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Introduction: Losing the Dream

The end of the Cold War. The dawning of a new era of international cooperation and peaceful global trade. For one brief shining moment—somewhere between when Boris Yeltsin defiantly stared down communism from astride a tank and when Europe’s currencies fell into turmoil while Americans watched from afar and scratched their heads—it almost seemed possible to attain the dream.

Instead of devoting massive chunks of economic output to military preparedness, nations would be able to concentrate on improving the living standards of their citizens. Humankind had seemingly changed the main venue of competition; superpower status would be defined in terms of economic and financial prowess, not the ability to intimidate with weapons of destruction. All nations would be eligible to peacefully pursue their own best economic interests in the global marketplace. The only requirement was that every government should embrace the doctrine of free trade. Then the world would be able to benefit fully from the energized output of newly released sources of productivity, both human and material, as formerly communist nations joined in the promise of democracy and free markets.

It was a nice dream, one full of hope and human yearning for peace and prosperity. It was based, perhaps naively, on the premise that there existed a fundamental willingness to permit all participants to take advantage of an open global trading system. Economic competitors—in the classic American tradition of fair play—Would all abide by the same rules. Governments would seek to remove existing trade barriers and refrain from erecting new ones. The dream envisioned a global economy where the guiding principle was to provide opportunity and the reinforcing message was that competence counts.

In some ways, political developments in the early 1990s were just catching up to what the global entrepreneurs had long since discovered; capital carries no flag and profits know no borders. Governments could encourage business growth with low taxes and a stable financial environment, or they could drive away investment by punishing economic success and engaging in dubious fiscal strategies. They could strive to maintain sound monetary policies so that capital resources would flow to their optimal economic use, wherever that might be in the world. Or they could seek to capture any possible temporary advantage by manipulating currencies and intervening in credit markets.

By late summer 1992 it was becoming clear that the vision of an open global marketplace offering equal access and governed by universal rules was being distorted by a breakdown in international monetary relations. Instead of moving to build on the concept of an expanding world economy that had received such momentum with the dissolution of the Soviet Union, the governments of the leading Western industrialized nations seemed suddenly caught up in their own domestic worries to the exclusion of their trading partners’ concerns or the needs of the rest of the world. Money, the language of international business and the foundation for global commerce, was losing its facility to communicate price signals across borders as exchange rates fluctuated irrationally. Worse, currencies were becoming economic weapons to be used by self-seeking governments, insidious instruments of protectionism.


CURRENCY CHAOS

The breakdown began in Europe as the scenario for currency union abruptly began to unravel with Denmark’s rejection in June 1992 of the Maastricht Treaty, which sought to bring about European political and monetary union. For years there had been slow but inexorable progress toward the realization of a single European currency. The goal was clear enough: to eliminate the uncertainty and accompanying cost of exchange rate risk when conducting cross-border business and thus to enhance the benefits of a single European market. But now there was squabbling over whether the rewards of monetary union would be worth the price—if the price was submission to the dictates of the German Bundesbank.

For all the prior agreement about the need for economic convergence and stable monetary relations, for all the detailed reports and timetables devised to resolve any final obstacles that might derail the process of European monetary unity, the fundamental question had yet to be answered: What happens when national domestic priorities demand financial remedies that deviate from the conditions required to preserve international monetary stability? If the theorists and “Eurocrats” had ascertained the proper response, they had not yet successfully persuaded the politicians. Or else the politicians were just finding it too difficult to explain to their constituents, especially the unemployed ones, that it was more important to emulate Germany’s high interest rates than to stimulate a domestic business recovery.

Tensions were rising across Europe as the apparent impasse over Germany’s determination to run an anti-inflationary monetary policy, even at the cost of sentencing its neighbors to continuing recession, was throwing the whole issue of European unity into question. In France, public support for a single European currency was dropping precipitously; a survey indicated that the percentage of French voters planning to vote in favor of the Maastricht Treaty dropped from 68 percent in May to 59 percent in June.1 The referendum ultimately passed in September, but only by a razor-thin 51 percent margin, prompting frenzied re-examination of the prospects for monetary union and inducing gloomy pessimism about the future of the New Europe.

In the meantime, Americans were caught in the throes of an election year and the heightened political atmosphere associated with the race for the White House. Concerns about the falling dollar—which was declining to record lows against the world’s other leading currencies—tended to be relegated to the business section of newspapers. Even after world stock markets plunged on July 20 and some thirteen central banks felt compelled to intervene forcefully in the exchange markets to support the sinking dollar, the average American paid little notice. Indeed, the U.S. treasury secretary, Nicholas Brady, said he didn’t care about the dollar’s decline, prompting The Economist to observe: “This smacks of negligence. As a reserve currency, the dollar is supposed to be a reliable store of value, yet successive American governments have failed to help it fulfil this role.”2

By late August, though, it was becoming difficult to ignore the message of a skidding dollar that would leave the U.S. currency at its lowest point in more than forty years.3 The day after President Bush addressed the Republican convention in Houston and laid out his program for U.S. economic recovery, the dollar plummeted against the deutsche mark, despite concerted intervention efforts by the U.S. Federal Reserve, Germany’s Bundesbank, and other European central banks. Financial analysts attributed the dollar blowout to Bush’s lackluster agenda for a second term. According to Patrick Harverson writing in the Financial Times, the response of the foreign exchange markets to Bush’s convention speech “was the equivalent of a big raspberry.”4

Still, American headlines did not start echoing their European counterparts with exclamations of “currency crisis” and “monetary turmoil” until mid-September 1992. Then, suddenly, Europe’s exchange rate bedlam and the apparent collapse of its monetary system was seen to hold frightening implications for the entire global economy; nervous Americans began to realize that their own interests were at stake. “What happens today in Bonn affects tomorrow the daily life of Bangor and Baton Rouge,” observed Jodie T. Allen in the Washington Post.5 What was happening in Germany was that the Bundesbank was persisting in maintaining high interest rates to stave off inflationary pressures associated with the massive cost of German unification. Since the deutsche mark serves as the anchor currency for the European monetary system, Germany’s neighbors found themselves likewise forced to maintain high interest rates to keep their currencies aligned with the deutsche mark. But high interest rates were the last thing their economies needed; Britain was looking dismally on its third year of recession. Something had to give.

Once Europe’s currency markets started to erupt on September 16, which would come to be called Black Wednesday, pandemonium quickly ensued. Britain desperately tried to pump up its currency by raising one of its key interest rates from 10 percent to 12 percent, only to watch the pound sink still further. Within hours, the Bank of England announced that interest rates would be raised yet higher, to 15 percent. But defending the value of the pound proved to be a futile exercise. By day’s end, Britain retreated in defeat and withdrew from the European monetary system.6

Italy’s lira and Sweden’s krona had also come under attack as exchange rates fluctuated erratically; the Italian government spent large sums selling marks to buoy up the value of the lira, which had already been devalued 7 percent the prior weekend. Sweden—not yet a member of the European Community but hoping to bring its finances into line—pushed its base lending rate to a stratospheric 500 percent.7 In the face of intensive speculative selling, though, even such high interest rates proved insufficient to maintain the value of the krona, and Sweden was forced to abandon its efforts.8

After the crisis had played out, the currency carnage was tabulated both in terms of the vast sums expended by central banks trying to defend their national monies and the changed profile of what had seemed to be a fairly stolid European exchange rate mechanism. In the denouement of the monetary turmoil as it had unfolded by April 1993, only Germany and the Netherlands had emerged with their currencies unscathed; Denmark, France, and Belgium remained in the system with their currencies “blooded but essentially unbowed,” as Peter Marsh of the Financial Times put it, while Ireland, Spain, and Portugal had clung to their positions within the system only by succumbing to devaluation. Britain and Italy had been pushed out.9

After such devastation, it was only natural that the victims would begin to search for the villains behind the currency debacle. The first choice was Speculators. According to a report issued by the Bank for International Settlements—the central bankers’ central bank—the nature of foreign exchange dealing had been fundamentally altered by the huge new amounts of money flowing into the international currency markets. Between 1989 and 1992, turnover in foreign exchange increased 42 percent to an estimated $880 billion per business day.10 Much of that money was coming from investment fund and pension fund managers who were engaging in currency transactions to make profits, not to finance trade.

