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. Some Interrelations Between

H

‘The Intérnatioth‘Mohetgiy Fund and

The Commercial. Policy Convention.

Intrbduction.

It hes been proposed that quantitative import restrictions and
exchange control should be permitted temporarily in cases of acute balance
of payment difficulties. The question what kind of devices should be permlt,
ted has been discussed in & memorandum by Professor Ellis of May 26, 194, ‘In
the present memorandum & few more remarks on that question will be made. But
we shall be mainly concerned with the questlon under what conditions exchange
control should be permitted and, how balance of payment dlfficultles should be
defined. This is’ evidently & problem w;th which the proposed International
Monetary Fund is vitally concerned and it is necessary that the proposed Com
mercial. Policy Convention takes cognizence of whdt the International Fund
Agreement provides, It would seem to be advisable to try to influemce the
Monetary Convention so.gs te make it more useful for Commercisal Pollcy pur-

poses.
The Provisions of the International  Monetary Fund P
on Exchange Control and Quotes accordlng to Joint .
Statemcnt of Experts of Aprll 21, 194l
. The Joint Statement of April 21 refers to exchange control in three
conneotions: .

g

AR

(1) 1t lists as one of the obligations of member countries the =
following: "Not to impose restrictions on payments for current international
transactions with other. member countries (other than those involving capital
transfers or in acoordance w1th¢VI, above) or to engage in eany discriminatory
currency arrangenents or multlple .currency practices without the approval of
the Fund."

It will be observed that exchange control is prohlblted exceoc with
the epproval of the Fund. Presumably ths Fund will approve of controls’ only
in case of balance of payments difficulties. But the Joint Statement does
not say that permission should be given only in casec of balance of, payments
difflcultles nor does. it glve a deflnltlon of’ such dlfflcultles.

1 ltne first exception in parentheses which permits & country to prévent.
capital transfers, does not- dlrectly ‘concern commcrclal pol1cy,'although
it should be noted that in case of a per31stent tendenoy "of capital flight
only an elaborate system oft gxchange oontrols can- successfully prevent’
cepital transfero. The 'second exédption refcfs+té the ™apportionment. of
scarce currencies" which we discuss undsr (2) below.
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(2) The next point. where.the joint. statement refers indirectly to
exchange control and quotas is in connection with the "apportionment of scarce
currencies". Under VI, 6,. it says: . .o -

"4 decision by the Fund to apportion a scarce currency
shall operate as an authorization to a member country, after
consultation with the Fund, temporarily to restrict the freedom
of exchange operations in the affected currency, and in deter~
mining the manner of restricting the demand and rationing the
limited supply among its natlonals, the member country shall
have conmplete jurisdiction." .

This permits not only exchange control but also quotas on imports from the
country whose currency has become scarce., N
(3) The third point where the Joint Statement refers.to exchange
control is under "X. Transitional Arrangements". There it is stated that, the
obllgatlon of each member not to impose exchange restrictions. for current ‘trans-
actions remains suspended "uptil it [the country] is satisfied as to the arrenge-
ments at its disposal to facilitate the settlement of the balance of payments
differencss during the early post-war transjtion period by means which will
not unduly encumber its facilities with the Fund." (X.1)

During the transition each country may maintein its wartime restric-
tions and "adapt them to chenging circumstances." While each country under-
takes to remove these restrictions, as soon as possible and while The Fund
"may make representations to any member that conditions.are favorable to
withdrawal of particular restrictions" (X,2) and while it is steted that "not
later than three years after coming into force of the Fund any members still
retaining any restrictions shall consult with the Fund as to their further
retention", (X.2) there is no definite obligation to get rid of all wartime
restrictions by a certain date.

Balance of Payments Difficulties as an
Exception to the Rule Prdhlbltlng Quotas
and Exchange Control

It would scem that the references to the Joint Statement to exchange
control and balance of payments difficulties are not definite enough for pur-
poses of commercial policy.

The best method of coordinating the two conventions in this matter
would be to have a specifjc referonce to balunce of payment difficulties in-
serted in the proposed convention on the International Monetary Fund. The .
Fund: will be continuously watching the balance of payments position of all
countries.. This will be one of its primary duties. .Hence it will be the
logicel organlzatlon to make declarations on the ex1stence of balance of
payment .difficulties. If the provision in seckion IX,. p01nt 3, of the
Joint Statement. (which was .quoted. eboye). cquld be mede moye. expliclt by
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sey ing that the Fund ‘should give permission to introduce éxchange control only

