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The Rise of the Dollar and
the Decline of Sterling

(i; INTRODUCTION

This chapter will examine, through the story of the two main participants, the
B . ¥

evolution of payments and the international monetary sysiem between 1955
and ! g64. This period must first be set in its lolal—posl\\'ar coltext. I}Jlf
opening date, 1955, is chosen because it marks the end of what we may call the
first dollar problem’. At, or near 10, that time the America ‘
payments changed from surplus o the deficit whiel was to increase and
d()lllll‘lﬂl(‘ the payments situation throughout the sixties and seventies.
f\meru‘an accommodanng hnance to the rest of the industrial world ceased as
1t became unnecessary and the dollar becanie readily available either as a
tr;ymsuclions orareserve currency. Three years later, on 31 December 19358, the
Western European currencies became convertible into dollars, lhe;ch\'
establishing, several vears later than had been hoped,! the currency svsl(‘nll
agreed to at Bretion Woods. This tardiness in establishing the Breton Woods
System was, mgreat part, due o the delay in making sterling convertible. OQur
first task in this chapter then is 10 examine briefly the transition from the
l"ffgi()!lj]_“_jt‘d currency system of the fifties to the Bretton Woods world of the
sixties.

In January 1959 began twelve years in which the main currencies {outside
the Communist world; were freely convertible one to another and t.hrough
the U.S. dollar, tixed in free exchange for gold at $35 per ounce, indirectly
convertible into gold. This dollar-gold exchange standard ended in Augus’l
1971 when the dollar was made inconvertible into gold and when the major
currencies no longer maintained fixed parities with the dollar. Thus the
twelve years 195g-71 may be regarded as the high summer of the Bretion
Woods payments system centred around the IMF.,

Once established, the Brevion Wouds system became subject 10 a number of
problems, some of which were eventually to bring it 0 an end. But for a
number of years up 1w, say, 1964 it operated satisfactorily enough and
contemporary observers would not have forecast its early demise. Th(e IMF,

' Originally, under the Breton Woods Agreement of 1g4y
currencies was 10 be established atier a wansition ve v
Operations. The Fund opened on 1 March 1947,
February rgsz. )

converubility of all members’
period of hive years from the beginning of Fund
thus fixing the end of the wansition period as 29

n balance of
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central institution of Bretton Woods, increased mn influence and became
accepted as a world body in currency matters. Moreover, international

tinance, which had long been regarded by national governments? as of

secondary importance in international relations, was promoted to a primary
role as 15 influence on economic growth, bargaining power and influence
came o be realised. The years 1959-71 therefore mark a distinct epoch in
postwar currency history, the period of trial, failure and collapse of the
Bretion Woods system. In this chapter we carry the siory to 1964, up o
which the problems were largely those of reassessing the Bretton Woods
principles in the light of events. In Chapter 12 we deal with the many crises to
which the system was subjected in the later sixties and with its eventual
breakdown.

ii; ESTABLISHING CONVERTIBILITY

An observer of the international currency scene in 1955 might have been
struck by four features which carried the promise of future change.

The tirst was the balance-of-payments position of the United States and the
changing world role of the dollar. The acute and continuous surplus in the
immediate postwar years after 1g52 assumed manageable proportions. The
vears 1952 and 1953 saw a great improvement in the international payments
situation. In Europe the OLEC countries, as a group, maintained an annual
current account surplus of $1.5 bln in 1953‘74‘ The favourable balance of the
United Kingdom was, at £ 225 m. in 1953, the highestsince the war. Germany
became a surplus country in 1951 but France, whose rate of growth was swift
in the fifues, had recurrent balance-of-payments difhculties. Meanwhile, the
export surplus of the United States shrank until, in 1953, the wrade balance
was in approximate equilibrium.® In spite of a slight recession in the United
States 1954 was a year of casy payments and although the Western European
trade deficit with the United States came out at $1423 m. it was more than
covered by direct U.S. military expenditures in Western Europe of $1431 m.
The existence of certain government grants and rennttances thus enabled
European dollar reserves to be augmented.

During the later fifties the trend of improvement of the balance of payments
of the non-dollar world with the United States continued, despite the minor
recession of 1957-8 and the emergency imports of oil from the wesiern
hemisphere during the Suez Crisis of 1956—7. The year 1958 broughua sharp
reduction of American_exports, the fall continuing in 1959 while, on the
import side of the merchandise trade account, imports remained on a slightly
rising trend from 1957 to 1960. The changes in both imports and exports,

¢ Except France.
3 1f military deliveries are excluded, the U.S. current balance changed from a surplus ol
81829 m. in 1952 0 a deficit of $62 m. in 1953.
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which seem o have been due to changes in the trading position of the United
States as postwar recovery strengthened in Europe, produced a trade balance
quite insuflicient to meet the external commitments of the United States on
capital and military accounts. The result was the beginning of the loss of gold
which the United States was to undergo throughout the sixties. In 1§58 $2275
m. and in 1959 $1076 m. seemed small losses from a reserve of $1¢.5 bin, but
they were the beginning of a rising trend.

Thus by the end of the fifties the dollar problem had reversed itself and

become a balance-of-payments-deficit problem for the United States. Seen at ”

the tine as a mere interlude in the earlier problem? there was every reason to
regard the reversal with equanimity and it was hailed as a welcome
breathing-space. Now, in the perspective given by a quarter-century, the
structural nature of the change is apparent. The current account surplus had
become insuflicient to finance capital and military outlays overseas. These
were to increase and in the later sixties bear the burden of war in South-East
Asia and recurrent waves of direct and indirect overscas investment.

