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LENDING OPERATIONS OF THE FUND
A, Bourneuf

The International Monetary Fund has supervision over the exchange
rate and exchange control policies of members and also provides financial
assistance to members. The importance of its supervision of exchange rate
and exchenge control policies is generally recognized; opiniomns differ,
however, on the importance of its lending operations., Mr. Nurkse says,
"The main function of the International Monetary Fund will be to create
an addition, and quite a substantial addition, to aggregate international
liquidity."l/ Mr., Viner, discussing the original Keynes and White plans,
scid, "By creating an additional and flexible supply of internationally
liquid means of payments both plans would provide needed sar;guards against
either world or local deflations originating in national balance of payment
difficulties, This is the groatest service which the plans would rendep
veso"?/ This paper examines the contribution which the Fund's lending
operations may meke to international monetary stebility and the avoidance
of deflaticnary and restrictive measures,

Reasonable stability and freedom in internationel monetery re-
lations is possible only if appropriate mcasurcs are tcken to achieve bal-~
ance over a period of time in the international transactions of individual
countries, The adoption of suitable exchange rate and exchange .control
policies is of funcdamental importance. But it is perhaps of equal impor-
tance, if unnecessary changes in exchange ratecs, excessive restrictions

on current transactions, and domestic deflationory mecsures are to be
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2/ Jacob Viner,

Princeton International Finance Section;w"Essaysﬂin International
Finance," Spring 1945, P. 13,

.« k '1 . ' ‘ '
New York Economiec Nﬁtional Committee eh m@netury Policy, 1943,
Reprinted from the Yale Review of Autumn 1943, p. 13,
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avoided, that countries have some available means of meeting balance of pay-
ments deficits. From this point of view the Fund's lending operations may
be considered as importent as its supervision of exchange rate and ezchange
control policies. Although the Fund has the power to object to exchange
rate changes and exchange controls on current transactions, it can not do

so in practice unless there is somc other means of meeting the deficit or
correcting the situation,

The Fund's Lending Operations
The normal financiel transactions of the Fund are essentially

international lending operations., Unless special permission is granted
the total net borrowing privileges of each member are cqual to its qnota,l/
or subscription to the Fund, and no more than one quarter of this zmount
may be obtained in any twelve-month period, The obligation of each member

to lend is also equal to its quota. Countries borrowing from the Fund put

1/ The provisions of the Fund Agreement run in terms of purchases of cur-
rencies from the Fund. Each member may purchase Toreign currencies
with its own currency until the Fund's holdings of its currency equal
200 per cent of its quota. This means that a member can purchase up
to the amount of its quota plus the amount originally subscribed in
gold. To the extent that a member obtains foreign currencies up to
the amount of its gold subscription it is not obtaining net assistance
from the Fund end is not in fact a net borrower from the Fund. If it
should withdraw, e.g., it would take back all the Fund's holdings of
its currency and would have no further obligation to the Fund.

Although the accumulation of foreign currency balances is
essentially an international lending operation, the purchase of for-
eign currencies with gold is not. However, the Fund's operations in
gold may involve lending operations., The gold subscribed by a member
may be considered as a loan to the Fund, Also when the Fund uses
gold subscribed by members to purchase currencies needed by others
a larger proportion of all members' claims on the Fund are now claims
on foreign currencies rather than on gold. At this stage the Fund
itself becomes the lender. Ordinary gold sales through the Fund may
also involve lending operations. When a country sells gold through
the Fund to purchase a foreign curreuncy there is no lending whatever
if the Fund uses the gold to obtain the currency requested.’ If the
Fund is able to keep the gold, however, and provide the currency from
its own holdings, the country whose currency is provided is lending
through the Fund,
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up equivalent amounts of their own currencies, which they are expected to
repurchase from the Fund within a reasonable period of time with gold or
with currencies which are in short supply in the Fund, Countries lending
through the Tund are countries whose currencies on balance are being made
available to other members through the Fund. Such countries obtain equiva-
lent additional privileges to obtain foreign currencies from the Fund,

Transactions of the Fund are limited to those involved in supply-
ing foreign currencies to members in exchange for their own currencies at
their request, It has no power to operate on its own initiative, except
that it can sell gold or borrow in order to supply the currencies requested,
Although the Fund is passive in this sense, its lending operations are not
automatic. The Fund can and must exercise discretion in its lending opera-
tions. The Fund's resources are not intended to finance large or sustained
outflows of capital, relief or reconstruction necds, or wer debt settlements.
It is probably fortunate that the Fund will not begin lending operations
until the end of 1946 since the difficulty of avoiding the financing of
relief and reconstruction needs would have been much greater if operations
had begun in 1945 or early in 1946, Furthermore, the American and Canadian
postwar lending programs, which have taken a heavy burden off the Eund and
the Bank, might never have been adopted.

