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EXCHANGE GONTROLS AID OUANTITATIVE RISTRICTICNS
IN THE I.T.0. CHARTZER Frank 1, Tamagna

The final act of the Internationa® Conference on Trade and Employ-
ment, which convened at Havana on November 21, 1947, and ended on March 24,
1948, was the agreement reached by reoresentculves of 56 countries on a
Charter for an International Prede Organization. A cdraft of the Charter was
submitted to the Conference by a Preparatorv Committee, which had been estab-
lished :y the Iconomic and 3ocial Council of the United Nations and had met
in Tondon, New York, and Geneva in 1946 and 1947. In general, the approved
Charter follows the proposed draft on the relationship between the Inter-
national Trade Crganization and the International Monetary Fund and on exchange
matters, but departs from it on the apollcatlon of quantitative restrictions
and the principle of nondiscrimination in trade._/

1/ For exchange controls and qumntltatlve restrictions in the draft Charter
of tke I.T.0., see this Review, April 22, 1947, Supplement, and bDecember 2,
1947, pp. 10-12.
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Relationship with the International Monetary Fund

The relationship of the proposed International Trade Organization
with the International Monetary Fund is a peculiar one, because of the fact
that the I.T.0. is coming into existence at & time when the I.M.F. is already
an estatlished and operating institution. Since the Havena Conference had no
jurisdiction for makin: provisions obligating the I.M.F,, it defined the terms
of relationship hetween the two organizations in the form of unilateral under-
takings on the part of the I.T.0. As a consequence, the I.T.0. will be bound
from ite inception to take certain actions in conformity with I.M.F, decisions;
the I.M.F,, however, will remain free to determine the extent to which it will
cooperate with the I.T.C., at least until its responsibilities have heen de-
fined ir. a bilateral agsreement, which the I.T.0. has undertaken to negotiate
with the I.M.F,

Article 24 of the Charter lays down the fundamentzl principle that
the 1.T.O.

ighall seck cooperation with the Internztional Monctary
Fund to the end that the Organization and the Fund may
pursue a coordinated policy with regard to exchange
questions within the jurisdiction of the Tund end
cucstions of quantitative restrictions and nther trade
measures within the jurisdiction of the Organization,’

In accordance with this princinle, Article 24 requires the I.T.C.
to consult with the I.M.F. with regard to all "»roblems concerning moneary
reserves, halance of payments, or foreign exchange arrangements, " oblifates
the I.T.0. to "accevt all findings of statistical and other facts presented
by the Mund" with regard to monetary and exchange matters, and »rovides that
211 memoers of the I.T.0. shall be members of the I.M.F, or, failing that,
shall enter into a special exchange agreement with the I.T.O.--which will not
imoose obligations more restrictive than those contained in the Articles of
Agrecment of the I.M.F. (The only exception nrovided for is in case of an
1.7.0. member which "uses solely the currency of another member and so long
as neither the member nor the country whose currcncy is being used maintains
exchangs restrictions®,) Article 24 stipulates further that

(1) the I.T.C. shall not oreclude members from using exchange
controls or restrictions, which are in accordance with the Articles
of Agreement of the I.M.F.;

(2) I.7T.0. members shall not, by crchange action, frustrate
the intent of thc Charter nor, by trade action, the intent of the
Articles of Agreement of the I.IML.F.j

(3) I.T.0. members, which are not members of the I.M.F., shall
furnish the I.T.0. with such information as may be required under
tte Articles of Agreement of the I.M.F.; and

(4) the I.T.0. shall “accept the determination of the Fund
whether action by a member with respect to exchange matters is in
accordance with the Articles of Agreement of the Internetional Mone-
tery Fund, or with the terms of the soeccial exchange agreements
eritered into between that member and the Organization.™
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Furthermore, Article 23 prescribes in great detail the rules for
coordinating the use by I,T.0. members of discriminatory import restrictions
permitted under the Charter of the I,T.0., and of cxchange restrictions
cuthorized under the Artvicles of Agreement of the IM.F. Finally, Article 35
nrovides that I.T.0, members, for purposes o: customs valuation, should use
the per velues of currencics agreed upon by the I.M.F., and that the I,T.O.
should formulate, in agreement with the I.M.F,, rules for the conversion
rates of currencies in respect of which multinle rates of exchange are main-
tained consistently with the Articles of Agreemsnt of the I.MLF.

These »rovisions assisn an important role to the I.M.F. in the
determiration of the circumstances under which it is ncrmissible for a country
to impose import restrictions for the purposes of maintaining its external
finaneicl nosition and couilibrium in its halance of payments, The appli-
cation cf these orovisions to all member counvrics will result in imposing
upon I.T.0. members which do not wish to become or remain members of the I.M.F.
the same obligations as those arising from membership in the I.M.F.