in the case it finds that & member is confrodted with acute -balance of payment

difficulties, the commercisal policy conventibi-could simply.refer-to.the o -

declaration by -the Fund. ' T
vt ¥ -

The next. quesfion concerns thé choil¢e’ of methods {types- of" control)
which should de applied 4in’ casé & balance‘of payments dlfflculty has been
declarsd.: Obviously conflicting or. ovarlapplng ‘obligations or decisions
arising from different international conventlonSJor organizations should be .
avoided, Hence-if the Fund permits the’ 1mp081b10n of exchenge control, in
case of balance of payment difficulties, ‘the Commercial Policy Convention 5
should not prescribe quotas in prefefence 'to exchange control as an pm.ergancy
measure. This is another reasdn, in addition to thoss listed by Professor Ellis
in his memorandum, for preferring exchangé adntrol to -quotas.

Furthermore on effort should. be ‘made’to outlaw altogether certain
typos of exchange control devices such 2s bilateral clearings or certain kinds
of diseriminatory. multiple currency devices, 'so. that the Fund would be author-
ized only to permit those kinds of controls Which are indicated in the memor-
‘andum by Professor Ellis, The ideal solution would be to insert provisions
to that effect into the Fund Agreement.

Suppose, however, that the Fund Agreement cannot be made sufficiently
specific. What should be done in"the Cémmercial Policy Converition? This
question is important also for:the reason that' it may happen that there will
‘be countries which arc partners to the:Commer¢ial Policy Convention without
being members of the Fund. " In'these two cases the declaration that an acute
‘balance of payment dlfflculty exists should be mande by the International
Commercial Policy Organization. And again certsin types of exchange control
devices should be proscribed altogether. .

Finally the following question may be discussed: Assuming a specific
reference to balsnce of paymepts difficulties  is made in both conventions;
should the term "balance of payments difficulty" be defined more precisely
for commerciel policy purposes, even if the Fund: Agreement rofrains from g1v1ng
a definition &nd leaves it to the Fund to decide according to criteria which it
may find suitable? This would not be advisable, because it could. lead to con~
flicting decisions, if the Fund used othor criterie than the definition embodied
in the Commercial ‘Policy Convention. An attempt should be made, however, to
insert & definition in the Fund Agreement, It would have to be along the line
indicdated on p. 10 of” the Document of Octobor 16, 1943... The criterion of &
balance of payments difficufty}would”be either o ‘loss of internationel reserves
(including credit facilities with thé Fund) of a certajin megnitude 1 over a

This magmitude should be expressed in’ per«ccnt 0f the existing stock cf the’
Gountry's reserves or of the countfy'S‘qUOtw in %the Fund. It might also
be related to the country's needs as‘médsured by the volume and/br vari-
ability of its international trade. : )
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‘certain period of time or the fall of the reserve to a certain minimum level or
a combination of these two factors.,

It has been argued 1 that it would be unwise to tie the Pands of the
Fund by such a definition, because a balance of payments difficulty may exist,
it is alleged, which does not find expression in a loss of gold or foreign
balances (or an equivalent inflow of short-term funds): The standard exampie
i8 the British situation in the later 'twenties after the revaluation and re-
stabilization of the Pound Sterlinge. During this period, Great Britain suffered
from balance of payments difficulties, it is said, but there was no continuous
loss of gold (or inflow of short-term funds).

The argument can be also stated in terms of a definition of equilib-
rium exchange rates. In these terms it says: Equilibrium of the exchange rate
should not be defined exclusively by the absence of a balance of payments deficit,
i.ee of & loss of international reserves. The British currency in the 'twenties
was overvalued even though the ressrve position was stable. The balance of
payment was kept in‘equilibrium at the overvalued Sterling rate by the low level
of economic activity, Unemployment was high and national income and output
low; this reduced import demand and prevented an outflow of gold. If economic
activity had expanded to the full employment le vel imports would have risen
sharply (and exports fallen) and gold would have flowed out of the ‘country.

Then the hidden overvaluation of the currency would have come in the open and
Britein would have been forced to introduce exchange control or to devalue the
currency. It is proposed, therefore, ‘by the proponents of this view that
equilibrium rates of exchange should be defined with respect to full employment
situation. The equilibrium rate of exchange is defined as that rate which would
keep the balance of payments in equilibrium (i.e, prevent cn outflow of gold) in
a state of full employment., In other words what matters is the state of the
prospective balance of payments under full employment conditions and not the
state of the actual balence of payments.

