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Preface: The IMF and the Postwar International
Financial Order

This book aims to examine the foundation and evolution of the post-WWII interna-
tional financial order, focusing on the International Monetary Fund (hereafter IMF).
The volume deals mainly with the period from the start of the IMF in 1947 until the
beginning of the 1960s, when the institution fully exercised its functions. In order to
demonstrate our basic standpoint, let us examine previous studies on selected topics
regarding this subject.

The Gold Standard and After: Was the Bretton Woods
System an ‘“Innovation”?

An understanding of the classical international gold standard as well as the interwar
gold exchange standard is indispensable in putting the postwar international finan-
cial system in a larger historical context. Representative studies on the pre-WWI
international gold standard describe it as a sort of global public good for peripheral
countries, without any artificial structure (Bordo 1984; Kindleberger 1986). It was
also a “Good Housekeeping Seal of Approval” for peripheral countries to access
capital flows from the industrialized core regions (Bordo and Rockoff 1996).
Following this view, official international cooperation on money and exchange had
been promoted only in a limited scope during the gold standard era: a debate
between Barry Eichengreen and Marc Flandreau sharply revealed this point
(Eichengreen 1995; Flandreau 1997). Why could this gold standard operate without
a legal structure and formal collaboration? Historians often refer to a “silent rule” or
“rules of the game” that unofficially regulated the gold standard regime, although a
great variety of views are still left among historians as for function of this “rules of
game” (Bordo 1984). During the interwar period, the move toward international
collaboration on money and exchange emerged but stayed in a burgeoning stage: the
Tripartite Monetary Agreement in 1936 took steps toward exchange stability
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through international collaboration, but it could not bring about results through
collaboration in the true sense of the word (Eichengreen 1992; Mouré 2002).

In contrast, the international monetary system founded by the Bretton Woods
Conference during the late WWII period was, after Harold James, an “innovation”
that emerged in the middle of the twentieth century, for the system involved a rule that
could limit national sovereignty in exchange-rate and macroeconomic policies (James
1996, p. 9). The Bretton Woods Conference (officially the International Monetary
and Financial Conference of the United and Associated Nations) was held in Bretton
Woods, New Hampshire, the United States, 1-22 July 1944, with 44 participating
countries. The Conference approved the final statement as well as the Agreements of
the IMF and the International Bank for Reconstruction and Development, known as
the World Bank (hereafter WB). Both Agreements of these institutions went into
effect on 27 December 1945. After the founding assemblies of both institutions in
March 1946, the WB opened its doors on 25 June 1946 and the IMF on 1 March
1947. The Bretton Woods system thus was created both artificially and officially.

However, the above-mentioned antagonism between the “silent rule” under the
gold standard era and the “innovation” in the Bretton Woods System invokes, from
our perspective, some questions: was the “silent rule” so automatically effective,
and was the “innovation” such a new attempt? In fact, the “silent rule” for the par-
ticipating countries in the gold standard system was not “silent” in the sense that
central banks actively coordinated their bank rates in order to neutralize the negative
effect of business cycle contagion (Toniolo 1988; Borio et al. 2008). The Bretton
Woods System was also a product of diplomatic negotiation, often with obscure
concessions (Steil 2013; Helleiner 2014). It is therefore hard to distinguish these
systems, gold standard as an automatic market-based one and the Bretton Woods
system as a legal-based one.

Our research in this volume attempts to cast doubt on the view of the Bretton
Woods System as an “innovation” and to positively present an alternative historical
view referring to a certain continuity in terms of the political character of the sys-
tems, in between the prewar and the postwar international financial orders. In the
following chapters, we approach the rule-making process of the IMF from the view-
point of international politics. In the IMF during the fixed-rate era, the countries
with surplus international balances were privileged, while deficit countries were
sanctioned, and socialist countries were kept aside. This system, however, was not
set up this way from the beginning: the rules on lending and the Article 14 consulta-
tion had been elaborated upon through a struggle among member countries. This is
why we focus on politics in the rule-setting phase during the 1950s, in which period
the institutional framework of the IMF was set up.

Bretton Woods, System or Order?

An article by Michael Bordo, which represents a commonly accepted view on the
Bretton Woods monetary system, asks “why Bretton Woods was statistically so
stable and why it was short lived?” (Bordo 1993, p. 4). In fact, the IMF had 12 years
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of preparation before beginning to function fully and less than 10 years of heyday
from 1959 to 1967. The answer according to Bordo was that the weakness of the
Bretton Woods System was due to the system’s having been built by combining the
gold exchange standard on the one hand and the adjustable peg system on the other.
The system depended solely on the United States and thus when the United States
gave up its price stability policy in late 1960s, the system was led to collapse. The
above interpretation of the Bretton Woods System by Bordo stands on the presup-
position that the core of the System had been a fixed-rate system.

Contrary to above conventional views, international political economist David
Andrews recently proposed the notion of the “Bretton Woods Order”. Andrews
made a distinction between the Bretton Woods System as an officially established
international monetary system and the Bretton Woods Order as an unofficial inter-
national economic order: according to his thesis the Bretton Woods System col-
lapsed but the Bretton Woods Order is still evolving until the present (Andrews
2008). The system built by the Bretton Woods Conference was, according to
Andrews, an economic order seeking two goals at once: domestic economic policy
and international trade development. Thus the objectives of the Bretton Woods
Order stayed unchanged after the end of the Bretton Woods System as a monetary
system (i.e., a fixed-rate system). In fact, he says, trade liberalization is still ongo-
ing, without a thorough return to protectionism.

Andrew’s view is inspired by the “embedded liberalism” thesis of John Ruggie
(1982). This Ruggie theory, influential among international political scientists,
describes post-WWII liberalism as a product of compromise between economic
nationalism and multilateral economic liberalism, the latter totally different from
the nineteenth-century liberalism. The interwar period gold standard collapsed,
according to Ruggie, not because of the absence of a hegemon country but due to
the leading states’ lack of power to coordinate market forces to respond to social
requirements. However, with agreement on the Atlantic Charter in 1941, two goals,
namely, multilateralism for free trade on the one hand and domestic economic
development with social insurance on the other, have been combined, to be incar-
nated in the Bretton Woods Agreement as well as the General Agreement on Tariffs
and Trade (hereafter GATT). Even after the suspension of gold—dollar exchange in
1971, free trade is still developing. Moreover, Ruggie says, the flexible rate system
has been introduced in order to avoid the contradiction between international mac-
roeconomic policy and the international monetary system per se, which indicates
the continuity of the double political goals of the Bretton Woods System. Ruggie’s
views has been echoed recently by Abdelal, who stresses European leadership in
capital movement liberalization, as an example of the Ruggie thesis (Abdelal 2007).

This book shares the view of Ruggie and Andrews regarding historical continuity
before and after introduction of the floating system in the early 1970s; however, the
approach differs: our book pays special attention to the evolution of the international
monetary system as an international public good, and above all the role played by
the IMF. In our hypothesis, the IMF and the international market have not been
“embedded” in a social order in Ruggie’s sense; they had their own logic of evolu-
tion, influenced by economic and monetary conditions, at home as well as
overseas.
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The Bretton Woods System and National Economies

During the late half of the nineteenth century, the European and American nation
states were establishing their proper domestic currency systems, and this domestic
process went along with the formation of an international system of settlements
based on the gold standard (Helleiner 2003). This means that, as recent historical
studies have made clear, the international gold standard had been supported by the
development of domestic currency systems, not by the gold bullion itself. As Robert
Triffin stated, “the nineteenth century could be far more accurately described as the
century of an emerging and growing credit-money standard, and of the euthanasia
of gold and silver moneys, rather than as the century of the gold standard” (Triffin
1968, p. 21). In Japan as well, concessional trade during the late Tokugawa
Shogunate and the early Meiji period had been settled by silver, but this was replaced
soon after by the settlement by exchange bills following the establishment of the
Yokohama Specie Bank. Finally the Japanese currency system was integrated into
the international gold standard in 1897, along with the elaboration of the domestic
currency system with the foundation of the Bank of Japan (1882) and the Convertible
Bank Note Act (1884) (Ishii 1994).

Compared to the above achievements in financial history during the gold stan-
dard era, the relations between the international system and national economies in
the Bretton Woods period still remain unclear. Was the international system stipu-
lated in the Bretton Woods Agreement so powerful in shaping the postwar national
economies, at least in the industrialized West? Did the postwar international finan-
cial system support the unprecedented growth of the capitalist world, or did the
growth itself make the international system sustainable? Our study tries to answer
these questions, focusing mainly on the tension in the rounds on exchange restric-
tions and lending between the IMF and member countries. It is also worth noting
that before 1950 the only surplus country was essentially the United States, but in
1960 the situation totally changed with the US recording overall deficits of interna-
tional accounts: the book also deals with the redefining of the system under the
above changes that took place in the national economies.

Together with the above approach to the national economies, we pay special
attention to the relation of the IMF with the markets. The counterparts for the IMF’s
operations being the member countries’ exchange agencies, the Fund did not have
official contact with the markets. Nevertheless, the IMF had to watch the move-
ments of the markets carefully: The IMF’s commitment to the pound sterling during
the 1940s and the 1950s as well as the approval of the European Payments Union as
opposed to the original ideal of the IMF were products of the Fund’s recognition of
the realities of the markets selecting their proper currencies of settlement. Moreover,
as Chap. 6 explains, the IMF examined the use of international short-term capital
markets to cope with the international liquidity problem. The above “market-
oriented” aspect of the IMF is one of the major findings of this volume, as a critique
of the Ruggie—Andrews thesis that treats the IMF mainly from the “embedded”
social context, ignoring market conditions and constraints.
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The IMF as One of the Actors, but an Independent One

Finally, we try to provide an answer to the following question: Whose role was the
most decisive in the working of the Bretton Woods System: the IMF, the United
States, or someone else? Our hypothesis is that the postwar international financial
system was an amalgam produced by several actors, in which no participants could
maintain their hegemony over the system. In order to approach this issue, our book
places the role of the IMF in relation to the international monetary and the financial
system as a whole, i.e. with other institutions and treaties. Although the IMF has
been the central focus of the post-WWII international monetary system, the position
of the IMF has changed from its foundation to the present: although the IMF was a
main actor of the fixed-rate system, it was not even a supporting actor during the
Marshall Plan period, and after the mid-1960s its initiative has been taken over by
the G10. From our point of view, the work on the IMF by Harold James, a quasi-
official history of the institution, could be criticized for describing the IMF as the
main actor in the system at all times (James 1996). Contrary to this “IMF-centrism,”
recent historical studies on the Bank for International Settlements are trying to
introduce an alternative view (Toniolo 2005; Yago 2013). Of course, all the “offi-
cial” IMF histories, from Horsefield (1969) to De Vries (1986), and above all James
(1996) and Boughton (2001) were very useful for our research, leading us to insight-
ful topics. Our approach, however, differs from those official historians in putting
the IMF in the midst of plural powers and interests, often from the points of view of
member countries. In light of the above current of studies, this book approaches the
IMF from multiple hypotheses to critique such an “IMF-centric” history. Although
very important, the IMF was just one of the actors in the postwar international
financial order.

On the other hand, we pay attention to the autonomous character of the IMF as
an institution. The fact that the United States maintains its veto over important deci-
sion making in the IMF often leads to an image that the US could drive this institu-
tion freely, a view that of course is backed by some solid evidence. However, once
established, the IMF as an institution generated its own interests and logic in poli-
cymaking, and the staff headed by the Managing Director represented those interests
and logic. The US Government, on the other hand, did not represent one single
interest: inside the government were plural antagonisms, between the Department
of State and the Department of the Treasury, and even within the Treasury. We must
also keep in mind the relation between the US Government and the Congress
(Lavelle 2011). The American veto over IMF decisions, therefore, did not mean the
dependence of the IMF on the US Government. Moreover, for the United States, the
IMF was not the only gateway to the international financial arena. In this context,
the work of Jeffrey Chwieroth, which pointed out an organizational change “from
within” the IMF, has inspired our approach (Chwieroth 2010). After all, the IMF
must be regarded as an independent actor.
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Conclusion

In sum, our standpoint is simple and clear: the financial history approach, repre-
sented by Bordo, Eichengreen, or Flandreau, leans too much towards economics
based explanation; the international political science approach, guided by Ruggie
and Andrews, depends too much on historical or anecdotal description. The former
approach describes history by logic, the latter develops logic by history; the former
places less emphasis upon human networks, the latter pays less attention to markets
and structural constraints. Our volume tries to synthesize the above two approaches,
combining the strengths of both, relying upon archival sources.

Every chapter in this book explores archival sources, mainly from the IMF
Archives but also from the national archives of the governments involved (the
United States National Records and Archives, the Public Record Office of the United
Kingdom, Archives Nationales de France, the Japanese Government Archives, etc.)
as well as those of the central banks (the Bank of England, Banque de France,
Bundesbank, Banca d’Italia, the Bank of Canada, the Bank of Japan, etc.).

Tokyo, Japan Yoshio Asai
Kazuhiko Yago
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Part I
Foundation and Development of the IMF



Chapter 1
Pre-history of the IMF: Debates in the UK

and Anglo-American Negotiation

Masanao Itoh

1 Introduction

According to a study by the IMF released in September 2008, around the time of the
economic shock that followed the collapse of Lehman Brothers, over the 38-year
period from 1970 through 2007 currency crises had occurred in 208 countries, bank
crises in 124 countries, and national debt crises in 63 countries.! Since the 1970s
financial crises had occurred in a wide variety of countries and regions—in devel-
oped countries, emerging newly industrialized states, and developing countries, and
in Asia, Europe, North and South America, and Africa. Under such conditions, the
Washington consensus and the role of IMF conditionality became a subject of
consideration anew, as well as reconsideration of the role of the IMF in recent great
moderation era.

In the 2009 G20 meeting in London, then-British Prime Minister Gordon Brown
stated, “The old Washington consensus is over.” Many argue that the Washington
consensus arose in the 1970s with the exit of Keynesianism, spread during the
1980s, peaked in the 1990s, and either came to an end in the 2000s or survived until
the global financial crisis of 2008 and 2009. One also could say that questions are
being asked again about how to restore confidence in international institutions
themselves or in the policies they propose.

In doing so, the age of the IMF system as an adjustable peg system, or the age of
the so-called Bretton Woods system, often is mentioned as a standard of compari-
son. Since the subjects discussed at G20 meetings after the Lehman Brothers shock,
such as whether a new reserve currency or intermediate currency should be created,
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how to regulate movement of capital, means of providing funds to countries faced
with funds shortages, and supervision and regulation of private financial institu-
tions, are the same topics discussed when forming the Bretton Woods system, it is
not unexpected that the period of formation of the Bretton Woods system would
emerge as a standard of comparison.

Already an extremely large number of topics related to the formation of the
Bretton Woods system have been discussed. Among these, the view of Harrod
(1951) and Gardner (1969) have served as standards for a very long period of time.
This is the view that, despite the Keynes’ proposal was superior to the White’s, the
Keynes proposal of a credit-creation function and a multilateral settlement system
based on banking principles was defeated by the White’s proposal based on the
principle of contribution, which did not involve any particular credit-creation func-
tion or settlement system, due to the overwhelming economic power of the United
States and wartime financial relations between the U.S. and Great Britain (in which
debtor nation status, fiscal insolvency, and a current account deficit led to accumula-
tion of pounds sterling).

However, the 1970s saw the beginning of opposition to this Keynesian myth. The
fuse was lit by T. Balogh (1976), whose criticisms advanced through both focusing
on the historical limitations of the Keynes’ plan and reconsidering the U.S. pro-
posal. Behind this development was progress in materials, such as the publication of
Keynes’ complete works and disclosure of primary materials in both Britain and the
U.S., as well as criticism of Keynesian economics from the points of view of mon-
etarism and rational expectations theory, which saw stagflation which commonly
occurred in many developed nations as a result of Keynesian policies.

Regarding the first point, a focus on the historical limitations of the Keynes plan,
A. van Dormael (1978) argued that there was continuity between the Keynes plan
and Nazi bilateral settlement agreements, while R.F. Mikesell (1994) argued for the
transitional nature of the multilateral settlement concept premised on an exchange
concentration system. Also, D.E. Moggridge (1986), who conducted a detailed
comparison with the age of the international gold standard, identified two abstract
views of Keynes—one as a regulationist who argued for control through rules (in
response to nonconformity between international finance and international eco-
nomic policies)—and one as an elasticity pessimist. R. Skidelsky (2002) abstracted
an image of Keynes as a defender of British interests. On the contrary, G.C. Peden
(2004), through primary materials of the HM Treasury, revealed that Keynes’ ideal-
ism brought conflicts repeatedly with the HM Treasury and the Bank of England in
various scenes. Recently, as seen in Shigeru Yonekura (2006), the view also has
arisen that Keynes had little understanding of the IMF Articles of Agreement.

The latter point, the review of the American proposal, saw a transition from
R.F. Harrod’s (1951) mythicized view of White as a believer in Keynesianism to
R.W. Oliver’s (1975) view of White’s proposal as no more than an offshoot of the
Inter-American Bank proposal and the image of White identified by S.W. Black
(1991) as a person deeply opposed to Treasury Secretary Morgenthau and Treasury
Principal Economist Bernstein (the first Director of the IMF Research Department).



1 Pre-history of the IMF: Debates in the UK and Anglo-American Negotiation 5

Furthermore, in recent years the view even has appeared that White was a Soviet
spy, as argued in J.E. Haynes and H. Klehr (1999).? In contrast, J.M. Boughton
(2006) has expressed the opposite view that not only had Morgenthau continued to
trust White but that his innovative, flexible, and future-oriented economic thought
played a decisive role in the design of the IMF. Furthermore, from an extensive
review of a large number of White’s unpublished documents B. Steil (2013) has
depicted him as a designer of the postwar order from his perspective as a patriot and
defender of American interests.

Even today the fundamental issues of these arguments over the process of cre-
ation of the IMF system remain unresolved. The main reason for this can be thought
of as the fact that even today there is insufficient understanding of the points of how
the Allies’ postwar plans resulted in the structure of the IMF, where among these
plans the Allies were fundamentally in opposition to each other, and how this oppo-
sition was reflected in the agreement. This work will reconsider these points by
looking mainly at the process of formation of the Keynes and White plans during
the period prior to the Bretton Woods Agreements and identifying various confron-
tations that emerged during that process.

2 What Were the Disputes?

2.1 The Allies’ Postwar Plans

It is well known that the Allies’ postwar plans appeared in the August 1941 Atlantic
Charter and the February 1942 Anglo-American Mutual Aid Agreement. Put sim-
ply, these postwar plans intended to realize the two goals of “freedom, nondiscrimi-
nation, and multilateralism” and “expanding equilibrium (economic recovery and
full employment through expansionism)” among the Allies through international
partnership and cooperation. However, it is not necessarily the case that there was a
consensus, either among the Allies or domestically in the U.S. or Britain, of how
such freedom, nondiscrimination, and multilateralism should be understood or how
these three ideals should be linked to expanding equilibrium.

For example, even within the U.S., which had taken leadership on the Atlantic
Charter, the State Department had adopted a free-trade position focusing more on
free trade than on multilateral settlement under the Hull principles, while the

2While it is clear today from the archives of the former Soviet Union that White had provided
documents and information to the Soviets, this does not necessarily mean that White was a spy.
J.M. Boughton (2006) argues that Morgenthau continued to trust White and that it had been deter-
mined that he needed to appear to be friendly to the Soviet Union for the purposes of stability of
the international currency system, and B. Steil (2013, p. 36) also rejects the theory that White was
a spy, arguing that he provided the materials of his own accord without being ordered by anybody
to do so and was not involved in any underground activities.
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Treasury Department focused most of all on international currency issues, seeing
these as important to creating some kind of system by which the dollar could
function as an international currency. Its plan was to build a systemic framework for
providing short-term exchange-rate stabilization funds needed to maintain fixed
exchange rates and link it with the international investment bank plan for providing
long-term exchange-rate stabilization loans (Honma 1991, Ch. 1). However, private
U.S. banks were critical of these postwar plans of the Treasury Department, arguing
that dollar loans by private banks were essential to postwar stability. Probably one
issue that we should look at would be the relationship between these domestic dis-
putes and the White plan that would be formed later.

In addition, from an observation at British postwar reconstruction plans from the
postwar reconstruction plans defined in Article 7 of the February 1942 Anglo-
American Mutual Aid Agreement one could conclude that in addition to recovery
assistance by creditor nations, tariff reductions, and adoption of expansionist eco-
nomic policies, international cooperation was envisioned in the form of permitting
debtor nations to take protective measures to regulate imbalances in their interna-
tional balances of payments. The British side managed to combine multilateralism
with bilateralism. This once again brings up the subject of the relationship between
such British interests and the Keynes plan, which was being prepared and elabo-
rated upon.

2.2 Release of the Keynes and White Plans

Over the period of roughly one-half year from the Atlantic Charter to the Anglo-
American Mutual Aid Agreement, the first through fourth drafts of the Keynes plan
on a postwar international currency system and the first draft of the White plan were
prepared. Then, following conclusion of the Anglo-American Mutual Aid
Agreement, the second and third drafts of the White plan were prepared in March
and April 1942, and then in August the fifth and sixth drafts of Keynes plan were
prepared together with comments on White plan. White visited Britain in October,
where he met privately with Keynes in London. The seventh draft of Keynes’ plan
was prepared in November, and following consideration by the U.S. based on this
draft in April 1943 the U.S. State Department announced the Preliminary Draft
Outline of Proposal for a United and Associated Nations Stabilization Fund and
then the British government announced the Proposals by British Experts for an
International Clearing Union. It is these documents that are referred to commonly
as the White plan and the Keynes plan, respectively.

As outlined below, until the White and Keynes plans were finalized in this way
each country’s own proposal was subjected to a number of internal criticisms
within the U.S. and British governments. Federal Reserve Bank of New York
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(FRBNY) Vice President Williams criticized the White plan from a key currency
approach, with the strong support of the U.S. financial sector. Following the prep-
aration of the first draft of Keynes’ plan, Thompson of the BOE foreign bureau
repeatedly argued that the only practical approach to addressing the issue of ster-
ling balances while maintaining the international status of the pound sterling was
that of “planned bilateralism.” Both plans incorporated such internal criticisms to
a limited extent. Table 1.1 summarizes the Keynes and White plans as of April
1943.

The differences between the two proposals as of that time are summarized briefly
below. The first concerns the fundamental nature of the organization to be set up.
While the Keynes plan envisioned a multilateral clearing mechanism that would

Table 1.1 The Keynes and White plans

White plan

1. A currency stabilization fund would be set
up with funding from member countries, in
gold or their own currencies, based on
certain criteria.

Keynes plan

1. The International Clearing Union (ICU)
would be set up, with each country opening an
account with this union and settling its external
accounts through multilateral clearing.

2. No fund would be necessary for the ICU
because for each credit account a country had
with the union, the counterpart country would
have a debit account.

3. Each member country would be assigned a

quota based on its average exports and imports

over the past 3 years, and a surcharge would
apply to debit balances when they reached a
certain threshold (25 % of the quota).

4. A monetary unit called a Bancor, which

would indicate a fixed amount of gold, would be

set up, and each country would link its own
currency to this unit. The central bank of each
country would open up a Bancor account with
the union, through which mutual settlement of
accounts and credit provision would be
conducted.

5. Although in principle the value of the Bancor

would be fixed, under certain conditions it

would be permitted to be revalued or devalued.

6. While Bancor could be purchased using gold,

gold could not be purchased using Bancor.

2. Each country would be assigned a quota
based on criteria such as its gold holdings
and national income, and it would enjoy
benefits such as voting rights and payment
advantages in accordance with this quota.