The Application of Cuantitative Restrictions

A general provision against the apnlicetion of quantitative re-
strictions on imports or exports by 1.T.O. memhers:/is contained in Article 20,
Excentions to this rule, however, arc provided in Articles 20 and 21, some
temporary or specific, others general and permanent, :

Temporary exceptions contained in Article 20 arec restrictions on
imports or cxports for the purpose of preventing or relieving critieal
shortages of foodstuffs or other csscnbial products, or of disposing of
temporary surpluses of agricultural or fisheries products, Soecific excentions
cover the apolication of standards or regulsotions for the classification,
grading, or marketing of commodities in international trade, or the cnforce-
ment of govermment controls over the domestic procuction or marketing of
agricultural and fishcries products. In order to take advantage of excentions
covering agricultural an¢ fisherics vroducts, members are required --

(2) to give advance notice to and consult with the I.T.0. and
other members "having a substantial interest in supplying! the
restricted product;

(b) to maintain "the proportion which might rcasonably be
exvected to rule ,.. in the ahsence of restrictions® hetween the
total imports (or totel exvorts) and the volume of domestiec
production of the restricted produect; and

(c¢) to give public notice of the total quantity or velue of
the restricted oroduct, which is permitted teo he imported during
a specified period of time.

Of greater interest from the point of view of general monctery
policy are the provisions of Article 21, repguleting the application of re-
strictions to safeguard the balance of payments position of I.T.0. members.
The Article onens with a policy declaration to the effect that -—-

1/ Including restrictions made oflective through State trading organizations.
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#(a) It is primarily the responsibility of each member ... to
maintain steble ecuilibrium in its balance of payments;

"(b) An adverse balance of payments of one member country may
have importent cfiects on the trade and halance of nmayments of other
member countries ... 3

"(e) ... it is desirable that the Creanization showld promote
consultations amons members and where possible, agreed action con-
sistent with the Cherter for the purmose of correcting a maladjust-
mert in the holance of payments;

"(d) Action taken to restore stable couilibrium in the balance
of payments should, so far as the member or members concerned find
it possible, cmploy methods which expand rather than contract inter-
‘national trade." '

In line with this policy, the Article lays down two conditions under
which members may "maintain or intensify import restrictions," namely --

ni, to forcstall the imminent threat of, or to stop,

o

s serious decline in its monetiry rescrves, or

nii, in the case of a member with very low monctary
reserves, to achieve a reasonable rate of increase
in its reserves."

The Article nrovides that any member applying import restrictions
under these clauses should have due regard to the availability of special
external credits or other resources, should avold ufnecessary damage to the
commercial and economic interests of any other member, should not prevent un-
reasonadly the importation of restricted prodvcts tin minimum commerciel
guantities the exclusion of which would impair regular channels of trade",
and shoild progressively relax and ultimately eliminate the restrictions as
its external financial position improves.

The annlication of restrictions under these clauses is subject to
2 procedure of consultation between the member and the I.T.0., covering ‘the
nature >f the Zﬁcmber{§7 halance of payments difficulties, alternative
corrcctive measures which may be available, and the nossible effect of gsuch
measures on the economies of other members", These consultations with the
I.T7.0. arc not binding, however, and ‘no member shall be required in the
course of consultations ... to indicete in advance the choice or timing of
any particuler measure which it may vlitimatelv determine to adopt.® However,
unless the member applying the restrictions hes obtained prior aporoval from
the I.7.0., any other memhers whose trade is adversely affected, may challenge
the restrictions and bHring the matter to the I.T.C. for discussion. The I.T.O.
Wshall submit its views to the parties with the aim of achieving a settiement.?
If no cettlement is rcached and the I.T.C., detecrmines that the restrictions
are aprlied by the member in a manner inconsistent with the provisions of
the Cherter, it will recommend the withdrawal or modification of the re-
strictions; failing that, it may release all othcr members from their obli-
sations toward the member avplying the restrictions.
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Article 21 provides further that the I.T.0. will not reguirc any
member to withdraw or modify restrictions which it is applying in fulfill-
ment of its obligations under Article 3 (to achieve or maintain full and
productive employment and large and steadily growing demand) or under
Article 9 (to reconstruct or develop industrizl and other economic resources
and to rcise standards of productivity).l Article 6 recuires the I.T.0. to
have regard "to the need of Members to take action within the orovisions of

his Charter to safeguard their economies against inflstionary or deflationary
pressure from abroad." On the other hand, Article 21 recuires members “in
carrying out their domestic policies, to pay cue regard to the need for
restoring equilibrium in their balance of payments on a sound and lasting

basis and to the desirability of assuring an ecconomic cmployment of productive
resources, "

Articles 4 and 21 envisage a procedure of international consultation
and joint action to eliminate a "persistent and widespread application of
import restrictions indicating the existence of a general disequilibrium
which is restricting international trade." 3Should such a situation arise,
the I.T.0. would initiate discussions to consider measures to be taken either
by those members whose balanees of payments are under pressure, or by those
members whose balances of payments are tending to be exceptionally favorable,
or by any aopropriate inter-govermmental organization to remove the under-
lying causes of the disequilibrium.