And make profits they did. The Quantum Group of investment funds run by George Soros bet $10 billion on the German deutsche mark against the British pound and the Italian lira during the September debacle and earned some $2 billion in profits within a few weeks, according to an account in The New York Times.11 Against such sums, even the seemingly unlimited resources of central banks start to look vulnerable to “market” forces. An assault by speculators on the French franc at the beginning of January 1993 required a counterattack by the French and German central banks to prop up the franc at an estimated cost of $50 billion.12 These are not mere accounting entries on the books of central banks, but real sums representing the depletion of a government’s financial resources. After the Bank of England had engaged in its doomed attempt to rescue the pound, it was criticized in a banking periodical for wasting money in an activity that was essentially as if Britain’s chancellor of the Exchequer “had personally thrown entire hospitals and schools into the sea all afternoon.”13

Sensitive to such criticism, governments have begun to take a harder line against the speculators, attempting to portray them as profit-motivated opportunists whose interests clash against the higher aims of government. “The speculators will not win,” declared French President François Mitterrand in January 1993. “They will be forced to pay because the political will exists to hold the line against them.”14 Denmark’s economy minister Marianne Jelved likewise insisted in February 1993 that the government would not waver in its support for the krone and warned speculators: “It will be expensive not to listen to what I am saying.”15 Currency traders tend not to be impressed by such statements, however, as they can recall similar staunch declarations by British officials just before the pound fell.16

It seems useless, not to mention embarrassing, for governments to take out their frustration over currency chaos on the speculators who are only seeking to capitalize on market opportunities to benefit from exchange rate movements. For French Finance Minister Michael Sapin to declare speculative attacks on the franc “irrational” because France’s economic condition is relatively good is to beg the important questions.17 Is the current system, where the value of a nation’s money is determined more by the frenzied activities of exchange market players than by any objective standard, a rational approach to international monetary relations? Does it provide a proper foundation for an open world economy dedicated to free trade? Sapin’s veiled threat to punish the currency mavens—“During the French Revolution such speculators were known as agioteurs, and they were beheaded”18—can be ascribed to his supreme frustration.

Much more damaging insinuations, though, have been directed by leading European government officials at unnamed “Anglo-Saxon” forces that might be deliberately aligning to prevent the creation of a European currency that could pose a rival to the dollar. “I am not among those who see plots everywhere. It’s not at all my temperament,” said former French Prime Minister Raymond Barre in February 1993. “But I really think there is a will in a certain number of economic and financial circles not to promote—in fact to do everything to prevent—the creation of European monetary and economic union, and in consequence to blow up the European monetary system.”19

The theme of a plot to sabotage Europe’s dream of a single currency has also been picked up by Chancellor Helmut Kohl of Germany and Jacques Delors, president of the European Commission.20 While no hard evidence has been found to support the notion that the United States and Britain are secretly attempting to derail plans for European monetary unity, the allegation is nevertheless disturbing. At a time when the world should be moving toward fulfilling the promise of a truly global economy, such accusations belie the lofty rhetoric about international financial cooperation in the post-Cold War years. Instead of working together to establish ground rules for sound monetary relations to support open world trade, nations are viewing their neighbors with suspicion and seem more concerned about protecting their own narrow interests. “It seems everyone has taken their hands off the steering wheel and forgotten about the idea of coordination,” notes financier and scholar Jeffrey E. Garten. “Despite all the talk of a global economy, governments have become inward looking.”21


RETREAT TO PROTECTIONISM

Nowhere has the trend toward rivalry among trade partners become more pronounced than in the relationship between Japan and the United States. While both sides outwardly hail the “mature” and “business-like” approach that characterizes the nature of trade discussions that are riveted on Japan’s continuing large trade surplus with the United States, it is apparent that inner tensions are driving the negotiations. The United States, under the leadership of President Clinton, is serious about reducing the trade imbalance and intends to pursue policies that will achieve “measurable results” even if they violate the philosophical doctrine of free trade.22 Responding to Japanese assertions that the United States should avoid resorting to actions such as raising tariffs or attempting to manage trade, U.S. Trade Representative Mickey Kantor commented: “I’m not interested in theology.”23

Such disregard for free trade principles in favor of boosting U.S. competitiveness through strong government intervention apparently extends to manipulating the dollar—yen exchange rate if deemed necessary. At a joint news conference with Japanese Prime Minister Kiichi Miyazawa in April 1993, Clinton said the rise in the yen was “number one” on a list of the “things working today which may give us more results” in shrinking the United States’ huge trade deficit with Japan.24 Clinton’s remark sparked a record-smashing surge in the yen and heightened fears among Japanese officials and industrialists that Washington was deliberately pushing the currency higher to give U.S. companies a price advantage against Japanese-made products.25

Only a few months earlier at a televised economic conference held in Little Rock, the capital of his home state of Arkansas, Clinton had expressed a quite different view. “I’m for a strong dollar,” he declared during a debate on exchange rate policy.26 But the commitment of the Clinton administration to that approach came into question early in its reign when Treasury Secretary Lloyd Bentsen told reporters in February 1993 at the National Press Club in Washington: “I’d like to see a stronger yen.”27

For its part, Japan cannot help but recognize that it is being extorted. U.S. efforts to curb its trade surplus by depreciating the dollar against the yen might seem the lesser evil when compared to more overt acts of protectionism that give full expression to anti-Japanese sentiment. Yet the impact on Japanese industry is substantial—and potentially very damaging to U.S.—Japan relations, both economic and political. While U.S. officials view adjustments in the dollar—yen exchange rate as a costless way to reduce trade pressures, Japanese producers are showing signs of hysteria at the return of the dreaded endaka, or high yen. Industry executives warn that the yen’s rapid rise causes their goods to become more expensive in foreign markets and undermines their ability to compete internationally. Tokyo’s afternoon tabloids offer a less subtle analysis with headlines that scream out: “Yen Shock.”28

Ironically, the strong yen policy is likely to produce results opposite from those desired by U.S. trade and finance officials. Japanese business executives see export sales and profits dropping off at a time when Japan’s economic performance is already sluggish. Isao Yonekura, vice-chairman of Keidanren, Japan’s most influential big business group, points out that the rising yen “could throw cold water on the Japanese economy” just when the Clinton administration wants a strong recovery so that consumer demand for U.S. imports will increase.29

Adding insult to injury, visiting government officials from the Clinton administration advised their counterparts in Tokyo in April 1993 that the best way to stimulate Japan’s economy was to proceed with a huge program of public spending. According to a Wall Street Journal account, Japan’s policy makers listened politely, but after the Americans had left, they rolled their eyes. “Our feeling is, ‘Thank you very much but please mind your own business. Don’t you think there are enough problems with America’s budget without telling us what’s wrong with ours?’”30

Tempers are flaring around the world as nations batten down the economic hatches and governments accuse each other of promoting domestic monetary and financial priorities at the expense of working toward greater global coordination and cooperation. At one point in September 1992, desperate to convince the head of the German central bank that interest rates needed to be lowered to cure recessionary ills throughout Europe, Britain’s Chancellor of the Exchequer Norman Lamont reportedly banged his fist on the table and shouted: “Twelve finance ministers are all sitting here demanding that you lower your interest rates. Why don’t you do it?”31 The sixty-eight-year-old president of the Bundes-bank, Dr. Helmut Schlesinger, was visibly shaken. But his German colleagues were supportive, reiterating that the Bundesbank had but one mandate: To insure a sound German money supply.32

The scene was equally tense a few months later when the Irish government criticized its European partners for not helping it avoid a devaluation of its currency. Ireland’s Finance Minister Bertie Ahern made it clear in January 1993 that he resented the absence of assistance from richer countries. “We wanted multilateral aid, from the Bundesbank. But the Germans helped the French. There is not equal help for all members, for a small country.”33 By August 1993, even the French would feel abandoned by the Germans.