3. Each member country could, under certain
conditions, purchase the currency of other
member countries for gold or its own
currency.

4. A monetary unit called a Unitas,
equivalent to USD10, would be set up and
used to indicate the value of members’
currencies.

5. Member countries would assume
obligations including prompt elimination of
the restrictions on current transactions,
guarantee for the free exchange of their own
currencies held by the fund, cooperation
with the management of movements of
capital of other countries, and elimination of
bilateral clearing arrangements and multiple
currency practices.
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permit overdrafts, the White plan envisioned limited provision of credit based on
the principle of contributions. Second, Keynes envisioned that the monetary unit
used would be the bancor, with gold not having any currency status, while the White
plan would use the unitas, a monetary unit with a value in dollars and with gold or
each country’s currency linked to the dollar. The third difference concerns funding
quotas. While under the Keynes plan Britain would have had the largest quota,
under the White plan the U.S. quota would be the largest.

The fourth concerns exchange rates. While the Keynes plan was flexible, permit-
ting increases and decreases when certain conditions were met, the White plan envi-
sioned fixed exchange rates like those under the gold standard. The fifth concerns
currency markets. The Keynes plan assumed official convertibility centered on the
central banks, while the White plan assumed exchange in the marketplace, based on
market principles. Also, while the bancor would be an international currency, the
unitas would be simply an accounting unit.

The sixth difference concerns the length of the transitional period. The Keynes
plan envisioned a transition over 5 years, while the White plan envisioned a 3-year
period. Even though Keynes’ proposal called for a longer period, both plans
intended to complete transitional measures over a short time. The seventh concerns
restrictions on movement of capital. While the Keynes plan would have required
strong restrictions on movement of capital, the White plan was ambiguous on this
point. The eighth concerns the issue of adjustment for current account imbalances.
Keynes’ plan argued for symmetry, with both creditor and debtor nations bearing
similar responsibility for such adjustments, while White’s argued that countries
with deficits should bear all responsibility for adjustment for current account
imbalances.

When both plans were published, Keynes was highly optimistic about the supe-
riority of his own plan: “It is fair to say that all of them (the European Allies)
without exception, not only prefer the Clearing Union, but prefer it very strongly,
and for what I, at any rate, would regard as sound, fundamental reasons. After all,
there are several reasons why S.F. in its present form cannot look too attractive to
a smallish country (April 1943, The Collected Writings of John Maynard Keynes,
v. 25 [*v. 25” hereinafter], p. 240).” “It is clear that practically the whole world,
with only one or two insignificant exceptions, if there are any at all, prefers the
general schema of the Clearing Union to the Stabilisation Fund (June 9, 1943, v.
25, p. 283).”

However, Keynes’ optimism was shattered by the defection of key members of
the Sterling bloc, including Canada, India, and South Africa, from the British side
and by the approaches of White and others to Allies and quasi-Allies through vigor-
ous bilateral discussions. At the end of June 1943, Keynes prepared a document
titled “Integration of the C.U. and the S.F.,” whose main content is excerpted below
(June 29, 1943, v. 25, pp. 308-309).
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|
‘We accept the substance of White’s essential conditions,
Namely:

(1) We agree to the subscription principle;

(2) We agree to the limitation of liability;

(3) We agree that no country shall be required to change the gold value of its
currency against its will.

We also accept the U.S. formula for quotas and voting power, and the gen-
eral shape of S.F. We are prepared to agree as a condition of the scheme, that
the initial exchange rate between pound and dollar shall be £1=$4.

1I
Our own essential conditions are:

(i) The fund shall not deal in a mixed bag of currencies but only in unitas,
holding of which will be acquired by members in exchange for their
subscriptions and which will not be redeemable in gold.

(i) As regarding the gold subscription, the original S.F. proposal, namely 12
1/2 per cent of the quota, would be acceptable. If this is to be modified,
it must be in such a way as not to give the scheme too pronounced a gold-
standard appearance and, more particularly, must not unduly qualify its
expansionist possibilities by draining gold from countries whose reserves
are relatively deficient already.

(iii) The balance of the subscription must be in the shape of a non-negotiable
government security.

(iv) The provisions for elasticity in changing the value of a member’s currency
and for preserving sovereignty in this respect shall be reconsidered.

(v) The greatest objections to S.F. in its revised version is that a creditor
country can go on absorbing great quantities of gold as heretofore, before
any real pressure is put upon it.

(omission)

Even while arguing against “capitulating completely to dollar diplomacy” (July
19, 1943, v. 25, p. 318), as of June 1943 Keynes had been forced into a negotiation
of conditions with the U.S. side. Ultimately, the April 1944 “Joint Statement by
Experts” largely converged on the White plan, as seen in Table 1.2.

2.3 Identifying the Basic Battle Lines

Each of the two proposals for a postwar international currency mechanism included
intricate overlapping battle lines on the subjects of philosophies, structures, and
policies for the postwar international currency system.
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Table 1.2 Excerpted from Joint Statement by Experts on the Establishment of an International
Monetary Fund (April 22, 1944)

I. Purpose and policies of the International Monetary Fund

(omission)

II. Subscription to the Fund

1. Member countries shall subscribe in gold and in their local funds amounts (quotas) to be
agreed, which will amount altogether to about $8 billion if all the United and Associated
Nations subscribe to the Fund (corresponding to about $10 billion for the world as a whole).

(omission)

III. Transactions with the Fund

1. Member countries shall deal with the Fund only through their Treasury, central bank,
stabilization fund or other fiscal agencies. The Fund’s account in a member’s currency shall
be kept at the central bank of the member country.

2. A member shall be entitled to buy another member’s currency from the Fund in exchange for
its own currency on the following conditions:-

(omission)

3. The operations on the Fund’s account will be limited to transactions for the purpose of
supplying a member country on the member’s initiative with another member’s currency in
exchange for its own currency or for gold.

(omission)

IV. Par values of member currencies

1. The par value of a member’s currency shall be agreed with the Fund when it is admitted to
membership and shall be expressed in terms of gold. All transactions between the Fund and
members shall be at par subject to a fixed charge payable by the member making application
to the Fund; and all transactions in member currencies shall be at rates within an agreed
percentage of parity.

(omission)

V. Capital transactions

1. A member country may not use the Fund’s resources to meet a large or sustained outflow of
capital and the Fund may require a member country to exercise control to prevent such use of
the resources of the Fund. (omission)

VI. Apportionment of scarce currencies

1. When it becomes evident to the Fund that the demand for a member country’s currency may
soon exhaust the Fund’s holdings of the currency, the Fund shall so inform member countries
and propose an equitable method of apportioning the scarce currency. When a currency is thus
declared scarce, the Fund shall issue a report embodying the causes of the scarcity and
containing recommendations designed to bring it to an end.

2. A 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 determining the manner of restricting the
demand and rationing the limited supply amongst its nationals, the member country shall have
complete jurisdiction.

(omission)

Source: The Collected Writings of John Maynard Keynes, v. 25, pp. 469—477

The first battle line concerned issues related to the philosophies behind building
postwar international trade and financial relations. This can be seen in the conflict
between the multilateral and bilateral or unilateral approaches, or between the uni-
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versal approach and the key currency approach. While at first glance it would seem
that the multilateral approach corresponded to the universal approach while the
bilateral or unilateral approach corresponded to the key currency approach, things
were not so simple.

The Anglo-American Financial Agreement signed 1 year after the signing of the
IMF Articles of Agreement and the Marshall Plan begun in 1948 clearly were bilat-
eral in nature. Gardner’s commonly accepted view of the Anglo-American Financial
Agreement as a departure from multilateralism based on anticommunist ideology
assumes this correspondence. However, the Anglo-American Financial Agreement
also can be seen to supplement the IMF. From another point of view, the issue can
be said to be that of whether these two battle lines should be seen as Keynes vs.
White or as Keynes and White vs. Williams. Keynes, both a universalist and a
defender of British interests, faced opposition in Britain from the Bank of England,
which argued for even stricter bilateralism. White too, who was even more of a
universalist than Keynes but also a defender of U.S. interests, faced opposition in
the U.S. from private banks, which sought free movement of capital and freedom in
their own overseas lending, and the Federal Reserve Bank of New York.

The second battle line involved issues related to the systems and nature of the
mechanism to be created. Here the focal points were the well-known arguments
between banking principles and fund principles and between official exchange and
market exchange. Since after the end of World War II it was an objective fact that
Britain faced the difficulties of its debtor nation status, fiscal collapse, and a current
account deficit that resulted in accumulation of Sterling balances, the international
currency system to be created needed to address this issue of accumulated Sterling
balances. While Bretton Woods avoided addressing the issue of accumulated
Sterling balances itself directly as a topic, since the issue was inseparable from the
scarce currency clause through the conversion to dollars of pounds held by Sterling
bloc nations, this conflict inevitably placed substantial restrictions on postwar
British economic developments.

In fact, after signing of the IMF Articles of Agreement in July 1944 the Keynes-
Robertson dispute and a subsequent dispute between Britain and the U.S. would
develop concerning interpretation of Article 8. These disputes, focused on whether
the market exchange of Paragraph 2 of Article 8 of the IMF Articles of Agreement
or the public exchange of Paragraph 4 of that article should have priority, is said to
have ended in a defeat for Keynes. Originally there had been differences between
the British and U.S. sides on the order of paragraphs 2 and 4 (with the British pro-
posal putting Paragraph 4 first). Keynes saw convertibility of currency as a duty of
central banks, while Robertson saw it as a duty of the private sector. Put another
way, Keynes considered convertibility to be based on multilateral settlement among
central banks, and he believed that this would make it possible to restrict private-
sector capital movements.

In concluding the Anglo-American Financial Agreement, the British side pledged
to restore convertibility of the pound in 1 year, and convertibility resumed on July
18, 1947. However, this restoration lasted for only 1 month, and on August 20
Britain was forced to suspend convertibility as its restoration of trading on open
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currency markets was a spectacular failure. This is where the issue of the position-
ing of the Anglo-American Financial Agreement as seen above comes in. This also
can be looked at together with the issue of whether the established IMF was consid-
ered a transitional mechanism for the postwar period or a permanent mechanism
that would continue to function even after the postwar recovery period.

The third battle line concerned the policy choices for maintaining and operating
the mechanism. One conflict was between giving priority to free trade and giving
priority to free foreign exchange, or to put it another way the conflict between plan-
ning a currency system based on the real economy or one assuming autonomy in the
monetary economy. To the British side, it definitely would not be desirable to priori-
tize free trade if the objective was to realize expanding equilibrium (economic
recovery and full employment through expansionism).

At the same time, this brought about a conflict between the theory of responsibil-
ity of deficit countries and the theory of responsibility of surplus countries. This
conflict would arise again in the 1971 Nixon Shock and in the 1985 Plaza Accord.
While in both those cases the U.S. argued for the responsibility of surplus countries,
at this postwar time it argued strongly for the complete opposite point of view, the
responsibility of deficit countries.

The above battle lines were in existence prior to the formation of the IMF. There
were intricate battle lines regarding philosophies, mechanisms, and policy choices
for the IMF. There is a need to look anew at which of these were fundamental battle
lines and at the relations between these battle lines.’

3 The Keynes Plan and the White Plan: Evolution
and Elaboration

3.1 The Process of Formation of the Keynes Plan

It has been commonly understood that a rift developed between Keynes on one side
and HM Treasury and the Bank of England (BOE) on the other in the process of
British-American financial negotiations in October 1945 and later. Already it is
clear to some extent that in the process from the first draft of Keynes plan for a
postwar international currency system in September 1941 to his seventh draft in
December 1942 various government departments including HM Treasury, the BOE
and Oxford economists had made various criticisms of Keynes plan. Then, in April
1943 a Keynes plan significantly revised through the process of such debate was

3This identification of the issues draws further on the lines of argument concerning whether the
Truman Doctrine of containment impacted the forms of the functions of the IMF and IBRD (Topic
2, The IBRD, the Anglo-American Financial Agreement, the Marshall Plan, and the IMF) and that
concerning whether the IMF and the IBRD were the starting point of Anglo-American neoliberal-
ism (Topic 3, Anglo-American Neoliberalism: the Result of Seeing Full Market Competition as the
Core Issue of Liberalism and Free Movement of Capital as the Core Issue of Freedom).



1 Pre-history of the IMF: Debates in the UK and Anglo-American Negotiation 13

conveyed to the U.S. government in the form of a British government white paper,
“Proposals for an International Clearing Union.” Since Keynes continued to play an
active role as a central figure in nearly all aspects of negotiations with the U.S., at
the time of this official government proposal the view came to be accepted that the
conflict concerning Keynes plan within the British government had, to some degree,
been resolved.

However, by tracing the debate on Keynes plan within the British government in
further detail one can see that consistent criticism of the gap between the basic
framework envisioned by Keynes and its actual functions continued to be expressed
by the British government and the BOE. While of course in the background was a
conflict of opinions concerning recognitions of Britain’s actual situation, it would
appear that another background factor concerned Keynes’ own treatment of ideal-
ism and pragmatism. Keynes referred to his own postwar international currency
plans as “my Utopia,” and it is not clear whether he saw the process of revisions to
his plan as voluntary improvements made through the process of debate or as com-
promises with criticism.

Let’s look first of all at the responses of HM Treasury and the BOE to the Keynes
plan from the time of the first draft in September 1941 to that of the fourth draft in
January 1942. The first draft in September consisted of two memorandums entitled
“Post-war Currency Policy” and “Proposals for an International Currency Union.*
The former argued that the international gold standard was inappropriate as a means
of rectifying imbalances in international balances of payments, and that creditor
nations needed to play the main role in such rectification through restrictions on
movements of capital. The latter argued for the establishment of a new international
clearing bank and the development of a system of settlement of all international
transactions between central banks through their own accounts with the interna-
tional clearing bank.

HM Treasury and the BOE immediately criticized this plan. In response to these
criticisms, in November 1941 Keynes released his second draft, titled “Proposal for
an International Currency Union”.> This second proposal was “to generalize the
essential principle of banking ... through the establishment of an International
Clearing Bank” (v. 25, p. 44), and “the automatic register of the size and the where-
abouts of the debtor and creditor positions allows definite criteria of which countries
are entitled to special protection until they have re-adjusted their positions, and
which are not” (ibid., p. 50). The readjustment of positions would be conducted
through “unfettered multilateral clearing” (v. 25, p. 51). This second draft made it
clear that the differences between the BOE and Keynes were fundamental.
Originally, the BOE believed that it was essential to base any efforts to address the
issue of sterling balances on existing bilateral payment agreements, and further-
more that current account imbalances should be rectified through various restric-
tions on international trade (i.e., the planned system). Keynes plan abandoned use

*The Collected Writings of John Maynard Keynes, v. 25 (Activities 1940-1944: Shaping the post-
war world: The Clearing Union [Trans. Takashi Murano, 1992]), pp. 21-44.

3Tbid., pp. 42-71.
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of these methods from the start. This was because Keynes considered their use were
against his principles of multilateralism or universality.

In response to these criticisms, in December Keynes prepared his third draft,
which deployed the main arguments of his second draft in greater detail. He sent it
first to BOE Governor Norman.® The Keynes plan was an attempt to address the
BOE’s concerns that his plan might result in a crisis in the territories where sterling
was the common currency. While the third draft continued to be the topic of discus-
sion in various government ministries and agencies, Hopkins of HM Treasury came
out with detailed critical observations of the proposal.” Keynes accepted part of
Hopkins’ critical observations, and in January 1942 he produced his fourth draft,
which proposed the establishment of an international clearing union.

The BOE was the fiercest critic of Keynes’ first through fourth drafts.® The BOE
would keep up its criticism of Keynes’ series of proposals, and this criticism contin-
ued until after the end of the Bretton Woods Conference.

For example, Thompson saw the Keynes plan as only a second best to reciprocal
trade negotiations. “The danger which I see in Keynes’ scheme, attractive as it is in
many ways, is that the Board of Trade and the Americans will be prone to believe
that monetary devices alone will solve our post-war exchange problem, while trade
can be left free and indiscriminate.” Bolton was strongly critical, arguing that (i)
Keynes’ first draft was not a “Utopia” at all but contained notable flaws and limita-
tions, (ii) if these were made public and Keynes made a director of the BOE, his
“Utopia” would come to be considered a BOE project, (iii) the proposal was likely
to be accepted uncritically in the U.S., and (iv) if the scheme should be printed, they
may be compelled at a later stage to oppose it because of its unsoundness.!”
Furthermore, Cobbold argued that the difference between Keynes’ approach and
that of the BOE was in the way Keynes attempted to describe the initial steps that

¢Ibid., pp. 75-100. The complete text of the December 19 letter to Norman is on pp. 99-108.

"The complete text of Sir Richard Hopkins, ‘Critical observations on the Clearing Bank Plan’ is in
Peden (2004), pp. 247-260.

8The series of BOE documents criticizing the Keynes plan is collected in BOE Archives, ADM14.
L.P. Thompson-McCausland’s papers (1941-1965). Thompson (later Thompson-McCausland)
joined the bank in October 1939. He was appointed assistant advisor to the governor in 1941 and
advisor to the governor in 1949, retiring in September 1965. During this time with the bank, he
mainly worked in the area of overseas finance. In 1941 he went to Washington with Keynes, where
he worked mainly on wartime lending, and in 1943 he was sent to the U.S. again for the Bretton
Woods Conference. He was a member of the British representative committee at the Geneva
Conference in the summer of 1947 Geneva Conference and the Havana Conference (on setting up
the GATT) in December of that year. He played a leading role in the debate on IMF reforms in the
early 1960. In the above document, L.P.T refers to L.P. Thompson, G.L.F.B. to G.L.F. Bolton (BOE
representative in the Washington Conference), and C.F.C. to C.F. Cobbold (a director of the Bank
of England).

°BOE, ADM14. Keynes’ Memoranda (1 & 2), L. P. T., 22nd Sep 41
"BOE, ADM14. On Mr. Keynes’ Utopia (to C. F. C.), G. L. F. B., 30th Oct 41
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they should take right away toward an ultimate goal while they emphasized the
responsibility they were expected to fulfill for moving in the proper direction, avoid-
ing initial errors."!

The most important topic to the BOE was how realistically to solve the issue of
handling blocked pounds and accumulated pound balances likely to surface after
World War II. Since the postwar British economy was fundamentally restricted by
its debtor-nation status, fiscal collapse, and current-account deficit, it was not pos-
sible to solve the problem by avoiding this issue. The issue was reignited when
acceptance of aid from the U.S. became a pressing topic in 1944 and later years,
when after the signing of the Bretton Woods Accord negotiations on a British-
American financial agreement were unavoidable. After Keynes’ first January 1944
memorandum on U.S. aid to Britain, the BOE constantly opposed Keynes’ pro-
posal, and HM Treasury also began to criticize Keynes strongly. If facing head-on
the current state of the British economy—its debtor-nation status, fiscal collapse,
and current-account deficit—the Keynes plan from the start was the second-best
proposal from the point of view of HM Treasury and the BOE, particularly the BOE.

In response, at this stage Keynes was in the position of a universalist or idealist
attempting to break through the limitations of the classical gold standard and the
gold standard restructured in the 1920s, through creation of a new international
credit-creating agency. Keynes’ answer to Hopkins’ critical observations also
included the arguments that Hopkins overemphasized the unique position of the
U.S., that since over the short term countries with current-account surpluses would
either lend those surpluses, buy gold with them, or deposit them in the clearing bank
(i.e., increase their creditor positions) it was the responsibility required of such
countries with current-account surpluses, and that stability in currency exchange
was an important element behind achievement of postwar security and the clearing
bank proposal was the most flexible proposal for foreign exchange markets based
on this assumption (January 22, 1942, v. 25, pp. 103—108). In these arguments one
can identify Keynes the universalist again.

The phase beginning with Keynes’ fourth draft, which proposed the establish-
ment of an international clearing union, would be a phase of internal adjustments
through reconciliation between Britain and the U.S. of the two countries’ own rough
drafts, through a process that included the White plan sent to Keynes in July 1942,
the preparation of Keynes’ fifth draft and his response to the White plan that August,
Morgenthau’s meeting with White in October, and the meeting with Dominion rep-
resentatives in November. Accordingly, we will look next at the process of forma-
tion of the White plan.

'BOE, ADM 14, Post-War Policy (Bank’s Memo and JMK) and memo., C. F. C., 24th Nov 41
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3.2 The Process of Formation of the White Plan

The first rough draft of the White plan was written in December 1941. At that time,
White held the post of chief of the finance division at the Treasury Department.
Treasury Secretary Morgenthau instructed him to write a memo roughly five pages
in length (Black 1991, pp. 35-38) that would become the December 30 document
“Inter-Allied Monetary and Banking Action” (the first draft of the White plan) (van
Dormael 1978, pp. 42—44; Mikesell 1994, p. 6). Based on this plan, beginning in
January 1942 the Treasury Department played a central role in fairly in-depth dis-
cussions on a fund and bank, and in March 1942 the plan for an international stabi-
lization fund (the second draft of the White plan) was prepared.

In this second draft, White described three international issues that the U.S.
would face immediately after the end of World War II. The first was the need to
avoid a breakdown of foreign exchange and a collapse of the currency and credit
systems, the second was the need for a sound recovery of international trade, and the
third was the need to supply considerable funds needed for world reconstruction,
aid, and economic recovery. He also noted the need to establish agencies with the
funding, power, and structure capable of addressing these three issues. This led later
to the IMF, the World Bank (International Bank for Reconstruction and
Development), and the International Trade Organization.!

Following minor revisions, this second draft was put together in April as the
“Preliminary Draft Proposal for a United Nations Stabilization Fund and a Bank for
Reconstruction and Development of the United and Associated Nations” (the third
draft of the White plan). White’s third draft is outlined below from the three per-
spectives of contributions, exchange rates, and provision of funds (Iwamoto 1999,
pp- 251-253). First, member states would contribute amounts equivalent to at least
USDS5 billion in total. The share to be subscribed by each country would be decided
in accordance with its gold holdings, gold production, national income, foreign
trade, foreign investment, and external debt, and contributions would be made in
gold, the countries’ own currencies, and government securities. Of the total sub-
scription of USD5.2 billion calculated in this way, the U.S. contributed slightly
under USD3.2 billion and Britain slightly over USD600 million. Next, exchange
rates between member countries’ currencies would be fixed, and they could be
changed only in the event of fundamental imbalances, and with the consent of
four-fifths of the member countries. In the area of provision of funds, member coun-
tries could purchase currencies of other member countries held by the fund, paying
for these using their own currencies. These were the key points of White plan as of
this point in time.

White’s third draft proposed that (i) the dollar should be in effect the sole core
currency of the system; (ii) exchange rates should be fixed but could be adjusted (in
the event of fundamental imbalances); and (iii) the fund should provide funding to
cover shortages in member countries’ payment of current account deficits in accor-

12White Archives, Box 6, Folder 6, “United Nations Stabilization Fund”.
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dance with their quotas. These were based on the assumptions that (iv) international
trade should operate under a gold currency-change standard and (v) the fund should
serve as a central storage institution for member countries’ gold and foreign cur-
rency. It should be noted that this third draft already made point (iii) above clear
when it called for restricting use of fund assets by debtor countries, restricting the
possibility that unlimited U.S. funds would flow to debtor countries through the
fund.

But where should one look for the background of this White plan? Boughton
(2006, pp. 7-14) argues below that the first background factor is the role of gold in
the system. In an unpublished 1942 paper,'* White analyzed the gold-standard
currency-exchange system and argued that such a system was best suited to an
adjustable fixed exchange rate system as an innovative middle road between a strict
gold standard and a completely managed currency system. Compared to Keynes,
White clearly had more trust in the classical gold standard and in the automatic
adjustment functions of the 1920s gold-standard currency-exchange system, and
this was reflected in the White plan.