The Principle of Nondiscrimination

The Charter seceks to meintzin the principle of nondiscrimination
among members in the administration of those quantitative restrictions which
the memters will be vermitted to apply. Article 22 defines the hasic rules
of nondiscrimination as follows:

(a) Similar anplication of restrictions with regerd to
a2ll memhers;

(b) Adoption of quotas renresenting total amounts of
nemitted imports;

(c) Allocation of quotas, either by agreement with members
having a substantial interest in supplying the nroduct concerned,
or on basis of provortion of imports by countries during a orevious
rerresentative neriod;

(d) Public notice of quantity, value, and distribution of
imports permitted under quotas;

(e) Disclosure to interested members of &ll relevant infor-
mation on restrictions administered througch import licenses.

1/ A similar provision is contained in Article 14, authorizing the mainte-
nance (subject to notification by the membcr and review by the I.T.0.) of
any nondiscriminatory protective measure affecting imports which has been
imposed for the establishment, development, or reconstruction of a par-
ticular industry or branch of agriculture and which is not otherwise
permitted by this Charter.
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Throughout the work of the preparatory committee and the Havana
Conferenze, there was considerable debate as to the extent to which countries
with balcnce of payments difficulties would be recuired to ohserve the orinci-
ple of nondiscrimination. In varticular, it was felt that there would be
difficulty in reconciling the long-range ohjectives of the I.T.0, with
measures which some countries may find necessary curing the transition
period, The compromise solution in Article 23 nrovides certain exceptions
to the rile of nondiscrimination and offers alternative procedures to I.T.O.
members to meet their transitional problems. The vrovisions of this Article
are closely coordinated with the pnrovisions of Articles VII - 3 (b) (Scarce
Currenciss) and XIV (Transitional Period) of the Articles of Agreement of
the I.M.F.,

In general, no time limit is prescribed for the application of
discriminatory restrictions which -~

(a) "are aoplied against imports from other countries, but
not as among themselves, by a group of territories having a common
quota in the International Monetary Fund," provided that such re-
strictions do not involve differential discrimination as among
countries outside the group;

(b) have equivalent effect to exchange restrictions author-
ized by the I.M.F. with regard to transactions in a currency which
has been declared "scarce" by the I.M.F.;

(¢) are measures intended "to direct Zghe Member‘§7 exports
in such manner as to increase its earnings of currencies which it
can use" without deviation from the rules of nondiscrimination --
i,e., convertible currencies which the recipient country can usec
freely in payment for imports from any other country;

(d) represent temporary deviations from the rules of nondis-
crimination "with the consent of the Organization ... in respect of
a emall nart of 15 Mcmber'§7 external trede wherc the benefits to
the Member or Members concerncd substantially outweigh any injury
which might result to the trade of other lMembers'; and

(e) are applied under the preferential arrangements in existence
amcng countries of the British Commonwealth, pending the outcome of
negotiations for the substitution of such arrangements with most-
favored-nation trecatment open to all other I.T.C. members,

The termination date of the transition period, fixed in Article 23,
is the same as that stinulated by Article XIV of the Articles of Agreement
of the I.M,F,, i.e., larch 1, 1952, or five ycars after the date on which
the I.M.F, began operations.t/ At the insistent request of the British Dele-
gation, which felt that original drafts of the Charter provided a more flexible
approach to the problems of the transition vcried, the Charter offers pro-
spective I.T.0, memders a cheice of alternative procedures, known as the

1/ A different deadline, December 31, 1951, is sct for measures not involving
substantial departure from the rules of nondiscrimination," having the
purpose of assisting “another country whose economy has been disrupted by
the war. " ‘
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"Geneva Cption" and the "Havana Option," for regulating the use of cdiscrimi-
natory practices during the transition meriod (and beyond it, subject to
limitations to be orescribed by the I.T.0.).

The Havena Option is written in paragraph 1, Sections (b) and (c)
of Article 23. It permits members (a) to apply quantitative restrictions
"in a manner having ccuivalent effect to" exchange restrictions authorized by
the I.M.F., during the transition period; and (b) to maintain discriminatory
practices in existence on March 1, 1948, and to adapt such practices to
changing circumstances.

