange exceeds the
'cotal value in home W ‘of a certain amount of gold necessary to
pay for the su:rplus cf imports plus the oost of « ‘transporting gold
%0 ‘che credi‘bor country. As the surplus country is also supposed to
be on the gold atandara, 11; would be ready to receive gold for the
payment o:t the surplus expartsg since receipt of gold is as good
as recsiving payments in its own national cUYrency . The impact of
losiug gold at once falls on the ratlo of curmncy to gold s that is,
ﬁon tha quantity cf mcney. !Ehe quantity of money £alls with the
eonsequant :fall :I.n m: damestie prices and incomes. Expoxts hncome
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oheapar while imports desrer. The deficit in the balance of payments
;s preyen;ed from further developing. Now at the same time, 1f the,
gold receiving countyy pursues an inflationary policy;,inaxeasing'
the quantity of monoy to the extent of the zold recelptsy the

deficit countyy's exports would be more attréctive in the creditor
ceunmxy. The former therefors, would have chance to Xecover its lost
golaﬁnd thuss the price level and income would be restored to thelr.
original level. Thus, the gold standard mechanism , - though caused
temporary falls in pxices,.anﬁ contractions in domestio noney incomes,
ultimately restored aquilibrium in the balance of payments and also
restored domestic prices and.income. It was cslculated to facilitate
international clearing dus %o the fact of gold being commonly
aceeptable as mon@yzboth in'the creditor and debtor countxy. The gold
is equlvalent to the debtor's currenqy in the debtor's country®* and
t¢ the cxedétax's currenqy in the esd%&gaxzzs aauntny.'

nditio £ _aAdjustments urxthef' 14 § an gtom.

The adjustment process éescxibed’aque‘gonstitutes 8 generai
pieture of. the gold standard mechanism in 1ts internationsl bearing,
The systew was not imposing any legal obligation on either #he

_ defieit or the suxplus ceuntry to pursue a datlationf}xy or
inflationary poliey or, tc say atherwise, to obsezve the sa-aallcd
‘rules of the game's It was difficuit to define in prasciae terms
what was implied by the rules of the game. The management of
an international standerd was considered to bs an art rather than
a science and nb one would therefore suggest that it was possible
t0 draw up & foxmal code of action admitting of no exception and
gualifications, adherence to which was obligatory on peril of |
wrgeking the whole stiuctuie.a‘But given the raépdnsibility of mone=
tary authoxities to maintain free oonxertibility of paper money

1e ?égr}ﬁaw;r@y' The GOI& Standard in Theoxy & Prac‘bice.‘jth Edn.ﬁtﬂ
Pe -
"2a Macmillan Committes Report p.23..
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in gold and vice versa, the mechanism would work withaut\ény sﬁperior
inzernational authority directing the countries concerned to follow

the rules.. Insplte of this,the rules were,on any accaunt.salfbimposed
diseipline and, therefore, the need for an external anthority legally,

empuwexed&o bring into trim any’;acalaistrant member of the system

would be especielly fel?t wﬁeﬁ.tha‘c:eﬁitor_oaupxxy fails to pursue

. en expensimnist policy. So far as the deficit coﬁnmryiwas Qéncerned,

1% wowld be obliged to follow a deflationary policy for otherwise
Mouid\ AR et

it wouldpompletelyeg;éggg‘ips ga}d currency reserves which wouldmaxn

méen the breakdown of the wholefeconnmic system. That is why 1t 1s

" alleged that the gold-standard mechanism is not symuetrical and has

an inherent biag towards deflation;?ﬂ Apart from the nonobservence

~of zules by the surplus counx;y,bﬁt.even if such a countyry may

whole~heartedly try to pursue & policy of monetary expansisnait
may not be able to immediately affect prices and incomes as 1% is
generally assumed unﬁer the the gold standar& mechanism . The
affests of monstary impulses releaaedPy a-central bank of a suxplus

country would depand upon a mamber of factors. Fixstly, the effect
on pricea of the inecrease in the guantity of money effactad by

the eentxal bank,eonsequenx upon,gald inflow, would depend upon the
elagticity of the creamj system of the eounxry. It the cxedit

system is not sufficiently elastic,the monay released by the central
bank will 1ie idle somewhexe in the. banking system. This wauld be
eéspacially true in the case of undeveloped countxiss. If, therefore,
the prices do not respond %o the increased qnantity of money, the
monetary policy has little to be blemed. Such 2 situation is alleged
to be prevelant in France during the crisis of the gold standard.

The price level In rranoe was eomparatively insensmtive to gold
et eodies

flow so that she found Lo attract gold than to expel it. Gold inflow

Te st.J. Roblnson 'International currency Praposals' Bede Jun=Seple
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did not result in a prépdxtional increase in bank credit especially
due to the 1nelésticity of the French money market and more then

necessary 1iquidity of benks. France in 1932 hed 100% coverage in
£01ld and gold ex@hangeﬁfor.its.outstanaﬁgg nﬁte3,1‘3 Secondly, the

effect of the increase of the guantity of money on prices might

aiffer from country to country. I% would depend upon a number of
factors such as population, economic oxganization, the organization
and the working of the banking system, the methods of making payments
etes Countries are differing in thelr sizes and also..the importance |
of foreign trade cannot be the same to all the counmries. Gola
stenderd theory was based on the principle g& interaction hetwesn
homogeneous countries of spproximately equal econpmic size. This
pon&ition can hardly be realised in practice. Despite'that,éertain
specisl conditions in the financisl relations of the world befors
1914 helped the worting of the gold standard. Thus, in the case of
UsSehe it is sald that a substantial gold inflow would be likely

to have a far less expansive effeet there than the contractive effect

upon the deficit countyies.® Thirdly, there is general limitation

of monetary policy. Chesp money policy may not recelve an expected

response from business. The experience of the thirties bears

sufficient testlmony to this inherag&gxiikness of central banking
as based on the quentity = theory, The success of the central bank
is more assured ia the case of monetary contryaction than in the case
of expansion. The burden of adjusiment, that is why, would
ggpecially fall on a gold losing éount:y.

The aﬂjustmenm process under the gold standard 1s a two

~gided approach anﬂ as such it is truly characterised as a games T0

the extent that the creditor country is willing and ready %o undertake

an expansive policy, the equzligratinw movement would be shorter,

Te JeH Willioms 'Monetary stahilixy ;andthe Gold gtandard ' in posi~wa
war Monetary Plans and other Essays, 1949 p.291. ‘
20 Ibid P 0173-
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guicker and less burdensome fox the deficit countries. In spite

of the two-slided play. it is likely that some countries may not bé
able %o balamnce their balanca of payments. This is because a deficit
countyry nay be ;epenﬁent upon one or few export commodities the
supply of which may be inelastic or increased supply can be supplied
only at incraasing costsa, 0&:1& may be that the dsmand for the

' export commodities of the daﬁicit country may be inelastice Thia lis
generally the case with primary producing countries. In thid caae) the

adjusiment in the balance of paymenxs is impossible unless the
deficit country drastically cuts down.its imports even at the cost

of 1oﬂering its standard of living. But such a policy of deficit
countyries will adversely affeet the axgort trade of surplus caun$r1es-
in arder that deficit counxries may be able to purchase goods from
countries which have a surplus, the laxter shall have to give 1ong-
texm laans to aeficit counxries in order to maintain their export
trade. Thns, before 1914, Franse and Germany expanded their expcrt
trade kn by a&vancing lcng—term loans to other countries. It is txue

~ that in the beginning foreign 1enﬁﬁngs were the result of advantages

other than expoxt suxpluaes. ror,exporters of capital and axporters
of commadities wexe two different sets of peaple. But atterwards
export of capital came to be censciously regulated so as to gain
commeyglial and 1nnustrial adVantages. 1. Xnvestments abroad and
foreign trade were the dual.aspects of v;xtnglly a simultaneous
DrOCESSe | K_‘ . | - | ‘

': Thé améo;h wogking of inxexnaiibnal exchange of commodities
xaqﬁirés fhﬁtléuxplds\qouptxies:should be accommodative as far as
possible, in thei} own interests; I# the éase of deficit country, a
greai deal of flexihility is necessaxy in the economlc structure of
the countxy so- ‘that prices andposts may reaﬁily adjust themselves to

1+ Carl Iverson .Inkernational Capital Movenments 1935. Humphrey
Milford, London p.82.



i 240
the changes in the guantity of money. The most rigld element in
modern cosﬁ-strueturea is that of wegewcosts which doeé not readily
adjust itself to the changes in the vn;ﬁmﬁ of moneys The modern
com@laint against the gold standard is that it attempts to limit
the natural fendency of wageé‘to»riag Beypnd the levels set up by

the volume of mone,y.1

Modus Operandl of Adjustment.

The classical theory of international pzmyments atiributed
a certein automatism to the adjustment process through the working
ol thé gold standard. The mnﬁetaxy systems of the counirles concerned
" worked in such a way that equilibrium was rastorea;2 If one country
had a deficit in its balance'bf payments with anothex, the surplus
of impoxts would be péid'fox in gold. This would cause changes in
the gold cﬁrrenny reseréés. and shexefore, in the volume of purchas
~ing powex ggfhe two countries. As & result of the increased supply
of money in the surplus country and reduced supply in the deficit
country, prices and cosis would rise in the forxmer #nd £l in the
latter. The deficit country would then become a cheap market %o
purchase in. Its exports would, therefore, rise and i¥s imports
would fall. This process wnul& con&inne until a kekaxx k balance
between payments and receipts was again establisheds Phis sort of
changes in the prices ani?osﬁs are the comsequences ol the.changes

S AU

1+ JoM.Koynes.'The Objective of International Price=5tability'.E.J.
June=5eptey 1943 palBbe .

