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Dr. Melchior Pal$~i, consultin~ economist, was born in Budapest, 
Hungary, on IL~ March 1892. He was educated in Switzerland and Germany, 
receiving his ~aster's Degree from the Or~duate School of Commerce and 
his Doctor's degree from the University of Munich. He ~iso studied, 
but did not £inish~ medicine. His academic career includes membership 
on the faculties of the Universities of M~unich, Gottingen~Kiel, end the 
Graduate School of Commerce of Berlin, where he became professor of 
Finance in 1929~ His banking experience %,as obtained through the v~,rious 
branches of a major German bank and the Austro-Hungarian Nttion~l Bank. 
He was foreign representative of the Hungarian ~:~inistry of Agriculture. 
Later, he was engaged temporarily as an exoert to the German Government's 
Industrial Nationalization Committee. In 1928 he became economist for th 
Deutsche Bank in Berlin. in addition, he wes adviser to the R, eichsbank~ 
the central bank of Germany, from 1.933. ;bo 193~ and managing director of 
its Institute for Currency l:~eseerch in Berlin. In 1953 he was guest of 
the Midland Bank, Ltd. ~ in London and invited as ~uest lecturer by the 
University College of Oxford. He made his first visit to America in 
192g-1927 as visiting professor at the University of Chicago. Since 1933 
he has lived in America. Hie activities have included periods as visitin 
professor and research economist for the University of Wisconsin and 
Northwestern [hiversity. He has participated in broadcasts on the Univez 
of Chicago Rotaud Table of the Air and the Northv~estern University 13evJewJ 
Stand, and for a year was a news ceu_~nentator for a Chicago radio station. 
In the summers of 19AS and 191.~9, he was in Europe to study the financial 
problems end systems of medical econo~nics of the various countries. 
Since, he has completed a book on "Compulsory ~vi[edical Care. " At present 
he is engaged as financial adviser to banks and other institutions, in 
addition to his current, work as author and lecturer. 
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INTERNATIONAL FINANCIAL STABILITY AND HILITARY pREPAREDNESS 

26 January 1951 

DR. HUNTER: General Hoiman and gentlemen: Something over twenty- 
five years ago, as a young and not very wealthy instructor in search of 
learning, I spent two su~mners in Europe. It was a wonderful t~ae for 
Americans to live and travel abroad. They could live like a king and go 
to the best hotels in Berlin, Paris, and Vienna for two dollars a day, 
meals included. Or they could live like a prince, as I did, for one 

dollar aday at first-class pensions. 

The reason for that situation was that since the war the currencies 
of Europe had been on the downward march. The value of the franc, the 
mark, the shilling, and other currencies in relation to the dollar had 
fallen Steadily, so that the American abroad was on "easy street." I 
remember we looked at the papers hopefully for still further declines, 
so that we could get even better exchange rates on our travelers' checks 
when we cashed them. To me, as no doubt to thousands of other ~mericans 
in that day, Europe's distress was Chiefly regarded as an opportunity 
for a free ride. It was a wonderful free ride. 

Now, I cite that to you to suggest how little experience Americans 
have hadwith the grim facts of real financial instability. It is diffi- 
cult for us to grasp what real inflation means and has meant to peoples 

in other parts of the world. 

Our topic this morning is ,,International Financial Stability and 
Military Preparedness." Our soeaker, Dr. Palyi, is eminently ouaiified 
to discuss this subject, it seems to me, on three different grounds. 
The first ground is personal exoerience with the facts of financial 
instability as a native of long residence in Europe. He lived with it 
and through it in the difficult t~enties and thirties. He is qualified 
on the second count because of a through academic training in the uni- 
versities of Europe. And then, finally, and most important of course, 
he is qualified because of an extensive professional experience as a 
banker, as a gover~.ent servant, as a consultant, and as an author. 

We are delighted to have Dr. Palyi with us this morning. 

DR. PALYI: Gentlemen, Professor Hunter presented n~ as an expert 
on international finance and especially on foreign exchange. Indeed, I 
have had some experience in those things. I went through five experiences 
with such things personally and bec~e such an expert that I lost n~ 
money in every one of them. But that is not ~hat I intend to talk about 

today, except in passing. 
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I imagine that you haven't had much experience with problems o f  
financial stability and what it means at present. So i am going to 
make an attempt to preseht the problem specifically from the point of 
view of what we are faced with when expecting Europe to join us in the 
common effort. I will try to show why Eurooe is in such a bad m~terial 
and psychological shape to do so, which is as we shall see, largely a 
matter of financial policies. So let me start, as it behooves~ at the 
beginning~ with just a couple of sentences on what was once the financial 
structure of the world. 

As an example, you may rmnember the Portsmouth Treaty of 1905, which 
put an end to the Russo-Japanese War. The Czar's negotiator, ~inister 
Witte, got away with comparatively favorable te~ns, although the Russian 
Army was thoroughly beaten, in full retreat, and its capacity to fight 
badly damaged by the rising wave of domestic unrest° Yet the Japs were 
moderate in their demands and willing to bargain. The chief reason was 
Japan's financial weal-~ess. In spite of two successful bond issues on 
the London market, its gold reserve was dwindling and the ability to 
borrow abroad strained~ while Russia still had a huge gold hoard and its 
Credit in Paris and Berlin still was in excellent shape. 

Fancy ~etting the outcome of a major war depend--and it was a very 
major war at that t~,~.e--on such little things as the maintenance of one's 
gold standard or worry about what international bankers will think of 
one's credit, as if paper money had not been invented! Folks Er~ 
in the era of world wars, of Bolshevism, Naziism, managed e~onomies, 
and so forth, can scarcely ir~agine that less than fifty yeers ago a 
bitterly nationalist country like Jaoan would sacrifice the virtual 
certainty of additional conquest for the benefit of financial stability 
after the war. We are much more advanced by this t~e. 