The Geneva Ootion (Annex K to the Charter) is derived from
paragrapa 1 of Article 23 of the text of the Charter drafted at Geneva by
the Preparatory Committee and is open to any member signing on or before
July 1, 1948, the Protocol of Provisional Application agreed upon at Geneva
on Octobar 30, 1947. It permits members to "relax" import restrictions in a
discriminatory manner to the extent necessary to obtain additional imports
over and above the maximum total they could afford by using nondiscriminatory
quantitative restrictions. It stipulates that the use of restrictions under
this clause should not raise orices of imports to levels "substantially higher®
than those prevailing for comparable goods rcgularly available in other memoer
countries and should not reduce anpreciably thc amount of exports payable in
gold or convertible currcncies. Restrictions apnlicd under this clause should
not be such as to causc unnecessary damage to the commcrcial and economic
interests of other membcr countries.

Under both options, members are rcguired to pursuc policies designed
to promote the maximum development of multilaterel trade possible during
[Ehe transition periog7 and to expedite the attaimment of a balance of pay-
ments pesition which will no longer require resort to /restrictions to safe-
guard the balance of payment§7 or to transitional exchange arrangements, !

Cor.clusions

Aside from the close coordination between the I,T.0. and the I.M.F,
on exchange matters, the Charter offers prospective I,T.O. members considerable
freedom in trade matters. It permits the use of guantitative restrictions ‘
on a wicle scale, and places few limitations on the apvlication of éiscrimi-
natory practices. The concessions granted to undeveloped countries mey well
open the way to new systems of trade restrictions, discriminatory practices,
and regional preferences. The general principles of rcduction of trade
barriers and elimination of discriminatory practices remain surrounded by
many escape clauses and exceptions.

On the other hand, the Charter lays down rules of fair play and
the I.T.0. may provide a forum for consultation and cooperation among nations.,
With the suoport of the I.M.F., the I.T.0. may well inaugurate a novel
experiment in world trede, a coordination of exchange and quantitative
controls achieved throuch international coovcration and with regard to
general interests, which may take the nlace of controls imposed by indi-
vidual countries with sole regard to their own national interest. Such a
developnent, reoresenting a middle course between the multilaters) trade of
pre-Wiorld War I and the bilateral arrangements of pre-World Var II, may prove
to be the most practical road toward a freer and expanding world trade.
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DIVISION OF INDIA'S RUPEE PAIANCES AND DERT A. B. Hersey and
WITH PAKISTAN \ J. B. Churchill

By the Indian Independence Act of July 18, 1947, the British Govern-
ment trarsferrcd its authority over British India to the independent dominions
of India and Pakistan, effective as of August 15, 1947. Among the problems
poscd by creation of the new dominions was that of dividing in a manner agreeable
to both countries the financial assets and liabilities before the partition
(1) of tte Govermment and (2) of the Reserve Benk of India, including the
sterling balances. This note summarizes the agreement on the first of these
two problems.

Agreement on a specific quantitative division has been announced 8o
far only in regard to undivided India's rupee cash balances, by which Pakistan
receives Rs. 750 million of the total amounting on August 15, 1947, to & little
under Rs. 4,000 million.t/ India!s large cash halances, which exceeded the
totel expenditures originally budgeted for the fiscal year 1947-48, were the
result of borrowing in excess of expenditure Cduring the war ycars as pert of
an anti-inflationary molicy. Release to Pakistan of vart of the balances was
necessary last August to cnable the new Dominion to meet its immediate financial
needs. ALs of February 27, 1948, Pakistan's balances had fallen %o 440 million
rupees.2/ The 1948-49 Pakisten budget (fiscal year April to lMarch) predicts a
deficit of only 100 million rupees, but the expenditurc estimates in this
budget avpear to be on the low side,

Preliminary agreement was first rcached in the "Partition Council®
consisting before the partition of representatives of the Congress and Muslim
Teague parties under the fovernor-General's chairmanship, and subsequently of
representatives of the two Dominions, A This agreement, which was formalized
in an order of the Governor-General,Q/provided among other things (1) that
all liabilities of the unpartitioned Governmenté?should be assumed on
August 15, 1947, by the Government of the Dominion of India, subjecct to
eventual contribution, to be decided later, by the Pakistan Government;

(2) that fixed assets should be divided on & territorial basis and that
movable ohysical assets and cash physically held by goverment departments
should bz allocated on a similar principle; and (3) that all other assets of
the Central Government (including the large cash balances at the Reserve Bank)
should for the time being "wvest in His Majesty for the joint purposes of the

1/ One rupee = 30,2 U.S. cents,

g/ In addition, Rs. 50 million withheld by India to cover cxpenditure said to
have been incurred by India on Pakistan account since August 15, 1947, is
still the subject of a difference between the two Dominions,

