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Cognitive Dissonance and Post War Financial Architecture
• Bretton Woods objective: Eliminate Beggar my Neighbour policies

• Stability of Exchange rates
• Stable rates of exchange in terms of $/Gold

• Think of a country as a bank: issuing national currency 
• It has to guarantee the external value relative to $/Gold
• A private bank holds central bank reserves, the country holds $/Gold 

reserves
• The central bank can create domestic currency reserves 
• But $/Gold reserves have to be earned through and external account surplus

• Or: Sales of domestic assets or foreign Borrowing or an IMF Program

• Stable Exchange Rate = Stable Foreign Reserve Balance= Balanced 
Multilateral Current Account



Cognitive Dissonance and Development Finance

• UN Development Decade (1961 – linked to Alliance for Progress)
• UNCTAD I (1964) G-77 (UNCTAD II) Development Finance Target:

• 0.7% of Developed countries GDP to finance Developing countries 
purchase of developed country exports

• Developed country export surplus = Developing countries deficit
• Import led development =Debt based development = “Borrow your 

way to development”
• But Exchange rate stability requires External Balance within the 

limits of Forex reserves



From 1961 Development Decade to 1964 UNCTAD
• Bretton Woods based on assumption of stable exchange rates
• Stable Exchange rates require external account balance

• (Now called the “External Account Constraint”)

• BUT: Developing countries have structural external imbalances
• That is the definition of a developing economy
• Represented by  UPS: “unbalanced productive structure” (Diamand)
• Trend decline in “terms of trade” (Prebisch, Singer, Myrdal); 

• Solutions: Earn your development through
• Structural policy – industrialization: unlimited supplies of labour (Lewis)
• Building export sector -- Preferential infant industry trade policies 

(Havana)
• Exchange rate policies: dual exchange rates (Diamand, Kaldor) 



Post-Smithsonian: Flexible rates and Private flows
• Now Flexible but stable Exchange rates

• Change in the constraint

• Private Financial Flows to cover External Deficits
• No External Current Account Constraint

• You can always borrow from private markets to fund external deficit
• Private Capital inflow Depends on speculation 

• Privatization of State Industry
• Domestic Market liberalization
• Interest rate differential – carry trade
• Exchange rate anchor – currency appreciation driven by capital inflows



Domar “Capital Account Constraint”
• If rate of interest on debt is higher than rate of increase of outstanding 

debt stock: debt/GDP ratio rises without limit
• But even  if rate of interest on foreign borrowing is below or equal to rate 

of increase of outstanding debt stock and debt/GDP ratio stabilizes
• Domar/Minsky  Rule: This is a PONZI Scheme 
• Will Eventually lead to a financial crisis

• (even a decline in the rate of inflow falls but remains positive!) 
• Replaces an IMF Austerity programme

• Domestic bank crisis and exchange rate crisis
• New External Constraint in a “Capital Account Constraint”
• Greenspan: (Mexico) Not a Current Account Crisis, A Capital Account 

Crisis



Where do these constraints come from
• Rosenstein Rodan – “development”: solve the problem created by 

the new national economic boundaries after Versailles
• Disrupted existing productive structures (we now call them supply 

chain disruptions)
• Optimal production area ≠ optimal currency area ≠ optimal political area
• How to develope self-sustaining productive structures in these new 

economic areas
• By definition they had unbalanced productive structures
• First priority – internal structural balance
• Then finance (on a risk diversified Regional financial trust)

• It required a Big Push, or a Big Bang or Balanced sectoral Approach
• This was no Soviet style quantitative planning!
• Based on substitution and complementarity in the Keynesian Multiplier



The “simple” solutions
• Remove external balance constraints

• Eliminate national boundaries: Regional trading areas
• Reduce trade impediments

• Remove financial constraint
• Capital controls (on inflows)
• Eliminate national currency
• Multiple Exchange rate regimes
• Eliminate exchange rates

Create common area currency
• Replace the US$ with ??

• But: International Financial Architecture is based on Bilateral Debt
• The   problem is to remove the Ponzi finance of external 

constraints



Climate Damage Does not respect borders
• Climate Damage is a debt pusher – it forces countries to borrow

• Banks create money out of nothing; climate change creates debt out of nothing
• Think of a hurricane as a mafia offer you can’t refuse
• Or as a debt to “Gaia” accumulated over time

• Accumulates faster for countries with lower means to Remediate
• Geography: SIDS, Production: climate dependent Agriculture

• No Policy remedies: Good macro policies won’t help
• Not only generates a Maldistribution of debt

• But also of populations, of water: drought, flood, turbulence
• We can do something about the people, not the water 

• But emergency financing remains on a bilateral basis
• And remediation creates contingent debt with no debt service
• Is there an asset to match the Climate debt



How does this system deal with Climate Change?