The survival of this philosophy--the phi!osoohF~ let me call it 
briefly, of the gold standard--as late as 1914 is illustrated by the 
fact that at the outset of World War I the best expert opinion in 
Europe--and I can testify what it was in Germa;;~y, as ! ~as a witness 
to the fact that it was a generally acceoted opinion in C~rmany; ~nd 
I am sure the same was the case on the other side of the fence--agreed 
on one thing: That World War I could not last longer than a few months. 
Pretty soon the belligerents world be stopped dead, win or lose, by 
financial bankr~Dtcy o 

Indeed, the participants ba~ukru;pted themselves in no time. But 
that did not affect their will and ability to fight for several more 
years. They shr~ply turned to paper money. So did Germany, especially, 
not having the advantage of American support. The Germans' rich interna- 
tional assets and credit facilities with which they went into the war we~ 
soon. exhausted. The blockade made vite~i raw materials from overseas 
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inaccessible even in exchange for gold. By 1917 Ludendorff was ready 
to scrap money and finance altogether and to run the whole of Germany as 
a single barrack. That was to becorae every~here the pattern oforganiza- 
tion in wartimes, and in Soviet Russia at all times. But that was just 
the beginning of the new financial era in which we are living. 

Before trying'to appraise the current scheme in international finance 
and what it implies in military preparedness, let me sum up the pre-191A 
setup. It operated on the principle that every effort has to be made to 
maintain the currency on gold at a rigidly fixed par; that budgets h~ve to 
be balanced and debts paid in gold or.its equivslent; that recourse to 
deficit financing for nonproductive purpos as, such as war--and you will 
permit me to say that wars are not productive even though they may be 
absolutely necessary--is permissible only in extrem.e emergency, and then 
only long-term loans should be issaed--in other words, you don't borrow 
from banks and make more money~ but you borrow from the savers and thereby 
diminish the money supply in the h~nds of the public; that the tax-bearing 
capacity of the Nation should be used very sparingly; and that international 
credit, private and public; should be preserved by all means. 

This was the sort of financial stability the pursuit of which had 
come to be regarded before 191& as axiomatic, even in war, and for good 
reasons. In the capitalistic age, when private property was sacrosanct 
and money could move freely over national borders, .financial tinkering" 
woald have defeated its own purpose. Oppressive taxation, monetary 
depreciation, and interference with the free flow of capital, would drive 
capital, the vital sinews of war, into hiding or into "flight. r And 
without command over capital, foreign and domestic, n~en could be drafted, 
but they could not be provided with the means with which to fight. 

On the other hand, a government whose credit was.unimpaired could 
dr~w on this invisible capital and turn it h]to purchasing power to obtain 
the physical means of warfare. This was especially important to European 
nations f~cing recurrent armed conflicts. During the Crimean War, as an 
example, a Russian loan matured in London; the Czar's treasury could make 
private arrangement, with the full knowledge of the British Prime ~iinister, 
to renew it during the war. That may have been an exception; but it was 
a rule that in war, as in peace obligations had to be honored. We speak 
today of the Balkanization of international finance, but slightly thereby 
those countries which during the two Balkan wars of the 1910's made great 
s~crifices to keep up the service on their foreign debts. The result was 
that for all practical purposes the world constituted a single money 
market in which capital could and did flow freely in every direction. 

This idyl was suspended and morally unde~ined in ~orid ~ar I. In 
the 1920's it was restored, but on the shaky foundations of manipulated 
interest rates, fictitious gold exchange standards, and artifically boosted 
capital exports, all of which brcke down in the 1930's in the great depres- 
sion and its socialistic or pseudosociaiistic aftermath. 



So much for an introduction, not for presenting myself as lOnging to 
go back to the old gold standard, which i know as well as you do cannot b~ 
restored at present~ but the facts are worth being remembered. 

Perhaps you are not f~miliar with the difference between a gold stan~ 
ard and a gold-exchange standard. A gold standard means basing currency 
on the gold reserve in some f]~ed proportion between money issued and goh 
held in reserve. A gold-exchange standard means stretching the gold rose: 
arbitrarily, Suppose that Holland deposits part of its gold reserve in t. 
Bank of England, not as earm~rke~ gold but as a loan to someone in the Lo: 
money market or direct to the Bank of EngiaT~d. The same gold now appears 
in two places. It appears in the balance sheet of the Netherlands Bank a 
in the balance sheet of the Bank of England. Both count it as part of th 
respective gold reserve, and both issue notes or other Credit instruments 
against this reserve. 

Naturally, the procedure can be repeated three or .four times. Urugu 
may lend gold to the Dutch who h~nd the ,gold to the British who in turn 
redeposit it in the Federal ~eserve Bank of Ne~ York. The same quantity 
of gold serves four times as coverage for note issues, e~roanding the worl 
currency base accordingly. If contraction occurs at one point, it has to 
be multiplied fDurfold, t0o~ The consequence is the kind of violent 
~.l~s~rm~e~ in the credit volume and therefore in the whole economic setu 
which was handed us in the "Croat Depression." 

~his technique is again being reconstructed at present in a very 
peculiar fashion. The Fre~.~ch are doing a wonderful job along that line. 
A year or so ago the French C-overnment borrowed 200 million ' dollers in 
New York from a banking syndicate headed bF Laz~rds and the National Cit F 
against collateral consisting of gold. In other words, they deposited 
gold in New York and borrowed dollars, p&:ying so~e 3.25 percent for 
several years to come. 

Now, why~ if you have gold and can buy the dollars with it, do you 
have to use it as collateral for a lo~n and pay 3,25 percent? Here is t~ 
trick: The Bank of France ieft the dollars i~ Ne~,; York. So, instead of 
the 200 million dollars in gold," France has no¥~ 7400 million dollars in it 
reserve--at the monetary system's base.. 