2/ The Indian Indepcndence (Rights, Property, and Liabilities) Order, 1947,
August 14, 1947. Under the Indian Tndependence Act, the Governor-General
was directed to make provision, by order, for division of the rights,
property, and liabilities of the undivided Govcrnment. This and other
broad discretionary powers of the Governor—Gencral were to extend only to
Marct 31, 1948, or such carlier datc as might he sct, in thc case of either
Domirion, by the Tecgislature of that Dominion., Any order of the Governor—
General respecting either Dominion could be altered or sct aside for that
Domirion by its Icgislature,

g/ Not including, however, liabilities "which have accrued or may accruc!
under contracts made by the Central Govermnment "for purposcs which as from
that day are cxclusively purposes of thc Dominion of Pakistan,"
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two Nominions." lMany decisions werc thus left to be made after vartition by
the Pariition Council, or, in defzult of an agreement, by a judicial Arbitral
Tribunal, No reference of these problems to the Arbitral Tribunal has been
necessary.

On August 14, 1947, the cash balances of the unpartitioned Govern-
ment were trensferrced by order of the Provisional Gevermment of India to the
account of the new Dominion of India, and the Dominion of India transfcrred
200 mil’ion rupees to Pakistan as an interim payment. Although the initial
transfer to the wominion of India contravened no prior understanding, it has.
been regarded by the Dominion of Palkistan as lacking legal basis.,

On becember 12, 1947, the two Dominions announced that a compre-
hensive agreement had been reached, India, however, refused to vay immecdi-
ately the remainder of the cash halances due to Palistan. The political and
military situation in Kashmir was particularly tense at this time. Pakistan
found it necessary to obtain advances from the Reserve Bank of India and also
made arrangements for exchanging with the State of Hyderabad some new Pakistan
securities in exchange for Government of India sccurities owned by Hyderabad.
On Januery 17, 1948, suoposedly under pressure from Mahatma Gandhi, India
finally complsted the vayment to Pakistan.

The agreement of December 12, 1947, determined that Pakistan would
assune & liability to India in an amount egual to the value of the unpartitioned
Govermment's assets which go to Pakistan, plu 17— per cent of the excess of
total outstanding liabilities over the value of total asscts of the unpar-
titioned Goverrnment; minus the value of lizhilities assumcd directly by the
Pakistan Govcrmment., The l7~ per cent ratio is somewhat below the population
ratio, and is prohably above the national income ratio, It is much above the
ratio (about 10 per cent) in which bank assets and ligbilities arc distributed
between the two arcas, The willingness of Pakistan to assume so large a
portion of the uncovered liabilities as 17~ ver cent is probably explained
by Pakistan's receint of a generous share of the cash halances (and also of
military stores) and 11bera1 terms rcgerding vayment of the debt to India,
which allow Pakistan four years of grace, payments of orincipal and intcrest
to be spread over 50 years thereafter,

Preliminary estimates by the Indian Finance Minister of the total
outstanding liebilities and assets of the undivided Govermment have placcd
liabilities at Rs. 33,000 million and asscts at Rs. 28,000 million, leaving
an estimated uncovered cebt of Rs., 5,000 million., The Finance Minister also
gave a highly tentative figure of Rs. 3,000 million for Pakistan's debt to
India. In addition, Pakistan will assume directly a considerable but so far
unknown amount of liabilities, including certain pensions and certain internal
liabilities, ¢.g., those to the Govermment. owned railways for devosits of
unsvent denreclation reserves,
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THE CASE FOR DISCRILINATION IN TRADE Randall Hinshaw

During the wer, the U.3. Government took a strong stand in favor of
a postwar international cconomic order built upon the related principles of
multilatoralism and nondiscrimination, It was believed that such a sctting
provided the most favorable environment, not only for a thriving world trade,
but for an enduring peece. It was rezlized that the cstahlishment of this
envirommznt could not be accomplished immediatcly after the end of hostilities,
but would inevitably bhe a gradual process, with final arrangements in order
only aftzr a transitional period lasting severcl years. At the same time,
it was also recornized that these two »rinciples in themsclves were not
sufficient to insure international nrosperity. The framers of the govern-
ment program wcrc well aware that under a regime characterized by a high
degree of "non-discriminatory multilateralism,i' the world depression, with
all its dire consccuences, had originated. Accordingly, the Govermment nlayed
a leading role in creating new internationzl institutions--notably the Inter-
national Bank and Monctary Fund--which were designed to correct the major
wezknesszs of the intcrnetional economic order as it existed before its
breakdown in 1929,