Oune reason why even economists at the time welcomed the U.S. payments
reversal was thatit ended scarcity of the dollar as a currency. As long as strong
LS. surpluses lasted the dollar was necessarily in short supply; a currency 1o
be hoarded, finding its way to banking reserves rather than into transactions
uses. Once in delivit, dollar scarcity was replaced by foreign dollar balances
which, as long as American reserves were not far short of $20 b., were of
unquestionable acceptance as international money. With the rapid expansion
of the New York foreign-exchange and capital markets the dollar was able
quickly to move into its Bretton Woods position as the leading international
currency — this at a ime when increasing doubts were being felt as to the
future of sterling’s key currency role. Convertible into gold at a fixed price
and, after 1959, convertible into all other IMF currencies at fixed exchange
rates, while backed by a gold reserve of unprecedented size, it is small wonder
that the dollar stepped naturally into the place formerly held by sterling:and
prepared for it by the Bretton Woods Agreement.

The second notable feature of the payments scene in 1955 was the growing
importance of West Germany and its currency. Transformed by the currency
reform of 1948 the German economy expanded rapidly. Afier a brief period
{1949 and 1950 during which this expansion caused imports to grow without
any commensurate increase in exports, the German trade balance became
favourable in the spring of 1g51. "T'his trade surplus was mainly the result of
the steady expansion of exports. While imports rose from 1954 onwards they
were, until 1958, outpaced by exports. During 19358, 1959 and 1g60 West
German trade was in surplus with every metropolitan EPU country as well as
with the extra-European sterling arca as a whole. With a net balance on
mvisibles of small dimensions the German batance of payments on current

* Sir Donald MacDougall, in his The World Dollar Problem in 1957 ‘London: Macmillan, -
19571, referred o the dollar isurplus) problem as one likely (o continue in that form.
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account was heavily in surplus and against such surpluses only small capital
exports could be oflset. The result was a massive addition o German foreign-
exchange reserves.

The real strength of the German surplus was the very strong competitive
position secured by the Germans for themselves in export markets, a position
based upon the importance conceded to the export drive by German
industrialists, the competitive prices at which goods were offered, the short
and well-honoured delivery dates for capital goods and the attention given to
selling and marketing techniques. 1t was believed, particularly in the United
Kingdom, that the German surplus would decline as the German economy
moved towards the point of full employment; that (a; higher domestic
production and income would pull in greater imports and (b that the level of
demand in the home market would pull goods away from the export market.
The first of these changes occurred only stightly, the second not atall. By the
spring of 1961 the German economy was the most fully employed in Europe
with unemployment less than 1 per cent and with more than three vacancies
forevery single person unemployed. Yet thisdid not lead o anv marked rise in
prices nor to any foreign balance deterioration.

Three features of the German economy allowed expansion to continue
without the expected ‘heating-up’ taking place: the influx of immigrant
labour from Eastern Germany, the almost pathological fear of inflation by
both Governinent and people, and the existence of certain built-in checks
against inflation in the German economy, ot which the high propensity to save
and the low ‘propensity to strike’ of the German worker were the nmost
notable.

Already in the fifties the German surplus was a structural problem in
European payments and was the subject of continual criticism in the OLEC.
To their credit the German Government was ready to acknowledge the
existence of a surplus problem, and to take measures for its alleviation. It

" liberaliséd Iniport policies and lent abroad in modest amount. But on the

central issues- the DM exchange rate and the demand level, within the
German economy —the Germans were adamant. To revalue the currency
might imperil the export drive and offend a large industrial group which
supported the Government. T'o expand the economy to the point where rising
imports would eliminate the surplus would risk a rise in the German price
level. Neither course was acceptabte,

A third feature of the pavments scene was the instability ol the British
balance of payments. In the immediate postwar period a large deheit was o
be expected and in the circumstances the balance-of-payments performance
for the five postwar years was not surprising. The country’s power o export
had been depleted by the war. Signiticant invisible ttems,” such as earnings
from financial services and foreign investments normally expected to oflset the

» For example, payments for shipping services, earnings trom financial services and carings
tfrom foreign invesunents all fell while government oulays overscas rose.
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merchandise trade delicit, were now adverse and there was a high demand for
imports of all kinds for capital reconstruction and consumption. But afier the
sterling devaluation of September 1949, with the war five years away and
sterling realistically aligned with other major currencies, a more robust
paymelts position nright have been expected. In fact in the period 1950-64
whal came out was a series of modest surpluses interspersed with four large

deficits ~ the largestin 1464. Relevant o Britain’s external equilibrium needs, -