Britain’s Prime Minister John Major effectively summed up the new mindset, aimed away from international monetary stability in favor of domestic economic and political concerns, with his earlier declaration during a boisterous parliamentary debate: “Just as the interests of France and Germany come first for them, so should the interests of Britain come first for us.”34

None of these developments offer much comfort to the newest members of the group, the nations of Central and Eastern Europe. In April 1993 they were confronted with a one-month blanket ban by the European Community (EC) against their exports of live animals, meat, milk, and dairy products. The ban was imposed, ostensibly, to suppress the spread of foot-and-mouth disease to Western Europe. But according to the Financial Times, East European governments doubted the EC’s good faith and suspected that the decision was motivated by agricultural protectionism.35 Retaliation came swiftly; within a week, Bulgaria joined with the Czech Republic, Poland, and Hungary in banning imports and the transit of livestock, meat, and dairy products from the European Community. Sir Leon Brittan, the EC trade minister, was clearly anguished by developments, and he decried the ostensible necessity for protecting Western companies from newly privatized Eastern enterprises. “This approach is as disloyal to our Eastern European partners as it is to the facts,” he lamented.36

The cruelest blow of all to those struggling East European nations newly freed from the communist yoke was conveyed by EC recommendations urging them to rebuild trade ties between themselves and the former Soviet Union.37 East European countries balk at the suggestion, not just because of political sensibilities, but for economic reasons as well. East-East trade is simply inferior to East-West trade, explained Geza Jeszenszky, Hungary’s foreign minister, because of the lower quality of goods.38 Also, it is difficult to make a convincing case that Russia and other former Soviet republics constitute exciting new market opportunities; these nations are in no position to go on a spending spree for imported goods with their own economies wracked by monetary chaos and financial devastation.


GLOBAL CONFLICT

If the potential for tragedy were not so great, it would be easy to wryly attribute the breakdown in orderly currency relations around the world to the emergence of humankind’s baser political instincts and resignedly accept the notion that we are slated for a new round of beggar-thy-neighbor exchange rate policies. Certainly this century has witnessed previous times when nations confronted with domestic economic difficulties have retreated into protectionism and abandoned their commitment to international free trade. In the 1930s, concern over massive unemployment drove governments to take measures to promote demand by manipulating exchange rates in favor of domestically produced goods. Through a series of competitive devaluations, nations sought to undercut each others’ ability to sell their products in world markets. Instead of raising global demand and employment levels, however, the exercise led to a downward spiral of increasingly isolationist economic policies that in turn fostered greater political tensions. The combination of global stagnation and short-sighted monetary nationalism set the stage for World War II.

But in this nuclear age can we afford to accept the inevitability of a scenario that has led to such misery and destruction in the past? Shouldn’t we take evasive actions to halt the process that begins with currency turmoil and protectionist exchange rate policies and ends with political confrontation and the possibility of military conflict? The current disarray in international monetary relations must be replaced by a new global currency order; the national resentments sparked by exchange rate warfare must be cooled. Money meltdown is a warning sign that nationalistic economic policies are threatening to dissolve the trade and financial relationships that undergird a peaceful world community. Just as the melting of a nuclear reactor core that is left uncontrolled by inadequate efforts to cool the fuel elements can result in a disastrous leakage of radiation into the air, so too can an inadequate response to a meltdown in monetary arrangements lead to serious economic damage and release political hostilities that poison the global atmosphere of peaceful coexistence.

Can the syndrome be interrupted to prevent a catastrophic outcome? Does there exist sufficient foresight and leadership within the global community to thwart the historical pattern and recast it into an agenda for achieving a sound international monetary system to maximize global prosperity? By virtue of its experience and destiny, the United States is called on to rise to the challenge of bringing order to international currency relations. It has met that challenge in the past; references to the Bretton Woods system that prevailed after World War II rarely fail to mention the vital role of the United States in imparting monetary stability to global trade and financial relations in the postwar years. It is a laudable legacy and a tribute to America’s belief in free markets and economic opportunity for all nations.

Such an exalted heritage contrasts sharply, however, with U.S. policies today, which seek to undercut the competitive efforts of foreign producers through exchange rate manipulation. When officials in the White House—including President Clinton—inject politics into the world’s currency markets, openly advocating a sharp rise in the yen to reduce Japan’s trade surplus, it makes a mockery of the concept of a level playing field. Is it possible to pursue an overall trade policy based on fairness while reserving the right to change the unit of measurement—that is, the relative values of currencies—when one government deems it economically desirable or politically expedient?

What kind of message does it send to Latin America when the United States comes so close to rejecting a free trade agreement with its neighbor, Mexico? A strong peso has enabled Mexico to lower inflation from triple digits to a single digit and has provided the monetary platform for dynamic economic growth. But if efforts to carry out free trade are frustrated, undermining the confidence of foreign investors and spurring capital flight, it could trigger a devaluation of the peso and derail Mexico’s economic hopes.39

How, too, can the global community respond appropriately to the looming presence of China? Its huge economy is expanding at growth rates of 13 percent, and China is eager to take its place in the world trading system. Unless the world adopts an economic attitude that welcomes newcomers to the international marketplace and sees their participation as a means to raise aggregate living standards, rather than as a threat to domestic industry and employment, a zero-sum mentality will reign. Nothing fuels economic nationalism and protectionist retaliation more than the misguided assumption that one nation’s economic rise spells another nation’s decline.

Much is at stake, then, in recognizing the warning signs of impending global conflict as spelled out in the international currency markets. Now is not the time to nurse petty economic grievances or indulge in loose rhetoric aimed at intimidating trade partners. Now is the time to absorb the sobering lessons of history and stake out a new monetary order to accommodate the needs and aspirations of an anxious global economy.


The Legacy of Bretton Woods

Even as World War II raged, two economists, John Maynard Keynes and Harry Dexter White, directed their considerable intellectual prowess toward a single momentous objective: How to structure a new world economic order based on international cooperation. The crux of the challenge was to set up a global monetary system to serve the needs of a postwar world recovering from devastation. Given that the outcome of the war was not yet assured, the timing for such an endeavor was both hopeful and fateful. Allied forces would land in Normandy on June 6, 1944, less than four weeks before the opening day of the international monetary conference at Bretton Woods, New Hampshire.

Keynes, a British subject, was already a legend at the time he was tapped to lay out designs for a postwar financial system. He had written The General Theory of Employment, Interest and Money in 1936. Sweeping in its philosophical implications, the General Theory was a tirade against laissez-faire economic principles and a pitch for activist fiscal policy on the part of governments. Keynes advocated massive public spending programs to counteract down-turns in the economy, which were caused, he contended, by insufficient demand for goods and services by households and businesses. Keynes’s solution to private sector inadequacies was economic intervention by government.