The law permits the Bank of France to issue currency against gold 
(and dollars) and to a limited extent, a fixed ~oat~a~t,,~^rhich-..',~s,.~a.~-most 
every year raised by P~.rlia, ment, without gold coverage. Present!y, the 
Bank of France can issue an additiona! 200 million dollars worth of fran( 
without going to Parliazaent to ask for permission to issue paper money t~ 
has no gold backing. Thereby it can provide the additional currency wit~ 
the appearance of being backed !OO percent by gold or dollars. Of cours~ 
the loan will h~ve to be repaid.. In the meant.~e, however, the French 
note circulation has r i s e n  and is now close to the a].].-t~e record of 
1600 billion francs. 

~f;! ;%C, ° ~ ~ i ~ "" ~'; ~ 



]~fell, ~hen the icon is to be repaid, the note circulation should con- 
tract accordingly. You realize at once ~{hat instability is broug_~ht thereby 
into the French system, unless some other method is applied in the meantime 
to keep up the volm~Le of money in circulation, l~eedless to say, plain 
greenbacks--a fresh ,,contingent"-- ere likely to be the substitute that 

~il! not enhance the ~tability o~ the system. 

But let us go further. Since the 1930's, inter~ational finance has 
been thoroughly revolutionized. From temporar~ emer[~ency measures dictated 
by the depression and ~i~orld ~ar Ii, a ne~ a~d perplexing financial climate 
evolved. Confiscating and hamstringing foreign capital rather than 
protecting and attracting i~ is a funda~{~ental te~et of the ne~ approach. 
It is essentially anticapitalistic; and it is, or has been, inspired by 
the ',success" of the Soviet exper~,~ent a].on~ such lines. 

An intellectual-moral erosio~ of the basis of international financial. 
rel~tions is ~ took place. It is the philosophy of full employment that 
has found its most cynical for&ulation in the laments ~ords of its outstanding 

, s about the ,,h~m~bug of finance," meaning that po~ver 
theorist, Lord Keyne , 
ca~ manipulate money as it ~].eases. The practical guidance in financi~! 
legerdemains along tb~. ~ ro~d of full employment has been provided by the 
policies of Germany 's equally c~nical Dr. Hjalmar Schacht. These t~o most 
infiuencial economists of o~ ~ iifeti~ae ~ere th~mse!ves intellectu~l pro- 
ducts of the ~ild-boom ~nd depre.~ssion er~ after ~orld ~J'iar I, ~hich exploded 
the economic and political ethics of the nineteenth century ~nd of the gold 

standard. 

By this time, the automatic go].d stand~.rd is dele~g~.ted to the .~sh 
can for all practical purposes. ~Sankind has freed itself @rom the "~olden 
cross" on ~hich it used to be ,,crucified." ~'~e ~re free to m~nipul~te 
monetary systems, replacing the self-adjustments ~nd seif-restr~ints ~hich 
the automatism of ca~ital movements under the gold standard-provided, ~ith 
the ~isdom--or arbitrary rules--of political menage~nents. Such is, at any 
rate, the trend of public policy almost everywhere, d~ the ~roblems of 
international finance a~e still ~ith us. N~.y; ~e are confronted ~ith a 

" ~ °'" "t problem of financial ±nsta~)~.tl y ~{ithout precedent. It is among the most 
significant issues of a nonmilltary type burdening the preparedness economy 

of the ~A~estern ~.!orid. 

Paradoxically, the death of the gold standard has vastly increased 
the role of gold in international relations. Having lost its monetary 
throne, the king el' the metals ~e~~t ~mdergrom~d, so to speak. As a king 
it v~as a pillar of stability; underground it helps to sabotage all efforts 
at stabilization. The g~eatel ° a currency's "freedoms" from gold, the ].ess 
confidence it commands. The more thoroughly the international banker, 
that symbolic archvi!lain of the Neo,~[arxian n~ythology~ is ~eeded out, the 
more difficult it is to induce inw~stors into foreign ventures and the 
greater is the dependence of exchan~e rates on t~:e vagaries of the trade 

balance and of foreign exchange speculation. 

~ ....... ~ .... ~ ~ -,.~, ~rm ~ rT~ ~ 
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Briefly, gold has turned from serv:[~og as the monetary b~se into being 
a prime monetary nuisance. The f~ct that private hoards absorb ~nnu~liy 
large percentage, some years as high ~s 30 to AO percent, of the mew outp~ 
of gold is a source of financial weakness~ not only in Lstin Americ~ ~nd 
the Orieat~ but especially also i n  Freebee "-nd in the South European countr 
In France it is esti~ted that from 3°5 bi].lion to 5 bill'~on doll~rs ~re 
buried in private tre.asures. 

The withdra~,al of such huge liquid wealth from productive, use must 
~ffect wealth creation and generate a psychological deterrent to economic 
progress. What is more, this hoarding proponsity is a det~rrent to the 
preparedness effort. Gold is still essential f.or the settlement of inter- 
national balances. Its disappearance i~.~ "stockings,, reducesthe supply az 
tends to raise the orice of gold in terms of all currencies, including tb~ 
dollar, That in.turn has repercussions on foreign exchange and prime com- 
modity markets. 