estimated by the British Treasury in 1957 10 be an annual current account
surplus of £350 m., the result was poor indeed. In one yearonly, 1958, was this
target met. Moreover, from the mid-fifties dates the long series of speculative
raids on sterling which were to be such a damaging and persistent feature of
the currency and a thorn in the flesh of British poliey-makers throughout the
sixties.
Table 8.1 summarises the British balance of payments between 1952 and
1964, At first sight the current balance, with three excepuons, scems
satistactory enough. Ii is only afier considering certain special aspects of
sterlimg’s position that a truer picture emerges. Fist, among such special
aspects was the fact that Britain continued into the postwar period her role as
an exporter of capital but whereas in the interwar period this debititem in the
capital account was oflset by a large enough current surplus, in the postwar
period surpluses were insufficient. The net result was one of imbalance.
Second, Britain was committed under the Bretton Woods arrangements, and
by her own interpretation of sterling’s position as an internadonal currency,
to mainiain a fixed exchange rate. This meant that rolling adjusiments 1o the
balance of payments could not be made through the exchange rate, but had to
be met from foreign-exehange reserves which were perennially insufficient to
meet such demands. This adjustnent problem was compounded by the
British Government commitment of 1944 to maintain a high level of
emplovment after the war. This had been mnterpreted by botlt political partics
to imply an unemployment rate of less than g per centand in fact the rate was
held well below that figure. Tt would be possible to extend this long list of
special commiuments bearing on the British balance of payments - the large
British military presence abroad, the pursuit of an international role tor
sterling, the promise (o the United States 10 establish and preserve
convertbility of sterling —all these underscore the fact that only a rich and
cconomically well-endowed country could pursue such roles simultaneously.
The fourth feature of the payments systent in the later fifties was the
proliferation of new international organisations, particularly in Europe.
These were to play a role in events. In a similar category, influencing
international monetary policy, was the re-emergence of central bank co-
operation. The Marshall Plan, which had heen launched in 1948, had led to
claborate organisation of the joint European effort for reconstruetion.. The -
Organization for Europcan FEconomic Co-operation (OEEC), was re-
sponsible for co-ordinating many aspects of co-operative economic planning
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while functional agencies sucl as the European Payments Union (EPU; were
responsible for technical operations each in their field. The Bank for
International Scttlements returned to the stage both in connection with EPU
operations and as a centre for central bank meetings through the Basle Club.
The fifties then, although a period during which the IMF and the Bretton
Woods arrangements were in abevance, were of great importance, in the
development of international economic co-operation. But they shifted the
tocus of co-operation o Europe and they weakened the Fund by it virtual
exclusion from what became for the time being the centre of monetary
aflairs.b

We have set the international monetary scene in the fifties rather carefully
because itis important to realise just what was taking place during the decade
which it took w establish full convertibility between the leading currencies. In
Chapter § we described the effects of the premature American drive to bring
this converubility about and the disastrous failure which it involved for
Britainin 1g47. In the nextsection we describe the more methodical and sure-
{ooted approach (o the same problem in the fifties.

nii: BRETTON WOODS AT LAST

The American contribution to the attainment of convertibility in 1958 was
low-key. On the European side the desirability of making currencies
convertible, for at least current transactions, was acknowledged but, in the
light of British experience. there was tacit agreement to ‘hurry slowly™.” The
Briush, despite their failure in 1947, were anxious to make sterling convertible
for the increased importance this would give o the currency. From 1955 there
was a loose agreement between Britain and the United States, that each by
their policies would contribute 1o a so-called “collective approach’ to sterling
convertibility. In the meantime EPU and the sterling area, linked through
Briush participation in the former, provided a wide geographical convert-
ibility between 1a: all Western European currencies, (b sterling, (¢} all
overseas sterling-area currencies, and (f; some few other currencies linked to

* This exclusion was largely due © the Amierican decision that countries in receipt of Marshall
Aid should not receive assistance from the Fund. Between 1948 and about 1955 the Fund's
business with and interest in Europe was much less than it should have been.

© A precise definition of currency converubility is difhcult w state briefty. The con certhitiny
sought in the immediate postwar period, and which we have so far been discussing, was a
qualificd one, being for nou-residents only. A brict working definttion which may serve is that
convertibility in a currency is the power ol cxchanging it Ireely in a public exchange market for
other currencies.

Not until February 1961 did sterling and the other leading Western European currencies
assumc {ull responsibilities of Article 8 of the Fund Agreement. From December 1958 until that
date they operated under Article 14, which allows countries suftering (rom balance-of-paymients
dithculties 1o contractout ot the obligation of full current-account convertibilitv. This disunction
was largely a legal one.
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sterling through ‘administrative control’ of the Bank of England. Be.[\xic‘en' ll}ls
large currency group and the dollar, however, th?re was no con\'?,rtfblhty . l o
bridge this gap was the final task and much of l.hc weight of it fell on the
British. If full convertibility for all these countries were to be established
prematurely, i.e. while the world at large had still a preference for do.llars over
other currencies, much of the sterling balances held b): other c.o'untnes would
be (juickl)' converted into dollars to the detriment of the British balance of
payments and the sterling exchange rate. o .
Attention in the movement towards convertibility centred on sterling. As
early as 1951-2 there were discussions between Britain, the Umfed States and
the iMF. The British approach was clearly to test the waters {ol [!]C exchange
market) by slowly allowing limited free markets for sterling to arise. In these,
as expected, sterling was initially at a discount to the doll;?r relative to the
official rate appropriate to the IMF parities. But if, as sterling str'en.gthcn'cd
with a favourable balance of payments, the *free’ rate moved to coincide with
the official rate, then full convertibility would be feasible. In December 1951
British banks were allowed to hold balances of currencies and deal in foreign
exchange on a very limited basis. By 1954 in New York, Zurich and
elsewhere, transferable sterling could be changed into dollars on free markets
in which the rate in March 1954 was only at a discount of 1 per cent. Inlater
1954 and in 1955 balance-of-payments problems widened the d15c9un[ o 2
and 3 per cent, but in February 1955 the Bank of England begar‘l to intervene
in the free markets to support the free rate. This was a move of 1ar-reachfng
consequence since the British Government was now \'u‘tual‘ly supplying
dollars freely at a rate only slightly less than that on A‘mencan account
sterling. Convertibility seemed imminent, indeed sterling was de facto
convertible. But de jure convertibility had to wait three more ycars. In late
1955 and in 1956 there was a renewal of the sterling area’s foreign baléncc
problem and of dollar shortage: in 1956 the external problems created by the
Suez adventure and in 1957 the speculation against sterling all force(.i a
holding action upon the Government. Not until De(?er.n'ber 1958 was s}crlmg\:&
strong enough for a declaration of de jure convertibility for n'on-rcmdems,
bringing to an end the free markets in sterling al?road and- centring exchange:
dealings in normal markets. The politics behind the f}nal.mO\'e towiarc.is
convertibility are obscure but it is probable that, at some time in 1958, B'nFa.m
promised the Americans that they would make a de(flarauon. ?i converublh.ty
as soon as possible in return for American support tor a revision of quotas in
the IMF# In the final event convertibility came upon sterling rath‘er
differently than had been expected. After years in which. bopes of its
achievement had ebbed and flowed with the fortunes of the British economy
the final approach in 1958 was steady and gradual. Precnpllate.d as it finally
was by certain French and Western European currency reformsit came at last