The- implication of the foregoing argument for the problems on hand
is this: It would be unwise to limit the permission to introduce exchange
control (or to vary the exchiénge rate) to the case where the actuel balance of
payments shows a deficit. For that ntight prevent countries which are in
similar position as Great Britasin in the 'twentiss to embark on expansionary
p011c1es designed tomise the level of employment. If in the 'twenties Britain
had not been afraid of los1ng gold, she would or at least could have jincreased
employment and e conomic activity by expansionary measures.2= The Fund 'should be
given a fres hand to weigh the whole situation, not only the state of the actual
balance of payments, but also its prospsctive changes.,

1" 11 orel discussion. We know of no references to published material.

It can, of course, be argued that Great Britain commijtted the error of
revaluing the Pound. to its prewar level. But e 31milar situatlon could
arise without an actual. appreciation.
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Our pos;tlon w1th respect to thls whole probleém is this: We believe
that the permission to use. exchange control to overcotie a balance of payments
difficulty should. be given very sparingly., It cannot be’ denied that situations
like the one in which Great Britain is supposed to hdve been in” the 192Q's are

- possible. But usually the dlagnosis of ‘a current 'and stlll more of a prospec-
tive situation is not so easy as. 1t appears ex gost. We cannot always tell
with certainty what will happen' under full employment or if certain expansion-
ary policies are applieds Therefore there is a real danger that if no
strictly objective criteria ‘a’re used, it will be too easy for countries.to
claim that they need exchange control, because they are faclng balancs of
payments difficulties. Would it not by unwise to rely. 31mply on the wisdom
and couroge to resist pressure of the mandgers of the Fund? ".It.would. probably
save the Fund much trouble, if ’'clear, objective criteria werc formulated.

Moreover it seems to us that.no harm will be done,.if the Fund is
instruoted to permit exchange control pnly if an actual balance. of payments'
deficit has atrisen, i.e. if tha country in’ questlon looses ressrves ‘at a
certain rate for & specified péridd .of. time or if the reserve-has fallen to
a dangerously low level. If a country hes a suiflolent buffer.of liquid
reserves, what harm cen it do to wuit fpr awhile and see how the bslance of
payments develops’ Suppose the British in the 'twentles had d301ded to embark
employment. Supposs that pollcy would have: produced & balgnce of payments
deficit and they would have becn forced t¢ depreciate the Pound or to intro-
duee exchange control. Would their pollcy of sxpan51on becn frustrated, if
they had been compelled to wait with' the devaluation 1 or introduetion of
exchange control until after some gold had left the country? It is difficult
to see that it would heve made uny difference, especially if we aSsume the
existence of controls on speculative capital movements (capital flight). What
is the use. of & buffer of liquid reserves (gold and foreign exchange and. credit
facilities with an Internationel Fund), if it is not used-to £ill a deficit
in. the balange of payments until it has been more clearly'establlshed that the
disequllibrlum is serious enough to ‘warrant drastic steps such as the intro-
duction. of exchange control or "devaluation of the currency? It need hardly
be emphasized that it is not necessary that regerves should:be allowed to be
dengerously depleted before corrective stops are taken. But objective eriteria

:.for the existence of a balence of payments difficulty seem to be necessary.

The Scarce Currency Provisions of th% Fund

If the scarce currency provision of “the Joint Statement as quoted
sbove is incorporated into the Monetary Fund Agreement, the Commercial Policy

1 It is true that a policy which doés not attempt to stimulate economic.

.activity by measures which incregse domestic demand (public: w0rks, tax
rem1s510n, subsidlos to private investmént, etc.), but by pushing. exports ‘and .

. restrlctlng 1mpcrts through exchange depreciation (not forced upon’ the

' country by a prior doficit in -the ‘balance of paymeénts) 'would be prevénted by
the” proposed rules, But we tuke-it for granted ‘that it is ‘one of the purposes
of the International Monetary Fund to ocutlaw precisely that kind of begger-my-
neighbor policy.
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Convention will have. to take cognizance- of the féct, that any kind of restries
tions on 1mports from countries whose currencles have ,been declared séurcéiby
the Fund can be imposed by ‘all other: member countrles. Thls is a rather far-
reaching provision and it may be advisable 'to have it modlfied. Member
countries should not be given.complete freedom a8 to how to restrict demsnd
for soarce currencies., Cartain obgectlonable devices might be prohibited or
members be given the choice befween certein approved mcthods.

The obvious solution would be to make the same choice. as in the case
of balance of payments difficultiss, If-in' ce&se of balance of payments dif-
ficulties exchange control is permitted, but quotas are prohibited, the same
rule could be applied in case of & scarco currency. After all a scarcity of
e currency really implies balance of payments difficulties of othsr countries.