White, an American expert on international finance with degrees from Columbia, Stanford, and Harvard, had his own ideas for structuring a postwar monetary order. White was a firm believer that stable domestic and international prices were a prerequisite for economic order and that stable exchange rates among national currencies were necessary to promote foreign trade and global prosperity. White wanted to reduce the ability of individual governments to impose exchange controls and other barriers that inhibited trade. Instead, he envisioned an international banking institution charged with the authority to stabilize exchange rates so as to encourage the most productive use of international capital.

Both Keynes and White were drawn to the idea of establishing supranational agencies to manage economic and financial affairs at the global level. National sovereignty would be partially surrendered to these organizations for the sake of achieving the greater good of stable international exchange rates. While Keynes wanted to ensure that individual governments could manipulate their own domestic economies in accordance with his theories about fiscal activism, he recognized the importance of orderly global arrangements to stimulate international trade. White’s main concern was to prevent the chaotic consequences of multiple currencies growing at different rates and to avoid the harmful effects of competitive depreciations. As a monetary expert at the U.S. Treasury, he had assisted several Latin American countries to establish formal currency stabilization arrangements with the United States.

Both men also favored the idea of a universal currency of sorts, a global monetary unit that would transcend the vagaries of individual national monies. Keynes wanted to call his international currency “bancor” (derived from the French words for bank and gold) and use it as a bookkeeping money for the purpose of settling international balances. Bancor would be defined in terms of gold, but the conversion rate would not necessarily remain unalterably fixed. Countries would be able to obtain bancor in exchange for gold; they would not be able to obtain gold in exchange for bancor.

White’s concept of an international currency, which he christened “unitas,” was more definitively linked to gold. As a global monetary unit of account, the unitas would consist of 137 1/7 grains of fine gold (equal to ten dollars). White proposed to set up an international fund consisting of gold, national currencies, and other securities that could be used to stabilize monetary relations among contributing countries. The value of each nation’s currency would be established in terms of unitas, and the accounts of the fund would likewise be kept and published in terms of unitas.

Despite their mutual admiration for global institutions and the notion of a world currency, Keynes and White did not always get along well personally. This friction was due in some measure to differences in their respective British and American cultural backgrounds. Keynes accused White of writing in “Cherokee” as opposed to his own “Christian English.” He complained that White was “over-bearing” and did not have “the faintest conception of how to behave or observe the rules of civilized intercourse.” For his part, White found Keynes insufferably arrogant and referred to him sarcastically as “your Royal Highness.”1

Still, personality clashes between the two primary architects of the Bretton Woods system did not preclude them from working closely together to lay the foundation for the postwar international economic order. Both Keynes and White were motivated by a humanitarian desire to prevent the kind of financial stresses and economic dislocations that might lead to future wars. Both believed that it was possible to shape the world through sheer human determination and intellectual effort. By establishing global monetary mechanisms and organizations, imposing in their power and resources, they sought to create optimal conditions for achieving world prosperity and world peace.

In short, Keynes and White were convinced that international economic cooperation would provide a new foundation of hope for a world all too prone to violence. “If we can continue,” Keynes observed, “this nightmare will be over. The brotherhood of man will have become more than a phrase.”2
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White, an American expert on international finance with degrees from Columbia, Stanford, and Harvard, had his own ideas for structuring a postwar monetary order. White was a firm believer that stable domestic and international prices were a prerequisite for economic order and that stable exchange rates among national currencies were necessary to promote foreign trade and global prosperity. White wanted to reduce the ability of individual governments to impose exchange controls and other barriers that inhibited trade. Instead, he envisioned an international banking institution charged with the authority to stabilize exchange rates so as to encourage the most productive use of international capital.

Both Keynes and White were drawn to the idea of establishing supranational agencies to manage economic and financial affairs at the global level. National sovereignty would be partially surrendered to these organizations for the sake of achieving the greater good of stable international exchange rates. While Keynes wanted to ensure that individual governments could manipulate their own domestic economies in accordance with his theories about fiscal activism, he recognized the importance of orderly global arrangements to stimulate international trade. White’s main concern was to prevent the chaotic consequences of multiple currencies growing at different rates and to avoid the harmful effects of competitive depreciations. As a monetary expert at the U.S. Treasury, he had assisted several Latin American countries to establish formal currency stabilization arrangements with the United States.

Both men also favored the idea of a universal currency of sorts, a global monetary unit that would transcend the vagaries of individual national monies. Keynes wanted to call his international currency “bancor” (derived from the French words for bank and gold) and use it as a bookkeeping money for the purpose of settling international balances. Bancor would be defined in terms of gold, but the conversion rate would not necessarily remain unalterably fixed. Countries would be able to obtain bancor in exchange for gold; they would not be able to obtain gold in exchange for bancor.

White’s concept of an international currency, which he christened “unitas,” was more definitively linked to gold. As a global monetary unit of account, the unitas would consist of 137 1/7 grains of fine gold (equal to ten dollars). White proposed to set up an international fund consisting of gold, national currencies, and other securities that could be used to stabilize monetary relations among contributing countries. The value of each nation’s currency would be established in terms of unitas, and the accounts of the fund would likewise be kept and published in terms of unitas.

Despite their mutual admiration for global institutions and the notion of a world currency, Keynes and White did not always get along well personally. This friction was due in some measure to differences in their respective British and American cultural backgrounds. Keynes accused White of writing in “Cherokee” as opposed to his own “Christian English.” He complained that White was “over-bearing” and did not have “the faintest conception of how to behave or observe the rules of civilized intercourse.” For his part, White found Keynes insufferably arrogant and referred to him sarcastically as “your Royal Highness.”1

Still, personality clashes between the two primary architects of the Bretton Woods system did not preclude them from working closely together to lay the foundation for the postwar international economic order. Both Keynes and White were motivated by a humanitarian desire to prevent the kind of financial stresses and economic dislocations that might lead to future wars. Both believed that it was possible to shape the world through sheer human determination and intellectual effort. By establishing global monetary mechanisms and organizations, imposing in their power and resources, they sought to create optimal conditions for achieving world prosperity and world peace.

In short, Keynes and White were convinced that international economic cooperation would provide a new foundation of hope for a world all too prone to violence. “If we can continue,” Keynes observed, “this nightmare will be over. The brotherhood of man will have become more than a phrase.”2


KEYNES’S VISION

Finely honed during his student days at Cambridge, Keynes’s combination of brilliance, charm, and cynical wit greatly enhanced his ability to communicate ideas. He had a tremendous talent for turning scholarly insights into logical arguments; these in turn provided the basis for public policy initiatives. Although Keynes seemed to possess an innate sense of elitism and preferred to socialize with more sophisticated members of society, he took great pains to express his views in terms that made sense to common people. For example, propounding his theory that a dwindling economy should spend its way out of recession, he wrote in The Listener:

When anyone cuts down expenditure, whether as an individual or a town council or a Government Department, next morning someone for sure finds that his income has been cut off, and that is not the end of the story. The fellow who wakes up to find that his income is reduced or that he is thrown out of work … is compelled in his turn to cut down his expenditure, whether he wants to or not…. Once the rot has started, it is most difficult to stop.3

Unlike some scholars, Keynes was not at all reluctant to dispense his economic views outside the halls of academe. He often submitted articles to popular magazines such as Redbook or opinion weeklies such as The New Republic; indeed, between 1919 and 1938 he wrote fifty-three pieces for the The New Republic.4 Whether he was dashing off newsy observations for general consumption or crafting articles with scholarly rigor for the prestigious Economic Journal, which he edited for over three decades, Keynes managed to calibrate the tone of his text to his intended audience. He appealed directly to his readers’ sensibilities, carefully geared his message to what he deemed the appropriate level of intellect, and always strived to persuade as he informed.