3 Under its new liberal lending policy begun in 1956 the IMF was by this time in need ot more
currencies to lend —hence the move for a revision of the original quotas.

Camd
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almost as a contingent measure. It provided us for the first time with an

nternational currency system broadly in conformity with the ideals of

Breuwon Woods.

iv; PROBLEMS 1O BE FACED

The main feawres of the monetary scene in 1959 were perplexing rather than
threatening but, in the main, the mood was optimistic. The salient features in
the landscape of international finance were these. The United States, now a
defictt country was, through it deficit, supplyving dollars 1o a world which, tor
the present, was prepared w regard and use the dollar as a key currency. The
British, despite recurrent balance-of-payments problems, were anxious 1o sce
sterling play an important role as a second key currenay and looked forward
to growing influence for the City of London now that exchange controls had
been largely dismanted. Two other important currencies were emerging on
the world stage - the Deutschmark and the ven - both of which, on the basis of
market penetraton and a huge export trade were 10 play an increasing role.

Aparttrom what we may call the “externalities” of world finance theré was
the domestic condition of the 1MF, which it not the leader. was at least w be
the hub of the Breton Woods system. Here, as on the wider scene, there swere
grounds tor caution, but notfor d(*sp()mlvm‘y, the intluence ol political forces
upon the Fund. which Keynes had feared, was strong in its operations from
the outset. The overwhelming political, cconomic and military dominance of
the United States in the postwar vears. its preponderant voting power in the
Fund and the Fund's location in Washington ensured that it should e
mordinately inluenced in this perivd by the Americans. Although American
dominance in the Fund dirninished in the sixties, politcal conditons and
influences continued w shape Fund policies and decisions.

Convertibility brought the Fund hack o the centre of events. Since 1950 i
position had been strengthened by the increase of its activites and the
growing acceptance by member countries that it had a usetul role © play.
Now, in 1954, two eehnical considerations called for attention. FITSE, it was
clear that, if the Fund was 10 supply currencies in accordance with a
reasonably flexible policy, its international liquidity holding had 10 be
increascd, cither by a revision of quoras, by borrowing from richer members
or by spousoring the creation of a new international reserve unit, Second,
there was evidence that the exchange-rate policies of the Fund were

ansatisfactory . The exchange rate would have 10 be brought into plav as an
adjustment mechanisi 1 aid member countries in aclliv\'ik‘n’g— balance-of-
payments equilibrium. As the Fund adminisiered it, the exchange-rate
SYSLEm gave rise 1o currency speculation; and the Fund's arrangements with

member countries for the changing ofexchange rates were unsatisfactory,

usually resulting in the counuy concerned taking unilateral action.
Finally, the Fund had, in the light of more than a decade’s expericnce, a

The Rise of the Dollar and the Decline of Sterling 117

number of housekeeping matters to attend 0. There was need to adapt its
attitude towards controls, discrimination and restrictive currency practices
suit the new world of freer trade and payments which appeared to be evolying
in 1959. Clearly this could not, as some Americans had thought, be its main
work. Circumstances were forcing upon it the more central tasks of exchange-
rate supervision and adjustment which Keynes had originally seen as central
to its efforts.

Of all questions for the Fund in 1959 that which loomed largest was the
provision in the world monetary system of an adequate and well-distributed
supply of international money. In 1948 the ratio of gold and kev currencies
held by countries and international organisations to world imports was 8o per
cent; by 1957 it was only 51 per cent. With the expansion of trade in the sixties
it was to fall still further. This ‘international liquidity problem’ had several
facets and it is worth while looking at these in turn. First, however, a general
overview 1o put the various elements in perspective.

In a world of fixed exchange rates deficits and surpluses in a country’s
balance of pavments result in additons 1o or diminution of its foreign-
exchange reserves. as its monetary authority intervenes in the exchange
market to maintain the exchange rate. Under Bretton Woods principles the
need for international liquidity was maximised i{a; because exchange rates
were tixed in all but the very long period, (b because direct controls on
balances of payments were precluded under the Fund agreement, (¢} because
leading countries were pledged to policies of full employmentand (d) because,
during the early life of the Bretton Woods system, trade had been expanding.*
Thus the problem was, in its simplest form, to increase the wotal quantty of
international liquidity in order to give greater freedom of mancuvre to
individual countries in their balance-of-payments policies, especially w0
prevent them resorting to controls or disorderly currency practices which
would threaten the whole system.'¢

In the real world, however, the international liquidity problem had other
aspects than thau of the simple aggregate. International liquidity was not a

* The expression £, f [Z,‘\:‘ B, H,;;' 7] summarises the world demand tor international

liquidity, where 8 is the demand, B is the balance of regular wransactions, B, the balance of

seriling transactions and the sum of (8, - B, for the # countries of the world system is the wtal of
residual balances requining settlerent. I7is the wotal volume of world rade.

