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To whaot extent was world trade bilaterally balunced prior
to the world depression? To whot degree did bileteralism increase
during the depression? If we confine our attention to commodity
trade, it is possible to frume reesoncbly exact unswers to both
quastions. It is of course somewhet arbitrary %o restrict con~-
sideration to trado in commoditics only, since service items cre
tlso of intsrost in this connection, but insufficient data wure
aviileble to meko possible the more idesl approcch.

A simple und ruther interosting method of attecking tho
foregoing questions is to imegine « situution in which euch country
balances trudo biluterally by simultuneously meking the following
dcecisions: (1) to muintuin unchangod its level of imports from ouch
country with which it hus heod & favoruble trade bulanco, and (2) to
rcduco its imports (to the luvsl of its exports) from ewch country
with which it has had wn unfovoreble trade bulunce. In this situction,

" all countrics would find their trede balunced on a bilatorel besis;
betwooen wny two countrics, cxports would cquel imports, e¢nd would be
ot thz lower of tho two former me.gnitudes. For any given yecr, it is
& simple matter to figure out how much trude would shrink if such
decisions were to bo mide; 11 thit is necessury is to comparo the
getunl veluo of trade for the yerr in quostion with the w.luc vhich
would hove obtcined, hud imports betweon sny two countrius beon equal
to exports at tho lowor of tho two figurcs. Tho question cun bo
arsworod not only for the world &s & whole but for individucl countrias.
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Of course, the more trede is bilcturelly balenced ot eny given time,
tho less truds cun shrink under these essumptions, so thuet it is wn
o5y metter to determine whethor trade is rorc neurly balunced bi-
letorally in one yu.r than in enother.

Fortunately, much »f the work required for nuking such
ccleuletisns hes elrewiy boonm donc by the Lewgue of Notions in its
study, Tho Network of World Trede (1942). 1In this volume, imports
end oxports »f wll countrios .re brokon dowvm by countrius of origin
cnd dostinetion, and wre steted in dollurs et snnuel-evorage cxchonge
rehes.,  PFigurcs are wveiloble for throo yotrs--1928, 1935, und 1938,
Of these yesrs, 1928 cni 1935 h.ve herc becn chisen for comperi son--
the first yewr t» represont the more or less "normil” situwtion pre-
coding the depression wnd the latter your t5 ropresent tho situstion
es affceeted by the world slump. Twenty-six countries are included in
the study. These countries in 1928 wcccountud for wpproximately 86 per
cent of international trade.

Ths rosults of this investigution wre summurizoed in the
ensuing tublo end sceompunying cherts. 1In the tuble, each country's
imports from the other countrics in the group wrec compurad with the
lovel of imports which woul . huve preveiled hed the countries belenced
bilaterslly in e dowmwerd direction. When the latter lovel of imports
is cxpressod s o porcoentuge of the former, en indfox of tho degree of
bilatorsl belunce is obtaincd, in which & figurc »f 100 indicsatos
¢omplote bulsnce. By this mothod, « figure is obtained for oech
country wnit for the group as o whole.

An exemination of thoe table and cherts rovoels that most
countrius wers churacturized by e highor degrec of bilaterel belence
in 1935 than in 1928. Tho most striking instance is tho Sovict Unien,
which in 1928 wes the lewst bilaterally bulancced of the untire.group,
yet in 1925 wus in clmost complote balunce. The Russicn case, however,
sh»uls not be token too soriosusly, since in neither yoar 4id Russia
socount f£ar &s much es 1.5 por cent of internutionsl trade. In genercl,
the countries which show & significent inereuse in bilaterelism betwoen
thqe twe yuurs ore countries sf which such @ chinge would hivo been ex-
pectods  For cxemplc, it is herdly surprising to find thut the trade of
Germeny, Demmurk, Polend, und irgontine wes more bilcterel in 1935 thon
in 1928, and it wouli be most intercsting to invostigate tho degree to
which bileterwlist tendoneics in thoese countrivs were reinforecd and
extended Juring tho later. 'thirvics,

From tho figurus in the teblc, it is possible to statoe how
rnvch the intornetionel trade of the group woul i have shrunk if &1l the
countries hal -ictormined to balunco biluterally in the munnor indiccted.
Ir 1928, tredc wonld have 2iminished by 28.6 per cont; in 1935, by 26.1
per cent. Since the lutter figurc is smallor thun the former, the intor-
netisnel tredc of the group ws o whole was in a voro bulencod positisn
bileterully in 1935 thun in 1928, But the vstinmcted inercase in bi-
leterulism--on incrousc of 3.6 prr cont--is less thon might hove boen
cxpected., Thu rocson for this is thit sevoral »f the countriuvs in tho
group, incluling such important countriss in intornctiosnel trado os
Frenco, the Unitod Kingdom, and the United Stutus, appour t~ have been
less bilutuerelly beluncel in 1935 than in 1928.
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CHART 3

CHANGE IN DEGREE OF BILATERAL BALANCE
FROM 1928 TO 1935
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Bxchango Rates of Contral Buropocn Currencies J.H.F.

The Hungerion Netional Bank has euthorized crodit insti-
tutions to quote interbunk cxchungo rutus for somc currcncics for which
no official rates cro quoted in Budapest, but which appoar on the narket
from timc t- time . On the basis of theso quotetions and of the offiecisl
doller rate in Budupcst, cross rotus between these currencics and tho
doller cwn be computod. In tho following tablu, the eross rotos ere
comperod with tho officiul wnl bluck markcet ratos quoted in the countries
of the ruspective currcncies.

Central Buropoon Ixchange Retes, Mey 1946
(United Statos conts por unit of loc:l currecncy)

Locel Local ’ Budapest

official black murkot cross rete
sustrion schilling  10.0 1/ 0.83 &/ 1.59
Bulgarien lov 0.83 -- : 0.095
Czechoslovak crown 2.0 0.40 3/ 1.67
Germen mork 10.0 _/ c.27 ?/ 0.77
Polish zloty 1.0 0.22 E/ 0.L49
Ruraniun leu 0.005 0.0022 0.0025
Yugoslav dinar 2.0 0.39 2/ 0.55
1/ Militcary rate. 2/ spril. 3/ Januury.