Another question may be raised in this connection. According to the
wording of the Joint Statement the criterion of " 'scarcity" is that the Fund
is in denger of exhausting its supply of the particular currency. That need
not imply that all countries are short of it.: Some countries may be still
well supplied with the scarce currency (or with gold). This raises thg
question whether it would not be advisable to chunge the relevant prov1smons
and to grant the right to impose restrictions on deallngs in the "scaree"
currency or..on-iyports from.the scarce-currency country not.to all ‘mombers but
only'to those. countries that actuglly have exhausted their stec'ﬁ:"_'f the searce:
currency of of gold.

The present provisions of the-Joint Statement nay conceivably-
lead to'unnecessarily widespread. controls. What the experts had undoubtedly:
in mind, when they drafted the scarce-currency provisions was the now so
widely held belief that a scarcity of dollars is bound. to. arise after the waré
If that actually happens, if the American balance of payments on current account
is going to .show.a strong tendency to be favorable und if this cannot be
corrected or offset by (a) mainteining a high level of activity and employment:
in the United States, (b) reducing import restrlctlors in the United States,
(c) exporting long~term. capital from the United States or (d) appreciating
the dollar ~- under &ll- these assumptions restrictions on imports from the
Ynited’ States, applied by all other countriés, may be & good solution. A
general discrimination against Americem &xports would bring home to the
United States the necessity or desirability of taking steps to correct the
disequilibrium in the balance of payments by liberulizing import restrictions,.
appreciating the currency or by increasing import demsnd by expansionary mone-
tary and fiscal policies. Granted thet the solutien of the problem as outlined
may be desirable, it must still be asked whether the provisions in the Joint
Statement would not allow the imposition of controls in less legitimatec cases
than the one envisaged aboye.

Suppose, for example, that many countries muke it e practice to draw
as much as possible on the Fund for dollars beforc they use their own resources
outside the Fund, Then the Fund may exhaust its. dollar holdings at an early
date when the supply of #old and’ ddllars is still plentiful in most
countriess. Might it not be too early fn that case to permit everybody tc
impose restrioctions egainst American exports? If tho Fund disposed over a
large part of the world's dollar resources, the fact -that -the Fund hcs lost
most of its dollars may be taken as an 1ndlcat10n that the American balance
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of payments was favorablé due ta:a deep-sested disequilibrium so that drastic
steps have to be taken.~; But :if the.Fund"s .supply of dollars was only a
fracticn of the total supply, its exhsustion cannot be taken with the same
confidende as & symptom that things are fundamentally wronge. Would it not

be better to require a separate decision .of the Fund, whether everybody

should be authorized to impose restrictions on a.currency which has become
scurce in the Fund, rather than to say, as it is said in the Joint Statement,
that "a decision by the Fund to apportion a scarce currency shaull [automa-
tically] operate as an-authorization” to .all -members to impose restrictions?
If & separate authorization by the Fund Were' reguired, the Fund could try to
distihguish between casss.where the scargity.of e .currency in the Fund is symp-
tomatic of a general. ecarclty of that currency and:opsgs where that conclusion
is not, of.nbt yet, warranted. Before. euthorizing everybody to restrict ‘geal-
ings in the scarce currency the Fund would consider evidence other then the
fact that the Fund has,depleted ' its supply of .the currency in question; for
example gold movements.or shifts ¢f dollar balances outside the Fund would be
an’ 1mportant fector which ought to bs taken into consideration. Moreover, if
the Fund came to the conclusion that, say, the American balance of payments
wos seriously disequilibreted, it may at first propose other measures than the
universal authorization to everybody to impose restrictions on the dollar.,

The scarce currency provision as. it stands now with-its automatic
authorization to impose controls mey conoelvably 80 operate as,to impede multi-
laterel trade. Suppose the Dollar becomes scarce in the Fund; countries like
Gréat Britein which habitually have an unfavorable. trade balance with the United
States and acquire their dollars through export balances with the .tropics. are
short ¢f dollars (and of gold), but they still have balances with other coun-
tries where the dollar .is not yet short. Normally Great Britain would acguire
dollars in these countries; this is a part of the multilateral trading system.2
Under the searce currency provision this multilatersl settlement may be .inter-
rupted, because those countries are authorized to put the dollar under control;
"that is they may rcfuse to sell dcllars to Great Britain. Suppose, for exemple,
Greet Britdin hes Argentinian pesvs; Argentina has dollar balences. Now
‘Argentlna ‘¢gn . refuse to sell dollars te Great Britain. She may have an inecen-
tive for doing that, beceuse she may hope that Great Britain, if she cannot
buy dollurs with her pesos, may spend them on Argentinian goods. This would
constitute a bilateral distortion of trade to the benefit of Argentina.

e ey

'ThJse steps may be other ones than the imp051tion of direct control. The

Fund would presumnbly discuss these. possiblllties ‘in the rsport which it
is.required to issue under Sécﬁlon VI.X. of the Jcint Statement.