Most importeant of all, the Fund can and must refuse to lend to a
country which is not using the resources maode available "in accordance with
the purposes of the Fund," One of the stated purposes is, "To give confi-
dence to members by meking the Fund's resources available to them under
adequate safeguards, thus providing them with opportunity to correct mal-

adjustments in their balance of payments without resorting to measures
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destructive of national or international prosperity.“}/ To conti;ue to
draw on the Fund to meot a deficit which promises to be chronic, while
taking no measurcs to correct the deficit, would be a waste of the Fund's
resources and of tho member's borrowing privileges,

The Fund's supply of a particular currency, furthermore, may fall
short of the amount which members eoxercising’ their normal borrowing privi-
leges may request, The Fund must try to maintain a balance in its holdings
of various currencies if it is to continue to be able to meet the requests
of members, For this reason it must bear in mind the prospects that the
borrowing country will be able in due course to repurchase smounts of its
own currency paid into the Fund, Even from this very limited point of view,
then, the Fund must satisfy itself that a borrowing country is adopting
corrective neasures so that it will be in a position to repay the Fund., If
the Fund's rescurces were much larger and its ability to supply any parti-
cular curroncy were sufficient to meet all poséible demands a compromise
similar to that in the original Keynes plan might have been adopted. Only
cfter a country had exhausted hulf of its borrowing privilegeg could certain
corroctive measures; including a change in exchange rates or control of
capitel movements, be required as a condition of further borrewing., Other
internal measures could be recommended at this sbage but could not be re-
quired unless a member had been borrowing up to 3/4 of its quota for at

least a year. As a practical matter, there may be a range within which

1/ Some writers have argued that the phrase "in accordance with the pur-
poses of the Fund" is much too vague in view of the fact that there
are poSsible inconsistencies as between the various stated purposes,
It would seem that the purpose quoted above which is the only one re-
Terring spocifically to use of the Fund's resources is the directly
relevant one, and, reasonably interpreted, excludes such extreme
possibilities as that the Fund should bo used to whatever extent is
necessary to maintain exchange rates unchanged, or should be used to
give the borrower time to correct the disequilibrium provided that it
does so in the quickest possible way.
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even the Fund, in its more vulnerable position, will exercise little dis-

cretion, but this range should be small,

Will a country's ability to borrow from the Fund help to avoid
measures "destructive of national and international prosperity" and lead
to the adoption of more constructive corrective measures? Of course the
Fund may refuse to approve certain measﬁres,and suggest drawing on the Fund
temporarily instead., But there are restrictive and deflationary measures
over which the Funé¢ has no actual control., The important question is
whether member countries themselves will be inclined to avoid restrictive
measures in general because of their ability to drow on the Fund., One
view is that the ability to borrow from the Fund will have little or no
effect on the policics of any country unless it is en automatic right to
borrow rather then a conditional borrowing privilege. Mr. Nurkse says
that "conditionol liguidity is not liquidity at 011,"1/ And Mr,. Williams
says, "I have never sympathized with the idea that the way to protect the
Fund is to make it operate like a bank, Critics of this general line of
suggestion seem to me quite right in mcintaining that this type of restric-
tion on the use of the Fund will only undermine its usefulness. If the
Fund is to operate as a common pool of foreign exchange resources, equiva-
lent to gold, there must be the scme freedom of aceess that pertains to
gold 1tself."§/ The implication is that a cotntry will not postpone re-
strictive measures or adopt offsetting policious on the assumption that it
may be able to borrow, but would if it were sure it could borrow, If this
is true the lending operations of the Fund will be of liitle importance

since the Fund must exercise discretion.

g_g. cit., p. 17.
Q

7 :
g/ Jomn H. Williems, The Bﬁetton Woods Agreements; Address before the
Academy of Political Science, April 4, 1945, p, 42,

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



-6 -

It seems likely, however, that monetary authorities will be able
to act with increased confidence if they can reach a general understanding
with the Fund on the circumstances ynder which Fund assistance will be
fortheoring. Certain situations in which the Fund clearly should not con-
tinue lending can perhaps be defined et once. A member experiencing a
rapid inflation should not continue to borrow unless drastic steps are being
tcken to ocurdb the inflation, A country which has a substantial and con-
tinuing deficit because it is undergoing a rapid process of development or
reconstruction should finance such a deficit by long-term borrowing rather
than through the Fund. Again, continued use of the Fund is obviously un-
wise if costs and prices are seriously out of line with those ebroad and
a change in exchange rates is necessary. The principal feature of the un-
derstanding reached, however, must be not a ruling out of extreme or specific
cases but a recognition that the Fund is intended to give only temporary
assistance and that other woys must be found of meeting and correcting
deficits which promise to begome chronic, Members should be able to ber-
row for a time in order to plan corrective measures, and, if possible, to
meet the deficit until such measures take effect,

Will the ability to borrew from the Fund do little more than take
the place of private international short-term capital movements? Before
1914 such movements, sensitive to intercest rate differentials, sorved a
uscful function, -at lecst in relatively undisturbed conditions and for
certain countries, Even if the Fund mercly takes the place of such private
capital movements, therefore, it will be of considerable importance since
the prospects of such private capitel movements in the future are extremely
limited. It seems likely, however, that the Fund will be more useful than

private capital movements in preventing restrictive measures, Many countries
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have been unable to attract private capital and private capital in any case
is subject to sudden withdrawal. Although controls may be used to prevent
withdrawal such measures tend to restrict future capitel inflows, In
general, it is necessary, also, to raise interest rates to attract foreign
capital, By contrast all membqgs will be able to borrow from the Fund, no
rise in interest rates will be involved, and the Fund can not withdraw its
support suddenly;y