N~r. .,~ is that allo Since the bona fide capital stream between countri~ 
both of shor%-t.erm and of long-term character, has virtaally dried up, th~ 
movement of gold has grov~n in dimension. But instead of this being a fac~ 
for stabilizing exchanges, and for bringing about international equilibri~ 
those gold movements .~roduce a disequilibrating momentum. They follow th~ 
le~d of the least pro~{uctive of all economic motives--pure in-and-out aoe( 
lation. Each time a curre~cv is [~der fire, gold rums out from under in 
panicky fashion; each time a currency,s position strengthens, gold rushes 

The weakness of the poland in i9~9 induced capita! to rtaq o~ of Engl~ 
and forced it into devaluation ~h~ recent ~ ~ ~" " t~~e bal~nce of - • ~Tea,< . . . .  l~g of 
payment position of this country, due first to a new boom. and then to the 
Korean "police action," drives it the other way--out of the dollar. This 
com~try has 10st almost two billion dollars of gold in little more then a 
year, most of it in seven months' time. Simult~neous].y, the dollar price 
of the yellow:metal in the free mara~ets of the world is climbing. Gold 
coins again are selling in Faris, Tangier, Beirut ~nd Hong Kong at the 
equivalent of~O per ou~ce and better, against our officisl orice of $35 
an ounce. This irrational capital flight has raised the Uruguayan curren, 
as an example, from a parity of three pesos to a dol!er to a high of two 
one ~ithin a ~er of a few months. Having ~cquired unl~m~ited power ore: 
its foreign exchan~e rates, ~nd havi~..g broken the "rigidity" of the gold 
standard, the welfare state is incapable of securin~ exchange stability. 

Uruguay is the principal outlet for flight capital today. The Sv~iss 
capitalists are shifting on a large scale from their ho~di}ings in dollars 
into holdings in Uruguayan pesos Sur~!y, ~ .... ~ "- 

. . . . .  ~,~ ~ , ~ . t e v z 3 . e o  is no~ a safer plec 
than 2Taw York The r e a s o n  i s  th,~t t h e  ~'" . . . . .  n • Jz u~uay~o~ peso _is ao~ to be devalu, 
according to o ~ ~ • opecu~..atzon, like the American dollar mi~ht be. As a matter 
of fact, Europe and Latin America expect an ear]~!~ devaluation of the doll~ 
If they expect it s~.rr, a:~.!y enough, ~ney mit~ht bring it about, because the; 
might draw so much gold ou.t Of the U. S. that one or two things will happ, 
But I am ahead of m~# o v ; n  story. 
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Losing two billion dollars of gold in a short stretch, possibly the 
greatest single gold movement in any s~ch period of history, proves that 
the international capita], market is very much alive. A person with a high 
fever _m~y be more alive thaa one with a norme! temperature. Presently, the 
continued loss of gold, which the United States Treasury countenances, is 
being shrugged off by many of cur a&m]nistrators., and experts as,,ifawehealthYhave 
sign of a better world-w1.o~ d:stribution of gold. They say: 
2L billion dollars, wh~t does it matter if we lose 2 billion?" 

The trouble is that it is not being better distributed by this process. 
equ1.~.tbr-.~ of the recipients, while 

It is adding little o r  nothi.ag to the " ~ "  ~ ~ 
creating a threat to the doiiar, Uruguay doesn't need that gold reserve. 
There,it constitutes largely hoards or causes inflation. On the other hr-,nd; 
confidence in the dollar is a conditio sine~a non for efficient mobiliza- 
tion. f~t both ends this gold ~l~w--fo~-~ers inflationary conditions or expect~ 
tions and endang~s the preparedness po-~ential in more than one way, 

The danger is far more serious in Europe than on this continent. For 
one thing, not all natim~s gain gold when ~'~e lose it. At the present time 
some of the greatest gainers ~ze those w~Yich contribute least to the common 
military effort~ Others lose, too, while the effect of their luckier 
neighbors' credit expansion on their own system~,, ~ is stimal~ting inflation. 
Even the gainers enjoy it w~,th misgivings. ~ne recent strengthening of 
the French monetary reserve by gold influx resulted in a proportionate rise 

- ~ circulation, which has inflationary effects. 
of the ~re..ch note 

Nor is this gold redistributio.u without drawbacks. It is dae in ultin~te 
analysis to a large exter~t, to the upsurge of American demand for foreign raw 
msterials wh'~ch skyrocket in price. T~ie sterling area ~my profit from gold; 
but Britain's domestic equilibri~n is on the verge of collaose due to the 
rising material prices which, coming on top of the devaluat]ton of the pound 
and of extreme ~noort re, strictions against Amc~rican products, call in turn 
for higher wages~ unleashing the we~l-~no~n price-wage-price spiral. Faster 
or slov~er, the same vicious circle is at work in France, Germany, Italy, 
the Scandinavian countries, and the I.ow Countries--everywhere. 

In other words, our gold redistribution does no~ bring stability to 
the recipient countries. Even where gold redistribution could do good and 
is not used for pure hoarding, it helps to raise prices di',~ectly or indirectly 
and to unleash the price-wage spiral and endanger, nay, more than endanger, 
break down, the artifical!y held-up price structures. 

]hues furtner~ The last 
~nat if the gold flow from this country cent 

statistics I have seen, those for th~ end of October, show that the United 
States has~dt~s~ a cent in terms of ,.ore~ capit~l investments in America. 
As a matter of fact, in the third quarter of 1950 we still gained capital 
from. abroad. Evidently, what capital he~s gone out of this country--the 
foreign dollar balances that were converted into gold--outbalanced the dollar 

~. • , . ~ ,  

inflow by more than 2 billio~ dollars in a year's ~im~. 

? 
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What might happen i.f the some eight billion dollars statistically 
known liquid, or short'term fO~"eign holdings in this country start moving? 
What if American capital s%erts follov~ing the example, thinking that it is 
better to have rain V day reserves in !~.,fexico and ~ait until_ the expected 
devaluation of the dollar is over? In short, a rim on the dollar might 
develop if this so-called healthy redistribution of gold Continues. 