There is no reason w expect that imbalance ends 0 increase with rade volume. 1t s
dominantly the size of fluctuations in balances of paymentsic. B, 8, which determines 0.
But the disaster model is certainly one in which the volume of trade is very large and balances of
payments are unstable as well,

' To many economists the international liquidity problem was irrelevant and could have been
avoided completely by revering w a regime of freely Hoating exchange rates under which
balance-ol-payments adjustment was achieved by a tree exchange market and no reserves were
necessary. Such was the view of the "monetaristschool” led by Chicago economists H. (. Johnson and
Mikon Fricdman), whbich carricd this politicall naive view of the perfection of market
niechanisms to many conclusions in regard to economie policy throughout the sixties and
seventies. IUis necessary 1o note that a large number of econonists who led the early inteliectual
revolt against hixed exchange rates re.g. Meader did pot carry their argumenis wo the same
conclusions but argued rather for a smore flexible system than Bretton Woods with more effective
use uf exchange rates w influence balances of payments.
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homogeneous element: it consisted of gold, key currencies —the U.S. dollar
and the pound - three elements of varying atiraction and acceptability,
between which holders might switch in accordance with subjective assess-
ments. Inidally, in 1959, the switching problem was seen as one of two key
currencies. The new world was to be a dual-currency world in which the
dollar and sterling would be the key currencies. It was conceivable that a
dual-centred currency system would resultin a never-ending see-saw in which
funds moved resdessly backwards and forwards between the two currencies
with unstabilising effects for them and for the whole system. This proved to be
a fear only partially justified in practice. Although the early sixties with its
recurrent balance-of-payments problems for sterling did see that currency
persistently weak relative 1o the dollar, it was the events which followed the
sterling devaluation of November 1967 which are the keys 1o the breakdown
of the Bretion Woods system. These events may be regarded as an aspectof the
switching problem. expressing lack of confdence not in one of the key
currencies butin both. The vears from 1gb7 were o see a confidence problem
of a new and more devastating kind - a propensity on the part of holders of
international balances to seek security outside the key currencies aliogether,
either in gold or other temporarily preferred currcncies. There was, indeed, a
switching problem among the constituents of international liquidity, but the
switch was diflerent from what had been expected.

But these recondite aspects of the Bretion Woods system were not perceived
as of great immediate concern. The simple problem of providing an adequate
amount of liquidity in the light of an expanding volume of world trade
claimed atiention. The sixties saw a recognition of this problem and persistent
efforts to solve it - by the institution in 1961 of the General Arrangements to
Borrow :GAB; within the IMF, by further increases in Fund quotas in
February 1966, by measures for intra-central bank co-operation and by the
creation in 1967 of a new form of international liquidity through the Special
Drawing Right (SDR,. Efforts to expand the world stock of international
liquidity were continual and widencd in scope throughout the sixties.” The
major efforts will be dealt with each in their place. That which belongs to the
very early sixties is the so-called GAB arrangements of the IMF.

The IMF existed, in part, 1o augment the reserve holdings of its members
who might purchase from it, up to the limit of a quota, currencies which for
the moment were scarce (o them. Since a small group of currencies were in
continual demand the resources of the Fund, in particular of these currencies,
were crucial il it were o fultil its role as a supplement w individual country
reserves. !t Means of increasing these usable resources were limited to two: by
increasing the quota contributions of members or by borrowing from
members. The “increase-of-quota’ route was followed but was insuflicient. In

1 This role was at best a peripheral one. Even in 1973 afier the inclusion of SDRs the Fund
commanded only 15.7 per cent of total world Liquidity.
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1959 soon after a gencral quota increase'® itbecame apparent that, in the new
convertible conditions, and with mercurial balances of payments there would
be great demand for supplies of the leading currencies. The question of how 0
meet this demand was then a special one, apart from the general question of
international liquidity. Of the methods open to it, the Fund elected 10 use the
power to borrow from its members given o it under its founding agreement.'®
According 1o a stafl report of April 1961 it was estimated that, over and above
its normal holdings, the Fund would require about $2 bln in U5, dollars and
$34 -5 bin in currencies apart {rom dollars and sterling. Credit lines should
therefore be sought from leading members, each for its own currency. The
amounts of cach currency borrowed would have to be settled by negotation,
in which account would be taken of the country’s quota and the size of its
reserves. After negotiations lasting four months, on 20 December 1961, the
GAB were approved by the Board. These provided for loans, on demand by
the Fund, by ten countries of their currencies amounting 1o 56 bln. Precise
conditions as to the loans, their repayment, conditions and servicing were
made in the agreement.?

The agreement of 1961 was a watershed in the Fund’s development. Apart
from their functional aspects certain principles were implicit in the arrange-
ments. ¥irst, it was now acknowledged that there must always be a limit w the
resources the Fund might command from quota subscriptions, *> and that
these might well be insufficient to supply liquidity in the leading currencies.
Second, from a system of supplementation through borrowing to one ot
supplementation by credit overdratts or drawing rights was not a great step
and in this sense the GAB may be seen as a logical forerunner of the SDR
«chemne which was to come in 1967, Finally, with the supply of currencies by
member countries went power for the suppliers. The GAB gave formal
recognition to an asynunewy which existed in the Breton Woods system, in
that while there are scores of currencies in the world (and in the Fund s there is
but a small number which are of real importance. The Fund, as an
‘organisation’ of (at that umel seventy-one states, had entered nw an
agreement with a group of'its richest members, (© augment its resources and
contribute 1o one of its most important functions, the supply of currencies o
members. [t could have been foreseen at the time — perhaps it was forescen'® -

that the group of members concerned, not only by reason of their new role but

12 Furthier quota inereases were 1o take place in 1yol. 1970, 1975 and 1gto.

13 See Article 7, Sec. 2 i .

I For a more detailed account of GAB, see W. ML Scanunell, ldernationad Menetas: Polics.
Bretton Woods and After 1 London: Macrmillan, 1975: pp. 165 8.