2. This classical view of the adjusiment process is typically
described by David Ricardo by giving an illustration of trade
between England and portugal. Thus he writess 'If the prollis
to be realimed from an import of. cloth from England in Portugal
are £5 while the exchange rate is £2.cloth would be impoxted
and money would be exported, till the dimimution oi moncy in
Poriugal and its sccumulation in Bpgland had produced such a
state of prices as would make it no longer profitable to
continue these iransactionSt pavid Ricardo. Principles of
Political Economy. Everyman's Library 19357,pe.85.
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in the gquantity of money. But 1f we take into account the wider
meaning of the term ‘money' which wou;ﬁ%lso include hank-money; no
precise relatlonship can be establishea‘between the changes in gold
reserves and the volume of monsy and al8o betwesn the latitar and the
fluctuations 1n prices and 1ncomes. Fox, thoush there can be a
mathematical and precise relation between the amount of gold and
legel tender i.e. liabllitles of the océntral bank, this sort of tke
relationship cannot be determined between the volume of bank z resey-
ves and tha valume of bankvmgney snpporteﬁ by ik theme Such & close and
sxaat propoxtion can he ascextainea oxly when the banks keep themsel
~—veu fully loaned up aiter malntaining the lagal or traditionsl
.yéserve ratios. This un‘pct be genarally the case. However; such

preci a relatmonship may net be found very easential. it would be

5u££icienx 2z if the course of priees and incomes % 48 influenced
in the desired dixeation. Iif an 1nflaw of syecie in a countxw causes
prices and wages to rise, the consequenees envisaged by the theo:y
Qﬂ international trade wowld take place ixrespect:ve of the exact.
degree of corresgondence betwaen the twc movemen.ts.1

Howevex,the ehanges 1n the quantity of money and those
s soative piaityavel i s SoFtatt ondgthes Siadstenial ohanges
in.the two eounxries. it can be shown that aﬁgustmenm in the
balance of trade can take plaee even without neoa&sitating any gold
movements and relative price changes between the two countries.

The most‘imbortant economic effect of changes in the
halance of paymeats af trade ls that they byring about changes in the
relative 1evels of incomes in the two cauntries by raising the
1evel of insome in the suxplus counxry and lowering it 1in the
daficit one' These changes in the levels of income in the two .
aountxiea automaziaally bxxng abont equilibxium in the halance L

L AN O i S

1o FoWIRNISEE raussigt~ Internatioual Traae - 1936,p.?98.
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of trade without necessitating any action on the part of monetary
authorities of the countries cdoncerned £m dhx for the purpose of
adjustment according %o the principkes of the gold standavd. This
vcan‘he well understood by taking a simple 1llustxétion, For the
sake of simplicity'only twb~cpunxries, A and B,are assumed to be
trading between themselves. It is further assumed thgt no capital
movsments‘ tdke @1ace hetween ‘the iwo countries so that whatever

inzernational payments are to be made ox recaivea are purely on

ordinery trade account. Starting Trom the position of equilibrium,

suppose that, owing %0 a change in the tastes of B nationals for one.
of A?sfexpartable &oods , they cease to impoxrt that good from A
...'\ ' . ' A‘ .
and insteaqprafer to buy one mxodz prouuced in their owﬁbnuntxy.

' All other things remaining. the same, there is presently an excess of

1mn0rts in A over her exparts. According to the classical theory

“of the gold standard this éeficit in the balance of payment of

A can be removed either by following a deflationary monetayy policy
or 5ydsending‘shipmenﬁ'o£ g0ld of the value of deficit to Be If A
does not have surplus reserves of gold, the export of gold will bring
about a xmiw reduction in the quantity of currency which is just
supportable on the mow reduced gold regserves. This may be dorrect
according to the theory of the gold standard. But a little reflection
will show that the ivems other than gold are likely to move both

in A and B in such a way that the movements towards equilibrium would

‘»he startedm aimost auuematically.

‘Theé process 0f adjustment canAbe examined under dilfferent
conditions as xegards the relative lévels of employment preveiling
in the two countrles. Suppose that in both the 6oun$fies,a and By
there prevails a situation of unemployment. Suppose fﬁrthéﬁ that as

" a result of the diverslon of demand from the prqéﬁcts of A to those

of B Jasuffexs & net dimimution in her exports to the extent of
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\ Rupees one lakh. It follows that for country B, this means 2 ned

increase in tho income to the full amount of Rs.one lskh. Though, this
is kot &x the inlitial situation, the ad§9133 balance of A will not
in the short kmxm k run be equal to this amount. The loss in lncome
of the valua of Rupees one lakh that the expoz't.s in A suffer initis-
11y causes a fall in demand and tharefore, a further f£all in income
in A according to the mzlt.’qzlier effect. The fall in income and

AMOAAD

mploymant thus broug,ht,\m in A would reduce its propensity to impo’
-rt. This would check the balance of payments of A-fyom furiher

. deteriorating . But a great relief to A will come from the develop~

ements in Be Country B experiences a rise in demand dué %o the
increased: income initially to the extent of Rupees one lakh, -’
Supposing that there is unemployment in B, this initial rise in

" income will give xise to a cumlative process of income expansion.

As & vesult B's démand for A's other exports would rise and thus

' the gap between A's exports and imports that was originally oreated

by the dx diversion of demand in B will be b:’ridéed. AS A's exporis
increase in response to increased income and: émp:%o;fmen‘s in By

‘& cumulative process will start in A which will Xestore A's income

and employment to their oxiginal level; '}.‘hﬁsg natural economic
forces left to themselves will work out an adjustment beneficial to
both A and B. |

How dces the' pxocess of ad;}ustment work when thers is full

'emplaymem inB? Clearly, the oxistence of ‘full employment in B
’xamgzx’hmgma implies bocm cona'u:iqns there and,therefore, prices in B
" will be higher than in Ae In this situation a tendemey for her

expoxrts to fall and fox hex imports 40 rise &s already causing

her balange of trade %o tui‘n adverses A c‘han‘ge in tastes of B's
natlonals or even A's national in favour of B's prxoducts at such a
time 1s very welcomg :for :B as well as fox A)because, it will tend to
canect B's adverse balance. automatically and also it will enable the

4
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boom Lo sustain for a longer tdme by raising the marginal’ effeciency
0f capital in Be The contimiation of boom: in-B will protect A from
the adverse yepurcussions of 'a 6xash in B by sustaining the demsnd

' for a' 8 exporta.

" 1% ¢an be discerned from the above illustration that there ia
no yeason why inter:terencé of the monetary suthority is necessary
for éoxreciing an mimise 2dverse balance of pawmenﬁs. Fhexs This
is ’oecause the' stxategie factox which 1nfluemes expoxis and 1mports
is not the comparative price levels but the income levels in the two
countries. Effective demand, whether tox foreign §oods or forx

domestic goods depends upon the ineomes of consumers, which again

" are the outcome of employment. The explanation of the adjustiment

process essentially through incoms fluctuatxonq rather than :bhrough
price fluctuations is nothing ‘but the spplication of Keynes's

~ General Thequ‘ in its internpational amspect. There is olose relation
between‘expcrts and impoxtd on one izand and -the nationpal income on

the other. Changes in exports affect natdonal. income and changes
in the lattar ‘in their turn affect imports. It is true that the
a_ctual g volume and cqnpas:i.tion of impoxts consequent upon ani
increase in 'incoma‘wiil ~‘a.e§end upon a number of factoxs such as
the pre:_fé‘xéneés”of i:he,z" consumers, relative prices at home and abroad
and also the digiribution of the increase in income smong individusls
of different tastes and incomes. Hevertheless, the level of incone
is a domina’c:.ng factor, higher incomes being generally assaciated
with higher impoxts and lewex incomes with lowex :mearts. A

Qhe income and expenditure appmach to- the modus eperandi
of adjustment of the balance of paymenta explains at once what was
& paradox %o the mm' traditional doctrins. The equilibriun would

be restored even wi-théut price changes and chenges in the quentity

1 sail..iam a.Salant.'Fareign Trade Poliey in the Buginess Cyole'.
-in Rutagx ngs :m the Theory of International Tradeylebeley
London 1950,pp. ‘ |
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of morey brought about by tho sentral bank,
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The correlation bebween the domestic business activity
and orpm 3w balance of payments 35 #Sm aluost self-evidents Despite
that some of the empirical studies aimed at an inductive verificats
ion of the procoss of adjustmont have not been able to arrive ab
a dofinite conclusion. One of such sbudies is that of ProfJausslg.
R@ferring o the balanse of payments of the U.S. during the perilod
Just following the -Fivst VYorld War, PPof, Taussig wr:i%am
% The Unibted States was completely and uneguivocally on
a gold basis, Hero it would seem that the yeceived dogtrine should
prove valid. Yet nothing polnts that way. The outfloy of ncavly
300 millions in the year 1919 hod no visible effect in checking
the rise in pricest.l
The rise in UsS. prices despite gold outflow appeard
maradoxical 42 one tries to seck an oxplanation in the traditional
thoorys EER Frof. Taussig hos disclosed this pavradoz but he hag
not been able to explain it, Being confused he has to mention
* Thinco just happencd so¥, He seeks an my explanatilon desperately
again in tho traditional approach. medthout this (i.0, tradisioml
view} theory®; he writes, "4t is impossible to explain the facta
and expecially the equalization of money valuss of expords and
dmportef.2
The period with veference to which Prof.Teussig has
examined the balance of paysents of the Ul.d. was ex{:rz;i%ardmary
in the aoncmic history of the world,s It was a period lmmediately
following First Yorld War in which capitel asscts of European
countrics were largely devastated. Those countries , thereforoe,
vers cbliped bto make murchases in the ¥,8: despite higher prices
provailing $n that country. But accerding to FrofsTaussig the
points of contention are that vhy mrices in the U.8. were vising
dospite there being o heavy outflow and how there was gatablished
2 balance bebween money values of cxports and imports. These
W i i e e 0 e

_ 1e FP.Taussic. Internationnl Trade,1936 p.330
2w IThid p;Eé:.B..
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points of csnﬁentidn ave ab once resolved if one refers €O onothey
shudy by P?cfadéwekngell,whc has cxamined the provess of adjuste
nont of the UsS.balunce of paymuonts with peferendts to the same
period es referred to by rrof.Tonseiss Frofdngellto study ¢learly

sndicates the correlation bebween demestic busincss achivity and

&

valimee of poyments; Immediztely on the close of war theroe vas
rapid industrial and business expension in the U.Se The contracktionish
offocts of an owtflow of 300 million werc wot folt ab a2ll because
the axpension in bank money Rore shan made up for the loss in

pe chasing pover due to this outflow, Given the elapticity of the
eradiv syshbem the expanding bﬁsineas activicy automadically draws
out enough volume of money from the banking 633%@@.‘Euring this
poricd there wap a great domard fov U.8, capital exports espeé=
jally from the wunreravaged Zuropon dountirless fub thosé capitad
axports of the Ue.b. were at ounce counter-balanced by a rise in

the U.Se imports of ovher commoditiess Thils wab quite noturals

For, vising incomos in the U.S. considorably inereased tho
oropensity to import of shat countyys The vhole line of causabion
nas beon well deseribod by Prof@ingell thus:

6 Qur oun rapid internal expansion in 1919 and 1920
couoed us to increase our cormoadisy. imports very heavily -
imports, be it noted, of kinds, in tho main, quile different from
#he kinds of goods wo were cxperting the aggregate result of all
this was that our neb GXporyg baloneos both trade and caplial
bogan to show a continuous degline® .1

T¢ has been fwurther polnted out by the some authority
phat as U,%, capital axpmr%é were riging its impaéﬁs were also
rising alnost simuitancousiys The result of thess offoebting forces
in dnports and eXports was that nenoy values of exports and
imporss came to DS equalized as Trol,Taussig has . sbabed.