Cost of Borrowing from the Fund
The attitude of countries toward borfowing from the Fund will be

affected by the cost of borrowing. A service charge of 3/4 of 1 per centg/
must be paid on all amounts of foreign currencies obtained from the Fund,
This is more than it costs to ship gold between most countfies,which means
that members are not likely to use the Fund to meet small day to day defi-
cits, Such needs will be met by use of gold and foreign exchange reserves,
perhaps through national stabilization funds., The charge would not be ex-
cessive if the funds were needed to meet a seasonal deficit,and the Fund
may be used for this purpose. But the deficits of uncertain duration are
those the Fund is really intended to help meet, and in such cases the ser-
vice charge may be consicdered as a reasonable initial borrowing cost and

should not be a serious deterrent to use of the Fund.,

1/ The Fund can refuse to lend additional support but it camnnot suddenly
require repayment of past borrowings. If a member's reserves inorease
in a given year, and exceed its quota, it must use half the increase
to repay the Fund at the end of the year, but in such circumstances
the required repayments will not be difficult. A member mey also be
required to make repurchases if it has not drawn on its reserves at
the same rate as it has borrowed from the Fund but such repurchases
are known in advence and e¢aen be avoided,

2/ This charge may be reduced to 1/2 or raised to 1 per cemt.
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Other charges, levied on net borrowingsl/ from the Fund, increase
with the amount borrowed and the period over which it is used., Thece charges
are designed to discourage excessive borrowing and encourage speedy repay-
ment, They are very low as is shown in Table I. The table assumes a mem-
ber borrows up to the normal maxirum of 25 per cent of its quota in succes-
sive years, At the left is the rate paid on cach 25 per cent borrowed in
the year indicated, assuming no repayments -~ it is these marginal ratos
which a country would consider in deciding whother to postpone repayment

or borrow moro.g/ At the right is the averége per annum rate paid on the

total amount borrowed, assuming repayment in full in the yoar indicated.
Neoither the marginal nor the average rates paid on borrowings up to 5 years
at least are as high as those paid for private funds in the past and they
are probably lower than those at which privatc funds will be available in

the future.

sorrowing Privileges Compared to Independent Reserves

To what extent borrowing from the Fund may help to avoid restric-
tive measures depends partly on the sizs of the total normal borrowing
privileges of countries as comparced to their independent reserves. If
borrowing privileges are small by comparison they will probably have little

effect on the policies adopted. Table II shows the relation between total

i/ These charges are levied om the Fund's holdings of a country's currency
in excess of its quota. In other words they are not levied until after
a country has obtained foreign exchange from the Fund up to the amount
of its gold subscription. A country is a net borrower from the Fund °
when the Fund's holdings of its currency exceed its quota., Both in-
terest and service charges are pryable in gold,

2/ The marginel rate charged increasce by 1/2 per cent for each upward
step in amount snd in time. When the rate reaches 4 per cent members
must consult with the Fund with a view to finding ways to repay the
Fund, After 5 per cent is reached the Fund may impose suchk charges
as it deems appropriate. The whole scale of charges may be cltered
by a 4/5 vote.
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Table I

INTEREST RATES PAID ON BORROWINGS FROM THE FUND

Assumed Net Borrowing

Interest Rate Paid Per Annum on Amount]
of Net Borrowing I, dicated During:

Average Interest Rate Paid
Per Annum on Total Amount Borrowed
Assuming All Borrowing Repaid
at End of Year Indicated

ear 1|Year 2 Year 3|Year 4]lear ear 1]Year ear 3|Year 4|jear 5
25 per cent of quota at
beginning of year 1 o4 1.6 2,5 o4 o7 1,0 1,2 1.5
An additional 25 per cent of
quota at beginning of year 1,5 2.5 8 1.1 1,3 1.6
an additional 25 per cent of *
quota at beginning of year 1,5 2.5 1.3 1.4 1.7

An additional 25 per
quota at beginning

}/ Ho charge first 3 months, 1/2 per cent next 9 months.
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normal borrowing privileges (equal to their quotas) and estimated gross
official gold and dollar resefvesl/ as of the end of 1945 for all members
other than the United States and Canada. The countries are grouped accord-
ing to the percentage of their normal borrowing privileges to their reserves.
The percentage of the exports of each group to the total in 1938 is used as
a rough measure of the importance of the group in world trade. The borrow-
ing privileges of countries accounting for 93 per cent of the 1938 exports
of the countries analyzed are equal to 20 per cent or more of their inde-
pendent reserveé, and the borrowing privileges of countries accounting for
S1 per cont of 1938 exports equal 51 per cent or more of their independent
reserves. The total normal borrowing privileges are large enough to be of
some significance for all countries in the more than 20 per cent range and
of very considerable significence to all countries in the mors than 50 per
cent range. With special permission of course the normel limits on borrow-

ing privileges may be exceeded.