L/ Marech. _ 5/ Februery.

The cross retes wre of limited significunce bocauss of the
small quentities of curroncics treded. They wre, howevur, bettor
iniicetions of w possible cquilibrium rute than cither locul cfficial
or locel bluck murkot quotutions. Most officiel quotutions sro arbi-
trory end wre often influonced by politicul considerations. Bleck
norket quotstions wre fraguently subject to violent fluctuctions for
roasons essociuted with vegerivs in off'ieiul policices on bli.ck merkct
ropression, wnd orc listorted bucause of the risk promium rosulting
from the illoegul chaructor of the merkut. The cross roates, on the other
hend, refluet tho judgment of shrowd spociclists in markots comperatively
free from officiul menipulation end devoting particuler attention to
farcign exchungo problans beewusc of the broukdown of their respective
donostic currcneies., In this rospeet thoy are compcreblo to tho rates
quoted in the toleruted froe merket «t Istenbul which, during thoe wer,
provided vasluuble indieutions ¢s to thoe stunding of the currcneies of
the belligerent nutions.l/ £11 2f tho cross rates show sonsidorcble
diserunts from offieial rotes, renging from 17 pur cent for tho Czocho-
slovek crowm to 92 per cent for the German merk. £11 rotes are, howevcer,
highor than locul black merkoet retoes wlthouzh purt of the difforence may
bo due t» wvictions in the Jdotes of quotutisn.  If the cross reatos
romein reesonubly stoeble, they mey be tuken into considersatisn in evalu-
tting the uquilibrium level of oxchange rutes t> be ostoblished under
tho Bretton Woods fgrecments., :

1/ Sco Review of Foreign Doveloprients, June 11, 1945, p. 11.
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Exchange Practices and the Fund

Alice Bourneuf

Introduction

Members of the Fund have been subject to all their obligations
under the /Agreement since December 19L5, Precisely what their obli-
gations with respect to exchange practices will be in normal circum-
stances is not clear yet, however, partly because many are taking
advantege of the special transitional arrangements permitting the
meintenance and adaptation of war-tire practices. It is important to
analyse the exchange practices which appear to be permitted under the
Fund Agreement in normal circumstances, without special Fund approval,
and whether these are the most desirable exchange practices.

7ill a member of the Fund be assured that other members will
not normally be allowed to use exchange devices to limit current purchases
from it? Is a member obligated, in normel circumstances, to allow the
free exchange of its currency for others, provided its currency has
been recently acquired by nonresidents as a result of current trens-
actions or its own residents wish *to obtain other currencies to make
payments for current transactions? /ill the exchange practices normally
permitted under the Agreement enable members to use the proceeds of
current exports to any one member to finance current purchases from
other members?

Will the fact that members have access to the Fund affect
their exchange policies? Will they adopt certain exchange prectices
because they wish to draw on the Fund rather than their reserves, or
to sccumulate reserves rather than Fund drawing privileges? Will
certain currencies tend to be drawn from the Fund while the currencies
of other countries are not drewn from the Fund even though those countries
have & fuvorable balance on current account? Will the Fund itself adopt
policies with respect to access to its resources by members which will
aff'ect their exchange praclices?

Multileteralism versus Restrictions on Current Payments

It is often said that the Fund provides for a multilateral
world, a world in which each country will normelly be able to use the
proceeds of current exports To any one member to finance current
purchases from any other member. This is usually teken as equivalent
to the statement that members rust not impose exchange restrictions on
current transactions, ercept with the approval of the Fund. But these
statements are not equivalent.

According to the first statement, country 4 is protected
azainst blocking by B of the sroceeds of current exports to B; pay-
ments to £ from B will be in some form which enables A tc finance
purchases {rom other members. If, for exemple, payments to A ere made,
in the first instance, in the currency of B, these currency holdings
can be used by A to obtain the currency of any other member country.
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This is of' special importance to A if its exports to B exceed 1ts
imports from B. According to the second statement, on the other hand,
country A is essured that the monetary suthorities of B will not use
exchange devices or restrictions to prevent residents of B from making
peyments to A for goods or services they wish to purchase in A. This
assurance is somothing different ond is of great importance to A. Ir
payments to . ere restricted and limited by the cuthorities of B, for
cxanple to e fixed emount, whether payment is made in the first insteance
in locel or foreign currencics, the assuresnce of the first statoment--
thet 4 con usce the procsoeds of exports to B to pey for goods purchused
from other membors--mey be of rolatively littlo veluo to A. It soems
clear thet the climination of blocking does not nccussarily imply tho
ebsonce of rustrictions on payments. It mey slso be argued that the
climinution of i1estrictions on payments docs not neccssurily imply the
ctbsonce of blocking.

Gonersl Clausc Governing Rostrictions on Payments cnd Trensfers

Tho goneral clause in tho Fund Agreemont relating to exchange
rostrictions obligates membars not to "imposc rostrictions on the meking
of peymcnts snd trensfors for current internationsl transcetions."l/ The
obligition not to imposc restrictions on the meking of paymonts pro-
sumably means thet monctary authorities can not uso exchonge regulations
or dovices to prevent thoir rcesidents from meking peyments freely to
non-rosidents for current trunsactions. Tho right of any member to usc
othor devices such ws tariffs or quantitutive restrictions on imports
is not affected. It is difficult to draw tho lins between gquontitative
wnd cxchunge rostrictions. Quentitativo import rostrictions, howcver,
sre usuelly considered to bo restrictions imposcd on the amount, not
th, velue, of specific commodities which may be imported. 4 regulation
providing that peymcents to o given country {or to &ll countrics), for
onc¢ commodity or for &£ll commoditics, may not oxceed a given value in
e given time period, whether in locul currency or in foreign currconcy,
is usuelly consideraed to be on cxchenge rostriction.@

1/ Fund Agromont, Articlo VIII, Sootion 2.