See The Network of World Trade' League of Nations for «. detalled description
of multilateral settlement. o
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It is difficult to foresee how real the danger is that such will
be the outcome.l But it is certainly possible. If, as proposed above,
the provisions were changed to the effect that thé authorization to impose
restrictions on scarce currencies was not automsatic but depended on a separate
decision of the Fund, the denger that the pattern of multilaterel trede be
disturbed, would be reduced if not removed.

The Transitional Provisions of the Fund

The provisions of the Joint Statement concerning the removal of
wartime restrictions ars not stringent snd definite. Any country can kesp its
woartime rsstrictions indefinitely under these provisions, It is true the Fund
can make representation, and not later than three years after coming into force
of the Fund any country hes to consult with the Fund, if it wants to retain
restrictions. But there is no definite obligution to remove the restrictions
and  no sanctions, if a country does not respond to the representations of the
Fund.

It may be futile to ask now for an ironclad obligation to remove
all quantitative restrictions by & certain specified date. But it would be
highly desirable, if 'a more definite obligatlon could be written into Monetary
Fund or the Commerciul Policy Convention,

From a formal, administrative and procedural point of view it will be
easier in this cuse than in the earlier ones to cvoid conflicts between the
provisions of the Fund Agreement and the Commercinl Policy Convention. Even'
if the Fund Agreement refrained from moking more precise transitional pro-
visions than the Joint Statement, the Commerciul Policy Conference would be
eritirely free to write more stringent provisions into its Convention if it
sees a ‘chence of doing so successfully. Ones o country has abolished its
woartime restrictions, it is no longer free, under the Fund Agreement, to re-
introduce them without approval of the Fund. It follows that the Commercial
Policy Convention-cen go ferther than the Fund Agreement in stipulating the
abolition of wertime controls without risking a conflict with the provisions
of the Fund.

1 The Joint Statement contains the following provisions: Under III.L. "the
Fund will be entitled, with a view to preventing a particular member‘é
currency from becoming scarce (a) to borrow. its currency from 8 member’
country, (b) to offer gold to a member country in exchangs for its currency".
Under III.7.bs the Fund shall insist that half of its sales of foreign
‘gxchange be paid for in gold, provided and 30 long as, the’ gold reserve af

" the buying member exceeds its quota. ‘

It is true that thesc provisions will lessen the dsnger (a) thet cur-
rencies become scarce and (b) that the scarcity of a currsncy in the Fund,
if it arises, does not reflect a general scarcity. But nobody can tell
whether these safeguards will be sufficient.
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It is, however, much more difficult to formulate objective criteria
which should indicate, whether wartime restrictions can be removed thsn criteria
which will tell whether the introduction of controls should be permitted after
a free exchange system has been in operation for some time. In the latter case
the existence of a balance of payments deficit (i.e. the loss of international
reserves) oan be used as a criterion.l For the abolition of controls the
absence of gold losses or even the fact that a country has been able to accumu-
late substantial reserves are necessary but hardly sufficient criteria.

Several other conditions must be ?uITi%led too. One condition is,of course,
the choice of an eppropriate exchange rate. As a rule, the removal cf exchange
restrictions will necessitate a devaluation of the currency. Apart from such
a wholesele adjustment of prices within a country and the outside (that is
what a devaluating amounts to), the impact of a withdrawal of restrictions

(of exchange restrictions as well as quotas) will have to be cushioned in many
cases by an increase of tariff duties or the quantitative controls replaced by
(higher) duties. Lomestic rationing, allocation and price control will huve

to be removed or at least thoroughly adjusted when international trade is re-
leased from the shackles of exchange control.

It will be hardly possible to set down in advance in a clear-cut
formula all these conditions as objoctive eriteria for the removal of wartime
restkictions. All that can be done is to give power to the internztional
badies, the Fund or the International Commercial Policy Organization, to work
out the details with each country and to instruct them to pay attontion to all
these factors. A date may be set when, at the latest, such parleys between
the Fund and each country should be started and when thoy should be finished.
It might be stipulated that after a certain later date restrictions can be
retained only with the approval of the Fund and it could be stated that a
country which does not comply with the Fund's recommendations within a
reasonable period of time will be denied eredit facilities with ths Fund
which it otherwise would enjoy .

This is at least a technically possible position, notwithstanding the fact
that some people may argue that it would be advisable to take other factors
also into consideration -~ fectors which throw light on prospsetive changes
in the balance <¢f payments.
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