• Remediation/Reparation of Environmental Damage
• For low-income countries requires extraordinary budget expenditures
• Think of the hurricane as the “Sovereign” Climate creditor and the country 

as the debtor 
• And may require imports of foreign technology/materials: foreign borrowing

• This creates a contingent or “double debt” burden
• No SDRM is possible with the hurricane – you have to pay now with 

emergency services and repairs
• So no temporal restructuring is possible
• No SDRM is possible with a foreign creditor since no exports generated 

• It is pure Ponzi finance



Global MalDistribution of “Fiscal Space”

• While climate damage is random across borders, the fiscal space to respond and offset the internal costs is not. 

• Developed countries have the fiscal space to use traditional “Keynesian” expenditure policies to support domestic 
incomes. But, as Lerner pointed out long ago, as long as debt is held internally the major impact is one of domestic 
redistribution of income; . “The proper analogy to the incurrence of internally held national debt is not an 
individual borrowing from another individual but an individual borrowing money from one of his pockets to put it 
into another. ” 

• But he also noted a basic difference between internal and external deficits: “Increasing debt to other countries or 
to the citizens of other countries does indicate impoverishment of the borrowing country and enrichment of the 
lending country. … The country cannot by monetary manipulations consume more than it can produce.”

• “repayment {of foreign currency debt} will constitute a real burden on the country just as the borrowing provided 
a real benefit quite different from any benefit that can accrue from internal borrowing. When the time comes to 
make the repayment there may be great inconvenience which could lead to default. But none of these 
considerations is at all applicable to internally held national debt which from the point of view of the nation 
cancels out.” 

• This means that there is a differential burden on developing countries responding to the crisis in terms of the 
real costs of servicing the external debt. While debt ratios have been further aggravated in all countries by the 
increasing interest rates led by developed countries’ central banks to offset the impact of these events on 
inflation rates, this further increasing the differential burden placed on developing related to developed 
countries. 



Why Keynesian deficit spending won’t work
• The conclusion is that the resolution to the remediation of climate damage via 

“Keynesian” policies is not the appropriate solution because it produces an 
inequitable burden across countries at different level of development without 
providing a solution to the real problems in the required structural adjustments. 

• In simple terms the problems that are created by the impact of economic 
behaviour on the environment may be described more specifically as follows:  

• A redistribution of global water supplies 
• from continental ice to liquid ocean, 

• from liquid oceans to atmospheric moisture to peak storm redistribution

• to flood or drought. 

• A redistribution of arable land for food production 

• A redistribution of the global population.



A transfer problem
• Keynes provides a suggestion on how to manage the problem: “if our central controls succeed in establishing an 

aggregate volume of output corresponding to full employment as nearly as is practicable, the classical theory 
comes into its own again from this point onwards. If we suppose the volume of output to be given, i.e. to be 
determined by forces outside the classical scheme of thought, then there is no objection to be raised against the 
classical analysis of the manner in which private self-interest will determine what in particular is produced, in 
what proportions the factors of production will be combined to produce it, and how the value of the final 
product will be distributed between them…. Thus, apart from the necessity of central controls to bring about an 
adjustment between the propensity to consume and the inducement to invest, there is no more reason to 
socialize economic life than there was before”.

• If we substitute the words “sustainable environment” for “aggregate volume of output corresponding to full 
employment” and “volume of output to be given” we have

• When the supplies elasticities are not sufficiently high to produce structural adjustment or when the time 
constraint does not allow for market adjustment then the government is charged to intervene to provide the 
required changes in productive structure in which the private sector can continue to operate to “determine 
what in particular will be produced.” 

• Government managing the adjustment may be impeded by the financial architecture– the debts we are facing 
cannot be written off, and they are in general cross border which means transfers are impossible.



We are facing structural adjustment problems
• Schumpeter criticised Keynes’ General Theory for the simplifying assumption that the structure of production 

was independent of the level of effective demand. The analysis of the impact of demand on the sectoral 
composition of output was ignored. Yet, the resolution of the crises we face today will require changes in the 
economic structure, not in ensuring the full utilization of a given productive structure which is the objective of 
the Keynes’s theory. 