2/ Ls far cs invisiblo itoms arc concornud such ws tourist, freight or

=~ insurunce services, or gifts, it is difficult to imagine the impo-
sition of quuntitetive restrictions. .Any limitetion on the use of
such foroign services or the moking of gifts would presunably restrict
peyments for such ifems. It would be in velue terms normelly end
would be considercd «s nn exchunge rostriction ruthor then a quanti-
tativo restriction. Ths rogulction probebly would not prohiblt
travel sbroud s such or the transport of goods in forcign vessels,
but would prohibit puying more thun ¢ certein wmount for such
services. Quantitative restrictions on imports, on the other hand,
ectually forbid the physical importation of the goods buoyond certein
smounts. Any porson who proves he hes been liccnsed to import the
goods cen not ba preoveonted by quantitative restrictions from paying
for thom.
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It may be argued that the obligation not to restrict pey-
ments would be met if country B did not restrict peyments to other
countries in B's currency for current transuctions, irrespective of
any restrictions imposed by B on the use other countries could meke
of belences of B's currency so scquired by them. The ovbligetion not
to restrict transfers, however, clearly implies something more. If
residents of B meke payments to residents of A in the first instance
in B's currency, for example, B presumably cun not prevent residents
of A from transferring such sums into some other curroncy. But into
whet currency must B allow residents of A to convert these holdings?

Or if rasidents of A request peyment in the first instance in A's
currency or in dollurs, which involves & trunsfer us well us & peyment,
must B ellow its residents to procurs such currcncivs frocly? Does the
Fund obligw.te membors normelly to permit froo gxchenge murkcts for tho
procceds of curront trunscctions? The wnswors to these quostions mey
detormine wheothor the Fund provides for s multiletorul world. Ro-
strictions on trunsfors muy be no rore importwent thun restrictions on
puyments but tho implicwtions of tho eliminwtion of trwunsfer restrictions
.ro less clearly understood «nd will be considercd clmost exclusively

in this peuper.

The Convertibility Provision - Frec Zxchonge Merkets?

If belances of B's curroncy wcquired by & &s & result of
currcnt oxports to B irc to sncble her Lo pey for currcnt purcheses
from eny other country, it moy be wrgued thut the belences must be
frocly convertible into the currcncios of other countrics in the murket.
An.lysis of one of the provisions of the Fund fgroument suggosts, how-
over, thut members cre not obligutod to permit frec cxchengoe merkoets,

The provision which suggests thit fros convortibility of
currencics in the sense of froo cxchunge murkots is not wssurcd is
the "convertibility provision."™l/ This provision obligutues tho ronctary
guthorities of uny membor country B to purchusec, from tho monutory
suthoritiss of wny othsr mumber country A, balunces of B's currency
rccently acquired by A s « rosult of current trenssctions, if those
belunces c¢rc needed by A to mkae p»ymcnts for currc¢nt trunsoctions.,
Country B hus ths option of buying the belencos of B's curroncy from
A oithor with gold or with A'§ currency. Thure erv & numbor of con-
Gitions under which B is not obiiguted to muke such purchasos. In
perticular, B is not so obligeted if rostrictions on currunt poyments
cnd tronsfors huve boen imposed by B in conformity with the Fund Agree-
ment, or if B is inwligible or uneble for wny re.son to purchase curron-
cics from the Fund, or if £4's currurey is scurce in the Fund.

If 011 members wore obliguted under other provisions to permit
free exchrnge trunssetions in their markets, us fur .s tho proccoeds of
curront trinsuetions are eoncorned, this convertibility provision would
tppewr to be unnscessury. Country A could scll bulenecs of B's currency

1/ Fund fgroement, Articlc VIII, Suetion L.
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in B's markets for &ny other curroncy.l/ Sinco the convertibility pro-
vision must bo consistent with othor clauses of the Agreoment, thure
nust he no obligetion under othor cleuses ‘of the Agroemont to permit
free exchungo markets for the proceeds of curront trensactions.e/ If
the gencral obligution not to rostrict trunsfers does not require
members to pormit free exchunge merkets, vhut does it requiro?

The Reoputriction Principle

The "convertibility provision," which assurcs A thut, under

certain conditions, it cun convert bulcncos of B's currcaney, rucently
tequired s & rcsult of current transwctions, into its own currcnecy,
reclly wssures & thot it can bo peid for its curront exports to B in
its own currency. It mcy be d@scrlbed s assuring A the right to
repatricte the procoeds of its cxports. Is this scmo rcpatriation
prlnclplo implicd in the gonerel clouso prohlbltlng restrictions on
"peyments and trensfors for current trinsuctions’ "?  4s montioned sbovo,
tho word Mrensfors"” implics that A must be able to ruccive payment
from B in something othor than B's curroncy. Since ¢ momber which 1s
eble to druw on tho Fund is only obligetud, under the convertibility
provigion, to purmit paymonts to wnothor country in thot country's
currency, it secms cluar thet thu genordl clause, which applioes whethor
or not o member is &blc to drow on the Fund, docs not obligatc a member
to do rore. Tho generwl clousc, then, mey be sssuned to incorporute
the repotrivtion principlo.

17'Countrv A would bo protected cguinst any substuntial oxchange loss
becruse of B's obligation to mointain tho rutes of exchenge within
its territory botwecn its currcncy wnd other membor currencies with-
in the prescribed murgin of pur.

g/ It hes @lso been ergusd thet, sside from the implicutions of the
convertibility provision, members have the positive right to prevent

selos of their ovm curroncies, sequired us w result of current trans-

cctions, for the currenciocs of third countrios, bocause such sulos
might in any ccse involve o capital trunsfer. This position scoms
to rest on & stroined interpretation of the Fund Agreement. Thero
is of course & possibility thet such exchengo trunsactions might
involve cupitul trunsfers betwoen the twy other countrius. Since
the Fund dres not specify thet restrictions on capital trensfers
can only be applicd by ¢ ziven eountry in the cuso of cupitel move-
ments betwoen it &nd other countries, « membor could perhups refuse
to permit such erxchange trenscetions on these grounds. But the
principel purposc of pormitting rustrictions on copitul tronsfors
wes presumebly to cllow & csuntry to restrict cupital movemonts
between it und ther countrices; refuscl to permit oxchonge trins-
actions bocsuss thoy might involve cepital transfors botwoen two
othér countrics would scom te be unwerrented.