Keynes’s ability to move easily from professorial jargon to everyday language figured keenly in his efforts to influence politicians and shape public policy. When political leaders ignored his recommendations—for example, concerning excessive German reparations after World War I—Keynes retaliated by writing polemical essays and arranging for their immediate publication. He could be brutal in his indictments of the world’s most powerful leaders, and he did not hesitate to charge them with lack of foresight or intelligence. For Keynes, human values were more compelling than sterile economic analyses; they provided the starting point for resolving the world’s most pressing problems. By starting literary backfires of vehement public opinion, Keynes ensured that his views received attention at the highest political levels.

In contrast to his impressive mental powers, Keynes considered himself physically unattractive, an opinion that apparently was justified. According to an assistant master at Eton, where Keynes received his early education, he was “distinctly ugly at first sight, with lips projecting and seeming to push up the well-formed nose and strong brows in slightly simian fashion.”5 But Keynes did not let his shortcomings in this area dampen his appreciation for beautiful objects and intensely personal relationships. In keeping with the philosophy of the Bloomsbury set, an elite group of gifted intellectuals with whom he associated, Keynes affirmed that one’s primary goals in life should be “love, the creation and enjoyment of aesthetic experience, and the pursuit of knowledge.”6 Keynes was homosexual, which posed little problem to the anti-Victorian Bloomsbury group; at age forty-two, however, he married the Russian ballerina Lydia Lopokova.

Although Keynes was devoted to the cultured world of art and theater, he departed sharply from the attitude of his Bloomsbury compatriots in a most significant way: he did not share their disdain for the world of action. On the contrary, Keynes’s interpretation of aesthetic achievement was actively to utilize his vibrant intellect to improve the human condition. He saw himself as a unique individual who could change the course of economic thought, a catalyst poised at the center of “one of those uncommon junctures of human affairs where we can be saved by the solution of an intellectual problem, and in no other way.”7

Transcending Orthodoxy

Keynes had respect for the classical body of economic knowledge to which he had been exposed at Cambridge; he was particularly influenced by the teachings of his mentor, Alfred Marshall. He absorbed the arguments and mathematical formulas that framed such fundamental works as Marshall’s Principles of Economics and used them as the basis of his own intellectual foundation for explaining how the world works.

But Keynes had the unique ability to go beyond the elegant equations and verbiage, to grasp the essence of the argument, and to discover some new twist, some new insight that would enliven the theoretical text into a directive for human action. Even as he was back at Cambridge teaching economics, following a brief stint in government after graduation, Keynes was beginning to venture beyond the classical tradition in his interpretation of real world relationships. Describing Keynes’s first major book, Indian Currency and Finance, biographer Roy Harrod wrote:

It is the work of a theorist, giving practical application to those esoteric monetary principles which Marshall had expounded and Keynes was explaining in Cambridge classrooms, and at the same time it showed an outstanding gift for penetrating the secrets of how institutions actually work.8

Why did Keynes choose to write about the Indian currency situation? It was his first opportunity to apply scholarly analysis to real world circumstances. After leaving Cambridge, Keynes did not get the position he was seeking when he applied to work for the government; he had wanted to receive an appointment at the Treasury but instead was assigned to the India Office in London. On its own merits, the job was not particularly challenging for Keynes. Among his early tasks was to make shipping arrangements for ten young bulls to Bombay.9 But even if Keynes found the administrative duties somewhat tedious, he was intrigued by India’s developing monetary and financial system. He observed that, as it was moving toward establishing a traditional gold standard, India was in the meantime operating according to a hybrid system where paper claims on gold were redeemed for export purposes but were not part of the nation’s internal currency mechanism. Keynes decided that this “gold-exchange standard” was better than a full-fledged gold standard because it permitted India to link its paper currency to sterling without having to engage in “the needless accumulation of the precious metals.”10

Keynes thought that paper money was not only much more efficient than gold coin but was also more flexible, allowing the volume of currency to be temporarily expanded to accommodate seasonal demands of trade. Rather than having every nation maintain reserves in gold to back its currency, Keynes believed it made more sense for India and other countries to guarantee convertibility of their money into sterling, which functioned as an international currency, and keep reserves in London in the form of sterling balances on which they were paid interest. Keynes advocated the use of “a cheap local currency artificially maintained at par with the international currency or standard of value (whatever that may ultimately turn out to be)” as an attractive alternative to the gold standard and “the ideal currency of the future.”11

With the advent of World War I, Keynes left Cambridge once more and went back into government service. This time he made it to the Treasury where he had ample opportunity to turn his attention to the political side of financial and economic questions. Indeed, by the end of the war his talents in analyzing policy options and writing position papers had propelled him to the top ranks of the department and provided him a strong forum for influencing government decisions. When Keynes, then aged thirty-five, was sent to the peace conference in Versailles following the armistice, he was designated senior representative of the Treasury and was authorized to represent the views of the chancellor of the Exchequer.

At the conference, Keynes was appalled at what he considered the excessively punitive financial measures that were being assessed against Germany. He was upset that the leaders of the Allied nations—President Woodrow Wilson of the United States, French Premier Georges Clemenceau, British Prime Minister Lloyd George, and Italian Premier Vittoria Orlando—seemed unable to comprehend that in demanding such high reparations from their defeated and humiliated enemy, they were destroying Germany’s ability to regenerate and become economically productive in the future. Keynes observed:

The entrepreneur and the inventor will not contrive, the trader and the shopkeeper will not save, the labourer will not toil, if the fruits of their industry are set aside, not for the benefit of their children, their old age, their pride, or their position, but for the enjoyment of a foreign conqueror.12

Keynes felt that Germany’s ill-fated future would end up having negative repercussions for its neighbors and the entire region; rather than destroying the German economy, Keynes asserted, the Allied leaders should be endeavoring to restore it as a safeguard against political instability throughout the whole of Europe. The remedies offered by Keynes were much less harsh toward Germany and much more oriented toward rebuilding Europe’s economy. Keynes proposed to (1) set reparations within Germany’s capacity to pay, (2) waive the United Kingdom’s claim on such reparations and cancel interallied war indebtedness, and (3) provide an international loan to meet Europe’s immediate requirements for reconstruction funds. But to no avail. According to Keynes:

The Council of Four paid no attention to these issues, being preoccupied with others—Clemenceau to crush the economic life of his enemy, Lloyd George to do a deal and bring home something which would pass muster for a week, the President to do nothing that was not just and right. It is an extraordinary fact that the fundamental economic problem of a Europe starving and disintegrating before their eyes was the one question in which it was impossible to arouse the interest of the Four. Reparation was their main excursion into the economic field, and they settled it as a problem of theology, of politics, of electoral chicane, from every point of view except that of the economic future of the states whose destiny they were handling.13

Keynes resigned his Treasury position in June 1919 to protest the accepted terms of the treaty and within months churned out a scathingly critical book, The Economic Consequences of the Peace. It created an international sensation, broke book sale records in England and the United States, and elevated Keynes to new heights of recognition in public policy circles.