Second important study of the process of adjustment 1S

s

1. J..Angell, Bouilibrium in Tnternational Trade. The U.S.1919
1926, Gede0f He 93.928 pele3 76
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that of Prof.Jd.Viner vhich refers to the balanes of rayments of
Gansda during the pericd of 190G %o 1913:ﬁﬁaring this period Canada
borrowed an a large peale from -other countries for financing her
econciic development, It is Prof,Viner's contention that the Canadi-
an borravinge eould be trancferred to Capnada in & way genorally

ndicated by the traditional thoory. 2 Phis means that the loans
%o Canada werc for the wost part ultimately redd in the form of
goods and services ond this was made pozsible by rise in Ganada’s
domestic prices vhich discouraged exports and =ik stimulatoed the
buying pegse of the lower priced foredign goods. The rise in domestic
prices oF G&nﬁia was brought about Ly the aconisibion of foreign
balances by Canadign Banks, which then expandod the volume of
domestic money apainst the outside ressyrves, Such a rise in tbe
volume of domestic money and thercfore prices was as good as una
that would have been brought gbovt by specie inflow,

Herg, though one finds an eupirical proof of the traditionsl
theory, Prof:Viner has not moperly interpreted the soguenge of
events in Canada, The rigse in deonestic prices of Canada was brought
aboud initially not by forcign funds bub by ks own mmpdt rapid
industrial expansion after 1900, This initdial rise in the priccs
gave risc t0 further impetus to dnvesitment. Bub due to éhoytage
of capital and other foctors of production, this axganéian eould nob
go furtheors Borpowing abroady therclfore, was the only alternabive
in the situation thon prevailing in Canadasd Tt s difficult 6o
undershand how the banks could have expanded the volume of money
in sbsonce of the expansion of domestic business aébivity saking the
ET‘ET%I%EQ Canadate balance of Inbernationad Gsmde Indebtedness

1900 to 1913 CambridgeMasss 192h.
24 d.7iner 'Sundies in the Theory of Internatviomal Tradels 1937,pé 13

3e F@bev #,larr, tThe Bole of Price ln the Intornational Trade
Mechanisn?® Qude of u.,&m,nsst wﬁlm? D
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E!.eac%lin the vholoe roressSs ehmnclogisallz; the loans were not flosted
A;2§2§ﬁia expansion reached 6 such an exbent that the domestic supply
of the fagtors of production began to fell short of requiremente end
therefore causing a rise in,ﬂaﬁcétic pricés, In the Canadian example

alsd one finds that 1t iz theé rise in domestic business acbivity
giving rise to higher incomes that plays a vitel role in the adjuste
ment proeess.

The predominant rolc that the relative levels of income at
home and abroad play in the adjustment groeeéﬁyis very glaringiy poi
wnbod out by a study of the League of Rations relatins to inbornotie
ol currency experionce during the inter-way @eria&, Thus, in 1926
vhon Germany exporienced a fall dn her capital dmports, it could
adjust her balance of payments quickly without resorting to the
expedionts suggested by the traditional theory. When the expenditure
financed out of foreign loans stopped,; the level of income also
displayed a recessionary tendency, The fall in imcome brought aboub

"""”“5?’*‘“&"’”‘2@-»} =N ] & ; T oAna : P
o corpespading £2ll in the demend for forelgn yroducts. During this
time vhere was active demand in most of the foreisgn markets which
contribubed cignificantly to the adjustment of the German balance

partly throush a risc in exports and mainly throwh a
of myments. Thus ¥£fall in imports thée German balance’adjusted
with astonlshing rapdity. Yot none of the factors stressed by the
troditional view seem to have played any part in thia adjustmente
In the first place, the central bank gained instead of losing mold.
Tt did so in the nain, by gurehaﬁing‘foreign balances from domestic
customers whe had agquired them by previocus borrowings abroad.
Secondly, in vieu of the increase in 1ts reserves, the Relchsbank
grodually lowered its discount rate from 9% in Januvary to 6% in
July, 1926, Thirdly, both note circuiétign and commercial baank deposibts
incrensed during the vear. ?ﬁur%hly,;gha'damestic price~-level as
reflectod in the gcost of living index was elighly higher than in the

provicus year, while iIn othor countrios such as the U.S, and the
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, duwsiangy T "W?“‘G@ ‘ .
Uelks 1t showed a decline from 1925 to 1926 ALl this was conbrary o

the elassical explauntion according to which, I8 the circumsiances vm
germany, reforred to abeve, would have called for an oudflow of goldy
a rise in the discount rate, o ¢ontraction in domestic money and a
fall in prices.l \

o

8 very intercsting to nobe thet Germeny wperienced again
¥ i I

fode

Ib
aftor 1929 a sherp decline in her capisal imports and in her exports.
This time Germeny used the traditional methode of raising bank rate
and shayrp curtallment of credits Prices as a respult did fall, But
the result of all these strenuoud offorts to vedress the balance of
pevients was only a small export surplus in 1930«32, The reason for
the failure of the traditional methods of balaneing the balance’
of poyments was that after i§2§'é@ma§d abroad was shrinking, In the
absence of rising incomes and active demand. abroad, oven the most
drastic use of the traditional intruments seemed inmcapable of securing

an oven balancg.?

The Influenco of Kovnes.

The czplonation of the adjustment process vhrough changes in
national incomes rathor than throush those in the national p?iceo‘
levels was presented even by .older writers (ec.g. Bastable, Nicholson)
of the latter half of the ninectosnth centurysd DBut so long as the
clopsical explanation was conceived in a context of full employment,
it 1as notukal that prices rather than incomes were axpséted to play
a dominant role in the adjustment process. The significance of the
role of income eould‘begome evident only vhen the assumption of £ull

emplovment vas given up as being hardly present in reality. The income

1. League of Nationa: International Currency ExperiencesiOhh ,pel02-103
3, Ja¥iner, Gpaﬁiﬁs~,pgé}lﬁa
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and ezpenditure aprroagh could be givon a further theoretical refine
~ment oftor the publication of Kenyes's General Theorye. Thoe mrocoss
of adjuctment by cmula*‘c:lve income movenents %‘zoul@ be studicd apbly
only under the mmltiplier analyois of tgfzc General Theory. Vhen o |
vigwed in this Ry, the process appears tril 3;' and almost literally
mutcnatict ond 'se..fwzrﬁmiw:; Ziren the uumm..tum of the z;ald shand
~ord roquircd some managemont of the quantity of mon oy the central
bank. ff\moma%u:a- as here concelved, ﬁmpl:i.acl only the absenee of
f:rlf*c%t': onary powers of tho central b&ﬂ.\.e But the process of adjusbe
mont undor the indome approach is perhaps more avbomatic in thoe sense
thot it does not roguire even the manipulations of theo guantity of
monoy by the central bank. Under rhe new theory the conbral bank 1o
divorced bf all importance which - was vaserd bed to kmder th
accopted doctrines ‘

If guantitative changed in the valm;ze of ménoy do not take
piace, ti%cre econ be no fisnificany rise in the prico level, Vhatever

rise in the priccs thore may aprear,ib would he phe rosult of the

supported by the increased velocity of circuls u“? on of’ moneys S0 long
as factors of production are not fully employed, an &portd surplus
not influcnce vices. Krtkoyze ﬂzﬁﬁmxﬁm Bub g a&uo,l ; 08 more
factors of gmbéue’sion rill bo 'aa*z,p};ayeu, unem will ensue & le;ecner
conpetition for them and as the lovel of "‘uu emnlmmezr“ will
apprsach the cost of production will besin b0 rise, raising vltimatew
1y the rrices of goods, Thus, the rige in prices is only a remober
stane in the w‘imle gﬁzrcmess +« The incomes :.:s:f:? rhe factors of production
will be the fivst m be affected.l Tho possible effects on prices
wowld depend upon the degree of unemploynent of resources. If thore

5
RS

e

a widaapraac} unemployment of resources im surplus country, M clces

kS

will vemadn unchanged wpile output will expand, real and money incones

will mise and dmports will rise due to higher level of income, OF
1‘ Wuuamn i

Tk Jarwod » Internotional Hconomics,london,lPh8 pedhletiy

1
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course when the prices begin to rise as the level of full employment

?,:’*2
approaches, the income effects on imporbts will be reinforced by the
price effects on expords vwhiech will begin to decline ab an increased
rate accelerating the adjustment process in the surplis country. It

i3 nobt possible to distinguish clearly the effects of income from

‘those of prices on imports and exportss put it is cerbtain that If the

income is hot yrising or at least is steady in the imporiving couniry,
it would be difficuly to make foreign goods attractive'unlesa Lhe

fall in prices is considerable and drestic, Even if there may be a-

yery steep fall in prices, one cannot speak of the result with any

certaintye For, drastic foll in prites cannot but be accompanied by

a sharp £fall in incomes in the deficit country whose imports will

fall, Thus, though in the beginning the doficit caunﬁry'w%ll be

able to balance her expords and imports by essantiali%f%gémlmports,

the effects on her exports will be vncertaine. The fall in the imports

of the deficit country is eguivalent to the fall in tho exports of
the sueplus country wvhere therc will commence a cumulasive fall in
income. Yhe deeline in the national income of the surplus country
will exert on adverse effect on the exports of the deflicit country

In such a case the price effects will be swamped by income effects,

If the level of mational income is low,the price clasticity of demand

will be negligibles If this is so, price movements can hardly be

relied upon as a motive force even remotely  for a repid process
bowards adjustment.
There can be no denyﬁnéi%ha fact that the mechanism of
adjustmens based on incore movements gives the most faithfwl -
eaactizakia

repregentablon of the eéﬁé&ééyéﬁﬁﬁg rocess in the balance of payments.