• The production structure was addressed by Keynes in How to Pay for the War, there the question was primarily 
the appropriate balance between saving and investment to reduce production of consumption relative to 
investment in military goods. 

• Joan Robinson’s elaboration of disguised unemployment broached the question of the sectoral distribution of 
employment when she noted that a shift in workers across sectors with productivity differentials could affect 
productivity and the definition of full employment output given the productive structure. 

• It was left to VKRV Rao and others to extend this insight to analysis of developing economies in a model that 
was based on the sectoral structure of production that occurred when a manufacturing sector was created to 
absorb underemployed peasant labour. 

• This process was eventually enshrined in Arthur Lewis’ “classical” model of unlimited supplies of labour.



Structural Adjustment?

• For the majority of the development pioneers a balanced production structure could be supported by 
government expenditure via the multiplier increasing productivity, focusing on the importance of changes in 
the sectoral composition of output to include manufacturing where the potential for innovation was 
greatest. 

• The difficulty in achieving these changes in the structure of production was highlighted by the historical 
evolution of the terms of trade which led to discussion of the global structure of production in Myrdal’s 
emphasis of cumulative causation and the Prebisch-Furtado theories of relations between the centre and 
periphery. This approach linked the changes in the domestic and international structures of production in 
the discussion of the international division of labour. Structural adjustments had to be global. 

• The application of these issues was generalized in Marcelo Diamand’s theory of Unbalanced Productive 
Structure. Diamand’s message is not so much the imbalances in integrated processes of production which 
produce bottlenecks as it is the difficulty of market mechanisms to effectuate adjustment when faced with 
bottlenecks or other supply constraints. Both Lerner and Prebisch had already noted the importance of 
appropriate supply elasticities in the market process in adjustment to sectoral imbalances. 

• Diamand applied this approach to the 1970s oil crisis where much as today there was little supply response 
to a substantial increase in prices so adjustment was to quantity of available resources; 

• the corollary was a redistribution of income from the general population to the owner of the inelastic 
resource. If you need a visible confirmation, profits at Aramco, or any other energy company.



Burden sharing
• But, in the present context the common methods of dealing with the differential costs 

generated by the rising debt service is not available: debt forgiveness. No HIPIC process 
will solve the problems created by the pandemic-environmental-political catastrophes. 
The debts we are now dealing take the form of what we have borrowed from nature, in 
the form of environmental degradation, and which now have to be repaid. They are 
similar to unrequited or odious debt. Nature is not a creditor that can write off these 
debts, they have to be met. And they cannot be repaid in the normal sense, there is no 
transfer mechanism that allows this to take place as even the best COP proposals simple 
serve to stop the borrowing, to stabilize the borrowing from nature at some hypothetical 
level of temperature increase. And as Diamand and Lerner have emphasized there is no 
market mechanism to bring about the required measures. 

• The best we can do is an equitable distribution of the costs and the current financial 
arrangements place an inequitable burden on developing countries because they do not 
have the required fiscal space, technical capacity and are required to resort to bilateral 
external financing.



Try an Old Idea
• Since the problem is not so much the costs of meeting the challenges of global 

climate change – they have to be met and they are real, the basic problem is the 
global distribution of these costs created by the fact that developed countries can 
deal with them via creation of internal deficits and debt while this is not available 
to developing countries. This means the problem has to be dealt with on the level 
of a global financial institutions. 

• We could think of this as designing the global financial system on the pattern of a 
domestic system, so the question is simply one of looking at the equitable 
distribution of costs between developed and developing countries. 

• This would mirror the approach Keynes used for a global clearing union based on 
the extension of what he called the “banking principle” from the national to the 
international level. We can think of this as the mirror of Lerner’s affirmation that 
government debt creating deficits cannot produce a real cost since there is always 
a necessary equality of debits and credits. In such a system, the debts and credits 
are always internal to the global clearing system.



The Schacht Plan
• Keynes was not the only one who patterned a global clearing system on the banking principle. While there 

are no costs related to clearing global deficits by credits, there is an implicit or notional cost for the creditors.

• Hjalmar Schacht (adopting the position of Adam Smith) noted that the massive gold supplies held after the 
second war could be used to finance reconstruction. He proposed a transfer of the US earmarked gold 
supply in Fort Knox to a special German account in the Bank for International Settlements designated for 
German reparations. He notes that this transfer would create no real cost to the US.