1/ It would be preferable to include holdings of currencies other thun dol-
lars, <specially those which are likely to be convertible, bLut data on
such holdings is not readily aveilable, For most countries they are
not of great importance but the accumulated sterling balances of some
of the Empire countries may reprcesent an important addition to their re-
serves if they become comvertible or if these countries have sterling
deficits. ,

The official gold and dellar reserves at the end of 1945 inelude
amounts which must be paid to the Fund in gold as part of each country's
subscription., Estimated gold subscriptions were not deducted because
each member can obtain foreign currencies from the Fund up to the amount
of 1t8 gold subscription in addition to borrowing up to the full amount
of its quota. No account is taken in the table of estimated new foreign
gold production which will undoubtedly continue to add substantially to
foreign internctional means of payments, Countries other than the
United States, Canada, and Russia wore producing between 8 and 9 hundred
million dollars worth a year from 1938-1941., A large part of this gold
production, however, will presumably find its way very quickly to the
surplus countries rather than lead to an increass in the level of for-
eign holdings.
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CLASSIFICATION OF MEMBERS ACCORDING TO PERCENTAGE OF THEIR TOTAL BORROWING PRIVILEGkS 10 THEIR RESERVES _];/ '

Table II

(1) @) () (4) (65}
Porcentage of Total Vaiue of 1938 Exports
Borrowing Privilegos of Bach Group as Column (4)
Groups of Individunl Countriss Percentage of Exports |[Percentages
Countries to of All Countries Cumulated
Their Reservos Analyzod
I Over 100 Cszechoslovakia, Denmark, Ethiopia, jon- ' 13 13
duras, Indie, Iraq, Dnxembourg, Poland
II 76 to 100 Costa Rica, Dominican Republic, 3 16
4§5¥ptl Yugoslavia
IIX 56 to 75 China, Paraguay, Peru 4 20
v 51 to 55 Groeco, United Kingdom 31 51
v 36 to 50 Bolivia, Chilc, Philippine Common~- 3 54
wealth
VI 26 to 35 Bolgium, Bragzil, Colombia, Mexico, 24 78
Netherleands
VIiI 20 to 25 Cuba, France, Nicaragua, Norway, 15 93
Panama
VIII Less than 20 Ecvuador, Guatomala, Iceland, Iran, 7 100

El Salvador, Union of South Africa,

Urugggg ]

_1./ Total b,orrowin§ Was‘wo total nomal borrowing privileges, i.c. oqual to a memborts quota.
os ¢

Roserves aro/g

ial gold and dollar rescrves as of the end of 1945,
mombors of the Fund othor than thc United S8tatss and Canada, which presumably will not borrow,

The table analyzes all

The

data for ‘Belgium, Francc, Nethorlands, and the United Kingdom include ‘data for their rospectivo

colonies,
cxports
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Borrowing from the Fund versus Using Reserves
The ability to borrow from the Fynd may make a real diffetence in

.the policies even of countries whose normal total borrowing privileges are
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less than 50 per cent of their independent reserves. Many of theqe are
countries which have relatively large independent reserves,but their borrow-
ing privilegos are also large and borrowing from the Fund may be regarded
differently by them and have substantially different effects than those
which follow from the use of reserves. For various reasons, partly psycho-
logical and political, most countries .seem loath to use their rogerves,
. ‘ and the Netherlands

Even the war-devastated countries, with the exception of France,/have shown
little inclination to draw heavily on reserves to meet their urgent needs,
Borrowing from the Fund may be regarded differently since it involves taking
advantage of a privilege which might not be available at another time or for
other purposes, whereas a country may use its own reserves at any time and
for any purpose, The internal monetary effects of borrowing from the Fund
may also be diffe;ent from those of a loss of reserves. Monetary authorities
should regard borrowing from the Fund as equivalent to a loss of reserves in
the sense that it indicates a doficit which must be watched and may have to
be corrected but differences arise in other respects. The effect on confi-
dence may be quite different,howema;/égyszect on domestic monetary policies
may be much less as long as gold continues to be needed to meet legal re-
serve requirements and the net position of & member vis-a-vis the Fund is
not taken into account in the calculation of legal reserves.

It is important to bear in mind that countries with reserves in

excess of their Fund quctas 1/40 not have a choice, over a period of a year

1/ See Table V. Countries accounting for 83 per cent of 1938 exports had
reserves in excess of their quotas at the end of 1945,
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or more, between using only their reserves or only the Fund to meet a defi-
eit. The repurchase provisions, described below, require member countries
yoar by year to draw on their reserves at the same rate that they borrow
from the Fund, It is possible, however, that a loss of reserves will be
regarded so differently from use of the Fund that a halving of the loss of
reserves will enable a member to pursue different policies. Furthermore, a
lump payment of gold or foreign currencies to the Fund at the end of the
year in discharge of repurchase obligations may have quite different effects
from a steady loss of reserwves,

Borrowing Privileges as Compared to Probable Needs
The extent to which the ability to horrow from the Fumd will affect

the policies of individual countries depends also on whether borrowing privi-
leges are large enouzh in relation to prcbable noeds to be significant, The
quotas which determine the maximum normal borrowing privileges of members
could not be.determined solely on the basis of need, They govern both bor-
rowing privileges and lending obligations and were determined partly on the
basis of the ability of members to lend through the Fund., To some extent,
then, the distribution of quotas reflects the wealth gnd balance of payments
position of countries in the same way as theo prescnt distribution of inde-

pendent gold and dollar reserves.

