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The Case for Exchange Flexibility 
International Monetary Fund: Annual Report 1957. Bank for International Settlements: 27th Annual 

Report. 

HE Report of the International 
Monetary Fund for the fiscal 

year ended Apr i l 30 1957 has record
ed increase in its activities and in 
the assistance which it gave to the 
member countries to tide over diffi
culties of balance of payments which 
were partly the result of the boom 
conditions that prevailed in 1956 and 
partly of events such as the Suez 
crisis. The experience of the past 
year shows that wi thin the frame
work of its charter the Fund can 
play an effective part in the restora
tion of the balance of payments 
equilibriu.n. The Fund concedes that 
there are "important unsolved prob
lems in the fields of public policy" 
but hopes, however, that "a steady 
movement towards a fully mul t i 
lateral system of international pay
ments wi l l be maintained." 

'Transitional period' 
The Fund is obviously discharg

ing wi th admirable swiftness its 
functions of shortening the duration 
and lessening the degree of dis
equilibrium in international balance 
of payments but it is handicapped by 
the continued existence of certain 
conditions which make the establish
ment of fully multilateral system of 
payments difficult if not impossible. 
These conditions were associated 
wi th the period of transition of five 
years after the Fund started func
tioning. Literally defined this period 
of transition has ended; defined any 
other way also, it must be deemed 
to have ended for it would be diffi
cult to trace or relate the 1957 prob
lems to the 1939-45 War. However, 
the currency problems continue to 
be with us; many countries are st i l l 
grappling wi th balance of payments 
difficulties and the conditions for 
the ushering in of a multilateral 
system of payments are conspicuous
ly absent. Currency problems of 
the post-war world have outlasted 
the currency consequences of the 
last War. 

There is no point in pretending 
that, the current currency situation 
is a legacy of the War which we 
would get r id of some day. Des
pite one devaluation and many other 

R A Jahagirdar 
measures severally taken by differ
ent countries, the problems remain 
unsolved -but not insoluble if some 
bold steps are taken. Two things 
must be borne In mind. First, the 
currency problems that are w i th us 
wi l l be solved not in the manner 
originally envisaged. There is not 
going to be relaxation or elimina
tion of exchange restrictions under 
the auspices of I M F and a rettlrn 
to normalcy after a transition period. 
These problems are partly at least 
independent of the effects of the 
War. Secondly, the solution must be 
a permanent one and not an "ad 
hoe" one as that of 1949. It is 
necessary not to regard the present 
difficulties as of particular signifi
cance but to look a l i t t le ahead and 
aim at an overall structure of ex
change rates, which can be expected 
to withstand and outlast temporary 
stresses. 

The Problem Analysed 
What are the constituents of the 

current problem? There is first the 
problem of International payments, 
and second, the problem of domestic 
inflationary forces. The Annual 
Reports of both the International 
Monetary Fund and the Bank for 
International Settlements point out 
the upward trend In world trade 
since 1953. The development of 
foreign trade in 1956, as the B I S 
Report points out, was a continua
tion of trends that have now been 
in progress for some years. One 
aspect of these trends is the faster 
expansion of the trade of continental 
O E E C countries since 1950 than 
of Nor th America and the United 
Kingdom, This is explained partly 
by the fact that post-war recovery 
and re construetion, held up In the 
early post-war years, took place 
rapidly after 1950, and partly by 
the momentum acquired by the con
tinental economies due to invest
ments made earlier. Secondly the 
trade of the industrial countries in 
general, and the O E E C countries 
in particular, w i th one another has 
increased more than w i th the rest 
of the world. This was mainly due 
to the greater liberalisation of Intra-

1258 

T European trade. Another important 
trend noticed in the previous year 
has continued, namely, Western Eu
rope's increasing trade wi th Eastern 
Europe and the U S S R : imports 
increased from $801 million In 1950 
to $ 1,530 mill ion in 1956, and exports 
rose from $643 to $1,276 million 

The picture of the balance of pay
ments, however, is not equally ins
piring. The increase in 1956 in the 
gold and dollar reserves of countries 
outside the USA and the Soviet area 
was about $1.5 billion—a l i t t le high
er than the Increase in 1956. But the 
increase was not the result of higher 
earnings from transactions w i t h the 
USA, which, at $ 550 million, were 
only half of those in 1955. The 
increase in the reserves was to a 
great extent the result of net draw
ings of $580 mill ion on the F u n d -
owing to or consequent upon the 
Suez crisis—and partly of current 
production and Soviet sales of gold. 
The year 1956, however, distinctly 
showed that the balance of payments 
difficulties arose more on account of 
changes in internal demand than of 
movements in foreign demand. 