But go far a9 the policy recommendations are concerned,the new

theory has ﬁothing to suggest in preference to the older policy

especially for balaneing the deficit in the balamce of payments, Fall

in incomes i as necessary under the new theory as under the old. The
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extont to which the fall in income will be neceasary will depend
upot: largely the marginal propersity to import. Suppose in the
fipst instonce a couwnbry which has a low marginal propensity to import
1.8..a country vhere 2 suall ;a?§ of the national income is spent
on imports while a large part is spent on locally preduced gopds¢ In
order to wipe out the deficit in the case of such a country 2
congiderable £all in income and employment will be reguired. This is
bagauae the policy to reduce lmports by a reduction iﬁ income will
have to bring about a much larpger £all in the demand for locally
peoduced goods and the ecumulavive effect of the initial fail in
sncomes would be considerable according to the theory of multiplier,
1f the country congcerned is largely the iaporter of essential £000w
stuffs and raw materials, l.e. the demand for imports s inelastic,
the impact of the reductilon In income and expenditure will especially
£al1l on domestic goods. The adjustment m=® in such a case would be
quite a long process and also painful lowering drastically the
atandard of living of tho people,l

Countries with rélatively high marginal propensity to import
would also be earning a subgtential part of their matlonal lncone
from oxports. 1L @ ﬁeficiﬁ peeure in the balance of payments of such
cowntries due to a fail in exports the mrocess of adjustment would,
no doubt, be autematic but it would be ab the cogt of a huge fall in
income and employment. The proper remedy in. such a case would be to
increase exports, but  the country in question would not be able 0
solve the rroblem individually. Increase in exports yould largely
depend upon the levels of income in other countries, ionotary .
cooperation of other countries would be véry essential to equilie
brate the Ealaﬁce of payments of the deficit country even under the

ageumotions of the mew theory, In the eveat of an absence of such

1o Fo¥.Paich "Banling Policy and the balance of Int ion
i ch "Banlcing 2 1 lar P Tanbernational payments
- %n Reoadings in the Theory of International Trade Op.Qit.,pekd,
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cooperabion,the deficit country will have to bear all the responsibility
oft income adjustuens necesaitnting considergble deéeflation, The easiness
of the process of adjustment would largely depend upon the incose

anngd T, LARCE B endE,

expansion in surplus eountriasﬂpoﬂsequma uﬁen»%ﬁawe%ﬁﬁgo in their
domand Tor imports. Expansion of income in the surplus country can
-take placo only when net domestic investment rines, That is to say
tﬁat'tctél investment in the surplus count rﬁ?éggecdé the anount of
export svrplus so that the ingrease in income is greater than the

one induced by cxport surplus alones If the inerease in invésﬁment
Just halaﬁceé the oxport surplus the induced rise of income in the
surplus country will offset only a pavt of the swplus in current

account,l -

A

Even supposing that the total cxame tw investments required
may be substantial ©to bring about a rise in ineomeu,such a'vise
can take place after a time-lag in the abwence of other active
measures on the nart of suthorivies., Before the eguilibrating forces
have worked themselves out to i ght the balance, other forces may ¢rop
up which may changeé eatirely the level and distribution of income
groating altogether a different situation, Again, the time-lag will
be different for different countries depending upon the marginal
propensities to import. The export surplus in the case of a counvry
with a high marvginal propensity to import would bring about a guicker
ad justnent than that in the case qf o B country with a lov
marginal propensity to Imsort.2

Zvon if the surplus country way try to stimulate investments

to expand incomes at & rapid pace, the stove of the desived resmlis

- S OB S WD A Y I

1. Llyod a.wetzlor.'?he Theory of Iaternational Trade' in the Survey
Gl contem@orar” Heonomics Bd.1.5,B1lis 1951.4sia Fublishing House,
ueﬁ ol-la gﬂﬂl. 9@.21 90

2. Ragnar Hurske,'Domestic ana International Bguilibrium' in New
Eeonomies . CQ.UIL.,E.Z7
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to materialise will largely depend wpon the level of employment, IS
the cmployment iz alréady at a high level, the increased investment
would lead to inflated prices and profits, the greater part of which
may be saved and may not be speat on imports.i In such a case
export of capital to theo defieit éeun%ry'may be sought as a rossible
remedy, Thus, thouch tﬁe hew theory of édgustment deseribes more
truly the proeess of adjustment; it has not been able to reconeile
the inherent conflict between the internal and external stability,
HMuch would depend upon the ability and willingness of the surplus
countries to expand incomes even according to the new explanation

as 1t was the case according to the classical theory. Soth point .
out to the same direction - that of cooperation on the part of
surplus ¢ountries to help restore an equilibirium without drastic
falls in income and employment in deficit countries.

4 further point which may be noted with interest is pertain
~ing tp the role of guantity of momey under the new exzplonation of £he
rrocess of adjustment. Under the classical explanation quantity of
money is assigned a leading vrolee Does the incone and expenditure
approach imply no changoes in the wantity of money? The rise in
business activity and incomes. consequent upon an export surplus
necéasaz’ily implies an expension in the quantity of noneye ror, without
an expansion 4n the quantity of money cxpansion of business im
activity can no longer be carried out, The increase in the quantity
of money would be brought aboun espegially due téphe increase in
the resources of the banicing sysﬁem consequent upon an exéort surpius.
ig the banke of the surplus country will sccumulate outside reserves,
they would be ready to expand credit, Zom Thus under the new theoory
of the process of adjustment the banking system plays the role of
oxpanding the volume of moncy that is msmixmped assigned te the

central bank under the traditional explanation, In the casc of the
[

’

1. @-T nesmod  ob-etba Folhy,



246

239
/

defieit country ivrespective of central bavk policy, the banikts would
pursue a restrictive oredit policy consequent upon the depletion of
their foreign exchange reserves or thie depeosits of their customers
in terms of national currency. In surplus country the expansion policy
of b&Z{B will be helped by the rise in dewand for bank eredit due to
expunding bua«ncsa activity. Thus, even undnr tho new theory ths
ouantisy of money will change zs g result of the changes in the
balanee of paynents.l

So long as the process of expansion of incomes and expansion
of the quantity of mency are almost mdmideten simulﬁaneouss there is
listle difference butween the two theories from mxe purely practical
point of view, ﬁéverﬁheleas,therm is a vital different between the two

appreaches in point of cuphasis, The classical theory could no'b

. Qigeern distinetly the more potent forees of income moveaments working

-

behind the facade of wrice fluctuations. The gold flows were only
stopspgap remedios ?111;35 in the time lags: They were meanx to sebtle,
~for the time being, the dzssrepaneics in the balance of payuaents, but
they ecannot eventually eliminate thom without income movenents,?
It can be said to the credit of the classical theory that it recommends
thé policy to reduce bank rate when there is a net gé&d inflow to
reinforce the expansionist movement s The elassical theorists -, it
may be prosumed, might be move interested in equilibrium or adjustmer:
as such rather than in the mechaniem of that ad justment anu, there;ore,
they tried ‘ii’cu_e o look 98 deeper into the process

The new cxmlaﬂataon, hawever, is & distinet congribubim
to- Uhe theo%y‘af Rk balence of baymemzn and intemnacman&l trade in

genersl,

1, G.Haberler. The Theory of International Tradet. London 1950,D.52

2a Iﬁbernatmon&l Currency Dxperience, league of Nations 1947,p.100.
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Techinioue of & djustment.
.y

The process of adjustment acecording te the theory of gold
standard worked through changes in the costeprice levels. These chang

-

~-c3 were brought about by the bank vate or the discount rate technique
of the central bank. The raising of the bank rate by discouraging
borrovwing from the central bank restricts the expansion of credit to
the resources of the commercial banks which are compellicd to restrict
advances and discounts. There is conscguently & gradual slackaning of
buginess activity reducing the remuneration of the factors of 3
production, and therefore, ultimately prices,

If the country loses gold, the central bank will sell assets
in the open mavket and contvract the voelume of money by reducing bank
reseyvese The opposite policy ds pursued in the counvry with a
favourabls balance of pavments. This sort of central banking technique
rresupnoscs the oxistonce of perfect compebition and alse the same
economic status of the countries belouging ﬁo the oyshoen,

Thepe conditions fan hardly be said to be present in any
rexdod in the history of the gold standard. The countries of the

aysten were not ab 2ll of equal econcuic strength and importance in

-

" the vworld trade. On the contrary, in practice, the system was

based on a contre country with vhich all other countries were connecw
ted through trade and firance. Such a country occupying a pivotal
position in trade and finonce waes Great Britain before 1914. London
was the clearing centre of all international financiel transactions
and England was the banker of the world. Tre national banks and also
many governzents maintained balances in London, Though the money |
payments and recelpts arising ouf of trade were to be made in different
nationzl curvenclos the process was highly simplified, for, the
renittances could be easily~effec§eé by eredit and debis eantries in

the books of banking institutions of London, This Leing the case, the
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effects of the technique of 'eredit control according to the tensts of
the gzold standard were difféfent in Ureat Britain from those in othor
countries, In England the effect of the rise in the bank rate was
hardly coptractionist, asixﬁs_g@ﬁerally supposed from the theoretical
assunptions of the bank rave technique., This was because of the
central position that England enjoyed in the international financial
sebup., *

The bill vortfolic of London banks consisted of two types of
hills, The first type was represented by bills drawn to {ilnance trade,
The second type was the finance bills, Tho supply of the first type
of bills was gencrally stable becauvse of the position of England as

nternational banksr. Lthers was also & stable demand for these

o
3
14

bills because the trade bills supplied gecondary reserves and safe
outlets for short term funds. Tbe commercial borrouvers likewise did
not change long standing eredit lines cnd banking connections for
temporary intercest advaantage., Short term instruments of this type
therafore renmained stable irrespective of changes in bank rate, Yhang
-eg in bank rate did not alter either the willingness of london banks
to extend accepbtance credit/mn gocd commercial risks or the demand
for such credit. This belng Pbc case it can be obvious that raising
of bank rate would not exercise a coniragtionist effect on internal
ensts and wrices, |