Ecch momber cen obviously supervisc end liccnse evory peymont to a
nonrcsident wnd every exchenge transuction becausc it is only with
such complote supervision thut it cwn oxeorciso i1ts right to control
capitel tr«n%fnrs. £ momboer rey huve & govermmont nonopoaly <»f all
exchenge trensactions us long us no lirdtutions or rostrictions are

ectuslly imposed on payments to nonresidents for curront trunsactions,

whether in foreign or home currencics.
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Whorcus the gonoral clausc, then, implies thet s must be wble
to convert belences of B's currcney, recontly wequired as a rosult of
currcnt trunsaetions, ints bolances of 4's currency, at any time that
B is nct imposing rustrictions with the epprevil of the Fund, the
convortibility provision only wssurss tho monovtary cuthoritics of 4
that they con do s» undor certuin conditions. It soeams clear, thore-
fore, thet the convortibility provision docs not imposc un additionel
obligetion on member countries. It indicstes, howevor, that the generel
sbligation of members not to rostrict transfors is limited to whet is
involved in the reputriation principle wnd does mot roquire thom to
perimit free cxehongo morkcets. The convortibility provision, which
spplics only to monetury cuthorities, clsc shows how the monctery
authoritics of . cun moko suro thet B is living up t» its general
obligetion undor certuin conditions. /

Repetriation Principlehand Multilatoralism

If the right of ropotriation of the proccods of curront
trenstetions {rether than frec convertibility in the market) is what
is guerentsecd to mumbers normally undor the Fund Jgrooment, it is
importent t» consider whothor this right to be puid in its cwn currency
will normelly eneble ¢ mombeor to use thoe proceeds »f curroent oxports
to onc eountry to finunce purchases from other edjuntrics,

Lssumo that country /. has wn cxoess of uxports te B paid
for in the first instanco in B's currency und that B will not pormit
the sele of B's curroncy in the merket for other currencies. If the
nonctery wuthorities of 4 tako over tho bulances they cun roquire B

. to ccnvert thum into fL's currcney. #1ll this cnable 4 to finince

purchasus from othor countrics? The preblen is ossentially tho seme
if B refuses t2 ullow its rosidents to muke poyments to 4 in the first
instance in .ny currency othor then i's.

Whother or not wn excoess of oxports to B fir which payment
is mede in 4's currency will cneble /. to fincnce purchascs from othur
countrics deponds on how B obtains i's curreney to moke the payment.
Consider first the cwso in which B purchuses i's currcncy outside the
Fund and then tho case in which B purcheses .'s currcncy from the Fund.

1/ Sinco thc convertibility provision doos not impose an tdditionel

T obligetisn on mombers, it is difficult t> sce why it was includod
in the /greemont. It is oven moro difficult to understend why, in
this provision, o member's abligation to purchusc holdings of its
currency from snother momber censés when the nmember is for ony
rec.son uneble to purcheso curreneiocs from the Pund., The cxplination
ney bo thot the convortibility provision wes proposed ws un sltor-
netive to tho gomorel cluuse. The ides perheps wus that noumbers
should ugree to clinincto resirictions on puyments and trunsfers us
long ws thuy were .ble to et cssistunce from the Fund but should
not sgroe to do so if the cltcrnative wus to use other mossures ©o
roestore bulence or druw on their roserves. lhet wes originally
proposed ws tn zlternative miy heve beon retoiinud morcly beecuso it
spolled out the rupetriatisn prineiple. But this might better heve
boen done in tho gonorul clauso.
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If B mckes puyment to A in A's currcncy purchwsed outside the
Fund in the exchunge merkot, country i cun bo essured thut her uxcess
exports to B cre enubling hor to finenec current purchuscs from other
countries, provided thut shoe restricts the cxport of cupitul. uhether
B purchises A's currency with hor own currency or with forcign curron-
cics, it is clear thet cithor residents of 4 went thoe currency offered
in exchungy to muke curr.nt poymonts or residents of other countrius
heve belonces of L's curroncy rocently cequirod &s o rssult of current
trinsuetions which they swrish to trunsfer into their own or other curren-
cios. Cruntry Bts puyments to £ in A's currency then onable £ to finunce
currcnt poyments to B or te other countries. There wro cbrnormol cusvs,
cege thet of o scurco currency, when puyrments by 4 to somu purticuler
country could not bs finunccd in this w.y but to the vxtont thet L is
paid in hsr own currcney purchescd in the morket she con bs ussured
that she is thorcby boing orubled to financo current purchuasus fronm
some vther countrios.ls /n

If country . rececives poyment for on ¢xcess of oxports to
B in her own curruncy purchuscd from the Fund, tho normal rosult is
that L's drowing privilozes wre cubomaetically incruwusad by thoe amount
5f the deerusase in tho Fund's holdings of /i's currency; £ cun normally
purchese thet much more in foreign curroncies from the Fund.E/nThore-
fore, country ['s oxcass of oxports to B will uneble . te finance
currcnt purchascs from other countrics.

In the sbnormal cesc of w scurce curroncy, siney not be eble
tw finenee purchuscs from fhc scurce curreney country.s 3 Thero wro
two loss sbnormul cuscs in which / muy not be cnabled to finunco pur-
chases from other countrics if L;rQPGlVUS peyment from B in her own
curroncy purch.sed from the Fund. If . hes boun using the Fund in @
nanner contrary to ths purpsscs of the Fund, or h.s failed to fulfill

1/ If thore 18 & scarcc currency, or if country .. conmot meke puyments
to cortuin othur eountrigs in the first instence in its ovm curreney,
poyments to it from B in its own carruncy will not {"incncc¢ purchuses
from such countrius. eneos of i's currency will not bo held by
such countrics. But if n's not imports d- not put bulences of 5!
currgncy on the merket, country B will find thet it has to purchuse
L's currency from 2 with frecly uscble foreign currcncics or with
gnld,

2/ The quantitative limits on A's purchusus of foreign currcncics from

T the Fund wro bescd on the net incruuse in the Fund's holdings of
A's currency.