Second is the necessity of multilateral agreement and the role of silver bullion.
Through steps including analysis of the 1933 London Monetary and Economic
Conference, the Tripartite Agreement of 1936, and the 1937 default on Latin
American debts to the U.S. White came to consider bilateral negotiation on financial
policy to be largely meaningless.

In fact, when in 1935 White was first dispatched to London mainly to consult
with HM Treasury on the issue of devaluation of the pound he got a true feel for the
meaninglessness of bilateral discussions with HM Treasury, and a few months later
he began studying methods of minimizing the shock to the U.S. economy of a rapid
collapse of the pound. He concluded that the U.S. should build close trade relations
with as many countries as possible and have those countries peg their own curren-
cies to the dollar. In addition, when at the end of the 1930s Cuba and Mexico faced
difficulties in paying their debts to the U.S., White proposed financial assistance in
the form of the U.S. government providing silver to these countries, and further-
more he proposed a plan for a bank to hold silver in the Americas. This focus on the
role of silver bullion in international settlement was reflected in the White plan.

Third is the role of the U.S. Exchange Stabilization Fund (ESF) established in
January 1934.'* In the mid-1930s, White proposed conversion of the ESF from a
fund intended to stabilize the value of the dollar in gold to one that would stabilize
the dollar’s values in other currencies. In other words, he proposed using the ESF
more broadly for the benefit of U.S. international finance, and when the Treasury
Department accepted this proposal the ESF came to be used in regulation of finan-
cial markets with Mexico, Brazil, and other Latin American countries. Boughton
notes, “White’s experience with EFS lending also convinced him that the IMF
should not extend credits automatically. His initial plan of April 1942 suggested that

3White Archives, Box 1, Folder 9, The Future of Gold, 1942.

“Bordo and Schwartz (2001) argue that expansionary use of the ESF was suggested in White’s
1942 plan.
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the Fund should respond to requests from borrowing countries by first making a
careful independent assessment of the policy changes that the country should make
to correct the underlying causes of its balance of payments problem.” Boughton
argues that that this was the prototype for the IMF conditionality that continued
from the 1950s to the 1990s. While this proposal of White’s was withdrawn in the
face of Keynes’ opposition, the policy of restrictions on use of fund assets by debtor
countries was a result of his experience with the ESF.

The fourth concerns restrictions on movements of capital. It is well known that
both Keynes and White recognized the need for restrictions on capital movement.
Boughton notes, “Keynes drew a clear line between good capital flows—those that
financed trade or real investment—and those that were speculative or volatile or that
promoted capital flight. In contrast, the more nuanced practice regarding capital
flows has been more in line with White’s thinking, as revealed both his original plan
for the Fund and his earlier work at the U.S. Treasury.” There is no doubt that the
1935 inflow of gold to the U.S. and the franc crisis 3 years later convinced White of
the necessity of restrictions on capital movements, but still White saw these restric-
tions as a necessary evil, calling them “the best of the bad choices”."” In this way,
Boughton infers that unlike Keynes White saw the line between real movements of
capital and speculative ones as unclear.

White plan drew numerous criticisms from within the United States. The number
of criticisms increased following the publication in April 1943 of both govern-
ments’ proposals. Here we will examine the criticism from Deputy Governor
Williams of the FRBNY (Honma 1991, pp. 92-95). The main points of Williams’
critique of White were: (i) that the establishment of an international agency such as
a supranational bank would give debtor nations decisive authority in international
finance, (ii) that it would violate the principle of a balanced budget because the U.S.
would bear the heaviest burden, (iii) that the U.S. would be unable to decide on
terms of credit, (iv) that stabilization of foreign exchange would not be a fundamen-
tal solution to various difficulties in international finance, and (v) that universal
currency stabilization by an international agency was an unrealistic approach and
measures should be taken bilaterally through reciprocal agreements.

Here we can identify the relationship between White and Williams as analogous
to that in Britain between Keynes and the BOE. While White squared off against
Williams as a universalist, Williams’ main goals were securing the interests of the
U.S. banking sector and American leadership in the postwar recovery.'®

SWhite Archives, Box 3, Folder 7, Memorandum from White to Morgenthau, April 30, 1938.
1The dispute reignited after the signing of the Bretton Woods Accord in July 1944 and as the
dispute over “correcting” the accord through its ratification one year later. In this dispute, Williams
told White frankly that the Bretton Woods Accord had lost the balance between idealism and prag-
matism, but this subject is beyond the scope of this work.



1 Pre-history of the IMF: Debates in the UK and Anglo-American Negotiation 19

3.3 Reconciliation of the Two Plans and Convergence
on White Plan

After preparation of White’s third draft in April 1942, the Treasury Department’s
offensive against the State Department advanced vigorously. In meetings between
the two departments on May 25 and July 2, 1942, Morgenthau argued for having the
Allies’ finance ministers send financial experts to Washington to discuss American
plans for the postwar international currency system. While the State Department
was wary of this proposal, it approved informal meetings with Britain, China,
Russia, and other leading Allies (Steil 2013, pp. 156—157). In this way, the White
plan was sent to Britain in July 1942.

After receiving the White plan in July, Keynes began studying the plan. In an
August 1942 memorandum, Keynes argued that while his and White plans might
seem similar in appearance, the principles on which they were based differed fun-
damentally. He added the criticism that since White plan largely confined itself to
adaptation of the gold standard, it would not be able to regulate the volumes of
international currency as needed, and it would depend on the policies of countries
that already held large gold reserves. At the same time, he described White’s plan as
containing a number of useful and suggestive proposals, and he said he was study-
ing subjects including the issues of resolution of blocked pounds, restrictions on
movements of capital, price stability of primary commodities, and gradual elimina-
tion of trade barriers. Based on these studies, Phillips sent Keynes’ sixth draft to
White on August 28, 1942.

During this period, Morgenthau and White visited London unofficially in
October 1942, advancing reconciliation of White’s and Keynes plans through steps
including discussions with Keynes. However, Keynes was severely shocked when
he received the White plans produced on February 18 (eight draft) and March 1
(ninth draft), 1943." This was because they proposed the scarce currency clause,
which had until then been nonexistent. This clause was to permit a country deter-
mined to have a shortage of a specific currency (specifically, the dollar) to restrict
trading with the country whose currency it was short, through means such as import
restrictions. A skeptical Keynes replied to Harrod, who saw this clause as a
conciliatory or favorable approach to Britain on the U.S. side, “I cannot imagine
that the State Department really would put forward as their own solution the ration-
ing of purchases from a scarce currency country. You must remember that the evi-
dence as to the extent to which the State Department have actually accepted this
document of Harry White’s is somewhat flimsy. I should expect that the moment
emphatic attention was drawn to this alternative, it would be withdrawn (March 4,
1943, v. 25, p. 230).”

As mentioned at the start of this chapter, this plan of White’s was published in
April 1943 as the U.S. draft proposal for a United and Associated Nations
Stabilization Fund. At the same time, Keynes plan too was published as the British

70p. cit, p. 171.
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government’s proposal for an International Clearing Union. As we have seen above,
for a while after its publication Keynes was confident in the comparative superiority
of his own plan, and he believed that not only the Sterling bloc but also the nations
of continental Europe would choose the clearing bank proposal. However, this con-
fidence would collapse only a short time later. This was because it became clear that
as a result of aggressive persuasive efforts on the part of the U.S. not just its neigh-
bors but also key countries in the Dominion and the Sterling bloc had defected from
the British side.

The July 24, 1943 letter from White to Keynes describes these circumstances
clearly as follows: “We have almost completed our scheduled bilateral discussions
on post-war monetary problems. Altogether we conferred with delegates of some 25
countries and also had several sessions of group discussions attended by delegates
from about a score of countries. In the bilateral conference the most of the provi-
sions in the Fund draft were discussed, and in almost every case the more important
provisions in the Clearing Union draft were also considered...both proposals were
rather fully discussed though the American proposal was the point of departure in
the agenda. In our bilateral conference with the British group I think the salient
points in both proposals were fully discussed and compared (July 24, 1943, v. 25,
p. 335)”

In the lengthy official bilateral U.S.-British discussions held from September 21
to October 9, 1943—the so-called Washington Conference—the topics included the
reliability of Fund use, minting of unitas, loan quotas, American lending limits,
amounts of gold contributions, exchange-rate changes, and allocation of short cur-
rencies. However, Keynes’ efforts to convert the Fund effectively into a bank, or put
another way to incorporate into the Fund draft as much as possible the essentials of
the Clearing Union draft, were unsuccessful. In addition, the rift between Keynes
and the Bank of England widened over the course of this Washington Conference.
On the subject of this rift, Sir Wilfrid Eady, Joint Second Secretary at HM Treasury,
said that the Bank of England “derided” Keynes’ view that it would be possible to
block pre-zero-hour balances using exchange-rate controls based on stability fund
capital, instead criticizing Keynes’ view head-on, arguing, “we must make our own
domestic arrangements with each of the holders of balances on the merits of the
economic position and that so far from acquiring additional authority from the text
of S.F. we (i.e., Britain) shall be embarrassed by the obligation to move towards
multilateral clearing in 3 years (December 16, 1943, v. 25, p. 396).” Since the British
wartime cabinet had ordered that this issue be deferred in the Washington
Conference, this conflict did not surface during the conference. However, the issue
of treatment of accumulated sterling balances that had been subjects of consider-
ation in the White and Keynes plans through then would be left out from discussion
of the agreement beginning with this conference.

In 1944, the conflict between Keynes and the BOE grew more acute. Lord
Cherwell, an advisor to the Prime Minister, describes the circumstances as follows:
“The Chancellor, though I believe, in favour of the proposals, is embarrassed by the
existence of two rival factions in the Treasury. The one is headed by Lord Keynes,
and supported by most of the Treasury, the Economic Section of the War Cabinet
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and officials of the Board of Trade. The other acts under the aegis of the Bank of
England, and consists of Sir Hubert Henderson, an economist with Schachtian aspi-
rations, and Sir Wilfred Eady, who after a variegated Civil Service experience has
only recently joined the Treasury (February 9, 1944, v. 25, p. 408).”

In a letter dated February 23, 1944 to the Chancellor of the Exchequer, Keynes
stated, “On the currency side-and much the same thing applies mutatis mutandis to
the other topics-there are three alternatives. (I am here thinking of the normal, rather
than of the transitional, period):-

(1) A Sterling currency bloc.
(2) An Anglo-American bloc offered as an international scheme.
(3) Dollar diplomacy

We regard the choice as between (1) and (2). The Americans regard it as between
(2) and (3). They will not allow (1) (and it is only too easy for them to prevent it)
except as a temporary expedient. We are not in fact strong enough to support (1)
unaided. It follows that (2) is the only way of avoiding (3). The U.S. Treasury and
State Department offer us (2) in a spirit of real disinterestedness; they do not like
(3); but they will readily fall back on it-for, both politically and with the bankers, it
is the line of least resistance-if they believe that we are throwing (2) over in favour
of (1). The Bank is not facing any of the realities. They do not allow for the fact that
our post-war domestic policies are impossible without further American assistance.
They do not allow for the fact that the Americans are strong enough to offer induce-
ments to many or most of our friends to walk out on us, if we ostentatiously set out
to start up an independent shop. They do not allow for the fact that vast debt and
exiguous reserves are not, by themselves, the best qualification for renewing old-
time international banking (February 23, 1944, v. 25, pp. 411-412).”

At this stage in 1944, Keynes clearly had shifted to a position of trying to main-
tain the interests and authority of Britain and the London financial markets, based
on the realities of the power relationship between Britain and the United States.
White was doing the exact same thing.

4 Conclusion

In this chapter we have looked at the process of rethinking of the Keynes and White
plans over the period from the conclusion of the Atlantic Charter in August 1941 to
roughly April 1944. First, the prototypes of the Keynes and White plans were pro-
posed beginning in autumn 1941, and over the period of roughly one and one-half
years until both plans were published in April 1943 revisions to both of them pro-
ceeded basically through the process of adaptation to domestic reactions. To their
domestic critics, both Keynes and White appeared as universalists or multilateral-
ists. However, their universalism differed in that while Keynes’ was an idealism that
called for the creation of a new international financial organization as a public orga-
nization that would supervise the international financial system, White’s placed its
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trust in the market discipline of the gold exchange standard. Still, these two points
of view would undergo substantial changes as a result of the start of competition
between the U.S. and Britain to corral allied and quasi-allied states to their side
beginning with the publication of both these countries’ plans in April 1943. In the
process of direct tug-of-war between the U.S. and Britain and the two countries’
efforts to get the support of other countries through the signing of the IMF Articles
of Agreement in July 1944, both Keynes and White would face situations in which
they had to advocate for their own countries’ interests. In doing so, the issues they
faced included the degree of burden that the U.S. and Britain should bear in forma-
tion of the postwar international financial order, the degree of authority that each
should possess, the conditions under which the postwar British economy could be
rebuilt and recover, and how to reflect the interests of countries other than these two.
As their initial universalism and idealism receded into the background, the battle
lines of banking principles vs. fund principles and official convertibility vs. market
convertibility would emerge from theoretical positions to the forefront of policy
choice and consistency.

This work was intended to verify the validity of the coordinate axis of the univer-
sal approach vs. the key currency approach, which has served as the main standard
even after the collapse of the Keynesian myth after Balogh, in past study of the
formative period of the IMF. This is why we have argued for the necessity of intro-
ducing the coordinate axes of multilateralism vs. bilateralism, official convertibility
vs. market convertibility, and a mechanism for the transitional postwar period vs. a
permanent mechanism. However, to get a clear overview of these complex coordi-
nate axes, there is a further need to trace the two major developments of the phase
that followed the period discussed herein, the period from the signing of the agree-
ment through the end of 1945 when it was ratified by both the U.S. and Britain, and
the period through August 1947 when the Anglo-American Financial Agreement
was signed and ratified, the IMF then began operation, and Britain’s efforts to
recover convertibility ended in failure. These will be the next topics we will
examine.

Primary Sources

The Collected Writings of John Maynard Keynes
v.25 Activities 1940-1944: shaping the post-war world: the clearing union/edited by Donald
Moggridge, New York: Cambridge University Press, 1980
v.26 Activities 1940-1944: shaping the post-war world: Bretton Woods and reparations/edited
by Donald Moggridge, New York: Cambridge University Press, 1980
Bank of England Archives
OV38 INTERNATIONAL MONETARY FUND, 1941-1964, 123 files
ADM14 L. P. Thompson-McCausland’s papers, 1941-1965, 91 pieces
IMF Archives
Bretton Woods Collections
Box29 Box30: BWC-Letters & Memorandum 1943



1 Pre-history of the IMF: Debates in the UK and Anglo-American Negotiation 23

Box36: BWC-MEMORANDA
TREASURY MEETINGS, FUND & BANK, 1942-1944
FEDERAL RESERVE BOARD MEMOS, 1943-1944
Box40, Box41: BWC- BERNSTEIN, E.M.
Princeton University Library Mudd Manuscript Library
Harry Dexter White Papers

References

Akimoto, Eiichi. 1997. Hari dekusta howaito to sengo kokusai tsuka taisei no koso (Harry Dexter
White and the design of the postwar international currency system). Chiba daigaku keizai ken-
kyu 12-2.

Balogh, T. 1976. Keynes and the International Monetary Fund. In Keynes and the international
monetary relations work, ed. Thirlwall. London: Macmillan.

Black, S.W. 1991. A Levite among the priests — Edward Bernstein and the origin of the Bretton
Woods system. Boulder: Westview Press.

Bordo, M.D., and B. Eichengreen (eds.). 1993. A retrospective on the Bretton Woods system:
Lessons for international monetary reform. Chicago: The University of Chicago Press.

Bordo, M., and A. Schwartz. 2001. From the exchange stabilization fund to the international mon-
etary fund, NBER working paper, vol. 8100. Cambridge, MA: National Bureau of Economic
Research.

Boughton, J.M. 2006. American in the shadows: Harry Dexter White and the design of the inter-
national monetary fund, IMF working paper, vol. 06/6. Washington, D.C: International
Monetary Fund, Policy Development and Review Dept.

Dormael, A.V. 1978. Bretton Woods: Birth of a monetary system. London: Macmillan.

Gardner, R.N. 1969. Sterling-dollar diplomacy: the origins and the prospects of our international
economic order. Trans. Takashi Murano et al, Tokyo Toyo Keizai, London: McGraw-Hill.

Harrod, R. 1951. The life of John Maynard Keynes. New York: W. W. Norton.

Haynes, J.E., and H. Klehr. 1999. Venona: Decoding Soviet Espionage in America. New Haven:
Yale University Press.

Honma, Masami. 1991. Sekai ginko no seiritsu to bureton uzzu taisei (The formation of the World
Bank and the Bretton Woods system). Tokyo: Dobunkan.

Horie, Shigeo. 1962. Kokusai tsuka kikin no kenkyu (A study of the IMF). Tokyo: Iwanami Shoten.

Horsefield, J.K. 1969. The international monetary fund 1945-1965. Washington: IMF.

Iwamoto, Takekazu. 1999. Keinzu to sekai keizai (Keynes and the world economy). Tokyo:
Iwanami Shoten.

Kahn, R. 1976. The historical origin of the international monetary fund. In Keynes and interna-
tional monetary relations work, ed. A.P. Thirlwall. London: Macmillan.

Luxembourg Institute for European and International Studies. 2009. Executive summary;
J.M. Keynes and Europe: Memories and prospects. Trier: University of Trier.

Makino, Hiroshi. 1993. Reiren no kigen to amerika no haken (The origins of the cold war and
American hegemony). Tokyo: Ochanomizu Shobo.

Mikesell, R.F. 1994. The Bretton Woods debates: A memoir, Essays in international finance, vol.
192. Princeton: Princeton University.

Moggridge, D. E. 1986. Keynes and the international monetary system, 1909 — 1946. In
International monetary problem and supply-side economics, eds. Cohen J. and Harcourt G. C.
London: Macmillan.

Moggridge, D.E. 1992. Maynard Keynes — An economist’s biography. London: Routledge.

Noritake, Yasuo. 1990. Keinzu no kokusai tsuka ron (Keynes’s international currency theory).
Rissho University Quarterly Report of Economics 39—4.

Oliver, R.W. 1975. International economic co-operation and the World Bank. London: Macmillan.



24 M. Itoh

Peden, G.C. 2004. Keynes and his critics — Treasury responses to the Keynesian revolution 1925-
1946. Oxford: Oxford University Press.

Pressnell, L.S. 1986. External economic policy since the war. London: HMSO.

Sasaki, Takao. 1986. Sengo kokusai keizai kankei saihensei no koso to genri (2) (Ideas and prin-
ciples of restructuring postwar international economic relations (2)). Hokkaido University.
Sapporo: Keizaigaku Kenkyu 35-3.

Shimazaki, Hisaya. 1983. Kin to kokusai tsuka (Gold and international currency). Tokyo: Institute
of Foreign Exchange and Trade Research.

Shinjo, Hiroshi. 1956. Sutaringu shokoku oyobi kokusai tsuka kikin to no kankei (Relations with
Sterling Nations and the IMF), Ministry of Finance, Banking Bureau and Financial System
Study Group, Obei shokoku no kinyu seido (Western Financial Systems), Tokyo: Okura Zaimu
Kyokai.

Skidelsky, R. 2002. John Maynard Keynes: Fighting for Britain, 1937—-1946. London: Macmillan.

Steil, B. 2013. The battle of Bretton Woods, Jhon Maynard Keynes, Harry Dexter White and the
making of a new world order. Princeton: Princeton University Press.

Tamai, Ryuzo. 1999. Keinzu seisaku no shiteki tenkai (Historical development of Keynesian poli-
cies). Tokyo: Toyo Keizai.

Yonekura, Shigeru. 2006. Rakujitsu no shozo Keinzu (John Maynard Keynes). Tokyo: Upsilon
Publishing.



Chapter 2

U.S. International Monetary Policy
for the IMF

Isao Suto

1 Introduction

“Everywhere else in the world, though, politicians and businessmen insist that one
of the biggest problems with the .M.F. is that, contrary to the view of Congress, it
acts as the United States Treasury’s lap dog. Ask in Jakarta or Moscow, and the response
is the same: The fund never ventures far without looking back for the approving nod
of its master” (Sanger 1998). These joint efforts by the U.S. government and
the International Monetary Fund (hereinafter Fund or IMF) are predicated on the
idea of Neoliberalism or the Washington Consensus that supports a free and open
global market economy (Williamson 1990). On the other hand, international finan-
cial institutions such as the IMF and the Bank for International Settlements (BIS)
are considered to have taken a position between the market and nation states, and
they have comprehensive visions for the world economy. Thus the U.S. could not
completely control the Bretton Woods institutions, and the IMF retained consider-
able autonomy as an international institution.'

Even though the U.S. government controlled the Bretton Woods institutions, it
was unable to achieve its desired results. Focusing on the National Advisory Council
on International Monetary and Financial Problems (NAC), Casey (2011, p. 224)
stresses that the U.S. “could eventually aid the transition to and maintenance of a
multilateral world monetary system following Europe’s recovery.” However, we
should not underestimate the fact that the U.S. encountered many unexpected
difficulties in the early stages of establishing the Bretton Woods system. In 1947,
the U.S. government failed in the resumption of the convertibility of sterling, still a

!'See, Chap. 7 by K. Yago in this book.
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key international currency,” based on the Anglo-American Financial Agreement.
While controlled by the U.S. government, however, the Fund was also confronted
with the inability to set initial par values, the widespread adoption of multiple cur-
rency practices including the floating exchange rate in Canada, and the modification
of “the nature of the international monetary system from the adjustable peg intended
by the Articles to a fixed rate regime” (Bordo and Eichengreen 1993, p. 46).

In this chapter, we focus on how the U.S., through the NAC, positioned the Fund
in relation to its international monetary policy, operated to support it, and coped
with difficulties in the transitional period from 1945 to 1952.° The U.S. government
obtained a critical share of the quotas and influenced the Fund through the use of its
“voice and vote” in the Board of Governors as well as in the Executive Board to
achieve its desired goals. According to De Vries and Horsefield (1969, p. 11), up to
1952 there was “a tendency for member governments, before submitting a formal
proposal or request to the Fund, to ask their Executive Directors to discuss it with
their Directors first. Quite frequently the Executive Director for the member
concerned went to the Director of the United States—the country with the largest
quota. If the U.S. Director concurred with the proposal or request, the member
would then continue with the formal procedures of the Fund.”

The NAC was an interagency group of executive branch agencies established
when the U.S. Congress ratified the Bretton Woods Agreement in 1945, and it took
chief responsibility for instructing the U.S. Executive Directors to the Fund and the
World Bank until 1965.* The NAC was organized by top executives from the
Treasury Department, the Board of Governors of the Federal Reserve System
(FRB), the State Department, the Commerce Department, the Export—import Bank
of Washington (Ex-Im Bank), and the Economic Cooperation Administration, and
the Secretary of the Treasury presided at the meetings. The U.S. Executive Director
on the Board of the Fund (hereinafter the U.S. Fund Director) and the World Bank
attended the NAC meeting regularly, although they did not possess voting rights,
and they were guided by NAC policy actions.