1 foven it it were politically teasible w rabse these penodically.

15 According w Horsetield, Mr Per Jacobsson, the Fund's managing direcior. had his doubis ol
the wisdom of group decisions within the Fund. He laid down certain principles w wiiich am
agreement which he was prepared w submit 1o the Board must conform. Oue ot these was that
“the Authority of the Fund must not be impaired’. Sce J. K. Homseheld, The IME 1445 03
iWashingwon, D.C.o LMF., 1g69: vol. 1, p. 511. See abo Erin E. Jacobsson, A L jor Sowrd
Money: Per Jacobsson. His Biography iLondon: Oxlord University Press, 1g7a:.
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y their dominant voting power, would become the political driving force of

l\ll(’ \\'hf)](‘ IMF. As the eventual Group of Ten they were destined to exert a
tormative influence on Fund developments in the later sixties.

R.clurn now 10 the general picture of the new convertible system. It js
posm.l)lr. to sum up the problems of this system as they were to be 'throu. hoult
the sixties in one question: how, with fixed exchangé rates, were strong and
\veal‘( currencies to co-exist>'” In this respect the sides \s‘er)e already igcked‘
sterling long in ditliculties, the U.S. doltar now a deficit currency S[i“i’lll).()\'in :
warld confidence as it surged to prominence as the leading ke;' curre:n.c;' og
the basis of a burgeoning overseas banking network, but destined for troﬁblg

as itsdeficit grew and became chronic; the Canadian dollar geared toits U.S

counterpart butsince 1951 outside the IMF because of its free exchange rate:
oa the side of the strong, the Deutschmark, soon to he joined by the ]ag ;iI‘ltsf!’
ven, as currencies based on apparently impregnable trade balances \lh(}’)(SWi;i
franc, secure on neutrality, conservatism and the safest of l)ankin)g s\'slcm‘sl
Round these the lesser fry grouped and re-grouped according (o lb}lullx(* é d
the run of events. & .
bcg: l\cx:(:hlleg;):: z:;l:i 1964 lhe‘ vital cu‘rl‘At‘,n'(‘y was sterling. Had the pound
‘ p assuming the role of key currency to which the Britsh
(;overmpenl aspired, had it been backed by a stronger balance of paymenis
more skllll‘ul monetary policy and had it not l)(?cn subject to répealeci
spe(“ul.am‘c attacks by lagged payments and hot money movements, then the
suspicion which clouded it would probably not have been e\'lend)ed 10 th
dollar later i the decade. As it was the period from 19';) to 196 \va:
punctuated by recurrentsterling crises which marked the endac‘)fils’cavre.'}‘ ¥
key currency. ’ » o
The British deficit on current account in 1960 was the largest since 14
and 1961 was a year of rearguard actions o save sterling from d(’\'alllaliOJl;}?;
811 4 March 1961 the German monetary authorities revalued ll'l(‘
dju . ey values was now anticipated and
(unslde‘rablc speculation resulted, much of v concentrated in selling pressure
gr;‘st.er]hpg. SQ far as that currency was concerned British pohcies werepsimplc
eir leitmotiv was 10 be the preservation of the external value of the pound,

v nust be stressed that the words strong” and “weak refe ere rre es within the
rds s
1] 1 I ong A k er O currenc

small gic "the leading : 5 1

: 5 fup of the I(.‘\dmg dozen or 56 currencies of the world. Obviously strong and weak
currencids can and do exisc among the large number of peripheral i an ¥
currencies which are not heavily traded on the foreign-cxchang
currencies nor vehicle currencies., )

and less-important national
e market and are neither key

m.[.h‘. l;m‘guag? h.crc is deliberately chosen w recall the dramatic siyle used by writers and
pnlmgmns ol the sixties 1o dramatise exchange-rate crises. Harold \\'iléoﬁ spoke of.\‘d“f]u o h ¢
last dirch with stf'rhng'; an American foreign-cxchange dealer at the New \'r:)(:'kLch 3 ?’1“}% m'lh'k
spoke proudly of engaging in the batde wsave sterling using Iangu;;qc adapted ﬁor:lr?i (‘“{“‘
speech lnfmrr Aglgmun. An exchange rate was cast as a national s mbull to be dclk‘nil“’? i )
speak of iU as a price in a marker tor currencies was 10 be prosaic il not unpatriotic R
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w which overriding objective Britsh domestic industrial and monetary
policies were 10 be subjugated. In part this decision was due 10 the Briush
desire “to retain in London an internatonal financial centre of the tirst rank
and with that © maintain a fixed exchange rate’;'* in part it was the
expression of an old beliet that devaluation of a currency was not a weapon of
policy but the final and ultimate economic disaster to be avoided at any
cost.2 Persistent British refusal 10 use devaluation and the persistent beliet of
speculators that she could not avoid it was a determinant ot important events
i the sixties. The Americans sutleved from the same myopia, helieving in
fixed exchange rates and the mainwenance of the sterling parity as the tirst
bastion in.defence of the dollar.