Under the bygone gold standard this gold flow would have brought 
about skyrocketing interest rates ~nd falling commodity prices until 
our balance of payments position had been restor~,,~. That is the so-caller 
automatism of the gold standard. Presehtly, deflation, even of a mild 
sort, is taboo. The idea" 0±' full employm.ent--meanin~.,, p~-,'rmanontiy stable 
or rising prices and wages--c6mbined with the necessJ.ties for prep~red- 
mess and with the frozen structure of our interest rates precludes the 
possibility of any ~ueh normal correcti,.,~e. That is ~here the outer 
world's fear comes in. It anticipa¢es one of two courses to stop the gold 
o~."'flo~: - that the dollar w.,~l~" be either devalued or frozen. In either 
case the entire commercial System of the ~Yestera World will be thrown out 
of gear, and the expectation may set into motion new caoit~.l flows of hug~ 
dimens ions. 

How did we get into this u~'~stable position? What ma~ces an internati, 
financial system work in such an unbalanced fashion? Without .trying to 
write its history, let me point out the fm~damentals of the post-World-~,~a: 
IT international financial situation. 

The fundamentals are of an ideological nature. They are e~.~odied in 
the Bretton Woods program~ or, rather, in Lord Keynes' idea of such a 
program. That project marked a ne~v departure in monetary history. The 
two institutions, the International Fm~d and the International Bank for 
ReconstructJ:on, and what they stand for~ ~ere a compromise~ naturally; 
but the idea is clear. It was a corabination .of ultin;ate objectives of 
mutually excluding character. 

On the one hand, the s~ability inherent in t-he old-fashioned gold 
standard was to be restored, but without the gold standard. This was to 
be accomplished by several sets of diredtives. All meinber o~rreneie8 
were to be attached to one another by being put on a dollar base, and 
the exchange rates fixed after a fashion. They were changeable by col- 
lective consent only~ mot by the arbitrary decision of any single govern- 
ment. -%[u].tiple currencies and ~hat they entail--exchange restrictions~ 
payment agre.ements, clearing agreements, barter agr6ements~ and. simil~r 
discrJminatory tricks .a la Sehacht--}~'ere to be outla~Jed. The whole syste 
was to funct.ion..with the aid of short-term credits from the international 
fund and reconstruction loans from the International Bank for ~econstruct 
the assumption being that the credits would serve merely to ignite the 
motor, of genuine internation~l capital flow. 
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On the other hand, each individual country was left to follow domestic 
policies as it saw fit. It was supposed to do so along the lines of the 
full employment ideal, propagated by such superpl~nning bodies as the U. N. 
Economic Commission. To permit inflating the currency at home ~nd simLul- 
taneously stabilizing it abroad, escape cl~uses were inserted into the 
Bretton Woods program allowing for devaluations and exchange controls. 

But the full employment policies to be pursued domestically and the 
ationall~T simply were not competible 

stabilization to be obtained intern o - 
with each other. The Bretton V~oods institutions soon turned out to be 
a failure in the sense that they could not possibly fulfill the impossi- 
ble--to re-create the free capital markets and to nor~alize the balances of 
payments, that is, to play a game inwhich two sets of rules were applied, 
one annulling the other, The Fund and the Bank were left ~ith the choice 
between throwing their substantial but limited resources into a bottomless 
barrel and going bankrupt, or else throwing in the sponge and leaving the 

solution of the insoluble problem to someon~ else. 

That someone else was Uncle S~m, needless to say, who has been the 
promoter of the Bretton Woods program from the outset. Naturally, the 
job to make it work was his; and he tried to make it work by pouring 
out an annual six to seven billion dollars through the well-known channels 
of the Anglo-~nerican loan, the ~![arshall Plan, Truman Doctrine, the Export- 
Import Bank credits, and so forth, with the result of maintaining artifi- 
cally his inflated domestic price and wage level and weakening his own 
financial position without restoring that of Europe or Latin America to 
anywhere near a genuinely self-supportin~ condition. 

Now, the erratic capital and gold move~i~ents that I am talking about 
are nothing but symptoms of discrepancies between the officiel orice of 
gold in paper moneys and the value of gold or its purchasing power in 
terms of commodities. Ouz ~ commodity prices rise, while the price of gold 
is fixed. That is a disparity which calls for correction in one way or 
another. How long we ca~ stand the tension and how soon it will be 
corrected is a moot question. For most other countries the question is 
burning rather than moot, because it coincides with many more acute 

tens ions. 

The one common denominator of the o~ter worid's economic and therefore 
psychological troubles more than any other, and the one that underlines the 
gold and capitai movements in these erratic forms is inflation. Inflation 
is the prime reason for most countries~ inability to withstand the strain, 
Tor being thrown off center at any major provocation. If partial mobiliza- 
tion puts the European nations under such a severe economic %est--and, 
mark yO u , it is a severe economic test for all European countries, much 
more so than for us, even before it starts--it is so because of the infla- 
tionary pressures under which their economic bodies labor. 

~'~',., ~ ,,,. '> ~ ,~t<~..!_Lk~.-~ ,b. ,~!=,~. -~-~ 



These pressures go a long way to exolain the E~ropean pab~ic~ 
reluctance to be drawn into a military preparedness. When virtually 
all budgets are in the red before the impact of ~'maments hits them, 
people who are overtaxed already, more so th'an they ~re in this country, 
are inclined to resist the invitation to pay still higher taxes and to 
incur still more deficits. That should be obvious. 

The inflationary condition of the Western ~orld, particulerly in 
Europe, is evident on every score. It is the outcome of policies which 
were b~sed on the Bretton Woods ideology~ corabined with an attempt to 
carry on self-sufficiency policies at home, to inflste at home, to main- 
t~in L~aeconomic~..lly high prices ~ad wages at home, while at the same time 
trying to maintain international financial stability, it is a superbly 
grandiose conception--to make the best Of bcth worlds of finance, to merg 
the monetary stability of the gold standard with the economic security 
of the managed paper money. But it is as unrealistic as to concoct en 
economic system by infusing socielistic over-~ll control and planning 
into a capitelistic body of competitive markets. 