We describe in Sect. 2 how the NAC dealt with the governance structure of the
Fund from the preparatory period to the failure of sterling convertibility in 1947.
Then we explore in Sect. 3 how the NAC coped with the difficulties that the Fund
faced and that resulted in malfunctioning between the Marshall Plan and the start of
the European Payment Union (EPU) in 1950. The outbreak of the Korean War was

2 According to Gorski (1945, p. 24), the key currency [stabilization] approach advanced “by the
well-known economist John H. Williams is that the economic behavior of key countries largely
determines conditions in other countries. If stabilization is achieved between the key countries,
others will make workable adjustments to them.” This approach, however, “comes dangerously
close to a system of monetary blocs or even to bilateralism.”

3 Article 14 of the Fund Agreement provided “transitional period” that member countries were
allowed exchange restrictions within 3 or 5 years after the date on which the Fund begins operations
in March 1947. Here we cover the period from 1945, when the Anglo-American Financial Agreement
was concluded, to 1952, when the Truman administration was practically finished.

*In 1966, the Johnson administration deputed the responsibility to direct the U.S. representatives
at the Fund and the World Bank to the Treasury Department. See, Weiss (2013), pp. 15-16.
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followed by the enactment of the Mutual Security Act in 1951. Following this, the
NAC steered Fund policy to be linked to the U.S. national security policy. The focus
here is therefore on Sect. 4, which looks at how the NAC would end the Fund’s
transitional period in relation to the Cold War. Finally, we summarize our analysis.

2 Creation of the Governance Structure

2.1 Executive Board and Managing Director

In the transitional period, the NAC maintained its influence over various aspects of
the Fund’s business operations. The NAC took leadership, drafting the by-laws and
the rules and regulations, before starting on the Fund’s business operations. The
NAC Technical Committee led by Harry D. White began this work in September
1945. At the NAC meeting on January 22, 1946, White “reported that some difficulty
had been encountered in locating a site for the meeting and efforts to this end have
been complicated by the fact that the British and others have requested postpone-
ment” in the process of the Technical Committee.> After discussions between the
Technical Committee and the representatives of some 12—-15 other countries, on
February 2, 1946 the NAC approved the proposed by-laws for the Fund in consulta-
tion with the technical representatives of other governments.® The by-laws of the
Fund and the World Bank were adopted at the Inaugural Meeting of the Board of
Governors in Savannah, Georgia, on March 16, and the rules and regulations were
adopted at the first Annual Meeting in Washington on September 25.

Even though only minor amendments were made to the draft of the Fund by-laws
at the Inaugural Meeting, convincing arguments were raised by other countries.
First of all, John M. Keynes, with the support of France and India, proposed
New York, rather than Washington, D.C., as the headquarters of the Fund and the
World Bank because “New York, in addition to being a financial and economic
world center, would afford a good opportunity for cooperation with the Social and
Economic Councils of the United Nations Organization.” On the other hand, the
U.S. with Canada and Mexico asserted that the “Fund, as an intergovernmental
institution, should be free of any possible influence from economic, financial, or
commercial private interests.”” The Washington headquarters was in keeping with
the intentions of Marriner S. Eccles, chairman of the FRB. This was because only
the FRB put forward an alternative suggestion that the “principal office of the Fund
shall be located in Washington, D.C.” to the draft of the by-laws provisions that the

SNAC, Meeting No. 9, January 22, 1946, p. 5.
°NAC, Meeting No. 14, February 2, 1946, p. 6.

7“Report of the Committee on Site,” in IMF (1946), pp. 29-30; IMF, EBD/46/2. New York bankers
also hoped that the Fund would be headquartered in New York. See, Casey (2011), p. 186;
Horsefield (1969), pp. 129-130.
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Technical Committee adopted on September 12, 1945.% Furthermore, at the NAC
meeting of February 27, 1946, “Eccles expressed strong opposition to permitting
the commercial banks to underwrite securities, pointing out that (...) the Securities
Exchange Act of 1934 had been passed to prevent a repetition of the abuses which
had then occurred.” It was also advantageous for the NAC to have both meetings in
an adjacent building.

The role of the Executive Directors and the Executive Board was another contro-
versial issue at the Inaugural Meeting. While the U.S. asserted that the Executive
Directors “must devote their full time to the business of the Fund,” the U.K. claimed
that the Executive Directors might be engaged “part-time in some other occupation
and receive remuneration therefrom.”'® This was because the U.K. thought that
“members should have virtually automatic access to the IMF’s resources within the
range determined by their quotas.” (Casey 2001, p. 187) Actually, the Executive
Board meeting of the Fund was held every weekday morning, and then the NAC had
a meeting as necessary in the afternoon. Most Executive Directors attended every
meeting of the Fund."

The role and responsibilities of the Board of Executive Directors were closely
related to those of the Managing Director. J. Burke Knapp, Special Assistant to
Eccles, commented to Eccles, who was the vice-chairman of the NAC, as follows:
Unlike the World Bank, in which an American took up the presidency, “it is not
feasible to delegate broad authority to the chief executive officer. In the case of the
Fund, this would mean vesting excessive power in the Managing Director and
would tend to undermine the Fund’s essential function of providing a meeting place
in which representatives of the member countries can discuss and agree upon
cooperative international action in the monetary field.”'> Nevertheless, Eccles did
not overlook the role of Managing Director. He wrote to Fred M. Vinson, Secretary
of the Treasury, as follows: “It is obvious that a great deal of the success of these
Institutions will depend upon the persons chosen as their chief executive officers.
I appreciate that these officers will not be elected at the Board of Governors’ meeting,
but I should be surprised if the subject did not come up for discussion there at least
on an informal basis.”"*

While the U.S. government was well aware of the significance of the Executive
Director’s post, it designated a non-American to the position conventionally.

$NAC Technical Committee, Document No. 7, September 17, 1945, p. 1.

9NAC, Meeting No. 14, February 27, 1946, p. 5; Eccles to Fred M. Vinson, February 13, 1946,
Marriner S. Eccles Document Collection (hereinafter Eccles Collection).

10¢Report of the Committee on Functions and Remuneration,” in IMF (1946), p. 31.

“For example, George Bolton and Louis Rasminsky, the British and Canadian Directors in the
Fund, have probably spent the majority of their time at home, while the French and Belgian
Directors in the Bank have spent very little time in Washington.” Knapp to Eccles, “Comments
Concerning Certain Policy Matter relating to the International Fund and Bank,” August 4, 1947,
p- 3, Eccles Collection.

12Knapp to Eccles, August 4, 1947, p. 4, Eccles Collection.
3Eccles to Vinson, February 13, 1946, Eccles Collection.
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Horsefield (1969, p. 135) stated that the U.S. authorities could not propose White
for this post, because “they considered that the Bank would have to be headed by a
U.S. citizen in order to win the confidence of the banking community, and that it
would be impracticable to appoint U.S. citizens to head both the Bank and the
Fund.” However, until the memorandum for the Inaugural Meeting on February 20,
1946 Casey (2001, p. 188) insisted that the Treasury Department considered
White suitable for this post. From the viewpoint of the FRB Chairman, who carried
out drastic reform of the Federal Reserve Banks in 1935,'* even in public financial
institutions, the chief executive officer should have a greater degree of authority.
The U.S. had secured the dominant voting power in the Executive Board. Therefore,
White served as the U.S. Executive Director as well as de facto deputy Managing
Director in the early transitional period.

2.2 Membership, Quota, and Initial Par Value:
On the Eve of the Inauguration

The primary tasks that the NAC faced before the inauguration of the Fund were to
determine the initial par values for original member countries and a quota and initial
par value for new member countries, and to deal with exchange control. For the
most part, the NAC dealt with these related issues from the standpoint of foreign
aid. The greatest concern was that new member countries would rely on the Fund
resources excessively.'> The quota was the criteria used for drawing from Fund
resources and for voting power, but there was no clear published formula for a new
member. The formula developed by the U.S. Treasury Department in 1943 referred
to the original members,'® and a revised version was used for new members, even if
the U.S. ultimately employed political considerations in determining the quota.

A request from France for a revision of its quota illustrates a typical example of
political influence. In the NAC Staff meeting, Chairman Harold Glasser, NAC
Secretary, called attention to the fact that a quota revision of $560 million “would
place France above China with respect to the size of quotas, and that the French
desired such a position.” George Luthringer, the U.S. Fund Director, “expressed
doubts as to whether the increase should be sufficiently large to raise the French
quota above that of China.”'” In the NAC meeting, White similarly pointed out that
“the present country hierarchy of quotas cannot be disturbed without political

4Eccles deprived the board of directors of the Federal Reserve Banks of many important powers,
and then centralized them to the presidents by the Banking Act of 1935.

SNAC Staff Committee, Meeting No. 21, May 6, 1946, No. 29, June 27, 1946; NAC, Meeting No.
33, July 9, 1946, No. 37, September 3, 1946.

1 A number of calculations were made by the U.S. Treasury before the Bretton Woods Conference.
See, Horsefield (1969), p. 95; Horie (1964), p. 126.

”NAC Staff Committee, Meeting No. 40, September 16, 1946, pp. 3—4.
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repercussions.” The NAC took his opinion on the matter seriously and recommended
a quota of $525 million for France.'

After the determination of the quota, member countries had to set their initial par
values to borrow or draw from the Fund. It was, however, one of the most difficult
problems the NAC faced in the chaotic exchange market after World War II. This
was because most members other than the U.S. desired not only a higher par value
to draw U.S. Dollars from the Fund, but also a lower exchange rate to have a trade
surplus with the U.S.

Although most original member countries established their initial par values on
December 18, 1946, the NAC was confronted with a governance question related to
the Managing Director. The Fund could provide for a 90-day period of negotiation
with member countries on initial par value before the Fund exchange operations. At
the NAC meeting of September 26, White reported that “the Board of Executive
Directors had decided to drop for the time being the matter of secrecy provisions.”"”
This meant such a regulation would prohibit White from consulting with the NAC.
Furthermore, White “indicated that there is also a move, which was disapproved by
the Board of Executive Directors, to give the Managing Director power to discuss
confidential matters with other governments without informing the Board. The
Managing Director could not take action without consulting the Board but prior to
that stage the Staff might be informed but not the Board of Directors.” Therefore,
White complained that “this is a frontal attack on the United States position.”*

However, the Board of Executive Directors did not take any positive decision on
the secrecy provisions after all. It was on December 18, 1947, that the NAC put the
secrecy issue on the agenda, when Poland communicated its desire for a change in
its provisional rate for the zloty from the present 100 to the dollar to a suggested 400
to the dollar. At the meeting, FRB Chairman “Eccles commented that in the past
when the Council had considered matters of this kind it had been established proce-
dure to refer the question first to the Staff Committee, have it on the agenda of the
Council and act on the basis of a recommendation of the Staff Committee.” Andrew
N. Overby, who was the second U.S. Executive Director for the Fund, argued that
he had not learned of the matter until the preceding Monday and therefore had no
opportunity to put the matter through the usual staff channels. Then he added that
the “Articles of Agreement provide that agreement on change in exchange rates
have to be reached within a very short period of time and under the secrecy provi-
sions agree to by the Fund the Managing Director might not disclose a request until
the day on which decision had to be reached.” Frank A. Southard, Jr., Director of the
Office of International Finance in the Treasury Department, suggested that the NAC

BNAC, Meeting No. 39, September 17, 1946, pp. 5-7, No. 40, September 26, 1946, pp. 5-6.

19 According to a Knapp’s letter to Eccles, the Fund Executive Directors other than White “were
anxious to adopt an internal Fund regulation providing that any notification of a proposed change
in the exchange rate of member country would be made available only to the Executive Directors
themselves and to a few selected members of the Fund’s staff.” Knapp to Eccles, September 6,
1946, p. 3, Eccles Collection.

2NAC, Meeting No. 40, September 26, 1946, p. 6.
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Staff Committee should study the matter, but he added that “he did not think it
would always be necessary for the Council to feel obliged to pass judgment on each
exchange rate that is considered.” Eccles also commented that “questions of general
policy were more important than decisions with respect to certain rates. The Council
should not make it its business to establish individual rates. The Council should
know what the objectives are and establish certain criteria and standard so that
United States Executive Director would know what action should be taken under
given conditions.””! The NAC has rarely placed it on its agenda since that meeting.

Even though the U.S. had utilized its voting power in a key situation, it was not
an easy task to establish and maintain the par value system. The U.S. had to allow a
few member countries to delay setting the initial par value, to let broken cross rates
emerge in several markets, and to introduce a free or fluctuating exchange market.”
These deviations resulted not only from the limits of U.S. power but also from its
flexible response to the international economic and political situation. The NAC
policy action in the face of the French exchange policy “was designed to encourage
thorough discussion of the problem by the Fund’s Executive Directors without
suggesting that the U.S. Executive Director use his voting strength to achieve a
solution.”” Southard (1979, pp. 5-6), the third Fund Executive Director for the
U.S., also recollected that “a practical problem faced by the U.S. Executive Director
was how to exercise his power without convincing the rest of the Directors that discus-
sion was futile because the U.S. view would prevail.”

2.3 Failure of Sterling Convertibility and the NAC

The U.S. government concluded the Anglo-American Financial Agreement in 1945
so that the Fund could shorten “the transitional period” through restoration of pound
sterling convertibility after July 15, 1947. However, the U.K. lost most of the $3.75
billion it borrowed from the U.S. in exchange for ratification of the Bretton Woods
Agreement and suspended sterling convertibility for current account transactions on
August 20, 1947. The reason the U.K. had depleted its reserves was that 43.5 %
($1.63 billion) of the U.S. loan had already been used to pay for imports from the
U.S. before June 1947, and some of the loan was transferred to dollar areas through
capital transactions.*

Leading studies have stressed that unlike the time of signing the Agreement, the
U.S. maintained an attitude of passivity toward the depletion of U.K. dollar

2INAC, Meeting No. 78, December 18, 1947, pp. 6-7.

22Canada, Mexico, and Peru introduced fluctuating rates, and France set up a limited free market
before 1950. See, De Vries and Horsefield (1969), pp. 43—45.

BNAC Staff Committee, Meeting No. 48, November 7, 1946, pp. 3-4.
24 See Kamikawa (2009), and Kanai (2010). Bordo and Eichengreen (1993), pp. 43-44.
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reserves.” Casey (2001, p. 195) recently stressed that the NAC “did not consider a
more flexible position until it became apparent to all observers that Britain’s short-
lived experiment with sterling convertibility had fail miserably.” It was typically
thought that the NAC members, in the early stages, became nervous about bilateral
agreements with the sterling countries because the Anglo-Argentine Financial and
Trade Agreement of September 17, 1946, for example, allowed paying 1/2 % interest
on Argentine blocked sterling balances.?

However, the NAC documents showed a different attitude. On February 14,
1947, the NAC Staff Committee designated the U.S. — U.K. Financial Agreement
Working Group to follow the implementation of the Agreement, and reported to the
NAC on April 17.”” Responding to the recommendations of the Staff Committee,
the NAC decided that, “The Secretary of the Treasury should at the earliest possible
date explore fully with the appropriate officials of the British Government the nature
and progress of British plans for implementation ... of the Financial Agreement.” In
particular, “in the event the British propose to make temporary settlements of the
sterling balances; (i) express, if it appears appropriate, his confidence that the deci-
sion to reach temporary settlements will be made only after every possible effort has
been exerted to reach satisfactory permanent settlement; (ii) express his confidence
that, should temporary settlements prove necessary, the U.K. will at the earliest
favorable opportunity endeavor to obtain the completion of final settlements consis-
tent with the principle of non-discriminatory use of accumulated sterling balances.”*
The NAC action indicated that the U.S. not only admitted that the U.K. should take
the initiative in restoring sterling convertibility but also assumed that there would be
difficulty in the permanent settlement of the accumulated sterling balances.

Therefore, it was not a surprise for the NAC to receive a cable from William
L. Clayton, Under Secretary of State, stating that “the British will request extensions
of time in introducing full sterling convertibility in the case of a few specified
countries” on June 23, 1947.% The Secretary of the Treasury Snyder received a
formal letter from Chancellor Hugh Dalton concerning the postponement of some
British obligations on July 7. The next day, the NAC Working Group estimated that
Britain’s overall balance of payments deficit would be $450 million for the 4th
quarter of 1947, $250 million for the 1st quarter of 1948, and $75 million for the
2nd quarter of 1948.° Finally, the NAC took the action of “granting the British

% For example, Gardner (1969), pp. 313, 320.

2The NAC Staff Committee Chairman, Harold Glasser of Treasury Department, questioned this
provision of interest payment, and the FRB representative, J. Burke Knapp, pointed “at the time of
the U.S. — U.K. financial discussions this government had been unable to obtain from the British
any commitment on this matter,” and added “the British had expressed the hope that there would
be no interest payments on their blocked sterling accounts.” NAC Staff Committee, Meeting No.
42, September 27, 1946, pp. 2-3; IMF, RD/46/48, October 15, 1946.

Y’NAC Staff Committee, Meeting No. 62, February 14, 1947.

BNAC, Meeting No. 60, April 17, 1947, pp. 7-9.

2Knapp to Eccles, July 1, 1947, pp. 2-3, Eccles Collection.

Knapp to Eccles, July 8, 1947, Appendix I, Eccles Collection.
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request of a maximum of 2 months’ postponement of the July 15, 1947, deadline in
those cases where it is impossible for the British to complete technical arrangements
with the particular countries before July 15.”

The U.K., therefore, resumed sterling convertibility without 14 countries** on
July 15, and then suspended it on August 20. In the negotiation with the NAC from
August 18-22, Sir Wilfrid Eady who headed the British Delegation explained that
the recent “run” on the sterling had left the British Government with no other choice.
As Eady also appealed to Snyder regarding borrowing dollars from the Fund, the
NAC instructed the U.S. Executive Director for the Fund to support liberal treatment
of the U.K. application.’® Furthermore, the failure of the resumption of sterling
convertibility led to a change in policy so that the NAC permitted adopting a free or
fluctuating exchange market in France, Italy, and Canada, and the resumption of
currency convertibility through the EPU, a sub-system of the Fund.

3 Impacts of the Marshall Plan

3.1 A Central Bank for Intra-European Settlements?

The failure of the resumption of sterling convertibility to the dollar meant a limita-
tion of the key-currency [stabilization] approach. In the spring of 1947 when the
NAC was concerned about the resumption of sterling convertibility, the Truman
administration started planning for the European Recovery Program (ERP), or the
Marshall Plan. The EPU plan under the ERP had a great impact on the NAC and
Fund policy.

Firstly, the Fund resources came to include a substantial element of “relief” for
“reconstruction” on June 7, 1947. This extended beyond the current monetary
stabilization operations provided for by Article XIV, Section 1 of the Fund Agreement,
that “considerable flexibility in the Fund’s operations is required because of the
changing circumstances of particular countries or of the general international
situation.”** France bought $25 million for francs on May 8, and $25 million for
guilders on June 23, and the Netherlands bought $6.0 million and 1.5 million pounds
on May 16 (IMF 1947, p. 62).

The Fund, however, made a decision (“ERP Decision”) in April 1948 to limit the
access of countries participating in the ERP to Fund resources during the course of

'NAC, Meeting No. 68, July 10, 1947, pp. 9-10.

32These countries were France, Denmark, Austria, Bulgaria, Greece, Hungary, Poland, Rumania,
Turkey, Yugoslavia, the USSR, China, Siam, and Paraguay. Knapp to Eccles, July 22, 1947, Eccles
Collection.

3 Knapp to Eccles, Knapp to Eccles, July 8, 1947; August 19, 1947, p. 2, Eccles Collection. The
U. K. purchased/borrowed $60 million for £14,888,337 on September 15, 1947. IMF, EBD/47/219,
September 15, 1947.

#NAC (1948a), pp. 806-807.
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the Program, so that the Fund could make easier to preserve resources for the
post-transitional period. This second policy change was approved by the NAC, even
though there were some differing views in the Staff Committee. State Department
representatives, in particular, pointed out that the decision “was a change in emphasis
in administration of the Fund from a negative approach to a more positive approach,”
and “suggested that there should be a formulation as to the conditions under which
countries would obtain access to the use of the resources of the Fund.” On the
other hand, the Fund Executive Director “questioned the advisability of setting
forth certain of the suggested restrictions on the use of the Fund’s resources, such as
making sales of dollars conditional upon the elimination of harmful exchange
practices.” Also the Chairman John W. Gunter, of Office of International Finance in
the Treasury Department, stated that the “ERP Decision” would serve to protect the
Fund’s resources.*

The third and the most important effect of the ERP on the Fund policy was the
EPU, which was signed into existence on September 19, 1950. The Fund and
the NAC were faced with the decision as to whether or not they should abandon
the “ERP Decision”, and whether or not they should be actively involved in the
EPU. This decision aroused criticism that the Fund, by failing to organize under its
own aegis a multilateral system of European settlements, “missed the bus” (Triffin
1966, p. 406), and the EPU rather than the Fund “formed the nucleus of the Group
of Ten”.*

The EPU intended to facilitate gradual liberalization of intra-European trades
and payments. It was established on July 1, 1950 and completed its responsibilities
in 1958, when the major European currencies restored their external convertibility.
The EPU’s membership consisted of the 16 ERP aid-receiving countries including
the sterling and the franc zone, and not the Fund but the Bank for International
Settlements (BIS) acted as a clearing agent for the Union.

An intra-European clearing union became a fact in early 1948. At the meeting of
the Board of Directors of the Fund on June 2, however, Overby (U.S.) raised many
questions about the effect of the plan, and lastly “he questioned whether the Fund
could go beyond the limits it had set on the use of its resources.” The Board also
discussed the staff memorandum on whether “the Committee working on a plan in
Paris could take the Fund’s position into account”, but some reservations were
expressed.’” The next day, in the NAC meeting the Secretary, John W. Gunter,
introduced a Staff Committee’s document that recommended “the Council should
favor the Fund’s participation in rendering technical and administrative assistance,
leaving aside any definite determination of whether the Fund should participate in a
financial way in any particular scheme.” In a plan proposed by the ECA a month
earlier, “the Fund would be asked to perform a function corresponding to that of a

3NAC Staff Committee, Meeting No. 122, April 22, 1948, pp. 3—4. There was no statement for
this topic in the NAC, Meeting No. 94, May 5, 1948.

%De Vries and Horsefield (1969), p. 317. See also, Suto (2008, Chapter 6).

7IMF, EBM/48/322, June 2, 1948, p. 9. This memorandum (SM/48/225) was prepared by staffs
E. M. Bernstein based on Robert Triffin’s memorandum SM/48/225.
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central bank.”*® However, Overby insisted again that “this country would not want
to make the mistake of getting into increased planning and state intervention”. The
NAC advised the Administrator of ECA and the Fund Executive Director that “they
should favor the active participation of the Fund” to facilitate European multilateral
trade without the Fund’s resources.”

France proposed a reduction of the par value of the franc by around 44 % and a
partial floating exchange system for their foreign trade with the U.S. dollar area in
early 1948, when many member countries still maintained multiple currency
practices. The NAC and the Fund had tried to achieve the relaxation of exchange
controls and the exclusion of floating exchange through orderly cross rates. The
French plan, however, confronted the Fund with the problem of cross rates, espe-
cially in the intra-European clearing union scheme.

The Fund staff members, Bernstein and Triffin, prepared a memorandum entitled
“Economic Aspects of the Problem of Cross-Rates” on January 20, 1948. In this
memorandum they concluded that the “establishment of free markets in countries
with inconvertible currency (...) would of necessity result in a disorderly pattern of
cross rates,” and that the “danger of disorderly cross rates are greatly increased with
the present shortage of dollars.” Thus, they recommended that it “must be met
through cooperative action on the part of all countries with the same problem.”" In
another memorandum, entitled “A Fluctuating Franc Rate with Orderly Cross Rate,”
on October 7, Bernstein described that the French proposal “represents a step backward
in the establishment of a stable and orderly pattern of exchange rates in Europe.”!