West Germany, w i th a credit 
policy aimed at restricting domestic 
demand (but note, not imports) went 
on increasing its external surplus 
and has thus confronted the world 
wi th the 'mark problem'. France, 
on the other hand, continued to 
suffer from difficulties on external 
payments account—thanks to Its 
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weak internal policy and the Alge
rian War. Betwen these two ex
treme cases of persistent surpluses 
and persistent deficits lies the case 
of the United Kingdom which was 
managing to keep a balance but 
whose balance was not strong 
enough to withstand even a tempo
rary set-back--sterling had to be 
fortified wi th the resources borrowed 
from the I M F and other sources at 
the time of Suez crisis. other coun
tries can be classified into the one 
or other of these categories. 

Corrective Measures 

Since the external payments diffi
culties were due more to the domes
tic demand conditions than to the 
fluctuations in foreign demand, 
measures to restore equilibrium were 
taken in several countries to control 
internal demand. This was so par
ticularly in the case of European 
countries. Bank rates were raised 
in 1056 in the UK, Belgium, Nether
lands, Sweden and Turkey and in 
1957, in France and Switzerland. 
Often credit policy was not used 
alone, but in combination wi th other 
measures aimed at directly reducing 
the liquidity position of the banks, 
reducing the cost of l iving by allow
ing liberal imports and, as in the 
Netherlands, by controlling wage 
movements. These measures have 
not led to great success, partly at 
least, due to speculative flight of 
short term capital as in the U K 
where the Bank rate was revised 
to 7 per cent this month. 

The domestic policies of surplus 
countries were not of much help as 
they were not often effective and 
not always enough and needed to be 
supplemented by other measures. 
The high rates of interest in the 
USA was another reason which de
tracted from their usefulness. West 
Germany had a dear money policy 
but allowed liberal imports and took 
steps to discourage the Inflow of 
short-term funds and encourage ex
ports of private capital. These 
measures do not seem to have had 
any perceptible effect upon the sur
plus problem even t i l l this month 
when the bank rate, was reduced by 
½ per cent to 4 per cent. 

Payments Problem Not Temporary 
Under these circumstances, the 

Fund's financial activities were 
naturally on a high level. Both the 
amount of currency sold and the 
stand-by arrangements concluded or 
extended during the year under 
review were higher than in any 

previous year, and, as shown in 
Table I I , the stand-by arrangements 
this year exceded the sum of those in 
all the previous ones. 

The Fund regards this increased 
use of its resources as a recognition 
by the members of the significance 
of the Fund's policies and resour
ces. But it is also the result of the 
belief that the payments difficulties 
in which many countries are re
peatedly finding themselves are of 
a temporary character which 
(alas!) never seems to end. 
The current practices of the 
members to meet their payments 
difficulties stem from the misunder
standing that the structure of pre
vailing exchange rates is suited to 
the normal conditions that may be 
expected to prevail in normal post
war period in spite the persistent 
dollar problem and the rise of the 
mark problem. 

Reappraisal Essential 
Unless we re-examine the funda

mental character of current ex
change rates and reorient the poli
cies in the l ight of lessons learnt by 
such a reappraisal, the world w i l l 
not move towards exchange stability 
—at least not at the rate desired. 
First , let it be recognised that the 
fixed exchange rates are not sacred 
for a l l times, nor are they rational 
under all circumstances. Fixed ex
change rates give rise to speculative 
activity. The speculator knows the 
l imi t of his losses; he specu
lates one way only, he may gain or 
he may not, but he, loses l i t t le. Ex
change authorities, on the other 
hand, play the game wi th one hand 
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bound. Secondly, fixed exchange 
rates, as Harold Wincott has pointed 
out, make the exchange authorities 
t imid when they are required to take 
corrective action. Many countries 
which ought to devalue have clung 
to their exchange rates and taken 
other measures to prop them up. 
Thirdly, scientific fixation of ex
change rates at a particular point 
is clearly impossible. The example 
of Cripps fixing the f-purity in 1949 
at $2.80 on the basis of black-
market price demonstrates the 
shaky character of exchange rates. 

A fixed exchange rate structure, at 
least under the conditions of today, 
Is neither practicable nor desirable. 
This is not, however, to argue that 
exchange rates should be left com
pletely free to fluctuate but to plead 
for a wider margin for them. There 
is no reason why the UK authorities, 
for instance, should intervene when 
the sterling-dollar rate touches 
$ 2.78 or $ 2.82. A wider margin 
would afford a greater room to 
manoeuvre. The advantages of wider 
margin are clear. First, it enables a 
flexible exchange policy to be adopt
ed. It discourses, in the the second 
place, large scale speculation as it 
increases the risk of the speculator. 
And speculation has been the most 
serious threat to stability of ex
change rates, as for instance, in 
the case of the UK. Thirdly, it 
gives a greater and freer scope to 
monetary authorities to meet the 
threat to payments position. They 
need not, under wider margins, rush 
to the protection of the currency 
at the very first appearance of dis
equilibrium. Fourthly, it makes pos
sible devaluation, when the need 
arises, without the speculative con
sequences of devaluation. Finally, it 
enables a bold domestic policy to 
be followed without fear of its con
sequences on exchange rates. 