A game canbe played rationally if its rules are clearly defined 
and if the players adhere to the rules. The Bretton ~¢oods philosophy 
did not fulfill t~e girst criterion, which made it s~ole for the players 
to violate the second. In any event, the system failed on every score. 
Genuine international lending and investing did not ~~eterialize on a 
worth-while scale. Instead of dying out, multiple c~rrencies and monetar 
barbed wires strang.ulate the commercial and financial intercourse betweer 
nations. Instead of be±ng stabilized~ all but three or four currencies 
have been amputated once or several tL~es since World War !I; not a sing] 
one is standing safely in its "golden slippers," with the poss.ible excep- 
tion of the gold-saturated Swiss franc. 

The most spectacular aspect of this general unb~iance is the fact 
that, notwithstanding all the American ~id and all the European maneuver: 
the dollar shortage of the outer world first grew into a permanent calam" 
then turned almost overnight into a dollar su~p!us, vaith almost equally 
cal~mitous L~.~plications.. Both stem from the same source, inflation; and 
both were treated with the same medicine, infl~.tion. 

Such generalizations risk neglecting manjT side issues and minor 
aspects. But the real issue is what we are interested in today. The 
common denominator of postwar economic oolicies outside the Russian 
sphere--I wish I h~d time to compare the western with the i:~ussi~n finan- 
cial system--is fostering inflation, but at the same time supressing its 
.~n-i.£e.~t~t-i~a~ by excessive taxation, rigid contr, ols, more or less futil~ 
international conmtodity and trade agreements, and so forth. Infl~tion i~ 
self-adjusting, self-repairing phenoL~enon if it is left to the free m~rk~ 

!0  



to cure it. It runs i~s course and then it ends. But we maintain 
inflation permanently in the Western ]~.rorld by trying to cu1"e it by repressive 
methods. It is like repressing a fever so that it cannot fully break out 

but stays with you for good. 

. . . .  n hand and all sorts 
These two types of poliCles--inIlat~.o on the one 

of reoressive measures to keep inflation from breaking out fully--add up 
to what has aptly been labeled a rigid societ.v. I ~it speaking Of Europe 
now. The term ,,rigid society" was coined 'to describe the absence of dynamic 
~entum--the defensive attitude, the lack of incentive and of adaptability, 
the bureaucratism and passivity o'f the m~ture econo.u~r--the qualities which 
are responsible for Eurcpe's .impotence in matching the ~merican industrial 

progress. 

Their most tangible expression is the inability of European industries 
by and large to compete with ours for the. export outlets. In spite of very 
much lower wages everywhere--as much lower as one.third of American wages 
in Italy and in Germany--there is no country where the overage of prices 

to the United States level, not 
g_ • on manufactured products can be lowered 

even when American know-ho,t~ and n~chincs ~re utilized, and not even after 
the currencies h~ve been d~valued. This apparent mystery baffles the 
efficiency experts, who think in terms of the stop watch rather th~n of 
initiative. The truth of the ~atter is that the European type of controlled 
or subdued inflation produces all the disadvantages and few of the temporary 
stimulating effects of inflstion, because it eliminates much or most of the 
temporary profits end real ~age increases--those benefits would be temporary 

anyway--and leaves everybody dissatisfied. 

Since Korea, American exoorts~ thcse for ~,~hich payment ks received, 
not counting the freely exported goods, are declining, while imports ~re 
skyrocketing, Did the .,~arsna].l Plan--which was but ~.nother ~ttempt to 
fulfill the Bretton ~'~Ioods promise--succeed in making Eu~-ope self-supporting? 
Nothing of the sort is indicated. Whatever else the ~rshall Plen has 
acc0mplished, such as expanding productive facilities and~,raisinge living 
standards in the recipient countries, it certainly has fa_l n short of 

its main purpose. 

Now; we are again on the threshold of a new departure in global 
finance. ;~hat we need is a psychological adaptation, of our allies and 
the conversion Of t}ieir physical plant to the requests of the new situation. 
However, we are faced with the heritage of postwar internation~l finance. 
Our well-meant attempts to persuade and cajole our friends, such as by the 
European Payments Union and other alluring offers, into greater flexibility 
and self-reliance, have not been entirely futi!e~ and the attitudes differ 
substantially from countr,y to country. But, broadly speaking, there is no 
-doubt that what we have finenced is a process of ~conomic freezing. Pro- 
tected by bureaucratic setups, unionized and cartelized monopoly interests, 
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their price structures and incomes tend to freeze into solidified aggre- 
gates. The billions spent on Europe, whatever their velue from the human- 
itarian_____point of  v iew,  have  f a i l e d ,  i n  p r e p a r i n g  "'e~.n. g round  f o r  t h e  k i n d  
o f  mooz±~ty and flexibility that grows out of the free interplay of com- 
petitive incentives only. 

We have relieved Europe of the implicit burden of capital acctmula- 
tion, from the burden of saving at a sacrifice and investing under the 
guidance of the cold profit .motive. The resu/.t is that a system so deeply 
feeble emerges that its price struoture can be ker~<, together only by 
extremely car~fui navigation betv;een the cliffs of shaky price-w~ge system 
and conflicting vested interests and rights° i~,~ionetary .~jections do not 
work any longer, because they have gone so far that any greater doses ~re 
likely to create runaway conditions m .~ . ~a~.es cannot be raised~ because they 
have reached the limit. As a matter of f~ct, they are so high that they 
must be shifted on the consmner, that is~ on the worki~ nmsses, whose tea 
income is deficient accordingly. Direct controls do not work, because the 
people's patience has been exhausted too. They mere~ emphasize the empti 
heSS of a monetary unit that is besed on promises by ?{hich people do not 
live. 