To achieve stable cross rates, the participating countries in the intra-European
clearing union had to adjust the existing exchange rates. Because sterling was
particularly over-appreciated, both the U.S. and the Fund began serious consideration
of subject of “European exchange rates” in March 1949, when the NAC concluded
that the subject should be reviewed with the European countries in the next year.*
The U.S. government arranged tripartite economic talks with the representatives
of the U.K. and Canada from September 8—12, so that they were confident that there
was a “prospect of reaching a satisfactory equilibrium between the sterling and
dollar areas.”* On September 18, Sir Stafford Cripps announced the devaluation of
sterling by 30.5 % after privately informing the Fund Managing Director. Then
other European countries consulted with the Fund and devaluated their currencies
up to the end of September. France also consulted with the Fund on a proposal to
unify its exchange system on the basis of the free market dollar rate.* These

BNAC Staff Committee, Meeting No. 139, July 8, 1948, p. 5.

¥NAC, Meeting No. 96, June 3, 1948, pp. 6-9.

“OTMF, SM/48/169, January 20, 1948.

41'IMF, EBS/48/3, October 7, 1948.

“Horsefield (1969), pp. 234-235.

#See, “Joint Communiqué,” Tripartite Meeting, September 12, 1949, Foreign Relations of the
United Sates (FRUS), Vol. 1V, (1949), p. 839.

“See, IMF, Annual Report for 1950, pp. 28-41 and Appendix I; IMF, EBM/49/479, September 19,
1949; Horsefield (1969), pp. 236-241.
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exchange rate adjustments by the European countries and the unification of the
French exchange system contributed to the establishment of the EPU.

3.2 Relationship Between the Fund and the EPU

Even though the Fund rejected the idea of functioning as a clearing agent for the
EPU, the U.S. Treasury Department and FRB were still expecting that the Fund
would lead to relaxation of trade and payments restrictions within Europe. In the
U.S. Ambassadors meeting in Paris held on October 21-22, 1949, William
A. Harriman, U.S. Special Representative in Europe for ECA, stated that it was an
option since “the establishment of a European branch of the International Monetary
Fund to take over the European payments scheme now appears to be the most
workable.”* However, the NAC finally took the following action on January 23,
1950, “In order to avoid any possible U.S. involvement in conflict of recommenda-
tions made by the clearing union on monetary policy and those of the IMF, the U.S.
should not participate in the management of the clearing union. This would not
preclude a U.S. observer in the union for the duration of the ERP period only; nor
would it preclude U.S. veto power on any use of funds contributed by the U.S.#

There was still serious controversy in the NAC on June 29, 1950, because it had
to decide on the policy towards the EPU after the termination of the ERP. Southard,
the Fund Executive Director, raised the question of whether the NAC should move
in the opposite way in Europe towards a permanent regional organization, which it
had opposed in Latin America and other places. He added that there “was no practica-
ble way of keeping the great colonial areas of England, France, and Belgium outside
of the EPU.” M.S. Szymezak, a Member of the FRB, claimed that there was a weakness
from the monetary and credit standpoint, and Thomas C Blaisdell, Jr., Assistant
Secretary of Commerce, raised a question regarding proposals for discrimination by
Belgium against the dollar area. On the other hand, Richard M. Bissell, Jr., Acting
Administrator of ECA, emphasized that “this was not an ideal outcome for the
United States but in terms of the negotiations it seemed to be the best it was possible
to get. (...) There was a possibility that after 1952 this institution would continue
as a clearing house through which not only would settlements be made but credits
would be extended.” The NAC finally accepted the EPU, subject to a periodic
review.*’

A staff committee of the Fund presented a memorandum entitled “Fund Relations
with EPU” to the Executive Board on August 8, 1950.** Camille Gutt, the Fund

43¢“Summary Record of a Meeting of United States Ambassadors at Paris, October 21-22,” FRUS,
1949, Vol. 1V, p. 490.

#NAC, Meeting No. 147, January 23, 1950, p. 11.
“"NAC, Meeting No. 158, June 29, 1950, pp. 2-12.
“IMF SM/50/506, August 8, 1950.
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Managing Director, some Executive Directors, and most staff members supported a
stronger role for the Fund in the EPU. The staff committee most interested in the
EPU was the Managing Committee, which was responsible for the business opera-
tions. The Managing Committee consisted of seven members appointed by the
Council of the Organization for European Economic Cooperation (OEEC) after
nomination by their governments, and was empowered to invite observers. The staff
committee concluded that the Fund must be in close communication with the EPU
and make its views known to its Western European members, because the “physical
distance between the two organizations and the speed with which on occasion
decisions may be taken raise the very serious danger that unless a very close
relationship is established at the beginning unfortunate situations will arise.” The
staff committee recommended, therefore, that the “Management Committee should
invite an observer for the Fund to attend its meetings and all meetings of any subor-
dinate organs which it may create.” In the Executive Board meeting on the August
16, 1950, the Fund postponed the decision until informal exploration in Paris,
because the Executive Directors of Europe suggested only informal consultations
between both institutions, and Southard also stated that “much more exploration of
the factors involved was necessary before the Fund could take any decisions.”*

However, the OEEC and the EPU did not invite a representative from the Fund
until 1952. They felt that the Fund was controlled by the U.S. government and
considered the EPU as primarily a European organization. In addition, the ECA and
the U.S. State Department “had become committed to an independent EPU as an
essential means of promoting European political integration”.”® The relationship
with the EPU reflected the fact that the Fund was entering a new period different
from the chaotic aftermath of World War II.

4 Policy Change in the Early Stages of the Cold War

4.1 Payments Restrictions for Security

The outbreak of the Korean War in June 1950 hastened the global spread of the Cold
War and the rearmament of countries. Four months later, the U.S. government
enacted the Mutual Security Act in advance of the termination of the ERP at the end
of December 1951. The ECA was integrated into the Mutual Security Agency, and
the NAC also had to change its policy towards the Fund.

First of all, the U.S. government imposed payments and transfer restrictions for
security reasons on China and North Korea on December 17, 1950. On December
16, the U.S. Director Southard explained the restrictions to the Executive Board of

“IMF, EBM/50/599, August 16, 1950.
*De Vries and Horsefield (1969), pp. 328-329.
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the Fund.”' He said that these were “not for economic of financial reasons but to
assist the United Nations forces in their struggle against aggression”, and he added
that they were “aware that the Articles, including Article VIII, are not explicit on
this point.” Chairman Gutt personally supported this as follows: The U.S. proposal
“was a restriction and discrimination on current payments which normally would
fall under Art. VIII, Sec. 3”, therefore, the Fund should “approve the measure
inasmuch as is necessary.” Ernest de Selliers (Belgium) supported Gutt’s proposal,
and the General Counsel said that his preliminary view that, in a purely legal sense,
that this case would not fall under Art. VIII. Another Director noted that “other areas
of the Fund’s authority might similarly be imperiled by a doctrine that members
were free to act for ‘emergency’ reasons”. The Directors for the Australia, India, and
the U.K. abstained from any decision since they had not had the opportunity to
consult their governments. For this result, the Executive Board concluded that the
Fund took note of the U.S. proposal, but took “no other decision pending study of
the question of the jurisdiction of the Fund respecting such actions.”

It was after the truce agreement of the Korean War that the Fund Executive Board
came to a conclusion on exchange restrictions for security reasons.’” Firstly, the
Executive Board took up a draft of a general decision prepared by the staff, then
considered the case of the restrictions that the U.S. and Cuba had imposed on China
in December 1950 and July 1951. Some Directors expressed their view that the
Fund “was not equipped to decide whether the particular political or military
circumstances justified the restrictions.” On the other hand, the Directors for
Belgium, China, and the UAR gave their full support to the U.S. De Selliers
(Belgium) stressed that “Art. VIII had been drafted with no exceptions”, and that
because mainland China was not under the effective control of the Government of
China on the Fund, “it should be treated as non-member territory”. However, the
Legal Department of the Fund demonstrated that legally mainland China was still
the territory of a Fund member.

Despite the existence of opposing views, the Executive Board passed the following
resolution with the abstention of the French: (1) Whenever possible, the Fund
should be notified of exchange restrictions for security reasons before they are
imposed; (2) Unless the Fund informs the member within 30 days after receiving
such a notice from the member that it is not satisfied that such restrictions are
proposed solely to preserve such security, the member may assume that the Fund
has no objection to the imposition of the restrictions; (3) The Fund will review the
operation of this decision periodically. The Executive Board finally passed the
proposed restrictions that the U.S. and Cuba had imposed on China with the absten-
tion of France and India.

Secondly, the rearmament of countries gave an increasingly political aspect and
military sense to Fund resources and U.S. foreign aid. The U.S. rearmament
program stimulated a rapidly increasing demand for stockpiling of military and
strategic materials, which resulted in a sharp rise in the import prices of raw materials

S'IMF, EBM50/625, December 16, 1950.
S2IMF, EBM/52/51, August 14, 1952.
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and a structural change in world trade. It brought about a noticeable decrease in the
“dollar gap” during a few months of the year ending in March 1951.%

The NAC turned this change in circumstances into the goal of Bretton Woods.
Since June 1949, the World Bank had already sold in the U.S. markets a total of
$300 million of its bonds, and it authorized the use of the 18 % of local currency that
leading European countries had subscripted to the World Bank’s capital.” The NAC
concluded in 1951 that “where a country is making a satisfactory contribution to
mutual defense, an unanticipated accumulation of reserve resulting from the vigorous
application of appropriate economic and financial policies should not automatically
result in a reduction of aid.”> In the Third Special Report to the Congress, more-
over, the NAC presented a new policy on membership by which “all of the countries
outside of the Iron Curtain except a few which for varying reasons have not agreed”
should be included as members.’® The emergence of the Cold War structure forced
the NAC and the Fund to admit the former enemy countries.

4.2 Membership for the Former Enemy Countries

To admit a former enemy country as a member meant not only the end of the begin-
ning but the start of a new stage for the Fund, because the joining of West Germany
(Germany) and Japan required important changes in the Fund’s governance and
policy. It was on January 26, 1951 that the NAC Staff Committee dealt with this
subject in the agenda for an “Increase in Italian Quota”, where Germany was indicated
as a prospective member.’’

Konrad Adenauer, Prime Minister of Germany, formally applied for membership
of the Fund in February 1951. The committee on membership in the Fund Executive
Board held its first meeting on May 15. However, the committee had to deliberate
for a long time, since committee members and staff pointed out many complex
questions regarding the eligibility of Germany as follows: The territory of the Germany
was still under occupation; Germany’s authority in domestic and foreign affairs was
subject to the regulations of the Occupation Powers; the Occupation Authorities
reserved the power to control Germany’s exchange rate even after Germany had
been accepted for membership in the Fund.*®

BNAC (1951b), pp. 543-547.

NAC (1952a), p. 368; NAC (1952b), p. 410.

$SNAC (1951b), p. 341.

6NAC (19524), p. 365.

S"NAC Staff Committee, Meeting No. 268, January 26, 1951, p. 1.

IMF, EB/CM/GERMANY/51/1, March 28 1951. In the first meeting it was pointed that the
committee did not require the solution of such problems as whether West Germany is the general
successor of Hitler Germany, whether the occupation of Germany is based on the Hague
Convention, and whether the Potsdam Agreement is still in force. IMF, EB/ICM/GERMANY/
MTG/51/1, May 14 1951.
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These questions were in conjunction with the size of the quota for Germany. In
the committee on membership on January 31, 1952, when the qualifications for
German membership had been resolved, “the Germans had gone over the staff
calculations”, and they urged that “$360 million would be more appropriate than
$330 million.” Because the acting chairman Southard expressed the view that since
this was “a larger quota the Committee would have to give it serious consideration”,
the conclusion was postponed until April.*” The Directors for France and Mexico
preferred a larger quota and the Directors for the U.S. and the U.K. agreed on $3.3
billion for both sides to avoid protracted negotiations.

Five months later, on August 1951, the Japanese government submitted an
application for membership to the Fund. On October 12, 1951, the legal department
of the Fund reported in a memorandum that, “Japan possesses legal capacity to
accept membership,” in which the staff calculated three different quotas, $262.9
million, $225.6 million, and $221.1 million, on the basis of pre-war economic
indicators.®” The NAC Staff Committee also discussed the admission of Japan on
October 17. In the committee, the U.S. Fund Director expressed dissatisfaction with
the calculation by the Fund staff, and he reported that “the British had suggested a
figure of $1.9 billion, probably in deference to the Australians.” The Treasury
Department noted that the Supreme Commander for the Allied Powers (SCAP)
“suggested quota ranging from $325 to $350 million.” Finally, the Staff Committee
agreed to the recommendation made by the representative of the State Department
advising the U.S. Fund Director to negotiate within a range of $240 to $270 million.®!
Since Germany had set a precedent, the committee on membership of the Fund
decided on the membership and quota at the second meeting on January 14, 1952.%
Because Arthur M. Stamp (U.K.) expressed no objection, the committee recommended
a quota of $250 million Table 2.1.

The Executive Board approved the admission of Germany and Japan, and their
quotas, on April 24, 1952. As the following table shows, these admissions did not
strain the quota hierarchy of the Big Five, but they did change the underlying
hierarchy of the quotas. The admission of former enemy countries also reflected the
Cold War. In the voting by all member countries, Czechoslovakia voted against the
admission of Germany and Japan by cablegram. It argued that the West German
Bonn Government was “in contradiction with the international arrangement set up
by the common agreement of the four powers” and did not “have the character of an
independent state and the authorities set up there do not have the right to act in the
name of Germany as a whole”. As regards to Japan, “the situation created by the so

*IMF, EB/CM/GERMANY/MTG/52/2, January 31, 1952.
OIMF, EB/CM/JAPAN/51/2, October 15, 1951; EB/CM/JAPAN/51/1, October 9, 1951.
SINAC Staff Committee, Meeting No. 307, October 17, 1951, p. 1.

2IMF, EB/CM/Japan/MTG/52/1, January 14, 1952. In the NAC Staff Committee, the U.S. Executive
Director explained that “a more recent communication from the British indicated a willingness to
go along with the United States on the basis of such a quota”, so that the committee advised him
that the $250 million figure appeared appropriate for Japan.” NAC Staff Committee, Meeting
No. 317, December 20, 1951, p. 1.
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Table 2.1 Quotas of members at selected dates (in millions of U.S. dollars)

Country Dec. 31, 1945 Dec. 31, 1950 Dec. 31, 1955
United States 2,750 2,750 2,750
United Kingdom 1,300 1,300 1,300
China 550 550 550
France 450 450 450
India 400 400 400
Germany - - 330
Canada 300 300 300
Netherlands 275 275 275
Japan - - 250
Belgium 225 225 225
Australia 200 200 200
Italy - 180 180
Other 1,150.0 1,406.5 1,540.5
Totals 7,600.0 8,036.5 8,750.5

Source: De Vries and Horsefield (1969), Table 14, pp. 378-380

called Peace Treaty with Japan of September 8, 1951 is in flagrant contradiction
with the declaration of the United Nations organisation of January 1, 1942, the
Cairo Declaration of December 1, 1943, the Potsdam Agreement of August 2, 1945
and the Resolution of the Far Eastern Commission of June 19, 1947 on the principles
of policy towards Japan.”®

The adverse relationship between the Fund and Czechoslovakia started when the
U.S. imposed exchange restrictions on China and North Korea in December 1950.%
B. Sucharda, the Governor of Czechoslovakia, sent Gutt a letter of protest concerning
the decision of the Executive Board with respect to the U.S. exchange restrictions
on December 21, 1950. Gutt answered him with the resolutions adopted by the
Executive Board on August 14, 1952. Referring to the reply from Gutt, Sucharda
again criticized the resolution as being “contrary to principles of the Articles of
Agreement with regard to the protection of the members legitimate interests.” Later,
Czechoslovakia withdrew from the Fund at the end of 1954 because it refused to
provide information on its balance of payments and national income under Article
VIII, Section 5 and to hold consultations with the Fund under Article XIV. In the
Executive Board meeting on July 26, 1954, a representative of Czechoslovakia
referred to the U.S. exchange restrictions for security reasons and contended that the
withholding of required information and the rejection of consultations were justified
for reasons of national security and self-defense against measures directed against
the political independence and sovereignty of Czechoslovakia.®

IMF, EBD/52/93, May 29, 1952.
%See, cablegrams in IMF, EBD/51/824, January 23, 1951.
SIMF, EBM/54/41, July 26, 1954. See also, Horsefield (1969, pp. 359-364).
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4.3 Article XIV Consultations and Stand-by Credits

Article XIV of the Fund Agreement provided that in the post-war transitional
period members could maintain restrictions on payments and transfers for current
international transactions. Members still retaining such restrictions after a period of
5 years from when the Fund began operations had to consult with the Fund on these
restrictions. There were only six members excluded from the Article XIV consultations
at the end of January 1952.%

The consultation report with Belgium-Luxembourg (hereafter Belgium) that the
staff prepared on July 11, 1952, had an important impact on Fund governance and
policy after the transitional period. This was not only because the consultations with
Belgium were closely linked to the stand-by arrangements with Belgium, but also
because both the consultations and the stand-by arrangements with Belgium became
a touchstone for close cooperation between the Fund and the EPU. On June 19,
1952, the Executive Board had practically already assured Belgium of the stand-by
credits of $50 million for the first time. The Executive Board took into consideration
the facts that Belgium had extended substantial credits to the EPU and had received
insufficient dollars from the EPU to cover its deficit. In the meeting, Johan W. Beyen
(Netherlands) “hoped that the proposed transaction would help to bring about closer
relations between the Fund and EPU”, and Southard also said that the requested
transactions from Belgium “should help get the Fund forward in the field of stand-by
credits for member countries.”®’

Soon after, the bright prospect of a closer relationship between the Fund and
EPU was faced with a crisis due to consultations with Belgium. The Executive
Board considered the consultation report on Belgium on August 15, 1952. The staff
originally drafted the report on July 11. The report examined the fact that while the
gross reserves of Belgium had increased since September 1951, loan operations in
the EPU had been a factor behind the payments surplus and a number of uncertainties.
In conclusion, the report recommended that “it should not suggest to Belgium and
Luxembourg the withdrawal or relaxation of those transitional arrangement at this
time.”%® For this reason, the NAC Staff Committee held on the previous day criticized
the report severely as follows: “the recommendations of the Fund Staff (...) should
be opposed because the uncertainties were not sufficiently imminent to justify
continuation of such restrictions and because the Fund analysis of the Belgian
situation was inadequate.” The Staff Committee, therefore, agreed thatthe U.S. Executive
Director “should endeavor to obtain adequate support for this position before the
issue comes to a final veto in the Fund.”®

%They were El Salvador, Guatemala, Honduras, Mexico, Panama, and the U.S. Canada joined this
group on March 25, 1952. See, Horsefield (1969), pp. 312-313.

S7IMF, EBM/52/34, June 19, 1952.
SIMF, SM/5239, July 11, 1952, p. 9.
“NAC Staff Committee, Meeting No. 350, July 14, 1952.
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The Fund Executive Board on July 15 was divided over the recommendations
prepared by the staff. Belgium and the U.S. were in conflict regarding the purpose
of the consultations. De Selliers declared that “the Fund was not acting in a judicial
capacity, but in an advisory capacity.” Therefore, “the consultation did not give the
Fund any power to require the removal of restrictions.” On the other hand, Southard
argued that the Fund “could terminate the period for a particular member”, and “it
could also, if it wished, declare the period to be ended for all members and, where
necessary, grant special exceptions under Art. VIII.” The Executive Board contin-
ued discussions on the Belgian balance of payments position and the extension of
its exchange restrictions on July 16, and August 13. Finally, Southard proposed a
draft decision at the Executive Board on August 15.° The decision called for
Belgium to consult with the Fund under Article XIV, Sect. 4 concerning the further
retention of its transitional arrangements, for the Fund to request that Belgium
reconsider the necessity of the present level of restrictions affecting dollar imports,
and for the Fund to consult with Belgium regarding the free market in EPU
currency, discriminatory export taxes, and partial blocking of proceeds arising from
transactions with EPU countries.

After voting, the decision was adopted even though the Executive Directors
for Belgium, India, Italy, the Netherlands, and the U.K. voted against it, and the
Executive Director for Australia abstained. Here we should take notice of the state-
ments of De Selliers after the voting. He stated that the decision should not be taken
as a test of the Fund’s attitude to the EPU, and that there “had been an appropriate
opportunity for the expression of any views on relations with EPU at the time of the
opening of the line of credit for Belgium.” As his statement suggested, on July 11,
1952 the OEEC Council already had acknowledged the stand-by credit with
Belgium, and had hoped “that it may also be possible to have fruitful collaboration
in future between Fund and Organization in connection with problems of mutual
concern.””!

The stand-by credits and consultations with Belgium were “the biggest test” for
the improvement of relations between the Fund and the EPU. Subsequently, the
Fund members in the OEEC resumed the use of the Fund’s resources, and the OEEC
suggested that “a joint examination of countries which are members of both
organizations be undertaken by the two institutions.”’> Since 1953, the Paris Office
of the Fund had been invited regularly to attend the meetings of the EPU Managing
Board.” On the other hand, after Ivar Rooth, the Fund Managing Director, expressed
regret that the consultations with Belgium had been put to a vote in the Executive
Board, the Managing Director and staff had to restore the strained relations with the
U.S. Executive Director

OIMF, EBM/52/53, August 15, 1952.

"ISee, Cable from Mladek to Member of the Executive Board. IMF, EBD/52/116, July 11, 1952.
2IMF, SM/53/28, April 9, 1953,

3See, IMF, EBD/53/71, June 2, 1963.
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5 Conclusion

We have examined the governance and policy of the Fund during the transitional
period by comparing the arguments and policy actions of the NAC or the U.S.
government. At the start of the Fund’s operation, the NAC had controlled the Fund
as a whole, including the Board of Directors and the Managing Director. As this
governance system came to an end and Executive Directors other than the
U.S. Director began to share responsibility for its operations, the role and responsibility
of the U.S. in the Fund gradually decreased. Another important factor was the fact
that a Managing Director without U.S. citizenship had exerted power. When the
U.S. was confronted with the failure of sterling convertibility based on the key-
currency approach and the continuation of multiple currency practices by many
member countries, the NAC allowed the establishment of the EPU, which the Fund
regarded as a sub-system. Afterwards, the Fund attempted to realize orderly cross
rates and the relaxation of exchange regulations through means such as a float
system through the EPU.