A satisfactory moosure of the need of member countries for foreign

-exchange assistance would be & measurc of the probable size of the deficits

on current account which they are likely to face., It would be extremely
difficult to obtain reasonable estimates of probable future deficits. It
may be useful, however, to compare the normal annual borrowing privileges
of members with a rough estimate of the value of their exports in a post-

transition period year. The value in current dollaré of their oxports in
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1938 may be taken as this rough estimate., Table III classifies member coun-
tries according to the percentage of their annual normal borrowing privileges
(equal to 25 per cent of their quotas) to the value in current dollars of
their exports in 1938, The table shows that countries accounting for 88 per
cent of 1938 exports have annual borrowing privileges equal to 10 per cent )
or less of their exports, countries accounting for 82 per cent of the 1938
exports have annual borrowing privileges equal to 7.5 per cent or less of
their exports, and countries accounting for 21 per cent of the 1938 exports
of the countries enalyzed have annusal borrowing~privileges*equal to less
than 5 per cent of their exports. This suggests that tho membors which will
be able to meet a 10 per'cent or even a 7,5 per cent decline in the value of
their exports by using their normal annual borrowing privileges are few and
relatively unimportunf. A 10 per cent decline'}n the value of a cowntry's
exports might well occur as a result of crop failures, a decrease in the
price of major exports, or for other reasons, Annual normal borrowing
privileges, therefore, seem to be quite small compared to possible needs,

To inerease the normal amnual borrowing privileges to more than
26 per cent of the quotas of members would probably be unwise bacause mem=
bers should be able to count on assistance over a period of a few years and
higher annual borrowing privileges would encourage them to exhaust their
privileges t00o quickly. It seems reasonable to require special Fund per-
mission to exceed 25 per cent of the quota in a2 single year, Furthermore,
an increase in the annual privileges to 33-1/3 or even 40 per cent of the
quota would not change the relation between annual borrowing privileges
end exports sufficiently to alter the general conclusions reached as to

the adequacy of annual borrowing privileges, However, the Fund will
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undoubtedly be willing to exceed the normal borrowing limits in some cases,
Furthermore, members adequately supplied with reserves are reguired to use
their reserves at the same rate they draw on the Fund. Borrowing privileges
equal to half such deficits as tend to develop would enable them to make
maximum possible use of the Fund,

A more interesting problem to consider in many ways is the role
which the Fund might play in a period of widespread balance of payments
difficulties resulting from the onset of a world-wide depressién. It is
obvious that tho Fund could mot finmence deficits of the size which most
countries experienced in the course of the 1929-1933 depression, But it

is hoped that borrowing from the Fund will act as a buffer and prevent the
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Table III

CLASSIFICATION OF MEMBERS ACCORDING TO PERCENTAGE OF THEIR
ANNUAL BORROWING PRIVILEGES TO THE CURRENT DOLLAR VALUE OF THEIR EXPORTS IN 1938 .1./
(1) (2) (3) (4) (5)
Percentage of Annual e ~
Borrmng Privileges Value 1938 of Exports
of Individual Coun- | of Each Group as Colum (4)
Groups tries to Current Countries Percentage of Exports| Percentages
Dollar Value of of All Countries . Cumulated
Analyzed

Their 1938 Exports

1 Less than 5 El Salvador, Iceland, Iran, Nether- 21 21
lands, Norway, Panama, Paraguay,
Philippine Commonwealth, Union of
South Africa, Uruguay

11 5 to 7.5 Belgium, Bolivia, Chile, Cuba, 61 82
Czechoslovakia, Denmark, Dominican
Republic, Egypt, France, Guatemala,
Honduras, Nicaragua, Peru, United
Kingdom

III 7.6 to 10 Bragil;, Costa Rica, Ecuador, 7 88 3/
Greece, Iraq, Mexico, Yugoslavia

Y
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iv Over 10 China, Colombia, India, Poland 12 100

The dollar wnlue of each country's exports in 1938 was multiplied by the ratio of wholesale prices in
the United States in 1945 to wholesale prices in the United States in 1938, The table analyzes all
membor countries other than the United States and Canada which-are not oxpected to borrow, and Ethiopia
and Luxembourg for which export dato was not readily avanilable. In the case of ‘Belgium, France, the
Netherlands, and tho United Kingdom, tho date include their respective colonies,

This figurc docs not correspond with the figure in Column (4) because of rounding,
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international spread of balance of payments difficulties and deflationary
influences in the event of the development of serious disturbances in cer-
tain countries. - Timely use of the Fund to enable members to maintain their
imports while avoiding deflationary hmeasvres and, in fact, adopting measures
to offset the offect of reductions in exports due to deflationary pressures
ubroad, should help to prevent a recurrence of the cataclysm of the thirties,

A comparison of the annuel borrowing privileges of members with
a rough estimate of the possible decline in their exports in the first year
of a depression may be of interest. - The value in current dollars of the
decrease in their exports from 1929 to 1930 may be taken as such a rough
measure, From the point of view of any individual country this is obviously
& very poor measure of its possible needs in the first &car of a future de~
pression; In the 1929-1933 depression soms countries ran into difficultics
later than others and some encountercd more serious difficulties them
others, There is no ground for anticipoting that the same pattern would
be repeated in a future depression. But tho general impression as to the
adequacy of borrowings from the Fund as o means of meeting such a situaticn
may be meaningful., It is important to realize, of course, that the cessa-
tion of foreign lending was a very important factor in the development of
current deficits in the 1929-1933 depression and the mensure used here
takes no account of this factor, On the other hand, use bf the deecline in
the value of exports as a rough measurs noglects the fact that falling
prices may enable a .country to import the same amount of goods at a lower
money cost,