If international finance of the postwar years, looking at it from 
the preparedness angle, is a dismal, pictI±re, it is not beceuse one or the 
other group of politicians or achninistrators is not worthits salt (which 
may be the case, incidentally, too). It is because it was a totally mis- 
guided system from the outset. The problem of our international prepared- 
ness policy, its pr.imJe financial problem now, is extremely d~fficult. Ho~ 
can you induce a Frencmman-- or a Britisher to raise his unit productivity, 
to be concrete about it, or to work longer than six days a week and eight 
hours a day, unless at substant:].all~r highe.r wages, and therefore at rmnawa 
costs, after having made it financially possible to J~bue h.~n with the 
philosophy that such overwork is contrary to the laws of ethics and econo~ 
How can you make an apparatus of production converL itself in a hurry aft¢ 
its entrepreneurial spirit has been congealed into monopolistic secur-[ty- 
seeking, emasculated by petty bureaucratism, and diverted into tax evasioz 
as its chief preoccupation? And do believe ~r~e. , i am not exaggerating. 

I have painted a very dismal picture indeed. Contrary to my habit, 
i have resd a major part of this talk; and perhaps I was galloping too 
fast to be understandable° But the lest question is: ~t~h~t can v.~e do 
about it now? It looks like a hopeless situation. 

Fortunately~ it isn't so hopeless as it looks. The fortunate thing 
about the capitalistic system--I don't know what ! should compare ~_t 
to--that it can be hit very hard and stand up pro~ptiy a~.in if given 
a chance. The profit motive is so strong that it can't be killed. It 
can be hurt but it r~stores itself overnight if given a chance to restore 
itself. 
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The problem is to restore the profit motive. By ,,profit motive" 
I mean profits in the broad se:~se, that in ~hich it is everyone's motive 
to make a good living. The problem is to restore that motive by giving 
it sufficient freedom and at the same time to channelize it in the proper 
direction. It is a very difficult problem politically and economically, 

but it can be solved. 

It presupposes very close financial and economic cooperation cn the 
highest level. We will not get very far, I dare to predict, with mobiliz- 
ing Europe into preparedness by military cooperation alone, as basic and 
fwld~nental as that, of course, is. We are not rich enough, to put it in 
popular terms, to provide 250 or 260 million Europeans with all the means 
of Warfare. They obviously have to do it themselves to a major extent. 
They have to do it along_ lines in which they must Cooperate, with us or we 

with them. 

Now, this is perhaps not the place, and certainly it is not the 
time, to try to elaborate a program of how to go at thet. It is burdened 
with the most difficult d~plo~mtic, political, ~nd psychological issues. 
We have to overcome vested interests, politicsl and economic, political in 
particular. We have to ov~rcome pre.~udices, fixed ideas, end biases of 
all sorts. The American statesmen who will manage to accomplish that will 
h~ve done something really ~D~St. It is ~ job fer more difficult than that 

of the logistician or the military side alone. 

The possibilities are vast and they don't need to be accompli shed 
to the full extent to be effective. Steps can be taken in the right 
direction, with the right methods, and we canmake progress. But let 
us be prepared for what is a major probability-'that it will be a very 
slow progress, much slower than the military calculation itself from the 

purely military angle would expect it to be. 

It will be a very slow process to make Europeans be efficient, that 
is, to overcome the luanpower shortage, for one thing, w~th which they 
are already faced now a~)d will be faced to a rising extent. I~ presup- 
poses a much greater efficiency in their utilization of manpower, the 
basic resource. That will be the number one problem. To do that is to 
put your finger on something against ~ll the vested ideological and 
political and economic interests which are freezing the ]abo~ ~ position 
in Europe. It will be difficult in this country too, but far more 

difficult in Europe. 

Therefore let ~s co~t on a very slow process &t best. At its 
worst I wouldn't lii<e ever~ to consider it. The neces~ities of the 
situation are such that I take it for ~ranted that on both sides of 
the Atlantic the men will rise who will be competent and powerful enough 
to put over the most unpleasant and ~ro.des]x~ab le refor~us, such as reforming 

the European manpower setup. 
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COLONEL BARNES: We are ready for questions. 

QUESTION: I am act sure that ! understood part of your speech. 
I want to rephrase it and see if I did. As I <mderstand your statemens, 
it was that the ~arshall Plan has failed in its main W~jective., that 
objective bein~ to make the cox~ries of western Europe self-supporting. 
From the statistics, what little ! know aboat them, it seems to me that 
France, for example, is producing more steel, coal, and so forth than 
it was, let us say, in 1938~ To a limited extent that ~y be true of 
England also~ and Germany is nearly up to where it was. If ~hat I under- 
stood about that is correct, I have difficulty reconci].ing your statement 
with ito 

D~. PALYI: That is a very good point. There comes in the great 
distinction between production and finance. One may produce at a record 
rate and ~o bankrupt if one produces the wrong thing. 

Statistics of production~ don't mean much. The British show 
a production vol~e some ~0 percent above the preheat level, but that 
includes the services of waiters in restaurants; and there are many more 
waiters today in England than there were in 1913. Nor does it help even 
if they produce more steel, as is the case in England, if they don't pro- 
duce enough coal, as is also t}~ case in England. 

In France, production has obviously increased. But what happened 
there? In ~he first place, the ex~orts to the dollar countries did not 
increase as imports from the dollar countries did. Whet does that mean? 
It means the same thin~ in effect as the difference between being in 
the red or in the black, It is just a tiny difference in color, yet it 
means a io~. 

Let me cite one more example° A reilroad can run perfectly while 
in bankruptcy, with a trustee running it; but it is still bankrupt. From 
the point of view of production, that is, the railroad's ouDput in freigh 
service, there is no difference; but you will sense that there is somethi 
in the picture that is not desirable and that in the long run has an 8dye 
effect on the whole enterprise. 

That is the situation in Europe. The French cannot balance their 
income and outgo without continued ~arshall Plan aid, even at this 
nonmobilized time. -That aid is just a small item, just a few hundred 
million dollars, half a billion dollars a year. But somebody has to 
put up those dollars. 