But the second category of bills viz,, finznee bills was

sneitive to bank rate fluctuations. They in fact constituﬁed

:—-4
Jed
o}
&
o

she surface of the credit superstructure where waves of expansion and
contraction were visibles Vhen tho bank rate was raised the foreign
bills in the portfolics of london Danks (both foreign and Brivish)
were allowed to run down and they were replaced by sbterling bilils,
Again, outside Britain, there'. ware banks holding 1arge amounta: .

of sterling b ls. FEminy nkuise Sxdiuing Uhen the bank rate was

il
raised, theve hanks would try to replace not only these bliils with
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thogse with hirher yiclds but they wgulé also bo attracted to convert
a part of thely foreign portfolio into sterling bills. Thus, the
hicher bank rate left the amount of commercial bills stable while it
attracted the mobile international loanable funds to Londomel This
sort of capival movement would increass the demand for sterling
and thus would supply 2 mein prop 0 the falling exchange value of
sterling. For the cdumtry'which is an interpabtionnl financial cantre

Toolomiet of pagamnentes
the adjustmeont of the exchange-rabe through capital movements may
not even reguire the ralsing of the bank'rate or mey require the rige
in it only 6o small extent, For, the banke of countriss with favoure
abls balaneces may like %o keep the increase in their depos® s due
to Pavourable balance in the centre country itsolf, Again the
favourable balance of other countries would cause a fall iﬁ the
rotes thore and thus would drive mobile funds to vhe centre, where
the rates would be steady or would have risen to some exbent, Where
the effects of an adverse balance are of this navure,it is obvious
that thalpreasure on the bhanking system Bo restore equilibrivm by
reogkricting credit 18 much less, If the foreign'bank balances are

of the. cembve covniyy,

keopt with the commercial banke,there is no direct incentive to
pontract credit.g2 |
' But the raising of interest rates in Britain bad great
influence on the economies of other countries. Firstly, as the mobile
internasional funds would flock to Londen they would cause the bank
derosits in other countries to £all and credit to contract. Secondly,
a very large bulk of export trade of those countriss was financed

through London, As finance bills were in preponderence in the lLondon

1, William Adams Hrown (Jr) tInternational Gold Stanﬂaréxaéinﬁerpreted'
New York 1940 Vol.I pp.666~07,

2. PJi.Paish Op.Oot, p.b8/L9,
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discount market, tishtening of rates yould affect the prices of

foreign goods more drastically and dircetly than domestic prices in
Rritain,

 If the incioased rates of interest in Britaln were to eXor=
cise any influence on domestie prices;the British terms of trade would
certainly deteriorate as a result., Bubt one does not come acposs this
particular effect of the raising of the bank rate during thirty
vears before the World VWar T, on tho contrary the British serﬁ5~of
trade improved and the export prices increased reletiQG to the dmpors
rrices, The deterioration in the Brivish torms of trade cane very
graduplly afber the incresse in the discount rate. This is because
the deprcasscd business conditions elsewhere spread to Britain and
not bocavse of the direct efféét of the digcount rate on domestic
ricesel )

The agricultural countries producing industrial raw materials
arce generally dependent upon industrial countriese Uritain was the
most important purchagser of raw materials and seller of manufacbured
goods, The amplitude of eyclical swings in such countries ave
considerably larper then in indvetrial countries., & small initial
decline in the industrial activity in industrial natious would give
rise to wide fluctuations in the prices of the arpords of these
countyries, the supply of them being inelastie, It is obvious, therefare,
that raally derressive offects would appear in industrinl countrries

1. RTriffin, '"National Central Baniving & Internation Economy' Reviar
of Heonomic HERumis Studies 104047 N0L30 ped3.
) becoulae o§ the Aymaluihe e anovtemnntd o soled
High rates in London led rather to a world fall in prices, partly,
beeEbEe olsewhere, partly bacause of the effects on Mritddn
entropo: trade and British long term foreign investmentse (P, B.
thale, The working of the Preewar Gold Standard!. Beonomica Feb,
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{and especially in a country whose exporsts werse directed to less
industrigl countries) as a conseguence of falling prices and incomes
in primary producing countries, )

The bank rate technigque as used in England hardly scems
to have been conformable to the regquiroments of the éa&d standard
operating In a manner esuvisaged by the ¢lassical explanation., In
fact, it exercised adverse effects on the cconomles of othor countries.
It helped Britain to mop up the exchange rate of sterling without
an gutflow of gold because of the capital’mgvements. thia was due
to the central positign that that couwntry occupied in éh finaneial
and trade organisstion of the world at that time, In the case of o
favourable balange of trade in Britain,the reduction in the bank
ratc would be followed by sales of sterling by the'foreigners‘who
previously purchased it. The short term capital thus, would -leave the
shores of Pogland for other countrics where there vould be the
advantage of comparatively a highor yileld. But tho effects of this -
novement avay from ingland were hardly eontractionist as it could
be in the case of other countries, for, in the case of Britain only
surplus balances in the hands o P foreigners especially would be
relegsed,
| In~spite of all thoese comsidorations, whenever the Dank of
Bngland folv that the raising mf the discount rate would disturd
internal credit conditions, it avoided the use of bank-rate technique
and preferred dther devices.lﬁ Yhen the Bank actually used the bank
rave technique , it was based on the conviction that internol trade
conaxﬁzova would not be adverscly affected. %his was well borne out
by-Cavv nor Norman while giving evidence before the Macmillan Commitiees

oy
anﬁ ing.ask e@‘ the Chairman whether the raising of the bank rate

?. n ?szfh,al@- ’qugi‘t L2 paglc
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4

did rot exercise deterrent effects on domestic enterprise,the Governar

replled that

though some deﬁerrent'efiects’an domestic business

snteryrise were inevitable, on the whole advantages outuwelsghed

digadvantages, i

The Breakdown of the Gold Standard

Systeme.

The pree-war gold standard in actual practice was nardly

conforming to its theoretical postulates. That systen @s based on g

single<centped internatioral financial organiszation, was, in practice,

a sherling exchangs standard sysbom.

gold standare

observance of

the resuls

played and the confidence that it could insplre

of

It was the role thab Bngland

4n the nations of the

sysbem, that helped the system to work and not the

the se called Yrules of the game!, It was, cgain, not

any voluntesring on tho part of England to stmer the

international financiel mechanism smoothly. The systen was the

oubcome of a

development, England was the first country to lea

the march of
=e¢d goods ©o
This sort of

COUNGETEAT

transa ctwoms. It provided a common nmedlium of paysont Lor
the internaii

currency, sterling,

in sterling.

steady growth of other nonenonetary forees of economic
¢ the world in
industrialisation. She became the exporter of manufactur

the world at large and the dmporter of vaw mabterials,
commercial relatvionship soon gave risg %o its financial
London emerged a clearing house for the world finaneial
inonecing
nal transactions - not gold but its own nabionnl

ALL in settled

sernational wra nsactions wereo

This sort of ceatralised financial system much economisal

zold as a means for the settiement of international monetary

obligations.

For sll proctical purpcses, it was not gold bub sherling that

wasg bthe international standerd,.2

¢
A AP DS U ke o A Wt AR

1. Meomillan Committes V

ol, of Evidence I Q43432 p.218,

Re é.ﬁ.ﬁave?. Honetary Policy and Eeonemie Stabilization,london

YL we
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In the second place Ingland helped the working of the
international payments system based on gold standard by investing abr
woad and thus, making available the means of internationnl settleponts
to countries with a deficit in the balance of payments, It is true
that iovesting abréé& &as a policy complimontary to her foreign trade
in general, for, che proceeds of the loang wero iargaiy used to pure
chage Rritish goods. dSuch loans much reduced the disparities in the
retos of interest in various countries of the sysbem. Again, from
the point of view of deficit countries, %t was advantageous Lo use
the proceeds of she loans in Brinisgiggﬁguse Bricain was generally
the only supplier of certain goods oy comparatively a cheapor mavked
vherein the purchases could be made,

Thus, the financial systen of the world centring in Creab
Britain and British policy of supplementing world trade by foreign
investuents, were the piyotal facta?i 2§§pa?ting the gold standard
despite ils many defects, The basik[fgé“%he sucgessful working of
gold standard,such as an even distribution of gold, countries of

&

approzimately equal economic size, veciprocity in monetary policies

&

s based on the Trules! ebcs, had not arisen in all thelr seriousness

18 they did after the World War Firvst,

®

After the war, the world witnessed the breagkdowm of the
centralised financial sysbtems Though the war itself was not directly
responsible for a revoluntionary change in the world financial

oo

Qrg&nﬁZatiGﬂ,0§e isﬂjusﬁxxzé& in attributing thiﬁkgr@ét metamnorphogis
to the war, It hastencd the f orces of change tcéﬁggpletiaﬁ¢ During
the last decade precoding the outbreak of the wan it was becoming
evident that certain favourable trends in the industrial life of
Enzland that had contributed to her ability to dominate the world
exchanges ware beco@ing weaker. Hut the war brought about enormous
diversions in the world distribution of productive powor. U.S.4. and

Japan emerged as strong competitors of britain in the world markebs,

r



25k

263

The decentralisation of the productive power was ineyitaély
followed by the decenbralisation of the financiéi syaben, “Mcnatary
systens are instruncnts serving to faecilitate the praduct ion and
exchange of goods s and if these become decentralised the currenhcy
mechanism has to conform to this %ené&ncy? The highly centralised
goid standard gysténm before 191 wag in harmony with a highly
cemtralxsed trade apd industry',l

After World War I, london no longer remained the only finaneial
centre in the world. There arose rival money morkets especially in
New York aﬁd Paris vhich bsgan to share international balances
vhich earstuhile found home in Iondon. The wveturn of the gold standard
after the First Uorld War in 1925 w2 alvogether took place in a
different set of inteornational economic circumstances, Tho essential
difforence between the inﬁarnmtioﬁal‘gmlﬁ standard of 1925 and that
of gre-l?lh period was that that the former vas buile around a mucleus
and not around a a¢ngln centre. HOW there arose a real need for
international monetbary coup@ratfen hmmng the different countriles to
work the system smoothly. There alsc arose the need for an oven
distribution of ﬁhe'tat&l monetary stock of pold. Bub these requirew
monts could not be fulfilled, The world!s monetary gold stock came
to be concentrated especinlly in two countries, France and the United
States. The result was ¢ aﬁ‘oﬁher countries could not find sufficient
gold to meed thelr rcquife%@nts. Ingland was such a country which
ultinately was fcrced to ebandon the gold standard in 1031,