Table IV classifies members according to the percentage of their
annual borrowing privileges to the current dollar value of the decrcase in

their exports from 19291930, It shows that members accounting for 40 per

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



rTo,increase annual borrowing privileges

Digitized for FRASER

mmaassonnst .,

N

to 33 or 40 per cent of the quota would % 17 -~
not alter the general conclusions reached.

cent of the 1938 exports of the countries analyzed have annual borrowing
privileges equal to less than 25 per cent of the current dollar value of the
decline in their exports from 1929-1930, countries accounting for 82 per cent
havé annual borrowing privileges
of 1938 exports/of 35 per cent or less, and countries accounting for 88 per
have annual borrowing privileges
cent of 1938 exports/of 50 per cent of less. This suggests that few countries
could moke up for even half of the decline in their exports durihg the first
year of a future world-wide depression by drawing on the Fund up to the
amount of their normal annual borrowing privileges. In a period of wide-
spread difficulties, furthermore, it is doubtful if many countries would be
allowed to exceed the normal l?fiff:rtﬂowever, timely use of the Fund to sus-

™ e tea v

tain the level of imports of members & that thoy caun avoid deflationary mea-

sures and actually adopt offsetting policies might prevent the development of
deficits within the year of the size of those experienced in 1929-1930.

Conclusions on Significance of Borrowing Privileges

On the whole, total borrowing privileges tend to be large compared
annual borrowing privileges are
t independent reserves but/ small compared to possible deficits. Many coun-

tries will be much better able to meet deficits than they would be without the
Fund but borrowing privileges may not be large enough to affect substantially
the policies of member countries. On the other hand, if the effects of and
attitude toward tormgwing from the Fund are gquite different from the effects
of and attitude toward using gold and dollar rcserves, the ability to borrow
from the Fuad may help to avoid unnecessary exchange rate changes, restric-
tions on trade, and deflationary pressures., For most countries, however,
borrowing from the Fund and use of reservcs must be at the same rate,

It may be suggested that the total borrowing privileges of members
should be increased so that total and annual borrowing privileges will be
large enough to meet such deficits as are likely to occur, But as long

as demands are 1likely %o concentrate on  dollars
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Table IV

CLASSIFICATION OF MEMBERS ACCORDING TO PERCENTAGE OF THEIR ANNUAL
BORROWING PRIVILEGES TO THE VALUE IN CURRENT DOLLARS OF THE DECREASE

IN TEEIR EXPORTS FROM 1929 TO 1930 1

) ) (3) () (5)
ercentage of Annual
Borrowing Privileges Value of 1938 Exports|
of Individual Coun- of Bach Group as Column (4)
Groups tries to Current Countries Percentage of Exports}j Percentages
Dollar Value of of All Countries Cumulated
Decrease in Exports Analyzed
from 1929-1930
1 Less than 25 Bolivia, Brazil, Chile, Cuba, Domini- 40 40
] can Republic, Egypt, El Salwvador, .
Iceland, Nicaragua, Panama, Peru,
{ Philippine Cammorwealth , United Kingdom
11 26 to 35 Belgium, Czechoslovakia, France, 42 82
Iran, Iraq, Mexico, Netherlands,
Union of Squth Africa
111 36 to 50 India, Paraguay 6 88
v 51 to 75 China, Costa Rica, Demmark, Greece, n 98 2/
Norway, Poland, Yugoslavia :
v Over 75 Colombia, Eoucdor, Guatemala, 2 100

1/ The dollar value of the deorens
prices in the United States in 1945 to wholesale prices in the United 8tates in 1929,

Urugag

e in exports from 1929 to 1930 was multiplied by the ratio of wholesale

The table analyzes

211 members othor than the United Statos and Canada which are not likoly to borrow, Ethiopia and Luxem-
bourg for which export data is not readily available, and Honduras the cxports of which were higher in

1930 than in 1929..
inolude their respeetive colonies,

i.e, ecqual to 25 per cont of each member's quota.
_g/ This figure docs not correspond with the figuro in Column (4) becauso of rounding.
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In the case of Belgium, France, tho Notherlands, and the United Kingdom, the data
Annucl borrowing privileges are normnl annual borrowing privileges,
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substantial increases in the quotas of potential borrowers would de unwise
unless the quote of the United States was correspondingly increased and there
is little prospect of reising the United States quota. There is
also some limit to the size of the quotas which it would be desiradble to have
in the sense that excessive borrowing from the Fund might postpone corrective
measures and make the eventual adjustments much more diffiocult.