• A German issuing bank or institution could create a gold backed currency, the “Thaler”, equal $1 to lend to 
German enterprises to finance  the development of export industries to restore German balance of 
payments equilibrium.

• The foreign exchange earnings of the enterprises would be available to repay the Thaler loans. Over an 
expected reconstruction period of thirty years the export earnings would compensate the US for the gold 
credits advanced to the BIS. 

• The plan has an additional benefit: since the US gold in Fort Knox did not generate a return, no interest be 
charged on the transfer of gold, while the Thaler loans would have a positive rate, with could be managed to 
provide an incentive to the borrower or a source of revenue which could provide additional financial 
resources for development. 



Gold holdings of some of the major central banks 
February 2024, March 23 Price $2200 per ounce, 1 metric ton is equal to 35273.9619 ounces =  
$77,602,716.18 

• United States: 8,133.46 metric tons (MT) = $631,178,587,941.38 
• Germany: 3,355.14 MT =  $257,263,868,516.97 
• Italy: 2,451.84 MT =  $190,269,443,638.77 
• France: 2,436.75 MT =  $189,098,418,651.62 
• Russia: 2,301.64 MT = -------
• China: 2,010.51 MT =  $156,021,036,907.05 
• Switzerland: 1,040 MT =  $80,706,824,827.20 
• Japan: 845.97 MT =  $65,649,569,806.79 
• India: 794.63 MT =  $61,663,118,276.63 
• IMF: 2,814.1 MT =  $218,381,803,602.14 
• Total    $1,850,232,672,168.55 
• Global Estimate $2T
According to the most recent Global Landscape of Climate Finance report, the Paris Agreement 
limiting warming to 1.5C over pre-industrial levels would require US$4 trillion per year on 
decarbonization before the end of this decade, and over US$6 trillion per year by the 2040s. 



How much Gold is in Central Bank Accounts
• A rough estimate $1.8 T (excluding Russia). But the ABSOLUTE magnitude is not important, since financing is not the 

problem, 
• Following Schacht a Sustainable Climate Bank could be created to receive the accumulated gold holdings of Developed 

and Developing countries. However, credits would be for directed to climate remediation expenditures for Developing 
countries against approval by the Board of the Bank denominated in “Climate Thalers” backed by  gold at the Bank.  

• The funding would not produce export credits, but rather climate amelioration credits in developing countries which 
could be offset against their earmarked gold accounts in the Bank. This is the equivalent of the redistribution involved in 
internal financing taken to the global level. What Lerner called the shift from the left pocket to the right pocket, only now it
is at the global level.

• The gold transfers would not be repaid in gold or dollar claims, but they would generate climate improving expenditure 
credits without direct real costs to the developing countries and improvements in conditions which would be shared 
globally. 

• Such a program would respond to two needs – it would allow developing countries to meet their climate costs without increasing 
debt service commitments to developed countries or the IMF

• And without having to reduce domestic incomes to generate the real transfers required by debt service.
• Second they would provide the equivalent of debt remission which would not require a reduction in developed countries income 

since they would be paid from the non-remunerative gold holdings. 
• In addition these changes in financing could occur without impact on the domestic monetary policies of the developed countrie s 

since these are no longer predicated on gold to back their national currency, as well as being independent of the domestic 
monetary policy of developing countries. There would be changes in domestic fiscal positions, but these could be easily dealt
with by changing the accounting conventions for government expenditures in national accounts. For example, in the past, 
Germany has allowed special treatment for investment expenditures via the golden rule, and a number of economists, including 
Keynes, have proposed a special form of fiscal accounting to distinguish current from capital account expenditures. Expenditu res
to ensure a sustainable environmental future would seen to qualify as part of long-term capital account expenditures, although it 
is not clear how they would be calculated.



Coda: Do we really need to have the gold 
backing?
• No, the Keynes clearing union proposal would do as well, but the 

Schacht approach  might be easier to implement.
• Schumacher made an important amendment to the Clearing plan
• It preserves national currencies, while eliminating the $
• It eliminates bilateral debt relations, but retains multilateral 

balance: It does not require reserves or a capital base
• Easily implemented with digital currency technology and Layer 

One distributed ledger technology
• It opens the possibility for an International Investment Authority 

which could be dedicated to Environmental Sustainability



A Private sector clearing system patterned on 
Keynes’ proposal already exists



•Thank you

•Read more on Modern Applications of the Clearing 
Union Approach 

•at jankregel.org
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