Co-operation among central banks saved sterling from devaluation in
1961. In the face of'a statemeut by central bank governors, mecting in Basle,
that no further changes in exchange rates were contemplated speculation
ceased. A week later the Basle Club announced that existing rates were 10 be
sapported ta: by swap arrangements whereby central banks would support
each other’s currencies by holding balances of these currencies rather than
changing them into gold or dollars and{b, by short-term lending to countries
whose currencies were under speculative pressure. This so-called Basle
Agreement of March 1961 saved sterling and with American initiative
inaugurated a phase of central bank co-operation in support of weak
currencies which lasted up to sterling’s eventual devaluation in November
1967

Despite this organised support sterling could not sustain its position as the
second key currency. The currency was under constani scrutiny and frequent
speculative atiack. The balance of payments was in bare surplus raveraging
£83 bln} between 1961 and 1903, butin large deficit . - Lo2 min 1904,
There was constant tinkering with domestic cconomic policy. largely in the
hope of impressing the world at large of the Britsh Government's determi-
nation o manage their way to stability. It was of no avail. Deficits continued
in 1965 and 1966 and sterling was devalued by 14 per centin November 1967,

It is tempting to seek explanations lor the persistent weakness of sterling
during the years 1960 10 1967. Certain structural weaknesses in the British
balance of payments have already been discussed, and these played their part.
It may well be that, come what might, these weaknesses would have been
conclusive. But it is fair 1o say that throughout the period the Briush
Government had 1o play a subservient role (o the Americans, who not only
directed the defence of sterling but refused w contemplate & change in the
exchange rate as a viable soluton. Certainly between 1663 and 1gb7 the

18 R.E. Caves ef al.. Britain's Economic Prospects, chap. v, “T'he Balance of Payments’, by RON.
Cooper Washingon, 13.C. Brookings Tostitudion, 1968, p. 1373

20 The sume beliel tiat made Britain retarn w the gold standard in April 1425 with sterling
over-valued at the prewar exchange rate of $4.86 - L1 rather than asome rawe inaccord with

1927 prices and cosis.
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Americans soldiered mantully on, organising both in the Basle Club and in
the Fund measures for sterling’s support. Between 1961 and 1964 the IMF
granted three one-year stand-by arrangements for Britain and during 1964
the Fund implied by its attitude that it would go to the limit to help prescrve
the sterling exchange rate. The reason for this was simple. The Americans
{and the Fund) believed and as it transpired, they believed correctly, thatif
sterling were 10 devalue the result would be a heavy blow not only 10 world
confidence in sterling, but to confidence in the whole international financial
structure,

Gold transactions and the gold market were a neeessary part of the Bretwn
Woods arrangements and it is necessary at this stage 1o go back a little and
examine the role of gold in these arrangements. To do thisis but to recur to the
problem of international liquidity, which involved not only the volume of
such hquidity but the relative acceptabitity of its constituent parts, gold and
the key currencies. The switching problem wherebv gold, the dollar, sterling
and other currencies, were to be seen as alternatives for settlement or for
holding international balances, was already becoming apparent in 1g60. We
take up the story in March 1954 when the London gold market was reopened.

Berween March 1954 and late 1960 the gold price in the London market
did not move outside the prescribed Fund limits i$54.65 - $35.35 an'ounce;
and kept even within the narrower limits of the U.S. T'reasury’s buyving and
selling prices. In late 1g60. however, the price began to move upwards under
the influence of steadily rising demand and by 17 October the London pricé
passed the U.S. Treasury price plus the cost of transatlantic freight. By 20
October the price exceeded $40 for the first time. Much ol the new demand
was due to the belief that the American Government would shortly inerease
the price at whichitsold gold at the Treasury. Such a price increase had heen
advocated for vears as a means of increasing the value of international
liquidity and in spite of repeated denials by the U.S. authorities it was widely
believed thatsooner or later the price would be raised. Otficial reaction to the
price rise in late 1g6o was a denial, by Kennedy himself, on 6 February 1g61.

This, together with tight restrictions on gold dealings by American nationals
and corporations, halted the price nise for the time being.

By August 1961 the price was moving npwards again and, on American
initiative, it was decided to expand the supply side of the market. Hitherto the
supply had come from the Bank of England augnmented from time to time hy
the U.S. authorities. Under a new arrangement the central banks of Belgium,
France, Germany, Ttaly, Holland, Switzerland, Britain and the United States
were to share the job of price stabilisation in the market by acting as a sales
syndicate. This Gold Pool operated for the first time in November 1961 and
remained in operation until March 1968 although France, who had her own
ideas on gold policy, left in June 1967.

The pressure of rising gold demand was incessant during the sixties. At the
U.S. Treasury the attrition of reserve encashment, hegun in the early fifties,
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continued?* while, in the free market, movement into gold by hoarders and
pressure from industrial users increased. From 1966 private demand for\ gol.d
exceeded new output and the Gold Pool had continually to mak‘e use of I.h(’l‘r
gold reserves to hold the price to the required $35 level. After sterling’s
devaluation in November 1967 the movement into gold became a stampede.
By mid-March 1968 the Gold Pool had lost $2.75 bin in supporting the free
market and it ceased operation. ‘ )