Ensconced at Cambridge once again after the war, Keynes continued to ponder and lecture, accumulating the insights and arguments that would ultimately find their way into The General Theory of Employment, Interest and Money. Keynes was not satisfied with prevailing explanations of the factors leading to economic depression, nor did he accept orthodox prescriptions calling for patience and perseverance as the price of economic recovery. Keynes instead sought to mesh his own theories about the relationship among key financial variables with his proposals for government-directed stimulation of the economy. He felt certain that there was a fundamental error in the traditional economic literature, which stipulated that demand equals supply in a self-regulating capitalist economic system and that savings and investment are perfectly equilibrated by the rate of interest. He was not willing to totally dismiss the classical approach, but he was intent on discovering what his predecessors had overlooked in their zeal to pursue theory at the expense of reality. “A large part of the established body of economic doctrine I cannot but accept as broadly correct,” Keynes wrote. “For me, therefore, it is impossible to rest until I can put my finger on the flaw in … the orthodox reasoning.”14

The flaw, according to Keynes, turned out to be that prices are not as flexible in reality as they are in theory. Prices are “sticky” downward; that is, they don’t automatically go down in the face of decreased demand. The price of labor was especially prone to stickiness to the extent that unions and long-term contracts protected workers’ salaries from declining, even in the midst of a recession. Keynes noted, too, that business investment was not necessarily equal to household savings. Sometimes investment came in too low for reasons that had more to do with psychology than mathematical tautologies. Because business investment was a major component of the total demand for goods and services, a glut of savings would result whenever business investment was not high enough to compensate for inadequate consumption by households.

Keynes had a solution. If a capitalist economy could not protect itself from imbalances between demand and supply, which could lead to a recessionary spiral of falling demand and supply, then the government should come to the rescue and spend money to stimulate recovery. “The object is to start the ball rolling,” Keynes wrote in a 1933 letter to President Roosevelt.15 Facing a recession, the government should not hesitate to run a budget deficit. When conditions became more prosperous, the government could count on achieving a budget surplus. Over the course of the business cycle, revenues and expenditures would even out and the budget would be balanced. The key to counteracting negative economic tendencies, then, was to have the public sector exercise fiscal flexibility as necessary to make up for the temporary market failings of the private sector.

Global Application

Over the course of his career, Keynes had come up with three essential propositions that greatly influenced his thinking on structuring a new international economic order to reign after World War II. First, based on his early familiarity with India’s monetary situation, Keynes had concluded that a gold exchange standard was more efficient than a classical gold standard. Second, as the result of his experience at the Paris Peace Conference, he was convinced that sweeping multilateral initiatives and extensive financial cooperation were necessary to assist crippled economies and promote political stability. Finally, Keynes believed that governments should act as counterweights within their domestic economies by spending money when private demand failed to meet aggregate output.

How could these broad conclusions be drawn into a logically coherent, intellectually consistent paradigm that would frame his vision for global economic, financial, and monetary order in the postwar world? As author Anthony Sampson explains, Keynes was first approached to take up that challenge in November 1940 by Harold Nicolson, who was then working for the British Ministry of Information. Nicolson asked Keynes to respond to Nazi proposals on the radio calling for a New Order; for inspiration, he furnished some German broadcasts promising to abolish the role of gold in the contemplated postwar financial system along with a derogatory response from the British government. Keynes replied frankly that he did not much care for the gold standard either and that “about three quarters of the German broadcasts would be quite excellent if the name of Great Britain were substituted for Germany or the Axis.”16

When Keynes, who was serving as honorary advisor to the British Treasury, was asked once more in 1941, this time by Britain’s ambassador to Washington, Lord Halifax, to start thinking about how to build a new world economic order that would foster international trade, he began in earnest to formulate his own design. He had been working on a lend-lease agreement to provide Britain with defense aid from the United States, but had come to the conclusion that bilateral agreements were not the answer to the larger question of how to channel capital from wealthy countries to needy countries. Keynes turned his attention to elaborating a “truly international plan” for global financial cooperation.17

Building on his earlier proposals for setting up efficient monetary mechanisms, Keynes elaborated on his concept for a supernational bank; it would be a central bank for central banks. In Keynes’s imagined system, the central banks of nations throughout the world would maintain accounts at this ultimate central bank, or International Clearing Union (as he came to call it), in the same way that commercial banks maintain accounts with their own country’s central bank. Nations would settle their exchange balances with one another at some predetermined par value defined in terms of an international currency; after first wanting to call the currency grammor, Keynes settled on bancor. (In his critique of the draft plans of Keynes and White, Professor Jacob Viner ventured the term “mondor.”) Keynes proposed that exchange rates be fixed in terms of bancor and that bancor be valued in gold. For Keynes, such a system would constitute the application on a global scale of his earlier recommendations, in keeping with his assertion that a gold exchange standard was superior to the classical gold standard.

Keynes’s other main concern in devising a global economic plan was that the new system should be aimed at eliminating huge financial gaps between rich and poor nations. Keynes was especially sympathetic toward countries that had suffered great damage from the war, including his own, and he felt that wealthy countries had an inherent obligation to provide financial assistance for reasons of morality as well as economic self-interest. The aim of the new system should be to channel capital from creditor countries to debtor countries, Keynes argued, and in doing so, to promote increased international trade. The essence of the scheme, as Keynes explained in a letter to the governor of the Bank of England, was simple:

It is the extension to the international field of the essential principles of banking by which, when one chap wants to leave his resources idle, those resources are not therefore withdrawn from circulation but are made available to another chap who is prepared to use them—and to make this possible without the former losing his liquidity and his right to employ his own resources as soon as he chooses to do so.18

One rather distinct variance from normal banking practice, however, was that Keynes’s International Clearing Union would charge interest on both credit and debit balances. In that way, well-off countries would be induced not to hoard their wealth but to circulate it around the world. Under Keynes’s plan, interest charges would be assessed against creditors as a “significant indication that the System looks on excessive credit balances with as critical an eye as on excessive debit balances, each being, indeed, the inevitable concomitant of the other.”19

Shades of the General Theory can be discerned in this attitude. Keynes had long argued that it was society’s savers who inflicted the most economic harm by reducing aggregate demand. Forcing them to pay interest on their savings would be a way to change their behavior and spend more on consumption. But by advocating stimulative spending while at the same time striving to establish a stable international monetary mechanism, Keynes was beginning to construct an intellectual conundrum. How would it be possible to promote global price stability and fixed exchange rates without impinging on an individual country’s ability to pursue aggressive fiscal policies? How could a government deliberately run a budget deficit to stave off domestic recession, as recommended by Keynes, without having its currency devalued as the result of heavy government borrowing and increased inflationary expectations?

The key, in accordance with traditional Keynesian reasoning, was flexibility. Keynes wanted to give his envisioned world central bank considerable authority in determining exchange rates and was prepared to grant it vast disciplinary powers over its members. This new global institution would have broad discretion when it came to telling members how they were to conduct their monetary and financial affairs. The International Clearing Union would even reserve the right to change the value of the bancor relative to gold if its governing board deemed it useful; the very definition of the value of the international monetary unit would not be beyond the reach of the authorities empowered to manage the union. Member countries, too, would be able to make adjustments in their exchange rates as long as the governing board granted them permission to do so. Decisions could be changed on the basis of new information; rules would be tempered by collective wisdom and discretionary judgment. Indeed, Keynes suggested that during the five years after the inception of the system, the governing board should “give special consideration to appeals for adjustments in the exchange-value of a national currency on the ground of unforeseen circumstances.”20

In short, Keynes wanted it both ways. The need to preserve international monetary stability should not get in the way of expansionist domestic policies. “There should be the least possible interference with internal national policies,” he wrote in the preface to his April 1943 draft proposal, “and the plan should not wander from the international terrain.”21 Still, it was clear that some degree of national monetary sovereignty would have to be sacrificed if the plan were to work. The basic objective in setting up an International Clearing Union, after all, was to avoid the chaos of exchange rate manipulations that had characterized the interwar period.