é/yThu convertibility provision, or repatriation principle, gives
added pratection to o eountry wnply supplied with the seurce currency.
If B hud o lurgsr supply of the scerce curroncy thun was curreontly
dorwnded by her residents, it is not clewr thut she could limit its
use to neeting the domounds »f hor own rosidents under the torms of
the scirece curruney provieilon elthough this wes probubly what the
drefters of the prowision hed in mind., Country B could, however,

teko edvuntege of her right te provent froe sxchongoe declings, us .
implicd in ths convortibility provision, und insist on converting
bulunces of B's currency hold by /4 into ['s currency through the Fund

ather thun ullom L tn purchase the searcc currvney with B's curroncy.
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eny of its obligations under the Fund Agreement, A's use of the Fund
ray be limited or A muy have been declared ineligible to use the Fund.l/
Or conditions in A at the time mey be such thuat irrespective of any
previous relations between country £ and the Fund use of the Fund by A
would not be in accordance with the purposes of the Fund. Country 4,

for example, may bte permitting & large or sustained outflow of oapitel,or
have a chronic balance of payments deficit due to domestic inflationary
developments. In such cases payment for A's excess of sxports to B in
A's currency purchased from the Fund presumably will not enable 4 to
firence current purchases from other countries. Country /L mey be forced
instead to reduce her, indebtednsss to the Fund or to increase her future
drawing privilegesug/

Reesons for Invoking thce Repatristion Principle

But why should B invoke the roputriution prineiple? Why should
B prevent sales of its currcney for third currencies or rofuse to allow
its residents to meke peyments to A in third currencies? Some of the
possible rouasons muy be oxplored. Although B may wish to meet its
deficit with 4 by drewing on the Fund ruther then by using its own
rocserves, it necd not insist on peyments to A boing mude in A's currcncy
if it cen obtein uny currcency f{rom the Fund to mcet its deficit with A.é/
Of course, in the zbnormal cusc of « scurce curroncy, B may not be willing
to meks poymonts to A in the scirce currency beccuse sales of the scerce
currcney by the Fund wre 1imitcd.é/

l/ Fund iLgreoment, Article V, Section b,
2/ In theso cuscs the Fund might tuke th¢ position thet, irrcspective of
T A's inubility to use the Fund, & could replice wmounts of its currency
currently drewn from tho Fund by other members. The Fund might deeide
thet, whilo A should not incrcusc its net use of the rosources of the
Fund, or its net borrowing from the Fund, under such circumstances,
it should not be forcod to usc thoe proceeds of its current oxports
to repuy past borrowings. But thore is no reforence to not usc of
tho Fund in the eclousus roluting to incligibility to use the Fund.
ind tho general cluuse releating to wecess to the Fund implics thet a
manbur hws no right to purchase currenciuvs from tho Fund if it hes
beon declercd incligible to usc the Fund. It is not likely, therc-
fore, thet the Fund will interprot the ineligibility clausos in this
WOY o
5/ It is regsonuble to wssumo thet tho Fund will normuelly be willing to
T provide B with uny currcney, rethor thun to provide only such cmounts
of tho curronoy of « given country ts muy bo nocessory to meet B's
deficit with thut country. If the Fund insistcd on ¢ bilatorel poliey,
members would tend to invoke the ruputriction principle beceuso they
might not otherwise be ¢ble te moet the wetual pressures in their
oxchungo murkots by dreowing on the Fund,
In this casc B might bo zled to insist on its rights to pay in #'s
curreney sinco it might othoerwlsc bo forced to use its own dollar
rgserves Lo support the deollar roate. This could be the case if B
hed more then enough dollurs to mest current demunds of its residents
for dollurs.

L
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Is it possible that B would invoke the repastriation prineiple
if B hed previously accumulated balances of A's currency which it would
like to use to meat its deficit with A rather than draw on its gold or
reserves of other currencies? This implies thuat B considers certsain
currencies more desirable than A's currency, either because their future
convertibility into other currencies seems more certain or because there
is some recson to think they may tecome scurce in the future. At first
glance this would scem to be less abnormal than the scarce currency
case. If country A is not restricting capital cxports, however, it
would seem likely thet country B might as well convert its belunces of
L's currency into some other currency rather than moke « spocicl offort
over o long period of time to usc them to mike payments to A. If country
A is restricting all cupitel exports, it may block completely the use of
such previously wccumulited balunces. Country B will thon not be &ble
to use them sven to finunce current purchases in A. There is a third
possibility. Country & might allow B to usc the uccumulcted beluncos
only for curre¢nt purchesus in &. In this cese country B might insist
on meking poyment to A in her own currency in order to use the accumu-
leted balancos of her scurrency. This is un wbnormel cuse, however,
becauso A would huve no rouson to allow the use of previously wccumulated
balences of its curroncy for current purcheses in £ und not for other
purposes unless B wus imposing discriminutory exchunge or quantititive
rostrictions on curront purchescs, so thut B's purchoscs in A would be
incroased cs o rasult of £'s diseriminctory cupitul controls. If B's
purchuses were not incresscd A might os well allow B to use the previously
accumulated bulences for eny purpose, since A's current wbility to buy
vbroad would be reduced in any cwse below whet it might othorwise huve
becn to the oxtont thet B used the bulances to. fincnoe current purchuases
from A.1

In summary, then, the casos in which B might invoke the repatri-
«tion principle aere (1) the sececrco curroney cuse, and (2) the caso of
discriminatory restrictions on cepitel trensfers which ure tdopted os &
rosult of, or in order to encourege, discriminetory rustrictions on
curront transactions by othor countrics. Thoese cuses are oqually, or
more, abnormel thun those in which the roputrietion principle would not
nable L to finwnce its trade on o fully multilatsrul busis. The repetri-
‘w.tion principle, us spelled out in the corvortibility provision, may have
beon introduced in the Fund igrcemunt only to tike caro of such abnormul
casos. If this is so, there is little recson to cxpoct momber countries,
in normecl circumstencss, to tcke advantege of thoir implioed right ot
eny time to provent free sclos of their curroncivs, recently ccquirsd
«§ & rosult of current tremsuctions, for othur currencies, or to prevont
thoir residents fram meking peayments abroed in eny currency thoy wish.