The above reprQSQntatmen of the forces w%ich gontributed
to the unworkability of the gold stan& rd afber tue war sounds

correct. It cannot be acmied that the centralized financial systen

ATV WP N S

l.International &urrcncy~uxpgv ience, Gp‘bzt;,pal97c
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ccnﬁi&é?ably éclpe& the vorking of the preevar geld standard ingpite
of its many defects. But it is too much to say that because in the
postu§1rstdﬁe?ld;War period this system gave way to a decentralised
wnrid preduetive and f£inoncial system, the gold standard could not
ﬁmrk. Pven if England would have continued 1o enjoy the status of a
world finoneial centre in the postewar period, it could not have becane
possible to work out tho gold standard. This was copecially due to the
emergence of wége¥eost ap the most rigld element in the indusﬁrial
costestructures of many countrics. The period following the First
Yorld Yor marks the beginning of 2 new stage in the socio~economic
rolabions of capitalist demegracies, FPightlng in the trenches for
n ¥orld t£it for heroes to live in! had made the masses conscicus

pelitieal ame eecwonan {e.

of their place in the world!s set«up. They vere no longer prepared
4o bear the brunt of the hardships cawnsed by cconomic adjustments
nor were they willing to consider major social hardships as tocbs
of Godt, The &dﬁerse gsocial effccts of the monetary policy of the
gold standard had to be clearly rccopnised by th@'auth@?itieszizn'
the field of manetayy nanagenent an era of consciaué and deliberate
managenent had to replace that of uwndirected natural evolution.d

During the 10th Century,the degree of adjustment in money
costs of production that the bank rate was asked to ¢ffect was very
spell, Mot only thet but the strain of adjustwent was nob falt beecause
of the readily cxpanding world economy, fhe capitalist gvstom had nob
reached a stage of 'stagnation’ and. therefore, officlency of production
was fast increasing, Bubt in the postePirsi~torld-war pariod,the
degree ol adjustment in‘ahe cost of poduction that a counbtry
was callod upon &Em to make consequent u@cn its adverse balence of

rayments was comparatively larger. This difference between the effects

El-we o) Tk W S AT OV S

i, Maonillon Committee Reporbd,p.5.
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of the raising of the bank rate in the‘lgth Cenbury and in the poste
Tirst Yorld Yar peried is well brought out by Keynes, as a member of
the Smenillan Committeée; in his discourse with Mr.iontangue Horman,
the then Governor of the vank of Zngland, He stated that when England
got out of adjustment internabionally in the 19th.Uenbury, the degree
of adjustment that was neceassitated was very small. It 4035 not more
than was aecounted for by the normal increase of efficiency consequen
~tnly . It was very Seldom nsaéséary to force money wages é@ﬁng It
nevely neant one had to hold back a little from incrsasing toney
wages ab 4 Sime when inerease in efficiency would have Justified
that., Yuw in the course of the last four or five years ﬁh&h before
1931 , the benk rate was asked to effect a muﬂh‘greaﬁx%éjustment and
this too ot a time. when, for various reasons)the level of money wages
was very sbticky in Dnpland,

Rigidity of the wage-costw-structure was the fundamental reason
which nade the gold standard unwerkable after Firot World War. For the
rurpose of maintaining internal stability, monetary policy mE€ had to
ba fraeed from its internaﬁiog&l oblipation to help the working of
the pold standard systen. This does not mean that monotary policy
can securc internal stability by itsclf, But it impliaa at leae%?%ge
adverse effects of the monetary policy almed at meinbaining a
partioular international monetary system can be removed by freping
it from ocuch obligation.

;0 nobe that thoush England ccased to be

4
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the signle finencinl centre of the Yorld,; after 1916, it did nm
remain the nast impérﬁant and influentinl financial contre even after
1531, dany eauntries,nét only within the BriﬁiSh Gémmonwealth but
also outside iv,preferred o malntain bhe stability of the value of
shelr pecpective currencies in terms of sterling., Tho central bank®

of thoese countries peintained fixed buying and selling rabes of

13
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sterling with only o very small range betwean them, Ceortain countries
tried to maintein the sterling exchange rate ag rigidly as they would
have done under the golu standard. Thus, Denmark in 1935 proeferred
to check her domestic credit gxponsion rather than give up'%he
storling vate she had adopted early in 1933 Though therc was
considerable agitation in favour of deprecigbi aﬂabnc palicy of tho

authoritios in the ond was confizmed by the geonoral election.l Even

after the devaluation of the pound sterling in tevms of gold in 1931,

the Pnited Wingdom conbtinucd to play a very dominant role both dan the
export and import tyade of the countries vhich gtabilised thelr
es in bvorms of sterling. Mot only that but it ensbled other
countries of sterling area in general to maintain the exchange
stability of their curvencies in terma of sterling by a*lowlng +0o
accunulate sufficlent licuid reserves u*th which to meet Scmporary
setebacks in thedir balance of pmgmentaQ Within the sberling area at
least Ureat Britain played theﬁsame rele after 1931 aé it played
with refercnce to the whole world before PR 1914,

The above observations as regayds the position of Great Britain
afver 1931 clearly indicate thabk decenvralization of the Worldts

2

financial system is only a partial explanation of the breakdowm of gold
stan wWarg and it bhears only a secondary importance. Thcugﬁ the sterling
area countries mainvained stable eberling. values of thelr currencies
they were free to alter their sterling rates withoub notice and without

any 1loss of preshige which wasg h¥@£ﬂk$c in going of{ the gold standard.

whenever the considerations of internal svablliby ﬂomnmx the

seerifice of external stability they easily chenged uheir sterling

paritiess Thus New Zemland, & member country of steriing area changed
her peg from +: » F(NZ) 110 to & {NZ) 12k per &100 in 1933.

1, Intornation Uurrency Sxpetience. DeH3.
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Denmark raised in Januszy 1933, her peg from aboub 20 kroner o 2R.40
croner to the pound,

The reaction to the mighk rigidity bﬁ}thﬁ,gal& aéandard was
draagtic . Tt 5avé rise ¢ an extremely uncoordinated and individual
=ich policics of foreign exchange and fcreign rade, Th@ya WaSs no
system as such which could be justificd on some theoretical principles.
Thera developed only certain nethods according o the convenliencs

of mach country for managing the external value of domsstic money.

-

The Era of Experinonts.

ﬁ
&
ot

The unpegging of the exchange values f£rom an interna
standard left two albernatives for the exchange rate p@licyu'Eiﬁher
the exchange vaiue mﬁ? be fixed at a lower parity which might be
found convenieut looking Lo the countyry's produchive e¢fficlency or the
exchonge value of the national currency may be allowed to Lluctuate

jeet to the forces of demand and supplys the first alternative

‘:j'

3

a3

"

s o

ac"

hosen, especially by Great Britain in 1931 after ito going off the

0ld standard., The troubles of Hngland were dus to the comparative

C’l

overvaluation of the pound sterling locking to the postewar cost

S

;ions in that country and , therefore, the pound sterling was

hr

gandl
devalued in berms of gold or the ¢urrencics vhose values wore fiked
in terms of golde This is what may be called devaluation of currency.
4 country msay not choogse to gtick to a fixed value and may
a3 2llow the external valve of ivs national curvency to Lluctuate
subject to the forces of supply aﬂn demand. There would not be any
xnu@rvvntmam in the foreign exaqaﬂge nmarket on the part of the monata
-y authorities, This sor b of exchange policy is illustrated by one
that was adepted in Franse inv the aa%¢oa Ipmediately xo Jovring
Yorld Yar T up to 1926, Yho yost—waA history of the French f&aﬂc
illustrabes sueh freely fluctuating and uncontrolled ewchange value

of franc, Dxchanpe depreciation was adepted by several consinental



Turopsan countries in the early twentiles.as a means of aﬁﬁraaﬁé%égs
foreign capital especially to meot the post-war working capital needs,
The competitive devaluation of the thirties had a diffeoront purpose.
Tt was meant to push the exports at the cost of other matlons vhose

currencies were eupocted to remain stable,

The Retionnle of Adjustment under I‘le:‘f;ib le Exchans 03;

The rationale of {lexible exchanges is thot the adfustment in
halance of paywents which is ths function of interral wrice changes
uhder the system of gold standard bstomes the function of changes

Lfv\ exewownage rate

in exchange rates. Mecessary amd timely changes, will thus probect
internal price letcrel from adverse exteornal influencec. However, from
the experiencs cv:‘ the thirties this theorebical assumptlon can herdly
be said to have been realised. This was primarily because of two
reagons which uvere generally not expected by the dexiadn devaluing
countyiess The first was the abnormal speculative capital movements
vhich followed as. a result of actunl or antleipated exchange
derwreciations In the nidst of such speculative transfers of funds
rhe distinet affeccts of exchange deprecistion arc hard to discorna
The second wes thab the devaluations were competitive, The effects

£ devaluabtion on the balance of poymerns of & single country can

O

be escertained only when other countriss keep the inbernotional
values of their currencies relatively stable, Hot only this, but also
there should nos be any kind of foreign trade eombrels imposed in
the nondevaluing countries especially aZter devaluatlon by others.