Keynes was keenly aware of the need to establish an orderly system for handling balance of payments adjustments among trading nations, and he was eager to start the global rebuilding process. While Keynes knew that achieving international monetary stability demanded that member nations surrender the right to define their currency’s rate of exchange to a supernational organization, he also understood it was a sensitive issue and sought to reassure governments they would still retain some control over their monetary fate. In any case, he was thoroughly convinced that global economic cooperation was vital for the preservation of peace. “A. greater readiness to accept supernational arrangements must be required in the post-war world than hitherto,” Keynes asserted. In his view, the proposal for an International Clearing Union was nothing less than a call for global “financial disarmament.”22


WHITE’S BLUEPRINT

Compared to Keynes, who had a tendency to wax poetic in his proposals for international economic cooperation, Harry Dexter White was all business. When White’s boss, U.S. Secretary of the Treasury Henry Morgenthau, asked him to prepare a paper outlining the possibilities for coordinated monetary arrangements among the United States and its allies, White responded quickly with a crisp, comprehensive proposal.

Morgenthau made the request to his subordinate on December 14, 1941, one week after the attack on Pearl Harbor. What Morgenthau had in mind, according to J. Keith Horsefield, who wrote the history of the International Monetary Fund, was the establishment of a stabilization fund to help provide monetary assistance to the Allies during the war and to hamper the enemy. Ideally, the fund would serve as the basis for setting up a postwar international monetary system and might evolve into some kind of “international currency.”23

Just over two weeks later, White submitted a report entitled “Suggested Program for Inter-Allied Monetary and Bank Action.” The objectives of the program, as laid out by White, were:


	To provide the means, the instrument, and the procedure to stabilize foreign exchange rates and strengthen the monetary systems of the Allied countries.

	To establish an agency with means and powers adequate to provide the capital necessary:



to aid in the economic reconstruction of the Allied countries;

to facilitate a rapid and smooth transition from a war-time economy to a peace-time economy in the Allied countries;

to supply short-term capital necessary to increase the volume of foreign trade—where such capital is not available at reasonable rates from private sources.24

A study in efficiency, the analysis was detailed and to the point. White felt, however, that stabilizing the international monetary system and supplying cheap loans to Allied countries were two different tasks. While a special multilateral bank could be set up to take care of the latter, White noted, “monetary stabilization is a highly specialized function calling for a special structure, special personnel, and special organization.”25 White suggested that two separate institutions would therefore be required: (1) an Inter-Allied Bank and (2) an Inter-Allied Stabilization Fund.

The reaction to White’s proposal was positive. Morgenthau was impressed and began laying the political groundwork for introducing what he sensed might well become a monumental international project. In April 1942, after some revisions and refinements, White’s paper was circulated under the title “Preliminary Draft Proposal for a United Nations Stabilization Fund and a Bank for Reconstruction and Development of the United and Associated Nations.” Among the primary purposes of the stabilization fund, White emphasized, was the need to stabilize foreign exchange rates among the United Nations countries and to encourage the flow of productive capital. He also wanted to promote sound note issuing and credit practices among the United Nations countries and to reduce barriers to foreign trade.26

That White was particularly committed to the importance of stable exchange rates is evident in his analysis of the worldwide benefits that could be attained. His arguments, reproduced below, still ring with clarity and logic:

The advantages of obtaining stable exchange rates are patent. The maintenance of stable exchange rates means the elimination of exchange risk in international economic and financial transactions. The cost of conducting foreign trade is thereby reduced, and capital flows much more easily to the country where it yields the greatest return because both short-term and long-term investments are greatly hampered by the probability of loss from exchange depreciation. As the expectation of continued stability in foreign exchange rates is strengthened there is also more chance of avoiding the disrupting effects of flights of capital and of inflation.27

White felt strongly that the stability of price levels was an important economic goal at home, as well as a vital social and political objective worldwide. “Wide swings in price levels,” he stated, “are one of the destructive elements in domestic as well as international trade.” White clearly recognized the connection between internal and external monetary policies and hoped the establishment of an international stabilization fund would exert a healthy influence in reducing price fluctuations within individual countries.28

In attempting to convince the United States and its allies that his proposals should be adopted, White did not hesitate to employ what was obviously the most compelling argument of the day. He suggested that serious discussion of these ideas would help win the war. In his April 1942 draft, White argued that the countries struggling against the Axis powers needed inspiration to spur them to victory; they needed to have a vision of a better world that would offer them a more prosperous existence in the future:

It has been frequently suggested, and with much cogency, that the task of securing the defeat of the Axis powers would be made easier if the victims of aggression, actual and potential, could have more assurance that a victory by the United Nations will not mean in the economic sphere, a mere return to the pre-war pattern of every-country-for-itself, or inevitable depression, of possible wide-spread economic chaos with the weaker nations succumbing first under the law-of-the-jungle that characterized international economic practices of the pre-war decade. That assurance must be given now. The people of the anti-Axis powers must be encouraged to feel themselves on solid international ground, they must be given to understand that a United Nations victory will not usher in another two decades of economic uneasiness, bickering, ferment, and disruption. They must be assured that something will be done in the sphere of international economic relations that is new, that is powerful enough and comprehensive enough to give expectation of successfully filling a world need. They must have assurance that methods and resources are being prepared to provide them with capital to help them rebuild their devastated areas, reconstruct their war-distorted economies, and help free them from the strangulating grasp of lost markets and depleted reserves. Finally, they must have assurance that the United States does not intend to desert the war-worn and impoverished nations after the war is won, but proposes to help them in the long and difficult task of economic reconstruction. To help them, not primarily for altruistic motives, but from recognition of the truth that prosperity, like peace, is indivisible. To give that assurance now is to unify and encourage the anti-Axis forces, to greatly strengthen their will and effort to win.29

For all his technical expertise and highly analytical skills, White was driven by very human yearnings for a more compassionate international economic system. Like Keynes, he believed that formalized global cooperation was the key to preserving the peace and saving humankind. “Just as the failure to develop an effective League of Nations has made possible two devastating wars within one generation,” White observed, “so the absence of a high degree of economic collaboration among the leading nations will, during the coming decade, inevitably result in economic warfare that will be but the prelude and instigator of military warfare on an even vaster scale.”30

In some ways, White seemed the consummate social liberal with his vision of global cooperation and his skepticism that unregulated commerce could be wholly relied on to distribute global resources in an equitable and orderly manner. Yet White also embraced certain notions of financial conservatism that would please the most fiscally prudent hearts. As a condition for membership in the proposed fund, for example, White decreed that a country must agree “not to adopt any monetary or general price measure or policy” that would bring about “sooner or later a serious disequilibrium in the balance of payments.”31 Unlike Keynes, White acknowledged that domestic monetary and fiscal policies had to be reconciled with the goal of stable exchange rates.

White also stipulated that countries should not be eligible for membership in the fund unless they agreed to embark on a program to reduce existing trade barriers such as import duties, import quotas, or administrative devices; in addition, they should make a determined effort to avoid any future increases in tariffs or the implementation of other trade obstacles. White also included the exhortation that members should agree “not to subsidize—directly or indirectly—the exportation of any commodity or services to member countries.” Members should not permit defaults on the foreign obligations of governments, White declared, and he suggested that half of the initial cash payment made by countries to join the fund should consist of gold.32

All of these decrees, however, could be bypassed by appealing directly to the board of directors of the fund for consent. As much as White disapproved of unhealthy monetary and financial policies on the part of individual countries, and as much as he resented selfish trade practices—“one is tempted to list ‘mercantilism’ or its more expressive heir ‘protectionism’ as ‘World Enemy No. 1,’ in the economic sphere”—he wanted the fund to assume a sort of patriarchal role over its members through the ability to grant or withhold special approval for erring nations.33 In this respect, White was in agreement with Keynes.