If we are so rich here that it ~kes no difference to us whether 
we pay the French every year a half billion dollars, well, that is one 
way of looking at it. That is the W~y French are beginnin~ to think 
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about it. -But ~hat is not a healthy way to look at it in any sense of 
the word ,,healthy." It ~s likely to have unhealthy consequences. 

Suppose we do net continue to give France a half billion dollars 
a year. Whet happens if America should labor under such strains that 
half a billion dollars to France every yea l~ and a half a billion to 
someone else and so on mean that prices are s~yrocketing and that there- 
fore we revert to the old-fashioned idea that vce must cut down on the . 
bonuses to foreign countries. That is a ver j" old-fashioned, gold-standard 
sort of idea. It is out of currency no ~.~, but it might re-emerge. What 
then will happen to the French s~stem? It.will. be faced with a crisis. 
Their expanded steel production stops, because they don't get the r~w 

material with which to produce steel and so o~. 
• volume. One 

In other words, what m~tters is not the productlon 
must look at the economic process under the long-term point of view. 
Germany had the most prosperous era -in its history during the twenties, 
which I had witnessed very closel}~. At that, time C~ermany was putting 
up pl~.nt after plant, all on borrowed money. The money was borrowed 
at 7 percent av@rage interest rate. The result was an unreasonable 
overexpansion, especially so in proportion tO the export possibi].ities. 
Germany got stuck on it a~ an internat~onal cr~sz~ "s developed. 

The lesson should be obvious. If one carries industrial expansion 
beyond balance with the presoective outlets and at prices at %,hich those 
outlets can absorb the oroducts, a point ~ill be reached at which pro- 
duction stops The productive facilities will become to a large part 

• there being no market for the 
worthless, because they cannot be used, 
"product, unless one resorts to a Russian type of system in which there is 
no such thing as a market problem. In that system the government provides 
the outlets by adjusting them to the existing facilitic~s. But even there 
errors occur and plants nmy come to a standstill even though to a very 

limited extent compared to ours. 

In other words, if we v~ant a free econo~uic system, wizen is the 
counterpart of a free political system, w~ have to think in terms of 
future markets. T~ere is only one way to plan for that, and that is 
by way of the price, system, by watching prices and adjusting production 

to wh~t prices indicate should be produced. 

But that so-called ~rice mechanism has been almost eliminated in 
Europe, or its operation vitiated. Production of capital goods, in 
particular, is based on gover~nent planning without any rei~ar d~to the 
prices involved. Whether it is p~.ofitable or not at given prices, makes 
no difference. V~ich is exactly like in Russia, but with this difference: 
That in western Europe there is no Russian system in which one can force " 
up the sale of those products. Thus an unbalance is bound to arise° 
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Actually it has arisen. The unbalance between domestic production 
and exports has become a permanent feat~ire of the European industrial 
a ppara t us. 

Why that unbalance.? Because the l'~<~arshal! Plan makes possible domest~ 
production without putting on pressure to adjust the export dema.~do If wc 
had given the ~iarshall Plan money on terms which would have forced the 
Eur0peans~to use it for expanding exaorts proportionately with the increas 
in production facilities and with the ri.sjzlg level of living standards 
that would be another story. 

That would have meant for ECA to take over the ~mnagement of the 
European economy, while the b~sic principle of ECA is that we don't mix 
into the domestic affairs of each individual country, r~ utherwzse, they 
might get offended and might not even ta~.:e the money from us o 

QUESTIO~: I was wondering what the repercussion would be if instead 
of devaluing the dollar, we raised its value. What would happen then? 

DR. PALYI: If we raised the value of the dollar, that is, if we 
should declare, say, that a~ ou~nce of gold is not equivalent to 3~ dollar: 
but only to 17o5 dollars, t~.en, of course, a].l those who quit the dollar 
would be in a very odd position '~ 

0 . lh.,y sold it at a time when the dollar 
. was low in terms of gold and will have to repurchase when it is high 
ay~ainst .gold. The speculators would have burned fingers or their pocket- 
books; and they would think .it over a long time before they speculated 
that way again. So far so ~ood. 

But what does raisin~ the gold content of the dollar imply? It 
implies that the gold reserve of the .Treasury is worth that much less 
dollars. If you double the ~old content of each do].lar~ and gold reserve 
is 22 billion dollars, it ~Jou].d then be worth only ll billion, 

TJ~ho takes the loss? From ~;hat source do v~e ~'~rite it off? It is a 
writing-off, a bookkeeping operation, if you plea~e; bu'b the books muse 
be in order. ?(e will have to raise additional taxes to the tune of Ii 
billion dollars or a loan in that amount. 

},,'Ioreover, another question arises ~ , .  
. ouppose the American balance of 

payments stays adverse, that is~ imports exceed exports, which is %~hat 
causes speculation, lA~'eil, it will take much less gold outflow to ruin 
the gold basis Of the dollar than it did before. In other words, unless 
you cure the underlyi~g forces th~.t tend to unbalance the American balanc 
of payments, the same situatlor~ would ~rise sooner or later ~gain. For t 
time being, we would have wo:: a victory over the speculators. 
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But how long would that l~st since the trouble is not cured? 
The~underlying trouble could be cured o~ly if we used revaluation 
as an opportm~ityto reduce the n~oney volume. But that would be 
deflation. Just inmgine wRat would happen to the stock market, to 
inventory values, to wages and civilian employment, ~nd so on. A 
collapse would occur. I would like to see the politicien v~ho dares, 

to consider such a move. 

COLONEL BARNES: Dr. Palyi, we are very grateful for your coming 
down here. It was a very stimulating l~CtL~e, very interesting. Thank 

you very much. 

(12 Mar i951--650)S. 
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