1/ Country B might invoks tho roputriction principle if it were in-
oligible to usc thu Fund and if it expocted & to invoke tho repatri-
wtion principlo. Country B might insist on its right to pay in 2's
currency if it had bulwnces of L's currcney, rocontly ccquired us a
rusult of curront trunsecctions, wnd expoctod L to insist on its right
to convert thum into 3's currcncy purchascd from the Fund. If B wore
ineligible to uss the Fund, for othur than quuntititive recsons, it
would then find thut its oxports to A werc reducing its indebtedness
to the Fund, or increasing its futuro drawing rights on the Fund,
rather then enabling it to finenco current imports. But in this cusec
some ubnormal situction must exist to lead country A to invoke the
rgpatriation principlo.
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But the conclusion thit thore is no roeeson for members to
invoke tho reputriction principle to ensure their ability to meot
doficits through tho Fund wus bescd on the assumption that a momber
cun obtoin the curroncy of cny country from tho Fund ws cusily s
cnothor, irruspective of whethor its tronscetions with that country
aro unbalancoed or not. This assumption rust be reconsidercd.

The Repotriction Prineiple cnd o Bilaterul Fund

Reforence hes becn mado to the fuct thoat momber countries
muy wish to druw on the Fund reather then usc thoir reserves, and to
soecumulate reserves rothor than Fund drawing privileges. It hus boon
asswied thut thosoe consideretions might lead members to invoke the
ropetriction prineiple only in sbnormul cases. Howevur, tho repatri-
ation principle might bo invoked generally if, contrery to the assumptis
nede thus fer, tho Fund wes willing to provide the currency of country L
ts eountry B only up to tho cmount of B's currcirnt defieit with A. 1In
this casc the Fund might bo said to follow t biletcrwl policy in 1ts
doi.lings with members. The possibility thut the Fund might adopt this
bilatersl policy is worth comsidering. It might do so if cortuin curren-
ciss were tending to become scarce in tho Fund while some members were
tccumulating belancos of thuse curroncies and tho currencies of othor
countrios werc not being Jrawn from the Fund cven though thoy hed a
fivorable current balencc. It hes becn suggosted thut this will hoppen
beziusc members will consider drewing privileges on the Fund less valucble
to them then reserves of gold or strong currencies. &s o rosult thoy
night try tc use the Fund rothoer then their resorves to moot doficits
cnd accumul.te rosorves rathor thon Fund drawing priviloges when they
have & favorable balunco.

Fund Privileges vorsus Rasorves

The inferiority of Fund druwing privileges as comparad to
reserves is comnonly scid o result from the possibility that dollers
nay bocome sctrco in the Fund., Even if this worce not o possibility,
howcver, Fund privilegos should not be regurded s vquivalont to
resorves.  In the first placo, momburs cen usc only & cortein smount of
thoir druwing priviloges cach yaur without speciul purmissicn. Jlso,
there ero o number of spocific purposss for which the Fund may not bo
uscd wecording to the Articles of JSgreament. Even morv importunt,
borrowing from tho Fund must be in accordencc with the gonorel purposcs
of the Fund. Mombers cro expueted to borrow for short poeriods to give
them time in which to tiko mousurss to bslence their inturnational
trenscetions. Finally, & member country may fuil to fulfill somo of
its obligations under the Fund Lgroement, for exemplc with rospect to
sxchunge rutes or exchungo oontrols, und be declurcd incligible to use
the Fund. This is wn extrome possibility, but under such circumstanccs
therc mey be en extonded period of time bofore e membur is doclarod
cligible wguin or bofore a membor is cble to withdraw its gubscription
to the Fundi. During such & poriod Fund iruwing privileges sre obviously
of no usée.
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Any country, on the other hand, is free to use its own gold
and dollar reserves for any purpose. It may use reserves to meet an
outflow of capitul, to finance long-term reconstruction nceds, or to
pay war debts. Also, it may use gold to meet & deficit wihich gives
evidence of becoming chronic without teking measures to correct the
situation. For exumple, a country erxporiencing @ repid infletion may
use reservess to meet the deficit which results. The Fund could refuse
wssistence unless drustic stops were being tuken to stop the inflution.

_  Although there is & chence thet dollurs mey become "scerce”

in the Fund, this possibility is much lgess than is ordincrily supposed,
et loust on the busis of present membership in the Fund, The Fund will
begin opcritions with gold, United Stetes dollars, cnd Cunadien dollers
equal to 76 por cunt of the normul borrowing privilcgos of 61l members
other thocn the United Stutcs and Cunada. Furthermore, the United Kingdom
hes indicuted thut it is not likely to uso its druwing rights in the
Fund which mouns thet tho porcentege of gold, Unitsd Stutes dollers, end
Cuncdien dollars to the total drowing rights which will probebly be exer-
cised mey bo much higher. In addition, the repurchase and gold sulo
provisions will tend to ruplacc the Fund's holdings of dollurs wnd gold.
Undoubtedly, howuever, the possibility thut the doller muy become scarce
in the Fund is un s«dded rui.son why thoe monotary suthoritics of most
countrics will consider driwing rights on ths Fund as less vsluable or
desireble thun gold or doller roscrves.