The opposition of the American administration to bilateral and
discriminatory commercial volicies was shared by the grecat mejority of ccono—:
mists in this country. Abroad, however, the scntiment was far from unanimous.
While the late Lord Keynes lent wvigorous suonort to the Amcrican position, and
assisted consnicuously in drafting the blueorints for a world order designed,
in his own words, "to implement thc wisdom of Adam Smith,'" thcrc were other
orominent economists in Jritain and on the Continent who ovnenly opnoscd the
Americzn program and rcpudiated the philosovhy on which it was based, In the
latter view, the Amcrican opposition to discrimination rested on the knowlcdge
that the United States, with its strong international economic »osition, had
little to gain "y practicing discrimination itself and much to lose from its
practice by othcrs. Tooked at in this way, the Amecrican insistence on cquality
of trecatment spocared to some forcign observers to be mcrely & rather calcu-
lating trend of sclf-righteous idcalism which had little relevence to the
requirements of war-torn countries facing an ccute (and possibly chronic)
"shortage of dollers.® Foreign sentiment of this kind has not diminished
since the end of the war, and in rccent months the case for discriminatory
commercial policies has heen restated with grcaet skill by two European ccono-
mists, Thomas RBalogh and Ragnar Frisch.l

It has long heen recognized that certain forms of discrimination
may have cconomicelly desireble results. In oarticular, it has becn accevted
that where preferential arrangemcnts come into being through the lowering of
trade barricrs within the nreference arca (rethor than through the reising of
barricrs against outside areas), international trade is expanded, and rcsources
tend to be alloceted on a more cconomicel. basis. While such an allocation
may still be far from the optimum, most economists would agree that resources
would probably tend to be more ¢ffectively cmnloyed than was previously the
case. The only important prowiso would have heen to the effect that the
benefite issuing from this tyne of oreferential trcatment might be of fset,
or outweighed, as a rcsult of retaliation by outsiders,

;/ Thomas Balogh, "A New View of the Economics of Intcrnational Readjustment,"
Revicw of Kconomic Studies, Vol. XIV (2), No. 36; Ragnar Frisch, "On the
Need for Forcczsting a Multileteral Balance of Payments," Americen Eco-
nomic Review, 3Scptember 1947,
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The rccent statements in favor of discrimination have rested on
considerations unconnccted with the optimum allocetion of resources. In an
importans article, Professor Frisch has shown that, in certein situations,
balance-of-payments difficulties ars corrccted with less injury to the volume

of world trade by discriminatory than by nondiscriminatory import rcstrictions.l/
While the conclusion itself is not new, Frisch's method of demonstration does

not avpear to have hitherto been used for this purpose, anc mezkes possiblc a
more sys-ematic approach to the economics of discrimination.

The device which Frisch introduces is known as the '"trade matrix."
This is ¢imply a scuare made up of rows and columns, the rows designating the
exports of a group of countrics and the columns designating the resvective
imoorts of thc same countries., Thus row A chows the exvorts of country A to
countries B, C. etc., while column A shows the imports of country A from
countries B, C. ete.; and so on. The terms exports" and “imporis" are hcre
used in he broadest sense to include not only goods and services but also
in-payments and out-payments resulting from Jong-tem capital transactions.
The only items excluded are the so-called "balancing items," or means of pay-
ment--i,c., gold and short-termm foreign balances. The latter items arc to be
regarded as the means of financing external deficits resulting from an excess
of imports over cxports, as the terms arc herc used,

An example of a trade matrix showing a situation of international
balance is presented in Matrix 1. The data are measured in terms of a common:
value unit and, for the sake of simplicity, only three countries are included.
In this first situation, the total exports of each country are equal to its
total imoorts, and thus the hypothetical "world" is in international equi-
librium, The total volume of "world" trade, which can be measured either by
world imports or by world exports, is 44. Let us now suppose that country A
has a major depression and that, as a result, its imports fall in half. The
outcome is shown in Matrix 2,

Matrix 2
Matriz 1 Unbalanced Situation Resulting from
Original Situation of Balance Depression in Country A
(Total Trade 44) (Total Trade 35)
"~ Importing| - ' ~ Jmporting
\g@ntry AR} C | Total | ] ~country|A |B | C| Total Survlus
~ u
Exportilip._ Exports | =15 Exporting.. Exports| %P
country ™= country
A 0O & 10| 18 0 A O € 10| 18 9
B 12 0 2y 14 0 B 6 0 2 g -
C 6 6 01 12 0 C 3 6 0 9 -
Total Imports 18 14 12| 44 Ttal Imports 9 14 12| 35
Deficit 0O 0 O 0 Deficit - 6 3 9

1/ Ragnar Frisch, op. cit.
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As a resilt of the depression, country A now has a surplus in its balance of
payments, while countries B and C both have deficits, The sum of the defi-
cits, amounting to 9, is equal to the surplus of country A, and world trade
is now 35.