The Fund's lending operations may have important effects on the

policies of members even in cases in which po%%%%ng privilegeé are small

compared to independent res?r%%%l alr)l?ir/rp%g%)a l%r%?élﬁgs;es I%rgle%%%lr]é W‘ﬁd to
convenient to use the Fund frequently, close relations may be built up be-
tween national monetary authorities and tiae officials of the Fund. Through
establishing this banker relationship the rescurces of the Fund may substan-
tially increase the Fund's influence month by month over the policies of
members., The weight attaohed to the Fund's advice and recommendations may
reflect the fact that it is in a position to give or withhold financial
assistance, The banker relationship rests on the discretionary, rather than
automatic, character of the Fund's lending operations,

Borrowing Privileges and the Fund's Ability tc Supply Dollars
It has been assumed in considering the size of the borrowing

privilegcs of members that the Fund would always be able to meet the demands
upon it in whatever currency was neoded. It is possible, however, that one
or more currencies will become scarce in the Fund. If a member could not
borrow the currency needed to make payments -- e.g. dollars -- the borrowing
privileges would be of little use. As a matter of faect the American dollar
and, to a lesser extent, the Canadian dollar are the currencies of present

members on which demands are most likely to concentrate.}./

1/ The currencies of certain other members may be in demend especially if
countries such as Sweden and Switzerland become members,
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The initial dollar position of the Fund and the repurchase and gold
seles provisions indicate that members will probably be able 40 borrow up to
the amount of their total maximum normal borrowing privileges in Americen or
Canadian dollars. This does not mean‘that there may not be a general scar-
city of dollars., But it does mean that the Fund will probably be in & posi-
tion for some years to come in which it can meet all demands within the
normal borrowing privileges in dollars,

The Fund will hold at the outset gold, United States dollars and
Canadian dollars equal to 76 per cont of the total normal drawing privileges
of members othier than the United States and Canada.l/ As additional members
which are potential borrowers are admitted, the percentage of gold and cur-
rencies in demand to drawing privileges will be reduced. On tho other hand,
other countries may be admitted to membership the currencies of which will
be in demand. Unless Russia enters, the borrowing privileges of new members
will probagly not be large enough to affect substantially the ratio of gold
and dollar holdings to total drawing privileges.

The Fund's ability to supply dollars Jloes not depend only on its
initial gold and Gollar position. The repurchase provisions will help to
maintain balance in the Fund's holdings of various currencies in a more or
less automatic fashion., Those complicated provisions may be briefly sum-
marized as follows:

(1) A country witk mcnetary resorves®/ in excess of its quota

must use its own reserves at the samec rate, year by year, as it borrows

1/ Total normal drawing prrivileges aqual total normal borrowing privileges
plus the original gold subscripticns of members, See footnote 1, page 2.

2/ Monetary reserves are described as met officicl holdings of gold and
convertible currencies,
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from the Fund, At the end of each year it must in general repurchase its
own currency from the Fund with gold or dollarsl/ to the extent necessary
to bring about this result.é/

This provision does not necessarily lead to a movement of gold
and dollars into the Fund since members may use their reserves during the
year at tpe same rate they borrow from the Fund, However, the question of
whether or not actual repurchases take place is relatively unimportant.,

The purpose of this provision is to reduce the rate at which mambers use
the Fund year after yoar. If a comntry's total deficit is less than twice
its normal borrowing privileges it will be prevented from using the Fund up
to the full amount of its annual borrowing privileges. Furthermore, coun-
tries which are reluctant to draw on their reserves will be restrained from
borrowing from the Fund,

(2) Any country with monetary reserves in excess of its quota,
which is a net debtor to or has borrowed from the Fund and adds to its gold
or dollar reserves during cny year must, in addition, use half the increase
to reduce its indebtedness to the Fund.g/ Any ccuntry, then,‘which develops
a favorable balance of payments is required to take adventage of the uppor-
tunity to repay past borrowings,

This provision will tend to lead t¢ direct movements of gold or

dollars into the Fund., If countries whioh borrow to meet deficits later

1/ The term dollars is used in the above summary of the repurchase pro-
visions as a short cut to deseribe aony convortible currency of which
the Fund holds less than 75 per cent of the country's quota,

g/ Actual repurchases may not be required in full, The repurchases are
due in gold or convertible currenciecs in proportion to the amounts held
and no repurchases are required in currencies which are not in short
supply on the Fund, .

3/ Countries which originally subscribed less than 25 per cent of their
quotas in gold must also use half the increase to repurchase the excess
amount of currency originally subseribed.
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develob surpluses, the Fund's holdings of gold and dollars will be steadily
replenished. It is possible, of course, that countries using the Fund in
substantial amounts in certain years will not succeed for long periods of
time in developing a surplus,l/

It has been suggested that the repurchase provisions will not be
very effective even if borrowing countries later succeed in developing sur~
rluses because the members which will borrow most from the Fund will be
those whose reserves are smaller than their quotas and, therefore, exempt
from the repurchase obligations. Table V classifies members other than
the United States and Cenada according to the percentage of their reserves
to their quotas with a view to analyzing to what extent the Fund quotas
belong to members which will be subject to the repurchase provisions, The
table shows that the countries with reserves equal to or less than their
quotas, and therefore not now subject to the repurchase obligationsg/ have

only 16 per cent of the quotas or total normcl borrowing privileges of the

_/ There is a third type of repurchase obligation. If a country is a net
debtor to the Fund and has reserves in excess of its quota, it must use
any increase in its holdings of a particular currency, e.g. dollars, (or
of gold purchased in that country) during any year to repay past borrow-
ings, provided the increase in dollars is due to payments in gold or
dollars received as a result of net exports to a country other than the
United States. The increase in holdings is measured after the repurchases
described above have been made, This provision applies regardless of
whether or not the country has oxperienced o net increase in its total
reserves.