The chief task of the fund, reflecting White’s economic philosophy, would be to establish stable exchange rates to provide the necessary solid monetary foundation for increased international trade and capital flows. An elaborate set of rules would determine the constancy of currency values with respect to gold and to each other. The ultimate integrity of the system would rely not on rules, however, but on the discretion of the fund. White, like Keynes, put a great deal of faith in the fund’s ability to perceive when a member country’s economy suffered from “fundamental disequilibrium” and to discern the appropriate corrective course of action. In White’s own words:

What this matter boils down to is that the Fund should have the authority to determine whether the transactions causing a balance to turn unfavorable include transactions which the Fund would judge “illegitimate” under the circumstances. There are times when some types of capital outflow for some countries would be considered “legitimate,” whereas the same type for other countries or even for the same country under different circumstances would be regarded as “illegitimate.” There might also be instances in which all types of capital outflows for a given country might be considered “illegitimate,” whereas for another country, all types might be considered “legitimate.” No generalization can be made without all the circumstances being given. It is necessary only that the Fund have authority to make the decision on this matter and, as explained later, that the Fund have the authority to obtain the kind of information that would enable it to make an intelligent decision.34

The fund, then, would have final authority in determining the appropriate trade-off between allowing individual nations to pursue their domestic financial agendas while preserving the soundness of the international monetary system. White was well aware that some governments were apt to balk at the idea that the legitimacy of their budgetary or financial decisions should be subject to evaluation by a supernational organization. He concedes in the introduction to his April 1942 draft proposal that “some of the powers and requirements included in the outline of the Fund and the Bank will not survive discussion, prejudice and fear of departure from the usual.” He admits that certain aspects of his plan might be regarded as “going too far toward ‘internationalism’” and would perhaps not survive the test of political reality.35

However, White’s answer was not to compromise the powers attributed to the envisioned global organizations but to strengthen them. In designing the fund, complemented by a Bank for Reconstruction and Development, to facilitate international economic collaboration, White was deliberately seeking to go beyond prior attempts to coordinate financial relations on a bilateral or regional basis. “It will be at once apparent that the resources, powers and requirements for membership, accorded both agencies go far beyond the usual attributes of monetary stabilization and of banking,” White stated. “They must if they are to be the stepping stone from shortsighted disastrous economic nationalism to intelligent international collaboration.”36


BUREAUCRATIC NIGHTMARE

On May 16, 1942, the introduction from White’s plan was sent to President Franklin Delano Roosevelt from the Treasury. Secretary Morgenthau included a memorandum suggesting that White’s proposal constituted an effective answer to the Germans and their talk about establishing a New Order in Europe and Asia. Morgenthau thought it would be useful to set up an international conference to discuss the plan for a Stabilization Fund. Along with a proposed agenda for such a conference, he also included a draft invitation letter and a suggested guest list of foreign finance ministers who should be asked to attend.37

As Horsefield recounts in his chronicle of the IMF’s origins, an answer from the president was received the same day. Roosevelt asked for input from other agencies and departments, specifically the State Department, the Board of Economic Warfare, and the Export-Import Bank. He also urged Morgenthau to obtain the opinions of Secretary of State Cordell Hull and Under-Secretary of State Sumner Welles. After doing so, and after the interdepartmental studies were completed, Morgenthau was to bring up the matter of a conference again.38

In the bureaucratic scheme of things, this start seemed propitious—although urging further study in consultation with other governmental bodies might not be seen as the embodiment of White’s spirited call for action. (“Timidity will not serve,” he had written in the introduction of his plan.39) White had emphasized that the long-term effectiveness of his proposed fund and bank would depend on the extent to which “boldness and vision” were displayed at the outset in getting the two institutions established.

White’s proposal was essentially the work of a single author, a pure vision of his own design, an elaborate conception of what he wished to accomplish. But from the moment the draft was submitted to the White House, it was subject to compromise from all sides. Other departments within the U.S. government attempted to insert their own ideas. Keynes’s proposals would have to be accommodated. Representatives to the Bretton Woods Conference would seek to safeguard the positions of their own countries and to preserve whatever advantages they thought they could maintain within the world trade system. Finally, the U.S. Congress would promote the interests of bankers and businessmen under the guise of looking out for U.S. financial and economic interests.

Following the president’s instructions, an Interdepartmental Committee was established to review White’s plan and make suggestions for improving it. Members of the committee sought to include some of the features that had surfaced in rival plans that were being circulated within the U.S. government; in particular, they thought they should consider the version being offered by the Federal Reserve Board. The committee also felt it wise to incorporate some of the suggestions put forth by representatives of other countries who had seen copies of White’s draft and had expressed their concern about U.S. dominance within the proposed system.

The Federal Reserve Board’s plan focused strongly on the matter of gold; it decreed that the fund contributions of member countries should be made entirely in gold, even if it meant that up to one-half or even three-fourths of a country’s entire gold reserve would be held by the fund. Under the Federal Reserve Board’s approach, all countries would be prohibited from buying gold except from the fund, and they would be obliged to sell gold only to the fund. Each member country would be able to purchase foreign exchange from the fund only up to the amount of its original contribution plus the value of any extra gold it had sold to the fund.40

The U.S. Treasury was not enamored with the Fed’s approach, largely because of its concern over the negative results of creating such a monopoly on gold dealings. Moreover, based on initial discussions with foreign representatives, Treasury officials feared that the Fed’s requirements would be off-putting to potential member countries, especially the less wealthy ones. Belgium, Bolivia, Czechoslovakia, France, and Norway had already suggested that the proportion of gold required for initial membership was too high, and the Philippines had argued that no country should have to part with more than 20 percent of its own gold and dollar balances. Canada argued that a country should be able to pay up to 85 percent of the membership quota in its own currency. Cuba wanted to know why it couldn’t pay part of the quota in silver.41

As various countries were consulted about the proposed fund, they expressed increasing concern over the question of how “fixed” the fixed exchange rates would be and whether they would have any real voting influence over fund decisions relating to exchange rates. They were also disturbed about the details of the proposed voting system to be used by the fund. Australia, Belgium, and Norway complained that the United States would have an effective veto by virtue of the size of its quota and the voting rights it would retain. Brazil suggested that the number of votes granted to a country should not be based on its monetary contribution, but rather on its population. China thought it would be appropriate to take into account the sacrifices a country had endured during the war. Mexico sided with Cuba in calling for a simple majority vote among members, rather than a weighted voting system based on contributed quotas, and cited the importance of respecting a member’s “dignity.”42

In the meantime, a copy of Keynes’s plan for an International Clearing Union had been delivered to White’s superior, Secretary Morgenthau, and a careful comparison was being undertaken at the Treasury. Members of the Interdepartmental Committee wanted to know what the two proposals had in common and where they differed. Both Keynes’s International Clearing Union and White’s Stabilization Fund sought to create an international monetary mechanism to be administered by a supernational organization; that much was clear. But the differences between the plans were significant, reflecting the different relative financial positions of the United Kingdom and the United States at the time, not to mention the different perspectives of the individual authors.

Keynes was much more inclined to grant member countries the right to expand their domestic economies and, if need be, even to employ trade restrictions and make exchange rate adjustments in the process without being unduly restricted by external requirements for international financial stability. White, as noted earlier, was much less willing to accommodate expansionary domestic programs that served the short-term economic interests of individual countries at the expense of their trade partners, caused prices to vary worldwide, and ultimately distorted international capital flows.
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