This situation of disequilibrium is of course unstable, and balance
will tend to be restored in one way or another, if only for the reason that
external deficits must be financed out of reserves which are generally not
large. The most desirable way to restore balance would be for country A to
rid itself of the depression and thereby inecrease its imports to the original
level, If this, however, is ruled out, and if events are permitted to take
their natural course, a downward spiral may be set in motion which may drag
world trade down to a very low level, Let us assume an intermediate situation
in which country A is able to keep its depression from getiing any worse
(i.e., is able to maintein its imports at the reduced level) and in which
countries 3 and C attempt to restore balance by imposing import restrictions,
In these circumstances, it can easily be shovm that import restrictions which
discriminate against the "surplus country" (A) result in a smaller contraction
of world trade than import restrictions which are applied against the surplus
country on a nondiscriminatory basis, The first situation is shown in Matrix 3.

In this example, it is assumed that country A's imports remain at
the seme level as in Matrix 2 and that countries B and C reduce their imports
from country A by the amount of their respective deficits, Under these con-
ditions, balance is restored, and total trade is 26.

In the foregoing case, balance is attained by discriminatory import
restrictions—-restrictions which discriminate against the exports of the
surplus country. If, instead of this procedure, countries B end C attempt
to eliminate their deficits by reducing imports on a proportionate basis
from all sources, balance can still be achievcd, but only at a lower level
of total trade than in iatrix 3. The situation in the latter circumstances
is as shown in liatrix 4.

Matrix 3 Matrix 4 ,
Balznce Restored by Discrimi- Balance Restored by Nondiscrimi-
ne,tion Against Country A natory Import Restrictions
(Total Trade 26) (Total Trade 22)
M. Importing Importing
\:fifntfy AVBYC E;;ziis Surplus . ?ountny AB|C E;Zgits Surplus
b .4 ds
Rt ™ ebuntry
A 0 2 7 9 0 A 0 4 5 9 0
| B 6 0 2 8 0 B 6 0 1 7 0
C 3 6 0 9 0 C 3 3 0 6 0
Total Imports 9 8 © 26 Total Imports 9 7 6 22
{ . ;
Defisit O O O 0 Deficit 0 O O | 0
] |




- 13 - CONFIDENTIAL

Under these conditions, world trade is 22, or exactly half the volume in
Matrix 1. The reason is obvious: since the imports of country A were assumed
to fall in half (ancd to fall in the samec proportion from each source), the
only way in which countries B and C can restore balance, if they must apnly
restrictions on a proportionate basis, is also to cut imports in half from each
source. ..f the original reduction in country A's imports had been by one-third,
the cuts by countries B and C would have had to be by one-third; and so forth.

It should be noted that the surplus country under these assumptions
suffers no more when balance is restored by foreign restrictions which dis-

" criminate against its cxports than when balance is zchieved by nondiscriminatory

restrictions. In cither case, the surplus country's exports fall to the level

of its imports, which arc assumed to remain unchanged, But while the effect on

the surplus country is thc samc in both cases, it-is’ clear that world trade

suffcrs less in the first case than in the sccond.

While some of the generalizations which have thus far been made arc
valid regardless of the number of countries involvcd, others must be modified
if more than threc countries are taken into account, Consider, for example, the
trade matrix in Matrix 5. Here we have a situation of disequilibrium in which
there is one surplus country (A) and three deficit countries (B, C, and D), Let
us suppose¢ that the deficit countries attempt to restore balance by discrimi-
nating against the exports of the surplus country, 1In the situations involving
only three countries, it was possible for cach deficit country to follow the
simple rule of cutting its imports from the surplus country by the amount of
its deficit, in which case balance would automatically be restored. In the
situation illustrated in Matrix 5, however, it is not possible for country B to
follow this rule, since its imports from country A, amounting to 2, are less
than its deficit, which amounts to 4. Iet us suonosc that country B cuts out
all its imoorts from country A and that countrics C and D reduce their imovorts
from A by the amount of their resvective deficits. The result is as showm in
Matrix 6,

Matrix 5
Unbalanced Matrix with Four Countrics
(Total Trade 55)

S Importing
~.._countryl A { B| C | D | Total

Bperint~_ il
A o 2 6101 18 | 9
B L 0 4 2 10 -
C 2 8 0 4 14 -
6 0O 13 -

D 3 4

Totel Imports 9 14 16 16 55

Deficit - 4 2 3 9
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Matrix 6
Effect of Attempt to Achicve Balance
by Discriminations Stage 1
(Total Trade 48)

.. Importing
ount L)
Lountry| & | B | C | E?otai Surplus
Exporting XPOTrLs
country
A O 0 4 7 11 2
B 4L 0 4 .2 10 -
C 2 8 0 4 14 0
D 3 4 6 O 13 0
Total Imports 9 12 14 13 48
Teficit - 2 0 O 2

It will be seen that while countries C and D restore equilibrium in
their own balances by this action, country B does not., It still has a deficit
of 2, which is matched by country A's surplus of 2. Country B must cut imports
still further to achieve balance, and since it cannot reduce them from A; where
they are already zero, it must rcduce them from either C or D or both., Let us
suppose that it reduces its imports by an equal amount from C and b, cutting
imports in cach case by 1., As shown in Matrix 7, this achieves balance for B,
but disturbs the balance in C and D.