Those marticular conditions wore ¢onspicuous by thelr absonce during

T

~

the perdiod of the thirg ies‘, A11 the countyies of the world were trying

to fight the deprossion by whai tever measures vthat could be adopted ard

readjustmont of the rate of oxchonge was only one of them, |
Bron ﬁ.f we suppose the absence of trade and forelign exchange

controls ard also devaluation by a single covuvry the success of
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exchange deprociation as a measure for redvessing the balance
£ povments is surrounded b}; many uncertainvics, The theory of

-

.7 the balance of vavments throush readjustments of the

~

ad justmant
rate of exchange is ultimately based on price changes 8o far as the
foreign consumer is concerned Just as i‘o is the case under the gold
standard, Imstead of reducing the domestic selling 3:—2?&@@ (as under
the gold stendayd em) the concession iz snown in the omownt O
Porgiguer’s cwrvency that he hat to way for the purchasc of a glven

omoumt of domestic currency in order (o puee chase cortoin asount of

Fad
[

imports. Thus, when the total cost of dmports thk the foveipner
recuced, it becomes possible for him to gell dmported goods in his
domestic mavket at lower prices than before. Given this sort of price
concession, the effects on the value of exports would largely deperd
on the clasticity o demnpd and supgl}/‘ That is to say that elasticity

domand for dmporus both in the exyporting and mmm:mcr countries
ere to be taken into comsideration along with the claavzc ples of
supply in both of them, Given an elastic supply of exports the

5

tacrense in bhe value of exporte will be smaller thwe less is the
foroizn elasticity of demapd. If the foreign demand is perfectly
nelestic there uill be no incresse in the volume of exports and
consequently no increase in their yaluc.d

Tha tobal amouni of foreign cxchange earned would Llikewise

i

be governed by the elasticity of supply in the coumbry whose currency
hes been deproeciated. I the slasbiciby of supply is higher (givena
nish elasticity of foreign demnd), thon the amount of foreign excho
corned would Bo higher and the effect on the balnce of payments
would ba favourablo. The total effect on the aaiu’zco of pavaenta
wouid be alse partly the outcome of home elasticivy of demand for
imports, A fall in the exohange rates produces the maximon decrease

in the walus of imports when home domand is perfectly elagtic, A

1, J.Rubinsen, The Foreign Lxchanges, in Essays in the Theory of
Gmplovmont 2nd Ednal9%7 peliO.
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denrociation, Despite that) if the price elasticity of f
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distinctly favourable offect of cechange derrecintion wounld be
sceured vwhon the domestic demand for imports -and forcign supply are
both perfeetly elastic,

The elastisity of supply of éxports will also depend upon
the home elesticity of demand for goods meant for exports, for, an

-

inelastic home demand for export geods would spare lesos for expmrts

Ead

and thus vitally alfecs the balance of payments of tho devaluing

This is rather a very ¢omplicated explanstion. of the conditions
of odjustmente in the halance of payments as 2 yesult of oxchange
orsign demand

-~ - . »

for imports is taken as o faot,; this explopation can be accepted. Bub

the clesticity of devand as based on price varistions is found in
rocent studies to be of little significance. A5 for ezomple) during

pericds
the inter=-war, price elasticity of British demand for imports was

.59% whndile the income elasticity was 1.43% . It is true that there was

sitive degree of price ﬁlﬂ sbieity of demand for dmports but
amq/emalavment elasticity was for greater than price-elosticity.?

If any favourable effect of vardations In export prices on foroign
demand is ta be ascertained on the basis of elasticity of demand,
we have to assume the level of income abroad to be congtant or sbeadlly

rising.

aded L0,

.‘

Y. M

The effects of eoxchange depraciation have beeh exanined by Mre.
Joan Robinson especially in ¢erms of four clasticibvies of demund
ant supply referred %o zbove.g suech an cxplanation loes noh take

into comsideration the frendm of inceone and employment in the tuo

coaanv¢m5 entering into internstional trode. Hes,Robinoon has roeferred
o the effects of the changas in the bzslance of payments on Income

AL Sk D WY 3 T S 8 I,

{IL

1. ¥F.mchlup, ¥The Thewry of Forei Ixehanpes. in fea
W%cgmv of Inbﬁﬂn$ﬁibua¢ Trade Gp,uit‘ ﬂ.llB.
2, Tse Chun Chang, r tich demand feor zmporta during the inber-yar
ﬁeﬁjod. E,J.dune 1946 p.l188 and pel97.
3+ Fra.d.Robinzon 0@.6 ,L.

ings in the
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ond the offoets of tho latber on imporss mf mx (L.e. balance of

payments)s But she has referred to the income factoy: in the cape
of dopreciating countey and only as secondary effects following
from the chanco in the balance of paymenss Govgecuent upon devaluat
«ion , Thus $he wribes:

¥ An ineregfe in the balence of trade leads to an inereasze
$n home incomes and consequently o an indrease in expenditure
on inpords. Bubt these effects follew from the changs in home
inceme due to the change in the balance of trade and if the balange
of trade dees not alver the secondary effects cannoy take place.
It i3 therofore logitimate to discuss the Inltial effocts on the
balance of trade in torms of fouwr elasticities nbstracting them from
the change in home incomes®, 1

S0 long o8 there is a time-lag betweon the offects of
devaluation on balance of payments and fthose of the latter on
domcetdce incomes and therefore propensity to imporbt, it is
logitimeto to diseuss the initial effects of devaluation on the

; g thod® .

balance of payments by abstracting, from the=cffeets of devaluation
on home ineomes, Pubt this time-—lag would probably be very narrow
80 as hot to warrant such abstraction as Mrs,Robinson makess
For, as por Keynesion Theory, income effects of the rise in
exports would at once: be felt as soon as foreignors have acoepted
the oxports of the devalvating country . In such a case,rise in
the home propensity bo dmport shall have %o be cheghked by means
of direct coatrols. Further, the lovel of inccme in dmporting count
-ry chould also be baken into account while examining the effects
of devaluation, Fory the efficacy of devaluation lavgely depends
upon the leovel of income in the importing comntry. If in empdnemont
this country there is a declining teend of income and amplogment
due to domestic couses; no amount of doevaluation by other countries
will be successful 4in driving exports to such markets., This ls

well bovne out by the Ceyman experience in Mineteen-twenties. 2

1, Tbhid .p¢1399 )
Zs See infra p. 249
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Th the present conteks U.S.44 is a cowntry vhere the demand for
inports (lorgely row materlales and lururies) is clastic to . income
rather then ©0 géice; A slight downmword preossure on the income of
the UsS.. ié likely to exert ﬁrapcrtionately a greater dovhward
proosure on imports and $0 & covrebponding decline fin the exporting
country?s income and émpleym@nﬁt The consideoration of the income
Zactor 1s vital to the vhole theory of value,2 In the case of

international trade the income level prevailing in the importing

Ceountry is of especiol interést to the exporting country. In fact,

he lover or higher price « glasticisy of demand is dvself the
functilon of lower. or higher incomes to a large extont., When there
are falling incomes olsewbere or in a country whose national income
forme a larpe pars of the vosal world income, the deficlt in the
valance of paymente cannot bo redressed by exchange depreciation.
Tn such g situotion the income effoets will swamp the substitution
effeots vhith are, in theoky, ezpecbed to stimulate exports through
an inducement in the form of a lower priee in terms of foreign
MONCYe3
The ultinege resulis of exchange déeproeciation, toking into

consideration also the secondary offecho thereto, would depsnd
upon, in the £irst instance, the income movemeats abroad and the
time lap between the primary effeets and secondary offeets in the
devaluing country. If the incomes and enployment ars relatively

steady abroad, the fall in the rate of exchange may stimulate

exports provided that all other thinpgs rcontin the same In the

importing country. This initial dapetus to exports would have soume

P o W o

1. Kemmeth KeXurihara tTowards o new monctary Sovereignty ' Jeof PGB
April 1929 pedl 164,

Za JdellHicks, Valus and Capital . 1948 Chapell.

3. ToRa logh I'Exchange Depréciation and Economic Readjustments?
R.of Beoe & Stat. Dovenber 1948,p.2784
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salutory offects on domestic incomes and employment, If the second-
ary expansion follows immediately upon the initial rise in exports,
the propensity to import would be stimulated which may overtake
rapiﬁiy'the vise in exporus and unde the advantages of devaluation.

But the rise in imports of the devailuing country would have
favourable c¢ffects on incomes ond employment elsewhere and these

Jatter changes will redound favourably upon the exporis of the

. devaluing country, Thus, not only that the initial riso in eXporss

will be dependent upon the higher levels of incomes abroad, but

the subsequent suslenance éé-tha trend will depend upon the rise

in income and employnment dn the develuing country following closely
she rise in exports. For, if the imports in the &evaluing countyy
toke comparatively o longer time to rise, ghe increased exports will
have depressing effccts abroad and this will induce other countries
to adopt beggar-ny-neighbow policies. Even supposing that ne
rovaliatory measure is adop#éé, thelhigher lovel of exports cannob

be mintained umloss other countries also have to share in the

. prosperity of the devaluing countrys Cther countrios, therefore,

would be released from the inipial pressure prbduﬂcd bytdevaluatian
only if the cumulative expansion in the devaluing couatry is
quick and gertain,l

The relative rates of exchange should be viewed in the
gontext of the relative levels of inccmes and emphoyment rather
than those of rrices which are only incidental to the other two
yariables. It is aiffianlt to scgresate the price effects of
denand from the i@éoge and employment effects. Hovertheless,she
new rate af:exchaﬁge will have to anticipate a certein lovel of inc
womo and emplo&meﬁt at home and.also in other countries for being
effoctive,?