Usc of the Fund rather than Resorves

It is suggested thet beoruse of the preference for gold and
dollcr resorves as compared to Fund drewing rights member countrics
will rush to usc the Fund rathor then their own reserves in meeting such
Joficits us do occur, This in turn would inervcse the possibility of
dollers becoming scurce in the Fund. The implication is that mombers
have & clear altornutive wnd wre quite free to use onc or the othur us
they sce fit. Actually, onc of the ropurchuse provisions roquircs «ll
membors which have reservos in excess of their quotes to draw on their
reserves et the ssme ruto year by yeer thet they borrow from the Fund.
Sinco countrics with 83 por cent of Fund quoteas or borrowing privilegces
huve ruserves in oxecoss of thoeir quét&s wnd countrics with 36 per cent
havo rescrves more than twice their quotes, most of the borrowing from
the Fund for some timo to come will huve to be wccompenied by vquivelent
usc of rcs.orves by the borrowing country. Most members, then, will not
be in a position to usc the Fund rather thun their ovm roserves.

The other possibility is thut membors might rush to use the
Fund, pari pessu with their resorves, by pernitting acfieits of a size
thoy would not othorwise poermit. It is true thit the monctery authorities
of &n individucl member country miy adopt policies which lewl to lergce
Jeficits knowing that they will bo wble for & time ut least to mect half
tho deficit through the Fuand. But if the policies of the member country
ney be oxpectcd to rosult in e continuction of this deficeit, the Fund
must discuss with the country other moeans of muoting or climinuting tho
doficit., MNomber countriss will not be sllowed to usc the Fund for un-
sound purposes, i.e., to meot deficits which givo eviicnee of becoming
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chronic while tcking no steps to overcome the deficit., Whenever Fund
rosources ere used, the Fund must insist they are intended to be used
on a temporary basis and, therefore, must insist on speedy repayment or
slimination of indebtedness to the Fund. The Fund can only continue to
be of use in any case if it is a revolving fund. If the Fund insists in
general on prompt repeyment, there remeins little reason why & country
should rush to use its Fund privileges since it will shortly have to use
reserves to repay the Fund. On the whole, therefore, there is no great
denger in the situation brought sbout by the coexistence of Fund drawing
privileges uwnd gold reserves from the point of view of loeuling %o rash
or speody use of the Fund in proference to or puri passu with the use

of gold reserves,

Accumulation of Roscerves rather then Fund Priviluges

In spito of &ll the sufeguurds, wesk manwgomont of tho Fund
end shortsighted policivs on the purt of momber countries might lead to
& scurcity of dollurs in the Fund., Is thoro o likelihood thut the
scarcity of dollurs would be purtly due to the fuet thet the currencios
of othor countries werc not boing drewn from the Fund cvien though they
hed fovorable current bul.nces?

Momber countrios mcy mcko efforts to accumulcte rusorves rather
thin drawing rights on th¢ Fund. TFirst, if o mombor is ineligible to
uso the Fund for eny reuson, or if some curroncy hus booen declaroed
"scarce,” it mey bo cnxious to receive puyment outside the Fund whother
its currcnt transactions are bclznced or not. Second, evon if o momber
is eligiblec to uso the Fund, it mey wish to uccumulséto resorves rathor
thun Fund drewing rights, If o momber docs not have a frvorable balance
on tho whole, it eun not get paid in gold or dollers for its cxports &nd
«t the sumo time puy for its imports through the Fund. In such circum-
stances the rupurchuse provisions would roquirc it to usc the incrcase
in its gold or dollurs to pay buck the Fund at the end of the your,
Thercfore, it might es well accept puymont through the Fund and use the
Fund in turn to pey for current imports. Howevor, if o membor does have
o favoreble bulence on the wholo, it muy be «ble to accumulitec resurves
rather thun Fund drawing rights. If it is not indebted to the Fund on
account of pust operations, it could sccumulete roscrves to the full
emount of its fuvoriblo bilance if it roeccived puyment in rosvrves
rather thun in its own curruncy purchused from the Fund, If it is in-
debtod to the Fund, it would be requirced to use half the incrceasc in
resorves to ropuy tho purt borrowed from the Fund.

If there were o scrious coffort on the pirt of member countries
to prevent other countrioes from meking puymonts to them by obtaining
their curreneies from the Fund, tho wholc Fund mechinism might be
werkened. Currencics of cortain countries would remuin in the Fund,
¢ven though thoso countrius hed fuvorcble bulances of puyments, while
other currencics, ¢.z. dollers, would be druwn from the Fund to moke
peyments to such countrics. Countrics with fuvoruble bulences on the
whol e which wure not indebted to the Fund could sccumulate dollars. The
danger of dollers bocoming scerce in the Fund would bo inerecused, but it
is doubtful if thec wmount of dollars which memboers would cccumulato in
such circumstences would be very growt for some yeo.rs to come,
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There is no reason to expect individual defiecit countries in
normal circumstances to take steps to prevent such .a development as
long as the Fund does no®t operwzte on a bileteral basis. Even though
paying countries may be anxious to meet deficits through the Fund,
they will be quite willing to make payments in currencies other than
that of the receiving country, provided these currencies are obtainable
from the Fund for the purpose.

If members continue to export in large part for payment in
their owm currencies, or in the currency of the buying country, they
may find that they are paid in pert for any excess of current exports
over current imports in their own currencies drawn from the Fund. To
the extent, of course, that seles are made for payment in a third
currency, e.g. dollars, they may get paid in dollars. If members want
to accumulate the maximum of reserves as a result of their favorable
be.ances of payments, they may teke certain positive steps to bring
ebout this result. Members could even require their citizens to sell
for payment in dollars rather than in their own currc¢ncies so that they
woild sccumulate & maximum emount of dollars. £s long as paying countries
cen.obtein dollars from the Fund to mele payments to countries other than
the United States, they will be g:ite willing to pay in dollars unless
they are ineligible to use the Fund or the dollar has been declared
"scarce."