Matrix 7

Stage 2 of Same Attempt
(Total Trade 46)

~ Importing
\country A|B|C|D]| Total

. Surplus
il I A O i

A O 0 4 7 11 2

B 4L 0 4 2 10 0

¢ 2 7 0 4 13 -

D 3 3 6 0 12 -

Total Imports 9 10 14 13 | 46

NDeficit - 0 1 1 2




- 15 - CONFIDENTTAL

The latter countrics, which were previously in equilibrium, might now be
tempted t> restore balance by retaliating ageinst what would probably seem
to them thc unjustificd action of country B, but this clearly would not
restore ejuilibrium and, in fact, would be likely to precipitate a downward
spiral. The "corrcet!" solution to the problem requires that countries C and
D reduce their imports from country A by the amount of their deficits (re-
spectively 1 and 1). In this event, overall balence is at last attained, as
showm in iatrix 8.

Matrix 8
Final Attaimment of Balance by Discrimination
(Total Trade 44)

"~ Importing
~~. country| A | B|{ C | D | Total Surplus
Exgor'izg\\m\ Exports
country ~
A 0O 0 3 6 9 0
B 4L 0O 4 2 10 0
C 2 7 0 4 13 0
D 3 3 6 O 12 0
Totel Imports 9 10 13 12 A
Deficit 0O 0o o0 O 0

It will bc noted that, contrary to the situation in three-country
cases, the attainment of balance by discrimination in the foregoing situation
involves a contraction of total trade by an emount greater than the original
aggregate deficit (surplus). Nevertheless, it remains true that the necessary
contraction would be still greater if the deficit countrics were required to
achicve ¢quilibrium by nondiscriminatory import rcstrictions, '

It would be a serious mistake to regard the foregoing analysis as
presenting a strong casc in favor of discrimination. In particular, as Irisch
recognizes, the analysis offers no case at all for uncoordinated discrimination
by deficit countrics against surplus countrics. In the first place, it must
be rememsered that discriminatory import restrictions arc perticularly likely
to invite retaliation. Thus, on this ground alone, it is doubtful whether
uncoordinated discriminatory action against surplus countries would be likely
to achieve balance at a higher levcl of world tradc than nondiscriminatory
action. A more fundemental point is that any superiority which discriminatory
import rastrictions may have as a mcans of minimizing a contraction in total
trade deoends cntirely upon whether the correcct (and continually changing)
formula »f discrimination, as derived from the trade matrix, is complied with,
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As we have seen, even in simple situations involving as few as four countries,
the zppropriate formula is not likely to be stumbled upon by accident, par-
ticularly since it may require thet countrics which are already in balance
must reduce their imports and exports. Under realistic conditions embracing
many countries, only the highest degree of international cooperation would
insure the supcriority of discriminatory treatment. The trade matrix would
have t» be continuously scrutinized; detailed balance-of-payments data for
all countries would have to be obtzined at frequent intervals without appreci-
able lag; and all countries would have to be willing oromptly to adjust their
commercial policies to the changing rcquirements of the matrix formula. Co-
operation would be required not cnly on the part »f the deficit countries but
also on the pert of the surplus countries (who would have tc agree not to
retaliate) and on the vart of the countries alrcady in balance (to whom a
directive to contract imports and exports might scem unfair).

But surely if this almost utopian degrec of international cooper-
ation were to be attzined, it would be just as simple and easy to follow a
more retional criterion of trade policy than the cssentially rcstrictionist
goal of "minimum contraction," Under conditions of such close cooperation,
it should be possible to have as a2 realistic objective the ontimum level and
composition of world trade, and this would enteil very different rules of
procedurc from those envisaged by Professor Frisch, In perticular, such a
criterion would open the possibility of increases in exports to surplus
countries, a possibility which Frisch does nnt consider. ¥or this broader
purpose, it is possible that Frisch's method may be just as illuminating as
in the problems with which he is concerncd and, if such be the case, the
results should be far more rewarding. Once, howcver, the essumption that

exports cannot be increased is dropped, Frisch's case for discrimination be-
comes very tenuous indeed,