T6 may be argued that a relatively hish level of employment

1. GJHaberler !Prosperity & Deprossion' U.N, 1946 peh3
2, R JHarred ,International Seonomica Op.ciﬁ.,p.lgéﬁjg
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and income abroad will be a sufficient condition to support the
policy of depreciation by a country with velatively lower level
of income. Depreciation in such a situation will sefve as & POp
against income and employnent falling further as a regult of ade
verse balance of payments. Thourh theoretically'ralgtiV@ly higher
incomes abroad miy prove of immense importance for the succeseﬂ
df the policy of exchange depreciation, in practice this may nob

% *

be a sufficicnt condition. Fér, herey, it 1s the general atmosphere
of optimism or pessimism that is velevant. Though the lovel of
employnent may be higher abroad than at home, it might not be high
enough to inspive cownfidence necessary for increased investment angd
propensity to consunc, Therefore, for increased wiports of the de=-
valuing counbyry, & tolecrably high level of inceme abroad 48 @
prerequisite. The some is true in the casc of domestic economys

If incomes and employment bave sunk much down, & country cannocd
hope to relieve the situation by exchange depreciatilon, For, the
general atmosthere of pessimism, uwhich, If not otherwise helped

to dispel, will not allow the cnterprisers to accept the measuve mxh
favourably. Here, @hérafore, it would be quite incorrect to state
that the rate of exchange anl the levels of incomes and employment
as against yrices ave tuwo alternative instruments through which
balance of payments is influenced, under all circumstances. The
efficacy of the measwe of exchange depreciation will largely
depend upon the condivions of incomo and employment at & time when
vhe poliey starts, IFf it ds that all the countries concerned

haove generally achicved fuller ecuployment and now if unemployment
iz throatened in any one of them dus to fall in exports, depreciation
ean be expected to help rostore the balance if it & adopted before
it 43 too late and other faetors influeneing the economy have not
yeb become'ove3whelminﬁ. |

These limitations of exchange depreciation as a device
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to redress the balance of vayments when carricd to the realm of
mractice are reinforced by other praétical considerations, the
important among which are the trade rest?icﬁiéns at home and abroad
the nunber of countries that simultancously depreclate and the

longth of time considered.l

The Intereiar Experience,

The devaluation of the thirties were definitely followed by
improvements in the balance of payments of the devaluing countries,
Such on outcome of the policy seems to strengthen the cass.for
develuaticn, The policy was conceived in its traditional beabing on
the internabional selling prices of the exports of the dovaluing
countries. In this respeet the exports of devaluing countries
proved cheaper in the markets of gold standard countrics. But the
gains that accompanied the depreciation can hardly be said to have
been the direct oubeoume af this sort of price concession to foreign
importers, though the palicy'was adopted with the declared objJect
of prlce competition.

On the agswption of grﬁce advantage , Siie direet outbcome
of the policy could be more exporis to non-devaluing countries than
o thosc vihhich devalued, Bu£ the experience was cuibe the contrary.
Thoush the countries which went off the pold standard could offer
comrodities at more competitive prices than those of their gold
stondard rivels) their cporta to other devaluing countries were
represeunting the bulk of votal exports. Thﬁs, in the case of Great
Bribian,the largest gainslfrom sxports were Lrom the mavkets of
Dominions fwhiah depreciaﬁed their curroncies along with the pound
sterling),next largest goins were secured from the markets of cownt

-ries on a depreciated standard and losses were suffercd in the
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1o 4 oTeBloomficld 'Foreign Exchange Rate Theory and Policy! New
Zeonomics Op.Cit,,p.312.
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markete of gold standard countries,l It might be true that the
gold standard countries tould have adopted measures to discourage
imports wiich diluted the price effects of exchange derreciation bub
the fact ﬁhat she ctport trade incroased among the devaluing counte
ries themselves stresses the importance of factors other then

purely rrice concessions. ' |

The most benign efflect of depreciaéicn on the economy of the

country concerned was exercised not so much throush increased

but through domestic expansion supportod by cheap money

ot
4]

CHLOTY

pelicy. So long as the authorities were wedded to the policy of

3
L
&

- modntaining the rate of exchange, it was impossible to think of
monetary expnsion as an expedlent of business yecovery, A certain
amount of monétary expansion wos indispensable for providing a
gencral atmosphere of confidence withoub vhich private investments
conld not have forthoome. Domestic monebary expansion was pursued
by all the countries which devalued with tho belief thet their
respective economies would be insuléted by devaluation from oxternel
pressures Thue, Belgivm devalued in Harch, 1935 with a view to
having a svfficient mergin for domestic expansion, Yhen the expansis-
on of business activity actually materialised in #elgium there
was to be experienced an influx of forelgn goods éhich,aceording
to Lhe theoretical assumptions,would be deaver and, thereforc,
would not be actepbable in ordinary CoOurse. It is cnrieus'ta note
that, though certain countries ecounld and did pursve a policy of
monebary expansion aftor depreciation, the policy as such was conce
~ived on orthodox lines - that i3, to render exporss more competibive.,
Thus, in the case of the U.S.,the policy in its original bearing wes

was conceived to make cxports morce competitives Exports of the

1. S.E.Harris,'Exchange Depreciation' Harward University Press 1936
e 13.,@;&67 » & p-ﬁi’?f‘n
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¥.S. had not fallen significently as a result of exchange
deprcclation elsewhere while the emount of unemployment due To
decline in Americeon exports was relatively small. The UeSsAs had
jmmense stocks of gold which were more than sufficient to withgtand
any cxternal run on the currencys There was thus ﬁo need for
devaluation in the U¢85<eapecially to stimulate exports. Neverthele
«-38, devaluation of the dollar went cm a long way in assisting the
cconomic recovery, This happened due to reascns entirely different
from those which led the Administration to pursue the policy of
devaluotion., The Administration was, at the time, O embark on a
lorge recovery programme which could and did raise internal price~
level, This sort of rise in the internal price-level would have
adversely affected the balonce of payments and would have thereby
caused a £light of capital abréad‘ Devaluat ion removed any possible

g

danger that balance of payments difficulbies would,in any way,
interfere with the internal expansionist policy.l

Similarly, in U.¥. also the depreciation of pound asterling

made possible the reduction in the bank rate from 0% to 2% and

extensive open mavket purchases by the Rank of Fogland.
It 16 now easy to undorsbtand that the increased exports of

devaluing countries wore due to increased business activity and
in
rﬁsa[incémas in other devaluing countries vhich were agnin partly

the conseguence of the poliecy of the exchange demreciation in those

countrins. By 1936 whea almost all countries had devalued a

veritable stabtus guo was resbored anﬁ,therefobe, the devaluing

countries could not be exrpeeted to empors more whon compesitive
sdvancage in terms of prices was logt. But,on tho gontrary, exports
of sli the devaluing countries began to display a risiag trend
and this too especially to other exchange depreciation countries.,

This was because the price effeocts were,properly speaking, swamped

1. Royal Institute of International Affalrs., The Beonomic Lepsons
of the Wineteen Thirtles.LlOLh ,pp.38=39
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by income offects. Hore exports by devaluing countriscs were obbalned
not at tha cost of nen-devaluing countries, Thedr gains were mubual
oand complimentary, "Fhe relative gains of British trade are bto

be traced more largely to the improvement in the economic conditions
of Fnglandts customers following depreciabion of theixr curreneieé

and to an improvement in theiyr trade relations between Great

Britain and their most important cusbomers rather than o the gains

at tho expense of compebitors %o be assoclated with an improvemant
in the competitive positilon of Great Hritain resulting dircetly
from exchange depreciation®.l

Viewing the results of cxchange deprecilation in several
counntrios one after vhe other: in this way, the deflatlonary
mressure in some countries still on gold proved an unBRECOSSAry drag
on world recovery. Some of the leading countries that hod devalued
earlier,fa? from wishing to preserve any competitive advantages,
were in favour of the aligpment of the gold block,.2

Devaluation made possible the use of fiscal measures such
as inercosed GCovernment expenditures along with cheap money policye.
Tt may be arpued that such income gernerabilng fiscalemonetary policy
could have been pursued even without devaluaticns fory ultimately
the reachions of risimg incomes in one country would definitely
oxercise salutary effects on balance of trade of other countriess
Tn faet uhen all countrics devalued and prices rose subseguently
zhe exchange relationship omong the countries concermed was more
or less the same from which devalations had started, Bub there was

a serious disturbing fostor which would exercise a deranging

influence on the economy of the country which undertook expansionist

i S A e G W

3.‘. Sogoﬁmiﬂ Opq.&it» ,pézi&lb -
n. international Currency Experience p.f 128,
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measures without exchange variation s This was the speculative
capital which vould grow all the less confident of the steadiness
of 2 countryls currency in vhich compensatory government meagures
were adopted despite balance of payments disequilibriun. Thus even
in the caso of the U.S;,a country vwith sufficient gold reserves
+0 bear anv extornal mrossure for o long time, the monetary
exransion by means of open market operations marsued in 1932 and
carly in 1933 was followed by losses. of gold which neutralized
new credit base creaﬁeé by means of. open market operations.l Ouch
a sequence of events strikes at the root of confidence of both the
awthoricies and the private interests which wore to be bauyed up
by means of an expansionist poliey. Anticipabovy capiéal novenents
may affect & country not because of any disegquilibrivm in the
balanee of payments of that country but as a result of anticpated
vossible effects of devalacﬁion by other countries on the balance
of payments of the former.2 Such g sequencc of events is illus-
trated in the case of Sweden during tho interwwar pariod. Sweden
was forced bo go - off the gold standard only € days after the UuKo
not&%%%ény current - disequilibrium in the balance of payments
but by a sudden outwerd transfer of funds by both foreigners and
nationals who realised that as Sweden's exports depcnded largely
on the British market, the krona sconer or later would follow
the pound, Similarly the £light of capital from France which started
soon after the devaluation of the dollar aﬁé grow especially after
that of the belga waos largely prompted by the prospetss of devivak
devaluation-a prospect which makeedils matericlised afber a long

delaye3

. 2 T

‘1, J.H.Rogerstlessons of Monetary xpericncet Eda.Al.DsGayer 1937

" p.l05. .
2, G Jinberler Op:Cab,p.t31s
3, International Currency Experience p.l2l.
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e Thus, »* a8 policy of ﬁomesﬁic‘expansien without devaluation
would have induced speculative capital movements adversely influence
ing the country's international payments position.

The impetus vo business activity wos péavidad not by devalue
ation bup by subsequeéent expansion of economic activity stimulated
by £iscal and monetary neasures, which could not have been adopted
without some degree of devalvation, The efficacy of devaluation ,
therefore, is to be ostimated against the backeround of proper HEMEXR
domestic policy in. fiscal and monetary ficlds. Vhen scccmpanied by
such supplemeﬁta?ylpolicies,exchange depreciation eontributed
6 higher prices in national mavkets and therefore towards a gmaller
drop in worild ;@iees>than &suld have occured without it

Tt is a civanre experience that the policy which)when
pursued by any one country, was regarded as a begpar-ny=-neighbour
policy helped ¢o emrich the viorid vhen several countrios adopted it
simulsateonsly, The benefite would have been richer and guicker still
nad there been a coordinated atsempt on the part of the nations of
the world which had been en magse the victims of a pgreat cyclieal
dopression, The experience points out in clear Lerms that nnilatefal
action Lo £isht world wide economic fluctuations :is. bound to be
ineffective and would cawse more harm than good. Ib, therefore,
stresces the need for a common and well-coordinated plan to Lift

up the coundrics cngulfed in a great cyclical whirivwing.
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