The NAC and the Fund Executive Director could not dogmatically control the
Fund’s governance and policy. They not only gave the leading member countries
that constituted the Executive Board most careful consideration but also permitted
other members to adopt flexible trade and exchange policies. As we saw in “the ERP
decision,” the U.S. Fund Director disrupted the relationship between the Fund and
the EPU when he urged the protection of Fund resources in the NAC meeting. In the
Article XIV consultations with Belgium in 1952, the NAC and the U.S. Fund
Director also used their voting power to reject the recommendations of Fund staff.
Nonetheless, the U.S. maintained a stance of supporting the relaxation of exchange
restrictions, subject to extension of stand-by arrangements to Belgium and other
members. Although the Fund gradually came to function as an international institution,
NAC policy regarding the Fund was influenced by U.S. national-security concerns,
and the NAC’s responsibility as a statutory committee was not abolished until 1965.
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Chapter 3
Shaping the Fund’s Policy for Exchange
Liberalization

Teru Nishikawa

1 Introduction

The transition of the Western Europeans to Article VIII status in 1961 was the end of
the postwar transitional period. The 1950s was the period when major countries
gradually attained stability of their exchange rates against the U.S. dollar and
exchange liberalization; in other words, the gap between the U.S. as an outstanding
creditor and Europeans—the dollar shortage —disappeared. As the supply of dollars
became excessive in the late 1950s, the stability of the international monetary system
was gradually undermined and the world entered into the decade of a dollar crisis.
So far, a bitter appraisal has been given to the performance of the International
Monetary Fund (IMF) in this period. For instance, Bordo and Eichengreen con-
cluded that little was done by the IMF (the Fund) to establish multilateralism.
Actually, the drawing from the Fund was somehow sluggish and the Article XIV
status of major countries lasted much longer than was anticipated (Bordo 1993,
pp- 45-47). However, the issue to be considered seems to remain. The commonly
held view has been shaped based on a presumption that the Fund is subordinate to
the largest industrial countries and so it has overlooked the Fund’s own perspective.
Considering the governance structure and the founders of the Fund, it is certainly
natural that many scholars should describe the Fund as a subordinate body to the
major countries. While the Fund has a vast staff division that is headed by the
Management and is engaged in policy making and research, the decision maker of
the Fund has been the Board of Governors and the Executive Board, which is
composed of the delegations from members’ monetary authorities. In addition, as is

Part of this chapter was originally published in Japanese as Nishikawa (2014), pp. 90-113.
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well known, the Fund was founded through Anglo-American negotiations,
especially under the influence of the United States.

So, I would hardly deny the prevailing understanding that the Fund was governed
by certain powers. However, the issue would still remain even if the Fund is a
dependent organization. How did the Fund itself perceive such an uncomfortable
situation in the postwar transitional period? Did it not really attempt to take the
stage? Actually, interesting facts can easily be found in the chronology of the Fund.
It was in the 1950s that the basic and major framework of the Fund’s policy was
created and then the Fund evolved institutionally (Horsefield and De Vries 1969).
Then, how should we explain these contradictory events in the 1950s—*“the Fund in
dormancy” and the Fund’s institutional development? What was the missing link
connecting them? To answer these questions, it is useful to shed light on the Fund’s
“institutional autonomy”, especially the autonomy of the staff division that seems to
be subject to the Fund’s interests.

So far, a few studies have described the Fund’s autonomy (James 1996). For
instance, James successfully modified the negative image of the Fund by showing
the initiative of Mr. Jacobsson, the third Managing Director of the Fund. On the
other hand, in this chapter, not the initiative but the autonomy of the Fund’s
staff will be examined. On the assumption that the Fund is an organization that is
subordinate to the major countries, the following topics will be examined; How did
the staff try to establish multilateralism? How did such autonomous attempts make
the “Fund’s Policy” create and evolve?

2 Creation of the Fund’s Initial Policies

2.1 Postwar Disturbances and the Fund

In July 1944, at the International Monetary and Financial Conference held in Bretton
Woods, representatives of 44 governments signed the Fund’s Articles of Agreement
and agreed on the establishment of multilateralism. It is true that this international
monetary plan was an outcome of the “battle” between the Keynes plan and the
White plan, but both of them were based on the common perception that the trage-
dies in the 1930s must never be repeated.

First, both plans were framed to restore the system of exchange stability and
liberalization —convertibility of currencies into gold and dollars—reflecting the
view that monetary disturbances—competitive depreciation, exchange control and
turbulent hot money —had brought about the destruction of the international finan-
cial system and thereby the shrinkage of world trade. The scope of convertibility
was however limited to the balance on current account, since the movement of
short-term capital was thought to be destructive.

Secondly, the plans designed a monetary system that facilitated countries’ achieve-
ment of full employment through “Keynesian fine tuning” and balance of payments
equilibrium, and thereby expanded world trade. The real threat to the postwar world
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economy was assumed to be not severe inflation but deflationary pressure in the
U.S.—an outstanding creditor—and its international transmission. Thirdly, to
achieve these objectives, an international body —the IMF—was to be founded. The
Fund was supposed to encourage its members to restore current account convertibility,
giving them short-term finance that facilitated a conflict caused by the concurrent
pursuit of full employment and balance of payments equilibrium.

On the other hand, “Bretton Woods” itself hardly reached consensus and was
attacked both in the United States and the United Kingdom. In the U.S., professor
Williams of Harvard University argued that it was premature to adopt Bretton
Woods before a solution to postwar disturbances was in sight and proposed a “key
currency plan” as a constructive alternative way to multilateralism. This plan criticized
the ideal of Bretton Woods, noting that close collaboration on solutions to transi-
tional problems between the U.S. and the U.K. was needed prior to international
monetary cooperation on the Fund. In the U.K., Bretton Woods was not thought to
be useful for bringing the urgent problem—the dollar shortage and accumulated
sterling balance —under control.

In March 1947, the Fund began financial operation. Soon after that, however, it
turned out that reconstruction was unavoidable before the Fund took the stage. After
the declaration of the Truman Doctrine, the Cold War had broken out and the
“Marshall speech” in June called for the U.S. government to help European recovery.
Moreover, although sterling convertibility was restored in July as promised in the
Anglo-American Loan agreement, a run on sterling crushed the trial, causing it to
fail after just a month. The dollar gap was so serious that the severe inflation resulting
from large reconstruction demand hit major countries, contrary to the assumption of
the founders of the Fund, and world trade was taking place not on a multilateral
basis but under numerous bilateral arrangements.

In April 1948, Marshal Aid (European Recovery Program; ERP), began and
inspired the European recovery. The Organization for European Economic
Cooperation (OEEC) organized in response to the Aid led to financial cooperation
on establishing an intra-European multilateral payment scheme and, in September
1950, the European Payments Union (EPU), which covered most of the non-dollar
area, was established. Moreover, the OEEC took the initiative in intra-European
trade liberalization, applying a “Code of Liberalization.”

By contrast, by the U.S. Director the Board of Directors made an “ERP Decision”
that discouraged the ERP participants —European members of the Fund—from
accessing the Fund’s resources. Despite the enthusiastic efforts of the Fund’s staff,!
the Board was unwilling to associate with the OEEC and only sent an observer to

L At the Board on November 1948, Mr. Gutt—the First Managing Director of the Fund— made a
speech and showed intense interest at this development in Europe, saying “The Paris plan is much
concerned with multilateralization; e.g., convertibility. Well, on a limited but nevertheless substan-
tial scale, the Fund agreement is an attempt at convertibility. Therefore, nothing of what passes in
Paris can leave us indifferent.” Furthermore, he advocated that the Fund should lead the OEEC,
insisting “There is one international monetary policy-making body in the world, and only one: the
Fund. It should therefore be associated with any movement, any organization having a connection
with international monetary policy.” IMF Archives (hereafter IMFA), EBM48/382, European
Payments Arrangement, November 12, 1948.
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the meeting on the establishment of the EPU. In the reconstruction period, the Fund
lapsed into dormancy.

Meanwhile, from the outset the Fund was not expected to play a leading role in
the reconstruction and was not equipped with effective means to solve the problem.
In fact, Article XIV —the Article on the transitional period—allowed members to
maintain exchange restrictions due to “balance of payments reasons” till March
1952. In addition, Article VIII—the Article on general obligations of members— set
forth that the obligation of convertibility was limited to foreign-held balances that
had been acquired “recently,” in consideration of the enormous sterling balance.
Taking these Articles into consideration, the bitter experience of the Fund is not
inconsistent with the Fund’s Articles of Agreement.

Nevertheless, it would be too shallow to conclude that the Fund put up with the
disappointing situation of being a “Fund with no customer.” Were the Fund’s staff
members really confident that the process of European recovery set the stage for the
Fund’s prosperity or that the OEEC and the EPU were just sub systems of Bretton
Woods? How did they perceive the fact that progress on exchange liberalization—
the mandate of the Fund—was led by the OEEC? Consideration of the Fund’s
autonomy readily raises these questions.

The conclusions will show that the Fund’s staff was far from an idle spectator.
The staff, headed by the Managing Director, took the situation seriously as a process
undermining the Fund’s prestige. As early as the early 1950s, they began devising
methods to lead members’ exchange liberalization.

2.2 Formulation of the Fund’s Adjustment Policies
2.2.1 Publication of ‘“Annual Report on Exchange Restrictions”

In March 1950, the Fund started to publish the “Annual Report on Exchange
Restrictions.” Article XIV, Section 4 set forth “Not later than 3 years after the date
on which the Fund begins operations and in each year thereafter, the Fund shall
report on the restrictions still in forth.” This report, published based on this prescrip-
tion, covered the exchange restrictions of all members and reported the policy the
Fund should apply in the year.

In the first report, the staff pointed out the instability of members’ balance of
payments, especially current account vis-a-vis the U.S., and attributed it to residual
inflationary pressure and a serious dollar shortage.? Then, the staff mentioned the
efficacy of tightening policies against inflationary pressures and the significance of
international cooperation to overcome the dollar shortage, noting that “Every coun-
try must observe restraints in its credit and fiscal policies if its par value is to remain
realistic for any length of time [...] the Fund continues, therefore, to urge its
member countries to practice the restraints in their domestic policies which are

2IMFA, SM50/436, First Annual Report on Exchange Restrictions, February 6, 1950.
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necessary to avoid inflation and its adverse effects on their payments position. [...]
Some factors which have a bearing on the payments position of members are clearly
of external origin, and no country can by itself control them.”

In addition, the staff emphasized the importance of the Fund’s leading role in
resolving members’ payments problems and in relaxing exchange restrictions, as
follows; “In Article I of the Articles of Agreement, member countries have signified
their intention to work together toward the multilateralization of international pay-
ments and the elimination of exchange restrictions which hamper world trade. They
have established and recognized the Fund as the instrument for coordination and
cooperation in the monetary field. [...] The Fund expects also to contribute to the
progress toward the relaxation of restrictions by initiating, encouraging and coordi-
nating appropriate concerted action among its members.”

Thus, as early as 1950, the Fund’s staff had already started to challenge the post-
war disturbances in order to recover the Fund’s prestige. The policy designed in the
report was consequently different from the one that had been expected at the Bretton
Woods conference—to realize both full employment and balance of payment equi-
librium for its members. Instead, the staff began to pursue a policy which was “bal-
ance of payments-oriented,” and therefore one of tightening.

2.2.2 Formulation of the Adjustment Theory—Absorption Approach

Then, what was the theoretical background of the policy that emphasized the effec-
tiveness of tightening macroeconomic policy for balance of payments adjustment?
The Articles of Agreement did not specify the role of macroeconomic policy.
Instead, it envisioned financial assistance from the Fund against short-term deficits
and an adjustable peg system against fundamental disequilibrium. In fact, the
approach was a brand-new one because under the gold standard a self-correcting
mechanism was thought to adjust balance of payments and since the 1930s the elas-
ticity approach had prevailed. It was the theory named the absorption approach that
shaped the Fund’s policy at that time (Alexander 1952).

Under this approach, current account (CA) represents a gap between national
product (Y) and national expenditure (absorption=consumption and investment: A)
(CA=Y-A, ACA=AY-AA). Based on this theory, although improvements in
current account are to be attained by increasing Y and/or restraining A, Y cannot be
increased under conditions of full employment. The implication of the absorption
approach would be concluded that to improve the current account government
restrained absorption, by applying a tightening policy.

The approach was formulated by the Fund’s Research Department staff through
their efforts to bring inflationary pressure under control, thereby correcting the
balance of payments imbalance. At the outset of the Fund’s operation, the staff
headed by Mr. Bernstein—the Director of the Department—recognized that the
imbalance was brought about by inflation. By 1950, through missions, they had
formulated the basic idea of the absorption approach—no matter how much par
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value may be depreciated, it would be impossible to correct the imbalance without
curtailing excess national expenditure, which causes inflation.

For instance, devaluation of an exchange rate caused declines in export prices,
thereby increasing foreign demand for the goods of the devaluing country. The
country needs to cover the increasing demand by expanding national product and/or
restraining domestic demand for the goods. However, national product cannot be
increased under conditions of full employment. Thus, under severe inflationary con-
ditions, still more, devaluation does not recover a current account balance until
national expenditure is restrained. The formulation of the absorption approach must
be explained in the postwar historical context.

2.2.3 Formulating the Criteria on Use of the Fund’s Resources

In addition to the theory, the method by which the Fund intervened in members’
policymaking and adjusted their economies also was established in this period. Two
managing directors, Mr. Gutt and Mr. Rooth, developed the Fund’s policy on draw-
ing. Article V prescribed the principle of transactions with the Fund, as follows;
“The member desiring to purchase the currency represents that it is presently needed
for making in that currency payments which are consistent with the provisions of
this Agreement.” However, the criteria on use of the Fund’s resources were still
open to some interpretation and at the outset of the Fund’s operation, the Directors
had discussed the interpretation of Article V. The U.S. insisted that “present need”
should be strictly scrutinized while the U.K. expected that members could freely
access the Fund by only representing “present need.” The prolonged disputes on
“automaticity” consequently prevented members from accessing the Fund and
resulted in the loss of the Fund’s prestige.

It was Mr. Gutt who attempted to break the deadlock. At an informal session of
the Board in November 1950, Mr. Gutt advocated that the Fund should be an active
and useful adviser to the members and insisted “the Fund’s resources could be made
available to give confidence to members to undertake practical programs of action
designed to help achieve the purposes of the Fund Agreement.” It is noteworthy that
he described the “practical program” that members were expected to apply as fol-
lows: “The activities for which availability of the Fund’s assistance would be
regarded as appropriate would include the achievement of monetary stability, the
adoption of realistic rates of exchange, the relaxation and removal of restrictions
and discrimination, the simplification of multiple currency practices.”

As his statement “Do you not think this would be a really constructive attitude of
the Fund, would give the Fund a useful initiative, an activity, and restore some of the
prestige it has—justly or unjustly—Ilost?” showed, his idea skillfully pursued not only
overcoming the immobility of the Fund’s resources but also realizing the purpose of
the Fund—monetary stability and exchange liberalization for members.

3IMFA, EBD51/828, Use of the Fund’s Resources-Managing Director, February 5, 1951.
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In May 1951, the tenure of Mr. Gutt ended and the work on the formulation of
the Fund drawing policy was taken over by Mr. Rooth, the second Managing
Director. On arriving at the Fund, Mr. Rooth began to give shape to the general
policy proposed by his predecessor and worked out the “Rooth plan” that was
designed to make the Fund’s resources circulate over the short term.

To ensure the revolving character of the Fund, at a series of Board meetings in
autumn Mr. Rooth proposed that (1) the interest rate schedule should be changed so
as to lower the interest costs for short-term transactions but graduate them more
steeply for longer-term uses, (2) the repurchase period should generally be limited
to within 3-5 years and (3) there should be a special term—giving an automatic-
ity—for drawings within the gold tranche.* Through discussion, this “Rooth Plan”
received the favorable support of the Directors and finally was approved. Thus, the
two Managing Directors formulated the fund facility and enabled the Fund to be
involved in the process of members’ policy making.

3 Implementing Policies in the Early 1950s

3.1 The Fund’s Concentration on Sterling Convertibility
3.1.1 Emphasis on International Cooperation

In March 1952, the Article XIV consultation started. The Fund’s staff launched into
the members’ exchange liberalization. As shown below, it was the U.K. and pound
sterling that had the key position in this process.

In the “Third Annual Report on Exchange Restrictions” published in May, the
staff emphasized the importance of international cooperation, noting that “The pur-
pose of many of the restrictions employed is to cope with balance of payments
difficulties of the country imposing them. Some of the difficulties, however, are the
result of measures in important export markets. Limitations on imports by one
country, through exchange or trade restrictions or other devices, restrict the earnings
of other countries and consequently may result in the latter restricting their payments.
Similarly, the inconvertibility of a country’s earnings may lead it to discriminate in
order to use its earnings in those areas where such use is possible and to avoid accu-
mulation of inconvertible surpluses.” (IMF 1952a, p. 5). They started to collect the
members’ “prerequisites for exchange liberalization™ so that the cooperation would
work well.

At the Consultation held in July 1952, the Fund’s staff asked the British repre-
sentatives about the prerequisites for sterling convertibility. Mr. Stamp, the U.K.
representative, explained that though the existing gold and dollar reserves at the
disposal of the U.K. were completely inadequate to meet any large conversion of

“IMFA, EBM51/710, Use of Fund Resources-Charges, October 26, 1951.
IMFA, EBM51/717, Use of Fund Resources-Charges, November 19, 1951.
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sterling balances, the pressure to convert existing sterling balances could be
restrained in a number of ways— (1) the U.K. might develop sufficient surpluses in
its balance of payments by being provided dollars or by increasing its exports vis-a-
vis the dollar area, or (2) the U.K. might draw on the Fund or raise loans in the U.S.
or Canada and acquire thereby the dollars needed to ensure convertibility.’

After the 1952 Consultations, the U.K. requirements were applied as a pivot of
the Fund’s liberalization policy. At the Annual meeting held in September, Mr.
Rooth proclaimed a policy that conformed to the U.K. “prerequisite.” He indicated
the key role the government of the U.S.—a large creditor—should play and stated
that “the deficit countries do not wish to become dependent on the bounty of the
United States. I believe that they can pay their way if they are able to expand their
exports. The tariffs of the United States have been reduced in the past two decades,
but for many goods they are still high.” Then, he encouraged members to use the
Fund’s resources to make progress on their exchange liberalization, saying that “We
are interested in having our members establish convertibility of their currencies.
[...] a country can risk bold use of reserves which at times may be necessary with
convertibility. After all, the Fund’s resources are intended to help members to accept
the risks and to gain the benefits of a convertible currency.” (IMF 1952b, pp. 14-18).

Why did Mr. Rooth apply that policy? We can find a clue in the “Fourth Annual
Report on Exchange Restrictions” issued in May 1953, as follows: “In many of the
consultations, the Fund discussed with member countries the problems which they
faced in making their currencies convertible. It recognized the fact that, for a num-
ber of them, the extent to which they could make progress depended [...] on what
was done by their trading partners, with sterling occupying key position. The Fund,
therefore, recorded its view that the interest of all member countries would be much
advanced by the convertibility of sterling.” (IMF 1953, pp. 16—17). This passage
implied that most members mentioned sterling convertibility as their “prerequi-
sites” at the First Consultations. Thus, for the Fund, sterling convertibility was the
first step towards the early establishment of a multilateral payments system.

3.1.2 Controversy on Sterling Convertibility

On the other hand, the U.K. authority had conceived the plan for sterling convert-
ibility named “ROBOT” by the end of 1951 and after autumn 1952, a “Collective
Approach” was under contemplation. The dilemma of the authority was that the
serious dollar shortage caused the need for exchange restrictions or suspension of
convertibility, which hampered the position of sterling as an international currency.
That made the way to the full convertibility of sterling a peculiar one. For instance,
the “ROBOT” involved the application of a managed float as a means of reducing
the balance of payments burden generated by convertibility. Moreover, in the
“Collective Approach” that was designed so that both the U.K. and the Continental

SIMFA, CF C/U.K./420, Exchange Restrictions Consultations in 1952—Record of Third Meeting
with U.K. Representative, July 2, 1952, pp. 2-3.
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European states would undertake external convertibility together, the U.K. was
supposed to maintain import restrictions against its creditor countries such as the
U.S. after the achievement of external convertibility (Schenk 1994, pp. 113-128).

Such an approach that explicitly reflected U.K. interests would not possibly be
accepted by the Continental Europeans. Especially, some of them were concerned
that the floating pound might dissolve the EPU that required a fixed rate system in
its operation and strongly resisted it. In addition, in January 1954 the Commission
on the U.S. Foreign Economic Policy —the Randall Commission —reported a doubt-
ful view and chilled the U.K.’s ambitions.

3.1.3 Stand-by Arrangement with the United Kingdom

What did the Fund’s staff think of the controversial U.K. plan with import restric-
tions and a managed float? In fact, since the summer of 1953, they had begun pre-
paring to provide the U.K. with financial support and thereby to compel the U.K.
authorities to undertake the Collective Approach. In the spring of 1954, among the
main staff —Mr. Rooth and the main staff of the Exchange Restrictions Department
and the Research Department—a program to conclude a stand-by arrangement with
the U.K. had begun to be progressed. Table 3.1 shows the draft design of the pro-
gram prepared by the staff.

As this table shows, the Fund’s staff did not immediately deny the problematic
ingredients of the Collective Approach. Mr. Rooth and the other staff were eager for
and gave first priority to sterling convertibility. However, they could not figure out a
clear solution on how to settle the matter of remaining import restrictions and the
managed float, leaving everything to secret consultations between Mr. Rooth and
the U.K. Chancellor of the Exchequer.

Furthermore, the insufficient scale of the Fund placed fetters on realizing the
stand-by arrangement. In a memorandum,® Mr. Bernstein—the Director of the
Research Department—examined the feasibility of the stand-by arrangement in
terms of the Fund’s resources, as follows; “The present gold and dollar holdings of
the United Kingdom or those likely to be reached by the end of this year are not
adequate to enable the United Kingdom to undertake sterling convertibility. By a
very restrictive credit policy, by close supervision of credit to foreign companies,
and by making agreements on the drawing down of sterling balances, the magnitude
of the capital outflow after the establishment of convertibility can to some extent be
kept down. A significant capital outflow will, nevertheless, still take place. [...] To
have adequate resources for convertibility, the United Kingdom must have dollar
credits of not less than $2 billion and preferably as much as $3 billion.” In the early
1950s, the U.K. gold and dollar reserves continued to be around $2 ~ 3 billion, while
the sterling balances held by non-dollar area also amounted to about $2 billion.

°IMFA, Research Department Immediate Office/Department Director Edward M. Bernstein
Subject Files/1, Notes on Sterling Convertibility, April 2, 1954, pp. 23-24.
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Table 3.1 Draft design of a stand-by arrangement with the United Kingdom

After full discussion between the Fund and the United Kingdom concerning the program for

convertibility of sterling, the following stand-by arrangement has been agreed:

Purpose: The exchange available to the United Kingdom under this arrangement is to be used to

support the convertibility program which the U.K. has informed the Fund includes the following

major features:

(a) The immediate rendering of sterling earned by Fund members on current account convertible
into any member currency.

(b) The progressive relaxation of remaining restrictions on the making of payments and transfers
for current international transactions and restrictions on imports as rapidly as circumstances
permit.

(c) The adoption and maintenance of fiscal, monetary and credit policies in the United Kingdom
that will promote the purposes of the Fund.

(d) Possibly a reference to the fluctuation of sterling, if any, in appropriate form.

Remaining Exchange Restrictions: The United Kingdom does not intend to take advantage for

any further period of time of the transitional arrangements set forth in Article XIV of the Fund

Agreement and has notified the Fund that it is prepared to accept the obligations of Article VIII,

Section 2, 3 and 4. The Fund has approved the maintenance of the restrictions on the making of

payments and transfers for current international transactions now in effect, provided that the

impact of these restrictions will not be intensified without prior consultations and approval of
the Fund. The United Kingdom will relax and remove these restrictions as rapidly as
circumstances permit and will consult with the Fund not less than every six months regarding
such relaxation and removal.

Rates of Exchange: The United Kingdom intends to pursue an exchange rate policy consistent

with Article IV, Section 3 and 4 of the Fund Agreement. If it should become necessary to

allow movements in the exchange rates, the United Kingdom will before doing so consult the

Managing Director of the Fund, inform him of the limits within which the value of sterling

will be permitted to move and agree with him the conditions under which the United Kingdom

will be prepared to stabilize the value of sterling at the existing par value or propose a new par

value to the Fund. During any period when the exchange value of sterling is permitted to
fluctuate the United Kingdom will remain in close consultation with the Managing Director

and keep him fully informed on all matters affecting the movements of the rates of exchange.