If dollars are becoming scarce in the Fund and dollars drawn
from the Fund are being used to make peyments to, &nd increase the
reserves of, countries other than the United States, the Fund may decide
to adopt & bilateral policy, i.e. to make dollars, e.g., aveilable to a
member only to the extent of that member's deficit with the United States.
Members would then heve reason to forbid free exchenge transections and
invoke the repatriation principle in order that they could be sure of
being able to meet a deficit with any given country by drewing on the
Fund.

The adoption of & bilaterul policy on the part of the Fund
would not necessarily prevent dollars from being drawn from the Fund
indirectly to meet payments to countries other then the United States.
Members might be willing to use their own reserves of zold or dollars,
2.5, to meet payments to other countries because they were able to
draw dollars to mest their deficit with the United States. However, the
Fund could sven go so fer &s to refuse dollars to & member which wes
using its own gold or dollar reserves to meet peyments to countries
other than the United States, which payments could be made by purchases
of those countries' currencies from the Fund. This would be rather a
drastic policy for the Fund to adopt and difficult to enforce. Even
the simple bilateral policy would be difficult to enforce without
roughly accurate balance of payments forecasting year by year.

A country which was very anxious to obtain payment for its
excess exports in gold or dollers might take other measures to achieve
its ends even if the Fund did edopt & bilateral policy. It might use
political burgaining weapons. Or it might off'er a high price for
foreign gold to induce sales of gold to it. However, the price paid
by a member for gold can not exceed pur by more then a mergin to be



- 13 - CONFILENT IAL

prescribed by the Fund. The Fund can prevent sales of gold to members
for their currencies by itself offering the maximum price, since members
ars obligated to sell gold to the Fund for foreign currencies if they
can do so with equal advantage. In this way the Fund would be able to
use the currency of any member which other members wished to purchase
with ;o0ld and such members would receive peyment through the Fund.

Since most members must use their reserves at the seme rate that they
iraw on the Fund, the Fund could obtain large emounts of gold in this
WEY o

On the whole, then, the danger that the dollar will be
scarce, while certain currencies remain unused in the Fund and dollars
are drewn to meet payments to, and increuse the reservss of, countries
other than the United States, is not great. If necessary, the Fund
could adopt & bilateral policy and members would then tend to invoke
the repatriution principle, thus forcing favorable balance countries
4o teke payment in their o.n currencles drawn from the PFund.

Conclusions
The snalysis in this peper of certain features of the Fund

Agreement and of tho exchange operations of the Fund suggests that the

ariswers to the questions raised in the Introduction ere not clear.

The following tentetive conclusicns may be offered, however.

A member of the Fund will be assured that other members will
not normally be allowed to use ¢xchange devices to limit purchases from
it. Even in normal circumstences, however, & member is not obligzated
to allow the free exchange of its currency for others, even though its
currency has been recently scquired by nonresidents as a result of
current trunsactions or its own residents wish to obtein other curren-
cies to meke payments for current transactions. Whet e membsr is obli-
gated to permit, in normal circumstances, is (1) exchange by a resident
oF enother member country of holdings of its currency, recently ecquired
as & result of current transsctions, into the currency of that member
and (2) payments for current trensections by its ovm residents to a
resident of another member in that member's currency. Members in
general, then, have the right to be puid for current exports in their
own currencies. v

, If a member is paid for an excess of exports to another
country in its own currency, it will normally be able to use the
proceeds of these exports to finance current nurchases from other

mamber countries. To the extent that a member is puid in its own
currency purchased outside the Fund, it is assured of finesncing pur-
chases in other countries. However, if e member receives peyment in

its own currency purchased from the Fund, it will not be enabled thereby
ts finance current purchases in other member countries if it is unable
to draw on the Fund for rsascons other than that the quantitative limits

on the Fund's holdings of its currency had been reasched. The two possible

recsons are either (1) that it has been declared incligible to use the
Fund or (2) thst current conditions are such that use of the Fund would
be contrary to its purposes. Alvhough the first is a guite abnormal
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cese, the second is not so clearly abnormal. In neither case does the
meriber receive & gumrantee that it will be able to finance purchases
in a country the currency of which has been declered scarce. This is
zlearly an ebnormel case.

lembers are not likely to insist on their right to prevent
free exchange transactions for current payments and allow psyments to
other members only in their ovm currencies in normal circumstances,
however. In the sbnormal cases of & scarce currency or discriminatory
restrictions on capitul and current transuctions, members might do so.
These conclusions are based on the assumption that the Fund is willing
to sell a foreign currency to a member without regard to whether the
deficit being met by that member is with the country the currency of
which is requssted.

If the Fund decided to make the currencies of other in-
dividual countries avuilable to & member only to the extent necessary
to meet its deficits with the individual countries, members might in-
voke the repatristion principle and allow payments to other members
only in their own currencies. In other words, only if the Fund decided
to opersate on & bilateral basis would members be likely to do so in
normal circumstences. Only in this way would members be assured that
they could meet pressure in their exchange markets by drewing on the
Fund rather than by using their resserves.

Members have every reeson to consider drawing rights on the
Fund slightly less valuable than their own reserves. There is little
denger that they will be allowed to use the Fund unwisely, however,
should they be tempted to do so. The repurchuse provisions and the
Fund's &bility to insist that the resources of the Fund are to be used
on a temporury busis constitute important and adequuate safeguards. It
is possible that members will try to accumulate reserves ruther than
Fund drawing rights. If they are not indebted to the Fund, they may
be able to do so to the extent of their overall favorable balence.
They mizht sccumulute dollars while dollars were being drawn from the
Fund to meet payments to them. The size of the gold or dollar reserves
sinich members are likely to accumulate in the neer future is strictly
limited, however.

The Fund might adopt the "bilateral" method of opsration if
s certein currency, e.g. dollars, were being drawn from the Fund to
finance payments to countriss other than the United Stetes znd these
countries were accumulating dollers while dollurs were becoming scurce
in the Fund. If the Fund is properly m.naged, however, there is little
denger thet dollars will bscome scarce in the Fund in the neer future.