By 1964, five years after general convertibility and the eélal)llshme"m of the
Bretton Woods svstem, that system was already in some disarray. Of the two
leading key curr(;ncies, one was patently dectining and unequal 1o the role for
which it cast itself: the other, while seemingly still impregnable, was ncr\'o.usly
contemplating the prospect thatsoon itwould have to carry the \\'l.\ole weight
as centre currency of Bretton Woods. Already the old mysuque ot‘gold as the
only accepiable form of wealth was manifesting itself as a movement away
frorln the kev currencies. But at the heart of it all was imbalance among ic
balances of pavments of the leading industrial and lrading countries.
Germany, with the chronic surplus which began in 1951, to be joined 'm.lhe
late sixties by Japan; Britain far gone in decline now joined by the lee(l
States with its swollen capital export and public sector expenditures; ?rancc,
ever ready 1o use international tinance as a major vehicle of foreign poliey —all
this was the raw material of crisis and breakdown. There were more stresses
than the international system could handle. With the afterknowledge of
historv it is hard 1o understand why contemporarics did not, in 1964, im(?rprcl
the n;arch of events as we do now- as a process leading to inevitable
breakdown in the seventies. The reason for this myopia is simplf?. 'l‘rend:s are
not easily interpreted in their beginnings, least ot all in 1}1161‘na..uunal
economics. The international nionetary system is a state of continuous
makeshift in which views, actions and policies have frequent changes of
course. In 1963 such a change of course was still seven years ahc?d and the
world did not look bound for hell. The short-term view looked difhcult rather
than menacing. ,

The Western world had weathered the war, and s aftermath.
Reconstruction was now virtually complete. There had beenonly limited and
local disasters. Unemployment, the bane of the thirties, had been banished by
Kevnesian controls of the macro economy and replaced by unprecedented

" growthin trade and output. The price pattern which liad accompanied this was

amild inflation in which prices would double only ina quarter-cenwry. [tthe
international paynients system could not easily accmmnoduL‘e all lll.IS it \\'()L.lld
be surprising. The new Bretton Woods procedures \\'rrc.ll\a\'n.lg their teething
troubles, but these could be met and with suitable modification all would be
well. Such was the mood of 1964. ‘

To crisis we return in Chapter 12. We end tiis chapteron a cheertul note

21 Berween 1950 and mid-1968 the U.S. gold stock was run down from $23 bin w $10.5 bln.
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with a brief description of the economic growth of the sixties which

contemporaries saw as its sparkling feature.
= .
g ch o womey 2 g T
vi GROWTH  AS NEVER BEFORE 3 S el D ke T o e
I~
By the lute fifties the strongest expansion of output and trade in modern times .
was well nnder way. It was to continue into the seventies but interrupted by i ‘
the inflation and recession which began in 1973. The early vears of (his X, !
expansion have been dealt with in Chapter 5. In this section it remains only h T "
10 summarise (with the aid of Tables 8.2-8.5; the distinctive features of the \; |
whole period from the end of the war to 1970 as follows: § 5 o o<y TR TR T i
1. The vears 1945-55 can be set aside as the period of recovery trom the § gl ~-r2w e moes g
war. Nevertheless the rates of growth of production in most countries during SO ‘ 1‘
this period were higher than might have been expected in a period of such 2 3 ! ;‘_
contusion and 1938 rates of output were reached surprisingly quickly. By 1gss s \‘ -
recovery was virtuatly complete and longer-term influences were clearly at §~ 1 ]
work. S ]
til; Therend rate of growth of GDP for the leading industrial countries? E ‘ :§ :
over the period 1955-68 was 4.7 per cent. Around this average there was some E ‘ g ‘ ek g =k o G P i
dispersion. Significantly lower rates were recorded by the United States, the c‘c‘ 5 ‘ :: ‘ TR e o z '
United Kingdom and Belgium; higher rates by Japan, Germany, France, o 5 | & “ £
Laly and the Netherlands. The Japanese rate —more than twice the average - 23 . | X "
was accounted for by the phenomenal industrial growth of that counury in the i: = | f " z
later sixties. One important leature of postwar growth was the economic g ‘ § =
resurgence ol Europe. The growth rate of Europe’s output in total (5.5 per ,E l E; =2
centa year; and per capita « 3.4 per cent} was far above the world average. By = ‘\ % | 5
1970 output per head was nearly 2} times its level in 1g50. ' = | SEl e sy TN g Doy =
aiis High rates of growth were recorded by countries which were in g ‘ §§ g TmaE e Te T me T Z
process of industrialisation, for example France, Taly, Portugal, Spain and o 1 < L {4 :
Japan. |8 ‘ S <
v Disaggregaton reveals that for the group tand for almost all individual l ’ % = :
countries: industrial output grew more rapidly than wtal output, while - | ‘ ; £ \z‘\
agricubtural output grew less rapidly. The high rates of growth of output per i é i SR Ym0 TR D o } 5 z %
employed person were in part due to shifs of workers trom agriculure 10 § S TTEzmEmeE ) | %’E :§
higher productivity industries. l i S8
iv: Breaking the decade of the sixties into two quinguennia it is notable ‘ L : -j-
that, exceptin the cases of Japan and ltaly, growth rates were slighdy lower in ] ‘, "i:'
the lateryears. Inpart this was due to the existence of some underemployment ! | g ‘ ax
in certain industrial countries, notably the United States, in the early vears, ‘ P TSJD . B 1' Z i :
which enabled high growth rates 10 be achieved as the economics moved 10 | 3 j . L2 £ g é ;
full employment in the mid-sixties. In the later sixties action to restrain ‘ - ‘ £ é o _ug g 5—5 ZEE ; g 7
T EEEEifzEssiTol &5 ¢
2 Laken here as the OECD group. 1 g i 5 fj .’S %L: ’:5 g '-‘g 5 Z. 7 4 z | - = =
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