Source: IMFA, CF C/United Kingdom/1760, Secret (Stand-by arrangement with U.K-Draft), May
26, 1954
This table was originally published in Japanese in Nishikawa (2014), p. 102

The sterling balances, directed to be converted into gold and dollars, easily could
have drained the U.K. reserves.

Mr. Bernstein concluded that “It would be ideal if the Fund had the resources to
provide the United Kingdom with all of the dollar credits required for convertibility.
In fact, however, it cannot.” At that time, though the Fund’s total resources amounted
to about $9 billion, the Fund’s total holdings of gold, U.S. dollars and Canadian
dollars amounted to only about $3 billion, and $400 million of this had already been
drawn by the other members. In addition, Mr. Bernstein recognized that the uncom-
mitted gold, U.S. dollars and Canadian dollars ought not to be much below $1.5
billion after concluding the U.K. stand-by arrangement in preparation for the needs
of the other members. It turned out that the maximum amount the Fund could pro-
vide for the U.K. was less than $1.5 billion. Until now, many scholars have described
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the IMF as a “Fund with no customer” in the early 1950s based on the fact that the
drawings were leveling off in that period. On the contrary, however, Fund staff
keenly felt a shortage of resources.

In the United Kingdom, Mr. Butler—Chancellor of the Exchequer—and only a
few high officials seemed to be involved in the plan. While they fully understood
that some financial support was indispensable for undertaking the Collective
Approach, they began to hesitate over reliance on the Fund. Without the consent to
the Collective Approach among the major countries, they might not restore external
convertibility even if they concluded the stand-by arrangement. If they did not take
steps within the period of stand-by arrangement, however, it would lead to lack of
confidence in the U.K. authorities (Kaplan and Schleiminger 1989, pp. 206-209).

In the early 1950s, Western Europe enjoyed favorable economic conditions.
Inflation had gradually been brought under control and gold and dollar reserves
favorably increased. Then, in 1954, hope for the end of the transitional period arose
inside the Fund. So long as the Fund could not support the U.K. without its request,
however, the realization of the stand-by arrangement would depend on the behavior
of the U.K. authorities— whether they requested or not, and ultimately whether they
could carry out the Collective Approach or not.

3.2 The Fund’s Policy for Balance of Payments Adjustments

While the Fund’s staff emphasized the effect of international cooperation on
mitigating the dollar shortage, how did they understand the role of tightened eco-
nomic policy on balance of payment adjustments? The U.K. government assigned
priority to full employment against balance of payment equilibrium. As early as in
wartime, the government had proclaimed that it would seek to maintain high and
stable employment, which continued to be a common object of both the Labour
and Conservative parties. Even if it was inevitable to correct the balance of pay-
ments for exchange liberalization, for the U.K. it should be attained by the effort
and/or cooperation of creditor countries.

Faced with this policy in the 1953—-1954 consultations, the Fund’s staff repeatedly
were concerned that the U.K.’s full employment policy caused inflation and wage
increases and finally deteriorated its balance of payments. However, they did not
strongly compel the U.K. to amend its economic policy.’

Why was it that the staff did not strictly argue against U.K. domestic policy? It
seems to have been related to the fact that the staff gave first priority to restoring
sterling convertibility. In the autumn of 1954, when the Fund’s staff were working
on the stand-by arrangement, Mr. Rooth made an impressive speech at the Annual
Meeting, as follows: “In making its currency convertible, a country indicates its
willingness to expose its trade to world-wide competition. Such a country should

"IMFA, C/U.K./420.1., Exchange Restrictions Consultations in 1953, Minutes of Second Meeting
with U.K. Representative, July 18, 1953, pp. 7-9.
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buy its import, regardless of origin and of the currency in which payments are made,
exclusively on a price and quality basis. [...] The need to sell in all markets under
competitive conditions will compel it to maintain productive efficiency and to avoid
an inflation of costs.” (IMF 1954, pp. 12-16).

In this speech, we can find his view that “after restoring convertibility, control of
inflation and thereby attainment of external balance will be unavoidable to maintain
the convertibility,” which was different from the former view that “before restoring
convertibility, control of inflation and thereby attainment of external balance are
unavoidable.” These remarks implied that the Fund’s staff might have the view that
once sterling were make convertible, then the U.K. authorities consequently would
implement anti-inflationary policies in order to maintain convertibility.” Mr. Rooth
and the other staff must have resolved to realize sterling convertibility and end the
transitional period by themselves. That shaped the Fund’s policy that gave priority
to sterling convertibility.

4 Implementing the Policies of the Late 1950s

4.1 The Fund’s Emphasis on Strong Anti-inflationary Policies

However, the U.K.’s expansionary policy, as far as the Fund’s staff were concerned,
brought about a serious deterioration of its current account in early 1955. Moreover,
in mid-1955, the rumor that the U.K. authorities would let sterling fluctuate to alle-
viate the persistent current account crisis caused a severe run on sterling.

The U.K. crisis influenced the prospects of the plan for a stand-by arrangement
with the U.K. as the Collective Approach became harder to realize amid the repeated
crises. In August 1955, the Western Europeans agreed to the foundation the European
Monetary Agreement (EMA) as a successor to the EPU. The EPU would be tran-
sited to the EMA when the countries holding 50 % of the EPU quota restored their
currencies’ convertibility. The 50 % level implied that the roadmap of liberalization
in Europe would be a collective process among the major three countries —the U.K.
(25.5 %), France (12.5 %) and Germany (12 %) —whose holdings amount to 50 %.
The agreement on the EMA discouraged the U.K. authorities from carrying out an
ambitious Collective Approach (Kaplan and Schleiminger 1989, pp. 210-226).

Ultimately, the Fund’s efforts to conclude a stand-by arrangement with the U.K.
came to an unavoidable halt. However, as a condition of the transition to the EMA
shows, it was obvious that sterling convertibility continued to be a key issue in the
whole European liberalization process. For the Fund’s staff, sterling convertibility
remained a keen interest.

Then, what did they recognize as the cause of the U.K. crisis and how did they
promote its liberalization? The answers were shown in the “Sixth Annual Report on
Exchange Restrictions” published in May 1955. In the report, the staff clearly indi-
cated that the balance of payment disequilibrium was caused by the wrong macro-
economic policies and the members couldn’t attribute it to postwar international
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circumstances—dollar shortage—any more, as follows; “As the effects of the
destruction and disruption caused by the war increasingly disappear, the time is
coming much closer when the postwar transitional period may end for all other
members. [...] the use of restrictions as a means of coping with balance of payments
difficulties was at best a temporary expedient, and that a sound external position
could not be achieved without internal stability.” (IMF 1955, pp. 1-13).

The policy requirement for the U.K. also was changed. In the 1955 consultation,
Mr. Friedman, the chairman of the Fund’s mission, requested that the U.K. should
commit to tightened policies, stating “it was important to watch the situation closely
and to continue an anti-inflationary policy [...] On the problem of wages which
were of interest to the Fund since they bore on the United Kingdom’s competitive
position, the team felt that, under conditions of overfull employment, pressures for
wage increases were almost inevitable. Such pressures could constitute a threat to
the United Kingdom’s competitive position. As to credit policy the team hoped that
the tighter monetary policy was working as to be particularly helpful in strengthen-
ing the United Kingdom’s balance of payments position. The team urged that the
aim of achieving and maintaining internal equilibrium as a basic pre-requisite of
balance of payments strength be kept.”® He concluded the consultation by empha-
sizing that the U.K. should progress exchange liberalization as soon as the balance
of payments and foreign reserves had recovered. Thus, the Fund’s stress was shifted
from mitigating the dollar shortage through international cooperation and/or pro-
moting convertibility using the Fund’s resources to exchange liberalization with
external balance using tightened policies.

4.2 Management of the U.K. Crisis

Although in 1956 the UK. external balances recovered, the economic stability
never lasted. Through the late 1950s, the U.K. again faced two speculation and
foreign-reserve crises. With the end of the transitional period in sight, the Fund staff
were pressed to take measures to respond to the U.K. crises. The first crisis occurred
later in 1956. The U.K. incursion into Egypt in the Suez Affair undermined confi-
dence among holders of sterling. Severe speculation on sterling was brought about
and U.K. foreign reserves were lost sharply.

In December, the U.K. authorities requested the purchase of $561.47 million and
a stand-by arrangement for $738.53 million for the duration of 12 months. The
Fund’s staff immediately recommended to the Board of Directors that the Fund
should agree to the request, noting “Unless the decline in the gold and dollar reserves
is checked, the U.K. will be faced with serious difficulties in re-establishing a sur-
plus in its current balance of payments with detrimental consequences to the volume
of world trade [...] This would seriously jeopardize the present freedom from

$IMFA, CF C/U.K./420, Exchange Restrictions Consultations 1955, Minutes of the Sixth Meeting,
December 7, 1955, pp. 5-6.
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restriction on trade and payments with the consequent loss of the progress thus far
achieved in the attainment of the Fund’s objectives.”

At the Board meeting on December 10, Mr. Jacobsson, the third Managing
Director, conferred with the Directors as to whether to approve the request. At the
meeting, though some voices expressed disappointment that the Fund’s resources
wouldn’t be used for sterling convertibility, the Directors unanimously approved the
financial support to the United Kingdom.'® With this funding, the speculation was
quickly alleviated.

However, in the summer of 1957 a speculative run on sterling was brought about
again. The widening of the EPU account imbalance among the U.K., France and
Germany lay behind this crisis. While Germany became a large creditor, France
widened its deficit with the EPU, which sharply expanded the regional imbalance in
1956. At this juncture, in Europe the discussion toward European integration—the
European Common Market and Free Trade Area—was enhanced, and thereby the
exchange market was filled with rumors of exchange adjustment—revaluation of
the deutschemark, devaluation of the franc and sterling—to correct the imbalance
before the integration.

Faced with the outflow of gold and dollars, the U.K. authorities showed their
intention to stabilize currency, taking measures of strictly tightened policies includ-
ing a raise of the discount rate from 5 to 7 %. Furthermore, at the Annual Meeting
in the autumn Mr. Jacobsson praised the U.K.’s action and completely denied the
possibility of exchange adjustment (IMF 1957, pp. 27-28). A series of measures
quickly suppressed the speculation in late September. After the crisis, the Fund
continued to support the U.K. authorities, approving the request for renewal of the
stand-by arrangement in November.

Thus, the crises were brought under control without the application of beggar-
thy-neighbor policies by the United Kingdom. Some previous studies have argued
that this crisis management helped the Fund recover from its reputation as “the
Bank with no customer” or a “white elephant” (James 1996, pp. 102-103).
Meanwhile, such a large support, at the same time, threatened the Fund’s ability to
support its members.

Then, at the 1957 Annual Meeting, Mr. Jacobsson showed his concern that the
increasing support would cause a shortage of the Fund’s resources and mentioned
the necessity of increasing the quota (IMF 1957, pp. 21-22). In fact, the shortage
reflected the progress of the exchange liberalization and the expansion of world
trade. However, the U.K. crises manifested the danger of an occurrence of sudden
capital movement. In such a circumstance, the Fund needed more than the existing
framework —adjustment of policy toward an individual member—to maintain the
stability of the international monetary system.

°IMFA, EBS56/44supplementl, Use of the Fund’s Resources-United Kingdom, December 7,
1956, pp. 4-5.

0IMFA, EBM56/59, Use of the Fund’s Resources- United Kingdom, December 10, 1956.
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5 Exchange Liberalization and Instability Surges
to the Fore

5.1 End of the Postwar Transitional Period

In 1958, the economic position between the U.S. and the Western Europeans was
reversed. As Figs. 3.1 and 3.2 show, the Western Europeans recorded current sur-
pluses vis-a-vis the U.S. and gradually accumulated foreign reserves. In contrast to
that development, the U.S. ran a current deficit vis-a-vis the Western Europeans and
its foreign reserves peaked in late 1957, starting to decrease. Perceiving the change
in the situation, at the 1958 Annual Meeting Mr. Jacobsson proclaimed the resolu-
tion of the dollar shortage and that the time had come to realize a convertible world.
In addition, he proposed the increase of the Fund’s quota that came up for discus-
sion at the last Meeting (IMF 1958, pp. 23-36). The proposal was adopted at the
1958 Meeting, and in September 1959 the Fund’s scale enlarged from about $9
billion to $14.5 billion.

Thus, in the late 1950s, conditions favorable to the establishment of the multilat-
eral payment system—the end of the dollar shortage and a quota increase—were
arranged one after another. The momentum toward worldwide liberalization was
gradually growing. At this juncture, in the U.S. and Canada complaints grew against
the dollar discrimination Western Europeans still maintained.

In the 1958 consultation, the Fund’s staff urged early convertibility of sterling
and the abolishment of the U.K.s remaining discrimination. In response, Mr.
Symons, the U.K. representative, said the U.K. expected the Fund’s financial support,
stating “It was necessary that adequate support should be assured. In this connection
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the stand-by arrangement was important and the proposal for an increase in the
Fund’s resources was also relevant.”!!

In December, after the consultation, the Fund received a request for a renewal of
the standby arrangement from the U.K. authorities. The aim of this request was to
prepare a buffer against the pressure on its balance of payments that possibly would
be brought about by exchange liberalization. All the Directors approved the
request,'? and soon after that sterling was restored to convertibility with other major
currencies. The policy —use of the Fund’s resources to achieve the purposes of the
Fund Agreement—that had been formulated by Mr. Gutt and Mr. Rooth finally
supported sterling convertibility.

Thus, for Western Europeans, realization of external convertibility greatly
reduced the meaning of dollar discrimination in terms of protecting their balances
of payments. In December, at the 1959 consultation, the U.K. delegation announced
that the U.K. government no longer claimed a balance of payments justification for
the remaining exchange restrictions, and in February 1961 the U.K. finally transited
to Article VIII status with the other Europeans.

"IMFA, CF C/U.K./420, Exchange Restrictions Consultations—1958, Minutes of the Fourth
Meeting, November 24, 1958, pp. 6-11.

2IMFA, EBM58/59, United Kingdom-1958 Consultations, Repurchase and Stand-by Arrangement,
December 19, 1958.
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5.2 Emergence of Speculative Capital Flows

For the Fund, the resolution of the dollar shortage was a prerequisite to compelling
its members to abandon restrictions. However, in 1960, the resolution of the dollar
shortage immediately produced extra dollars in the exchange market. In addition,
exchange liberalization gradually gave rise to short-term and unstable capital move-
ments (Horsefield and De Vries 1969, Vol. 1, p. 503). Combined with these two
changes, in the autumn of 1960 a Gold Rush was brought about.

Soon after the transition of major members to Article VIII status, Mr. Jacobsson
started to take steps against the destabilization of the international monetary system.
In a Board meeting in February 1961, he presented a paper titled “Future Activities
of the Fund” and proposed that the Fund should (1) permit members to rely on the
Fund’s resources for capital transfer and (2) conclude standby arrangements with
major members, thereby strengthening its crisis-response capability.'

Actually, the first issue—financing of capital outflow —was prohibited in Article
VI, Section 1, which set forth, “A member may not make net use of the Fund’s
resources to meet a large or sustained outflow of capital.” In May 1961, Fund staff
in the Legal Department, headed by Mr. Gold the Director of the Department, rein-
terpreted this to mean that the Fund could assist in cases with no “large and sus-
tained” capital outflows, which was approved at the Board in July 1961.!* Then, the
second subject, through strenuous disputes, led to the General Agreement to Borrow
(GAB) in October 1962. The GAB enabled the Fund to borrow at most $6 billion
from ten major countries in cases of urgent necessity.

Furthermore, Mr. Jacobsson promoted monetary cooperation among major
countries. In March 1961, a run on sterling broke out after the appreciation of the
deutschmark and the Netherland guilder. To support the U.K., major countries
agreed to the “Basel Agreement.” In July, the U.K. government requested the Fund
to purchase $1.5 billion in order to repay the borrowing under the “Basel Agreement.”
Mr. Jacobsson permitted the request and called for the support of the United
Kingdom. In fact, the nine supporters together with the U.K. comprised the ten
participants in the GAB, and the G10 grew out of these GAB participants.

At the 1961 Annual Meeting, Mr. Jacobsson described the dollar and sterling
crisis as a brand-new affair, as follows: “The growing freedom for the international
movement of funds, as a result of the increased convertibility of currencies, and the
greater stability of prices—so welcome in themselves —have, however, created new
problems which the world has not had to face since the start of the Second World
War.” Meanwhile, the response to the crisis was different from the conspicuous and
brand-new one—international monetary reform like “Triffin’s dilemma” —indi-
cated. Contrary to such a drastic method, Mr. Jacobsson advocated a policy to but-
tress the current system, remarking “a number of suggestions have been put forward
advocating more or less radical changes in the existing monetary arrangements.

BIMFA, EBD61/18., Future Activities of the Fund, February 10, 1961.
4IMFA, SM61/45., Use of the Fund’s Resources for Capital Transfers, May 24, 1961.
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It has been valuable that these matters have been so vigorously discussed, and the
first question we have to ask ourselves is whether the present system can be regarded
as operating in a manner sufficiently satisfactory to be worth maintaining. [...] On
the whole, I believe the system has worked well. [...] In some quarters, doubts have
been expressed whether the system under which countries hold part of their interna-
tional reserves in currencies (which is known as “the gold exchange standard”) will
work satisfactorily in the longer run, and whether this system might not break down
as it did in the interwar period. I do not think we need draw that conclusion” (IMF
1961, pp. 15, 23-24). Actually, a series of his measures, from quota increase to
GAB, was just an ad hoc response.

On the other hand, it was noteworthy that a series of policies didn’t restrict but
assumed capital movement. Chwieroth stated that as liberalization progressed the
Fund gradually perceived that speculation wasn’t an abnormal transaction but rather
an ordinary one and therefore that regulation wasn’t a fundamental solution but only a
temporary measure (Chwieroth 2009, pp. 121-137). The Fund’s view on capital move-
ment had differed from the founders’ one that short-term capital would cause destruc-
tive results and restriction was needed. The change was reflected in the formulation of
the “Mundell-Fleming model,” which incorporated the effect of capital movement into
the IS-LM model, inside the Fund at the same juncture (Boughton 2002).

6 Conclusion

Examined from the point of view of the shaping process, actual working of the
postwar monetary system cannot be simply described as a combination of an adjust-
able peg system, discretionary macroeconomic policy and current account convert-
ibility. The Fund’s role was not subordinate to its expected one—to promote its
members’ restoration of convertibility while providing them with short-term
finance—which facilitated a conflict caused by the concurrent pursuit of full
employment and balance of payments equilibrium.

Undermined in its position as an international monetary policy-making body,
the Fund had to cope with the problems in the reconstruction period in order to
establish a multilateral payment system. The problem was balance of payments
imbalances among major countries that resulted from inflation and the dollar short-
age. The expected rule—Fund financial assistance against short-term deficits and an
adjustable peg system against fundamental disequilibrium—couldn’t automatically
resolve the imbalances.

Then, the Fund shaped a policy of macroeconomic adjustment with involvement
in members’ policy-making processes. Since the balance of payments disequilib-
rium resulted from inflation and the dollar shortage impeded exchange liberalization,
the Fund’s adjustment policy wasn’t one that primarily encouraged members to
attain economic growth and full employment.

It was in the late 1950s that the policy framework alone no longer could maintain
the stability of the international monetary system. Exchange liberalization gradually
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exceeded the expected level and caused short-term capital transfers. The Fund didn’t
restrict capital movement. On the contrary, it reinforced international liquidity,
recognizing short-term capital movement as a given condition.

As described above, in the Bretton Woods era, the Fund wasn’t necessarily subordi-
nate to the “rule of games” set by major countries. It steadily formulated “the Fund’s
policy” impelled by its institutional autonomy.
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Chapter 4

“Maybe the Fund needs something else.”

Per Jacobsson, from the Bank for International
Settlements to the International Monetary

Fund, 1931-1963

Piet Clement

1 Introduction: Per Jacobsson at the IMF, 1956-1963

On 7 September 1956, the IMF Executive Board offered the position of IMF
Managing Director to Per Jacobsson (Horsefield 1969, p. 387). Jacobsson, a
Swedish economist, had been Economic Adviser at the Bank for International
Settlements in Basel, Switzerland, since 1931. The offer came as a surprise to many,
but in spite of the negative advice of some of his close colleagues and friends,
Jacobsson decided to accept it (Jacobsson 1979, pp. 283-284). He would remain the
Fund’s Managing Director until his sudden death from an heart attack on 5 May
1963, at the age of 69.

Created in 1946, as the direct outcome of the 1944 Bretton Woods conference,
the International Monetary Fund‘s primary objective was to restore the international
monetary system after the convulsions of the Great Depression and the Second
World War. A stable, but flexible, global exchange rate regime of freely convertible
currencies was thought to be essential to facilitate the expansion and balanced
growth of international trade. Installing such a regime presupposed the abolition of
exchange controls, bilateral clearing agreements and trade discriminations that were
ubiquitious in the immediate postwar period. Certain forms of capital controls, on
the other hand, were permitted under the IMF charter, to allow member countries to
curb speculative cross-border capital flows. Implementing the Bretton Woods blue-
print required each IMF member country to collaborate through the Fund in order
to maintain exchange stability at agreed rates. These rates were only to be changed
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significantly to correct a fundamental disequilibrium, and in agreement with the
Fund (to avoid a mutually harmful descent into competitive devaluations). In the
1950s, the Bretton Woods system would develop into a de facto fixed exchange rate
regime, in which most currencies were pegged to the world’s key reserve currency,
the US dollar, which in turn was fixed to gold (at US$ 35 per ounce of fine gold).
Each member country was invited to subscribe its membership quota in the Fund,
partly in gold and partly in its own domestic currency. In case of need, these quotas
could be drawn down by the respective member, for the first part simply on demand,
but for further tranches only after deliberation with the Fund.

The Bretton Woods system relied on a combination of automaticity and suprana-
tional controls (“multilateral surveillance”). IMF members were expected to respect
certain ground rules — currency convertibility, non-discrimination — and not to adopt
any domestic policies that would contradict them. In other words, a certain restric-
tion of national sovereignty for those countries that adopted the IMF Articles of
Agreement was implicit. However, at the outset, not many countries were ready to
accept such external discipline. Their priority was to rebuild their war-torn econo-
mies and to keep unemployment levels as low as possible. To that end they kept
many of the war-time controls and restrictions in place, preferring to eliminate them
only gradually, as and when their economies gained strength and when their reserves
position had improved sufficiently. The need for a relatively long transition phase
before the Bretton Woods system could be fully implemented was accepted at the
international level, particularly with respect to Europe. This meant that the potential
clash between the external commitments imposed by the IMF Articles of Agreement
and contradictory domestic policy objectives was, to a large extent, postponed until
the European countries attained full compliance with the IMF free currency con-
vertibility requirement (this happened only at the end of 1958).