Such a system of wider margins 
need not necessarily be established 
around the existing exchange rates. 
In fact, the time has come for a 
thorough revision of the prevailing 
exchange rate structure with a view 
to making it more relevant to the 
conditions of today and some time 
to come. The present rate structure, 
fixed immediately after the War, 
has become unreal in spite of one 
devaluation. After all the inflation
ary situation regarded earlier as of 
temporary character has, to some 
extent, come to stay. Exchange rates 
must now learn to live wi th inflation. 
Secondly, the exchange rates have 
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gone out of harmony in a world 
which has changed fast and chang
ed in different degrees. The rise of 
the German problem is an emphatic 
illustration of this point. 

The Gold Question 
Once it is agreed that a change 

is to be made in the nature and the 
levels of exchange rates it remains 
to find out a modus operandi for 
effecting i t . Such a method is made 
possible by the s t i l l unsolved prob
lem of gold prices. Just as the levels 
of the current exchange rates have 
become unreal in the circumstances 
of today, so also the price of gold 
has been torn away from the reali
ties of world situation. In fact, gold 
reserves of different countries have 
become inadequate in terms of mo
netary transactions carried on to
day. It is necessary to revise the 
price of gold in an upward direction 
to make the ut i l i ty of gold conform 
to the needs of current international 
trade. Such a revision, it has been 
alleged, w i l l create certain problems 
for which at least some countries 
are not prepared. It is argued that 
such a revision w i l l benefit the 
wrong people—the US which has 
large stocks of gold and the Union 
of South Africa which is a large 
producer of gold. But a measure 
should not be opposed merely be
cause it would benefit some more 
than the others; if, in the process, 
it does not harm others, it should 
be acceptable. The gain to the US 
Is not however as great or as 'real 
as it appears to be. Being a surplus 
country in relation to the World it 
w i l l , after the revision of the gold 
price, receive less of gold- whose 
price in terms of dollars w i l l have 
risen for the settlement of the same 
amount of the world's debt to the 
US. If a rise in the price of gold 
is feared because i t w i l l create 
domestic inflationary pressures, 
the US should find methods of meet
ing them by fixing a higher ratio 
of gold to note circulation or by 
transferring the surplus thus creat
ed to a special account (as in 1934) 
or by other appropriate domestic 
credit policies. The South African 
Government may tax the increased 
value of production or adopt any 
other suitable measure. If we want 
gold to serve as a means of inter
national settlement we should pay 
the price for i t . Incidentally, we 
may note that revision of gold price 
In terms of all currencies w i l l be 
perhaps the least objectionable from 
the US point of view, particularly 

when it is accompanied by an over
al l readjustment of exchange rates. 

Conclusion 
The operation that is being sug

gested here consists of two parts: 
first, a revision of the price of gold 
in terms of a l l currencies and 
secondly, but simultaneously, a revi
sion of the exchange rates of the 
world. Many of the countries w i l l 
have, under the circumstances, to 
resort to devaluation, a process that 
should be carried on a conference 
basis. The fear that such a confer
ence might lead to excessive specu
lation is lessened by the fact that 
the proposed system of exchange 
rates wi l l allow wider margins and 
hence wi l l increase the risk of the 
speculator and discourage him from 
doing damage to the balance of pay
ments. 

The year 1957 has shown, more 
than any other post-war year the 
dubious foundation of the present 
exchange structure and the difficul
ties it creates. The ulitmate basis 
for a sound exchange policy is of 
course a sound domestic policy which 
would restrain demand for foreign 

exchange to the l imi t set by foreign 
exchange earnings. The present 
situation is part ly a result of the 
failures of domestic policy. Revision 
of exchange rates is only a begin
ning, and must be followed up by 
domestic measures to keep the ex
change rates realistic. 

Stores Purchase Policy 
The price preference extended 

to indigenous products In Govern
ment's store purchases is not a fix
ed proportion, but varies according 
to merit in Individual cases f rom 
5 to 25 per cent. This was revealed 
by Shri K C Reddy, Minister of 
Works, Housing and Supply in 
reply to a question In the Rajya 
Sabha. 

Shri Reddy added that in 
special cases, preference of upto 
50 per cent or more is allowed. 
Even relaxation of quality, where 
justified, is permitted from time to 
time provided it does not prejudice 
the functional ut i l i ty of the store 
and its end-use. 