This provision will also tend to lead to direct movements of gold
or dollars into the Fund., It is designed to prevent currencies in short
supply in the Fund from being used to settle net payments due between
countries other than the country of the currency in short supply and then
entering into the reserves of such countries. If may not be very effec-
tive in doing so since it only applies if the country adding to its re-
serves is in debt to the Fund and if its reserves exceed its quota,

2/ The table uses gross official gold and dollar holdings as of the end of
1945, Since monetary reserves equal net official holdings of gold and
convertible currencies, the percentages in the table are not an accurate
measure of whether or not a country is now subject to the repurchase ob-
ligations. On the whole, however, additions due to holdings of conyert-
ible currencies will rmch more than offset deductions due to obligations
due in gold or dollaers,
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Table V

CLASSIFICATION OF MEMBERS ACCORDING TO PERCENTAGE OF THEIR RESERVES TO THEIR FUND QUOTAS _]_-/

(1) (2) (3) (4% (5)
Borrowi ivile
Percentage of Reserves of cztmx::%ies :: Gxg:;
of Individual as Percentage of Column (4)
Groups Countries to Countries . Total Borrowing Percentages
Their Fund Privileges of Cumulated
Quotas Countries Analyzed
I 400 and Over Cuba, Esuador, El Salvador, 16 16

France, Guatemala, Iceland, Iran,
Nicaragua, Norway, Panama, Union |
of South Africa, Uruguay

I1 - 301 to 400 Belgium, Brazil, Colombia, Mexico 12 28 .
111 201 to 300 Bolivia, Chile, Netherlands 8 ‘ 36 ‘\‘ &
Iv 151 to 200 Greece, Paraguay, Peru, Philip- 32 68 Y
pine C_onmonwealth, United Kingdom
v 101 to 150 China, E@r;p’c, Yugoslavia 4 15 83

Vi 100 or Less Costa Rica, Cgechoslovakia, 17 . 100

Denmark, Dominican Republic, .

Ethiopia, Honduras, India, Irag, .
Luxembourg, Poland

1/ Reserves aro gross official gold and dollar reserves as of the end of 1945, Tho tablo analyzes
all members of the Fund other than the United States and Canada, which arc not expeccted to borrow.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



Digitized for FRASER

-24 -
countries analyzed. Countries with 83 per cent of total quotas or normsal
borrowing privileges have reserves larger than their quotas, countries with
68 per cent of total normal borrowing privileges have reserves equal to 151
per cent or more of their quotas, and couptries with 36 per cent of normal
borrowing privileges have reserves equal to 201 per cent or more of their
quotas,

In considering how long countries will be subject to repurchase
obligations it is important to beer in mind that once countries have bor-
rowed and used reserves to repay the Fﬁnd they may borrow again and, their
reserves being reduced meanwhile, not be subject to the repurchase obliga-
tions the second time. However, new gold production will probably continue
to add almost a billion a year to foreign reserves. Unless the new gold
production goes en#irely to countries which have not borrowed and are not
likely to borrow, it will constantly increase the probabil;ty that members
will be subject to the repurchase provisions,

There is a further question as to whether the independent reserves
used by a member will flow through the Fund or not. The repurchase pro-
visions do not require them to 4o so but there is another provision saying
$hat members must sell gold through the Fund if they wish to obtain foreign
currencies with gold and can do so through the Fund with equal advantage.
If fiembers find it equally advantaegeous tc sell gold through the Fund, the
Fund's position will be strengthened to the extent that the currencies pur-
chased with gold through the Fund are not scarce currencies.

The initial gold and dollar holdings of the Fund, equal to 76 per
cent of the total normal drawing privileges of members other than the United
States and Canada, equal the maximum normal demands of all members other

than the United States and Conada for 3-3/4 years. Actually, there is little
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prospect that all members other than the United States and Canada will borrow
the maximum each year. Some members will not have deficits during some of
the yoars and others which borrow in the first year or two will develop fawnr-
able balances later and be subject to the repurchase provisions,, It seems

likely, therefore, that tlie Fund will be able to meet all normal demands for.

IUBRpRRIRRE S

British authorities have indicated

dollars for some years to come. ( that the United Kingdom probably
Borrowing Privileges and Revolving Fund \\?ill not vorrow from t?e Funu:_—'”}!

The Fund can only continue t¢ be of use to mewoers if’mémbers
normally have a subgtantial proportion of unused borrowing privileges. Mem-
bers are intended to borrow for short periods and repurchase their curren-
cies with gold or currencies in demend as soon as they are in a position to
do so, If the Fund is properly managed, then, it will be a revolving Fund
and its holdings of strong currencies and currencies in demand will con-
stnntly be replenished, If the Fund succeods in seeing that its resources
are used properly, that corrective measures are token, and that countries
repay the Fund as soon as possible, members will normally be able to borrow
from the Fund and the Fund will be in a position to meet demunds on it, It.
does not seem likely that the ropurchase provisions alone will succeed in
securing such a revolving fund., If countries which borrow do not later de-
velop surpluaes in their balances of payments the only way to ensure replace-
ment of strong currencies in the Fund is through pressure by the Fupd for
repayment rather than the automatic working of the repurchase proviaions
The higher interest charges levied, and the possibility of being excluded
from future use of the Fund, should act as strong incentives to repayment.
Principal reliance must be placed, however, on recognition by member coun-
tries of their obligation to repay the Fund as soon as possible, and to take
sufficient corrective measures- to balance their international transactions

an@ thus enable them to do so,
June 19, 1946
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