Per Jacobsson was the Fund’s third Managing Director. During the tenure of his
predecessors, Camille Gutt (1946—1951) and Ivar Rooth (1951-1956), the Fund had
played only a subordinated role in international monetary cooperation. This was
partly because the highly regulated environment of the 1940s and early 1950s left
relatively little scope for meaningful cooperation, partly because the IMF’s own
resources were very limited (James 1996, p. 101). It was telling that the Europeans
did not look to the IMF for help when they started the tortuous process towards
achieving currency convertibility. Rather they created their own organisation, the
European Payments Union (EPU, 1950-1958) to help them multilateralise their bal-
ance of payments surpluses and deficits, thereby creating the necessary precondi-
tion to current account convertibility (Kaplan and Schleiminger 1989). In those rare
cases that the IMF offered its services or was called on to intervene directly, it had
to walk a fine line: countries were easily irritated when the Fund proposed to inten-
sify surveillance or to dispatch a mission to study local conditions, as they often saw
such examples of IMF activism as limiting their domestic policy freedom and gen-
erally resented being chastised by an international organisation (James 1996,
pp- 99-103). These factors combined to curtail the field of action and influence of
the IMF. Indeed, by the mid-1950s it looked to many observers that the Fund was
gently sinking into irrelevance (Polak 1994, p. 102).
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Per Jacobsson came to the IMF at a critical juncture. The Suez crisis of October—
November 1956, and the speculation against the French franc and sterling that
ensued, prompted both France and the UK to request IMF assistance. They quickly
obtained several US$ 100 millions in drawings and standby arrangements. In the
course of 1957 other countries — e.g. India, Argentina and Japan — made substantial
drawings, with the result that during the fiscal year 1956—1957 — the first under
Jacobsson’s direction — nearly US$ 1.5 billion were drawn from the Fund, more
than the total of drawings made during the 10 years up to September 1956 (Horsefield
1969, p. 426). All of a sudden, the IMF was in demand. Of course, as Jacobsson
himself pointed out, this flurry of activity was in the first place an indication of
mounting problems in the international financial system, and therefore not in itself
a good thing (Jacobsson 1979, p. 299). But such problems were not likely to go
away either. In Europe, the collective move towards free currency convertibility,
prepared by the EPU, had stalled, not least because of the political and financial
instability in one of its largest members, France. The IMF, and its Managing
Director, played a significant role in facilitating the stabilization programme of
December 1957 that put France firmly back on track (Feiertag 2006, pp. 536-546).
The achievement of currency convertibility in Europe at the end of 1958 meant that
the Bretton Woods system, as it had been intended in 1944, came fully into its own.
This led to a freer but also potentially more unstable international monetary system,
in which the scope for IMF activism was to expand even further. On top of that, with
the end of colonial rule in most of Asia and Africa, the membership of the IMF
swelled from 59 countries in 1956 to 102 in 1963.

In the face of these challenges, the IMF underwent a rapid evolution that would
set the organisation’s course for the next 15 years and beyond.! The developments
that took place in three key areas were particularly significant.

First, the IMF’s resources were greatly expanded. The inadequacy of the IMF’s
resources had become a major cause for concern in view of the Fund’s increased
lending operations after October 1956. This was tackled by a substantial increase in
the quotas assigned to the IMF member countries, which took effect in 1959 and
almost doubled the available resources (from US$ 8 billion to more than US$ 14
billion) (De Vries and Horsefield 1969, pp. 349-373). On top of this, the IMF
expanded its capacity to borrow significantly through the General Arrangements to
Borrow (GAB), a commitment undertaken by the Group of Ten countries to lend the
IMF in case of need up to US$ 6 billion “to forestall and cope with an impairment
of the international monetary system”. The adoption of the GAB in 1962 owed a lot
to Jacobsson’s persistent diplomacy (James 1996, pp. 161-165).

Secondly, during the late 1950s and early 1960s IMF lending and support proce-
dures became more formalised, crystallising into a template that would be applied
over and over again during the following decades (Horsefield 1969, pp. 429-433).
The main advantage of using mutually agreed procedures, including standard
clauses and provisions, was that it made it easier for the countries receiving IMF
support to accept the often demanding conditionality attached to it. IMF

'For a broader perspective, see also: Boughton 2004.
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conditionality — very much like the practice of “multilateral surveillance” — would
remain controversial by nature, so there was every interest in formalising and depo-
liticizing the related procedures as much as possible.

Thirdly and finally, under Jacobsson’s guidance the IMF’s role in international
financial diplomacy was greatly enhanced. This owed a lot to Jacobsson’s personal-
ity. By all accounts he was a towering, ebullient man, who possessed considerable
charm. He was a compulsive diplomat, who, through the force of plain logic and
argumentation could be very persuasive, particularly in private, bilateral talks. He
savoured his personal interventions with the powers that be, for instance when he
met with French President Charles De Gaulle in June 1958 to press the case for
stabilisation. His energy, self-confidence and missionary zeal were certainly assets
for the IMF, although on occasion they also provoked disapproval and even aver-
sion. Some in the IMF thought him overbearing, even to the point of being a mega-
lomaniac (James 1996, p. 106). Edward Bernstein, the Director of Research at the
IMF took a dislike to Jacobsson and resigned in 1958, making way for Jacques
Polak.? Also his message was not always liked. As earlier in his career, Jacobsson
put great store in the virtues of financial and monetary stability, and hardly ever
missed an occasion to speak out against deficit spending and inflation (Garritsen De
Vries 1987, pp. 64-68). As a result, he was often criticised for being inflexible,
particularly when trying to force developing countries that sought IMF support to
swallow the medicine of IMF conditionality (e.g. James 1996, p. 142). Jacobsson’s
commitment to ‘sound’ (i.e. orthodox) policy principles, his steadfast belief in the
benefits of international cooperation and his active diplomacy and straight talking
were, however, very well-suited for an era in which the Bretton Woods system
became more consensual and cooperative, as the United States sought to share the
burden of supporting it with its western European partners. Jacobsson had always
felt that although the United States undoubtedly occupied the central position in the
post-war international system—and would continue to do so for the foreseeable
future—it would be of great benefit to all involved, and to the IMF itself, if the
United States and the handful of other economically and financially important coun-
tries in the western world— West Germany, the United Kingdom, France, Japan—
were to cooperate closely and make sure to speak and act in unison (James 1996,
p. 162). The General Arrangements to Borrow negotiated in 1961-1962 were a
point in fact, as they gave rise to the institutionalisation, within the IMF and beyond,
of the Group of Ten (G10) main industrialised countries of the day. Thus, two
longer-term effects of the increased activism of the IMF and of its Managing
Director’s conspicuous diplomacy after 1956 were, first, a power shift away from
the IMF Board of Directors to the benefit of the IMF management, and, secondly,
an increased focus on a small group of what today would be called “systemically
important” players.

In this contribution, we argue that Per Jacobsson’s action as IMF Managing
Director owed a lot to his previous experience as the long-standing Economic

2Black 1991, pp. 71-76. Charles Kindleberger, who had worked with Jacobsson at the BIS in
1939-1940, felt he suffered from egomania: Kindleberger 1980.
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Adpviser of the BIS. In fact, more than anything else, it was the postwar reconstruction
of Europe during the years 1946-1951 that played a decisive role in preparing
Jacobsson for his future role as Managing Director of the IMF. In what follows, the
first section provides a brief overview of Per Jacobsson’s career at the BIS between
1931 and 1946, with a focus on his intellectual influences. Section two analyses his
close involvement with European postwar reconstruction, with a particular focus on
the stabilisation in Italy in 1947 and in France in 1948—-1949, and on the German
balance of payments crisis of 1950—-1951. The research for this section is based on
Per Jacobsson’s written legacy as well as on archival records kept at the Bank for
International Settlements in Basel and in the Per Jacobsson collection at the Basel
University archive. The third section concludes.

2 Per Jacobsson at the BIS, 1931-1946

Per Jacobsson was born in 1894 in Tanum, Sweden.? He studied law and economics
at the University of Uppsala. Towards the end of the First World War and in subse-
quent years he was active in the Economic Club in Stockholm, in which he met
renowned Swedish economists such as Gustav Cassel, Knut Wicksell and Bertil
Ohlin, and wrote extensively on international and monetary issues in a variety of
newspapers and journals. Such connections were certainly helpful in landing him
the job as a researcher assigned to the League of Nations office in London to help
prepare the International Financial Conference which was to take place in Brussels
in September 1920. From London, Jacobsson moved to Geneva, where the League
of Nations had its seat, as a member of the League’s Financial Committee. His
assigned field of expertise was public finance, and in that capacity he was closely
involved in the League-sponsored stabilisation programmes in Central Europe. In
the summer of 1925 he spent some time in Vienna, to assist in the writing of the
report on Austria’s economic situation (the report was officially authored by Walter
Layton and Charles Rist). Jacobsson was to remain with the League of Nations
Financial Committee until 1928. The experience left a deep imprint on his further
career, not only because of the people he worked with—many of whom would cross
his path again later on*—but also because it taught him to quickly analyse a multi-
tude of quantitative and qualitative data at an aggregated and comparative level, and
to formulate conclusions and recommendations in a diplomatic but nevertheless
pertinent and precise style.

In late 1928, Jacobsson returned to his native Sweden to take up the job of
Secretary General of the Economic Defence Commission in Stockholm, a govern-
ment body set up to review the measures Sweden ought to take to protect itself in

3See Per Jacobsson’s biography, written by his daughter: Jacobsson 1979. Per Jacobsson himself
wrote a semi-autobiographical essay: Jacobsson 1958a.

*Among them Otto Niemeyer (1883-1971), then of the UK Treasury and later of the Bank of
England; and Pierre Quesnay (1895-1937), later the first General Manager of the BIS.
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the event of a war. In July 1930, he moved on to become Economic Adviser at the
Swedish multinational Kreuger and Toll, working directly for Ivar Kreuger, the leg-
endary Match King, whose suicide in March 1932, and the revelations of financial
malpractices that followed it, would bring the firm down. Per Jacobsson, it would
seem, was mainly used as “a respectable front” by the company (Jacobsson 1979,
pp. 84-92). He spent most of the 14 months he was in Kreuger’s employ as an inter-
national financial expert advising the League of Nations in Geneva. This work
brought him in close contact with the newly established Bank for International
Settlements (BIS) in Basel.

The BIS had been created following the January 1930 Hague Conference, to
administer the First World War reparation payments due by Germany to the so-
called creditor nations (primarily France, Belgium, Italy and the United Kingdom),
and to act as trustee for the Young Loan, which was intended to help Germany meet
its reparations obligations and would turn out to be one of the last big international
loans being floated after the onset of the Great Depression.” Even more importantly,
the BIS had the statutory aim to promote general cooperation between central banks.
The brilliant French economist Pierre Quesnay, an acquantaince of Jacobsson’s
from his time in Geneva, had been appointed General Manager of the BIS. The
BIS’s Board of Directors consisted of the Governors of the main European central
banks of the day. Naturally, from the outset, the work of the BIS was greatly affected
by the Great Depression, not only because of its repercussions on the contentious
reparations issue (reparation payments were soon abandoned), but also because of
the unorthodox monetary and financial policies taking hold in many of its member
countries as the crisis spread and persisted. The collapse of the Austrian Credit-
Anstalt in May 1931, the financial crisis and banking panic in Germany that sum-
mer, and the British decision to take the pound sterling off gold in September 1931,
were severe blows against the open international financial system, based on freely
convertible, gold-based currencies, that had been so painstakingly re-built during
the 1920s.

In July 1931, Jacobsson was called to Berlin to work with the Swedish banker
Marcus Wallenberg on the German banking crisis, which had taken on alarming
proportions. His frequent contacts with central bankers and with BIS staff on this
occasion landed him an invitation to join the newly created Central Banking
Department (soon to be renamed to Monetary and Economic Department) of the
BIS in Basel, as its chief Economic Adviser. The job, eminently international in
outlook and with its main focus on the key monetary problems of the day, appealed
to him enormously. He left Kreuger and Toll and took up his new position in Basel
in mid-September 1931, days before the pound left the gold standard.

Jacobsson would remain the Economic Adviser of the BIS for 25 years, until he
accepted the position of IMF Managing Director in September 1956. In 1946, he
was promoted to Head of the BIS Monetary and Economic Department, a hierarchi-
cal administrative title that formalised his permanent membership of the BIS top
management group. In his role as Economic Adviser, he not only advised the Bank’s

3On the history of the BIS, see in particular: Toniolo 2005. Also: Yago 2013.
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senior management but also, and more importantly, the BIS Board of Directors, that
is to say, the central bank Governors. He excelled so much in this role, that soon the
opportunity to discuss domestic and international monetary and economic problems
with the Economic Adviser became one of the drawing factors of the BIS’s monthly
Board meeting weekends. Montagu Norman, Governor of the Bank of England, was
one of those who greatly appreciated Jacobsson’s breadth of knowledge, analytical
clarity and candour (Jacobsson 1979, pp. 99-103). Jacobsson clearly felt at ease
among the high-ranking officials that regularly gathered in Basel. By all witnessed
accounts he was an impassioned and very persuasive debater.® During the 1930s,
Jacobsson was very much involved in the ongoing discussions concerning the eco-
nomic and financial crisis, the need to restore global monetary order following the
collapse of the gold exchange standard and the role of the central banks in all of this;
without, however, taking active part in the parallel academic debate, nor in the refor-
mulation of economic theory, as would be done, for instance, by John Maynard
Keynes in his 1936 classic The General Theory of Employment, Interest and Money.
Jacobsson was a practical economist, not a theoretical one.

After the disastrous summer of 1931, the League of Nations undertook what
would prove to be a last-ditch attempt to salvage the world economy and the inter-
national monetary system from further wreckage. Under its aegis, a World Monetary
and Economic Conference, bringing together 66 sovereign nations, gathered in
London in June—July 1933, with the aim of reviving the international economy and
of agreeing on a coordinated stabilisation of exchange rates (Clavin 1996). The BIS
was closely involved in the preparation of the Conference (Toniolo 2005, pp. 136—
149). Per Jacobsson and other BIS staff spent considerable time in Geneva, drafting
the agenda and technical documentation. In two internal BIS notes, Jacobsson
expounded the orthodox central bankers’ view, making the case for international
monetary stability as the best guarantee for economic prosperity.” The restoration of
the gold standard (in the meantime both the pound sterling and the US dollar had
been taken off gold) was still the central banks’ preferred way to achieve such sta-
bility. However, Jacobsson conceded that stability could in theory also be reached
by “a system of international paper money managed by a single international body”,
but the time seemed not yet ripe for this. Together with BIS President Leon Fraser,
Jacobsson headed the BIS delegation that participated in the London Conference,
and more particularly in the Conference’s subcommittee dealing with the necessary

¢See for instance the testimony from Rudolf Pfenninger, a later General Manager of Swiss Bank
Corporation: “He would listen and was always liberal in his approach, imaginative and generous
with his ideas. I never met anyone who was so generous with his ideas” (quoted in: Jacobsson
1979, p. 99). Also — albeit somewhat more pejorative — Charles Kindleberger’s memory, who
worked with Jacobsson at the BIS in 1939-1940: “[Per Jacobsson] was an overwhelming personal-
ity. One might start talking to him in the center of a room, and find oneself after a time backed into
a corner with his large frame and thick glasses still in attack” (Kindleberger 1991, p. 55).

"BISA, 9.1.002 — Monetary and Economic Department (19 Oct 1932), General problems of a
return to a common international standard (CB 58), Basel: BIS. And: BISA, 9.1.002 — Monetary
and Economic Department (20 Oct 1932), General problems of the gold standard (CB 59), Basel:
BIS.
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measures for the re-establishment of an international monetary system. In pressing
for a reestablishment of the international gold standard, the BIS found itself on one
line with the central banks of continental Europe, also as regards their belief in
sound public finances and their opposition to reflation as a means to combat the
crisis. However, Jacobsson and his colleagues were not entirely dogmatic with
regard to the gold standard, and suggested various technical measures to increase its
flexibility. The London Conference ended in failure, not least because of President
Roosevelt’s refusal to stabilize the US dollar. In more than one way the debates at
the 1933 London Conference foreshadowed those of the 1944 Bretton Woods
Conference.

After London, Jacobsson’s direct involvement in international financial diplo-
macy waned (although he still sat, as one of two foreign members, on the Irish
Banking Commission between 1934 and 1938). So did that of the BIS, in a world
where multilateralism and international cooperation increasingly made way for
bilateralism and autarky. Jacobsson’s main focus shifted to research, and most sig-
nificantly to turning the BIS Annual Report into a reference publication with regard
to international monetary and economic developments (Toniolo 2005, pp. 193—
195). Not only did the Report expand considerably in size and coverage, it also
based its analysis on increasingly sophisticated statistical data. These efforts were
not in vain, as testified by John Maynard Keynes’ opinion that the BIS Annual
Report had become “the leading authority for certain statistics, not easily obtain-
able” and was generally “of high interest” (Keynes 1934). The Annual Report was
the main public vehicle through which the BIS articulated its view on the world. A
view determined by a strong belief in the self-adjusting forces of the market, in the
benefits of monetary stability and budgetary orthodoxy, and in the importance of
international cooperation to reduce the impact of negative externalities and spill-
over effects — all of this without losing sight of particular circumstances and of
political necessities that might call for a good dose of pragmatism when applying
these policy principles. In short, the BIS view came down to what Enders and
Fleming have characterised a “special brand of practical, liberal international politi-
cal economy” (Enders and Fleming 2002, p. 233 and p. 249).

The outbreak of the Second World War in September 1939 threw the BIS off bal-
ance. The regular meetings of the Governors—and thus of the Bank’s Board of
Directors — were suspended indefinitely. And while the BIS continued to operate, the
scope for meaningful central bank cooperation had practically disappeared over-
night. Per Jacobsson spent most of the war in Basel, where he continued to work,
with the MED staff, on the BIS Annual Report, in spite of the difficulties in war-time
communications and in obtaining reliable information. Anxious that the BIS risked
being cut off entirely from developments in the Anglo-Saxon world, BIS President
Thomas McKittrick encouraged Jacobsson to travel to the United States in the winter
of 1941-1942 (Jacobsson 1979, pp. 158-162). The journey there and back was not
without danger, given the raging Battle of the Atlantic (Jacobsson was at sea on an
American ship on 7 December 1941, when the Japanese attack on Pearl Harbor
brought the USA into the war). From Jacobsson’s perspective the 4-month long visit
did pay off, as he came into contact with the leading economists and government
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officials of the time, and was directly exposed to the new direction economic thinking
had taken in the USA since the beginning of Roosevelt’s New Deal in 1933-1934. At
a young age, Jacobsson’s main intellectual influences had been the non-conformist
monetary economist Knut Wicksell (1851-1926), and the neo-classical mathemati-
cal economist Gustav Cassel (1866—1945), founding members of the Swedish School
of Economics (Yago 2006; Jacobsson 1958b). Jacobsson had of course closely fol-
lowed the academic revolution in economics following the Great Depression.
Although he claimed to admire John Maynard Keynes as “the most gifted and most
artistic man of his generation”,® he never fully subscribed to his ideas.” In the USA,
Jacobsson now entered into debate with Alvin Hansen (1887-1975), who was a key
figure in popularizing Keynesian economics in the USA. He was also keen to
exchange views with Jacob Viner (1892—-1970), who was more critical of Keynes
and was one of the mentors of the early Chicago School of Economics. One of the
stated goals of his trip was to try to exert an influence on the New Deal economists
to temper their belief in deficit spending. Whether he was successful in this respect
is rather doubtful. In any case, Jacobsson strongly opposed the Keynesian idea of
deficit spending as a useful means of creating employment: “Deficit spending is
dangerous not only because it aggravates the debt situation but because it diverts
attention from the real problems to be solved”.!” Jacobsson believed that the war
would be followed by an economic boom period — not a depression as many pre-
dicted — which threatened to release a lot of pent-up inflation. In that context, deficit
spending would only succeed in making the necessary adjustment more difficult.

The experience of his trip to the USA strongly influenced Jacobsson’s reaction to
the Anglo-Saxon plans for a new post-war international monetary order, that became
known in the spring of 1943. From the outset, he saw more merit in the so-called
White Plan as opposed to the Keynes Plan, which he believed was too complex in
conception and would inevitably lead to excessive credit creation.!! One thing was
absolutely clear, though. Jacobsson fully recognised — and even favoured — that after
the war the world would have to accept the paramount economic and monetary posi-
tion of the United States. The position of the United States and of the US dollar
would therefore be key to the proper functioning of the international financial
system.!? In the end, the White Plan did carry the day and decisively influenced the
outcome of the July 1944 Bretton Woods Conference.

SUNIBAS-HAN, Basel, NL 324, A/63 — Nachlass Per Jacobsson, Diary 63, entry 22 April 1946.

?Jacobsson argued that Keynes’ theories, and in particular the demand-side policies he proposed,
disregarded the often delicate balance of payments situation of many countries, other than the UK
and the USA, and paid little or no attention to the importance of currency stability and credibility
(Jacobsson 1958a, p. 43).

I"UNIBAS-HAN, Basel, NL 324, A/41 — Nachlass Per Jacobsson, Diary 41, entry 23 February 1942.

'"BISA, 9.1.003 — Monetary and Economic Department (April 1943), Proposal for an International
Clearing Union (‘Keynes Plan’) (HS 87), Basel: BIS. Also: BISA, 9.1.003 — Monetary and
Economic Department (June 1943), Unitas and Bancor, Two Plans of International Payment (HS
91), Basel: BIS. And BISA, 9.1.003 — Monetary and Economic Department (10.07.1943), Proposal
for a United and Associated Nations Stabilization Fund (‘White Plan’) (HS 89), Basel: BIS.
12BISA, 9.1.003 — Monetary and Economic Department (01.09.1943), The Place of the United
States in the post-war Economy (HS 96), Basel: BIS.
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3 Per Jacobsson and Europe’s Postwar Reconstruction,
1946-1951

At the end of the war in Europe, Jacobsson found himself in Basel without a lot to
do. The Bank for International Settlements had suffered opprobrium because of its
alleged less-than-neutral attitude vis-a-vis the German Reichsbank during the hos-
tilities (Toniolo 2005, pp. 201-82). In fact, the July 1944 Bretton Woods had
adopted a resolution calling for the abolition of the BIS. Nevertheless, the European
central banks were keen to maintain “their” institution in the heart of Europe.
Accepting that the fulcrum of global monetary and financial cooperation had moved
to Washington, they believed that the BIS could and should continue to play its role
as a regional meeting place for European central banks, particularly to assist in
Europe’s postwar financial reconstruction. It took some time to turn the BIS into a
going concern once again. The first postwar meeting of its Board of Directors (on
which the main European central bank Governors sat) did not take place until
December 1946. In the meantime, the BIS did what it had done best before the war:
rebuilding a network among European central banks, collecting and analysing
financial and economic data from across the continent, and encouraging research. In
other words: leveraging the expertise accumulated and nurtured within the BIS
Monetary and Economic Department (MED) under the dynamic leadership of its
Economic Adviser, Per Jacobsson. This soon led to the BIS becoming actively
engaged in the debates concerning the financial and economic reconstruction efforts
underway in most European countries, starting with Italy in 1946-1947.

3.1 The Italian Stabilisation, 1946—1949

The Italian economy had suffered greatly from the war, particularly between the
Allied landings in Sicily in July 1943 and the armistice in Northern Italy in April
1945, during which time the country witnessed heavy fighting and was effectively
split, causing additional dislocations."® Infrastructure and communications were
gravely disrupted, and in spite of the industrial centres in the North having escaped
large-scale damage, industrial production had plummeted, largely through a lack of
energy and raw materials. Industrial output in 1946 reached barely 40 % of the level
of the last pre-war boom year in 1938. Agricultural production had dropped by a
quarter, in spite of a steadily rising population. War time food rationing and price
controls remained in force and the black market thrived. Reconstruction was seri-
ously hampered by a lack of resources and monetary reserves, a highly negative
balance of payments and rampant inflation. During the second half of 1946, inflation
rose by 9 % per month on average. Over the following year, prices would shoot up

13 An excellent recent overview of Italy’s economic history can be found in: Toniolo 2013. For the
immediate postwar period see also: Cotula 2000.
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to over 60 times their pre-war levels. Meanwhile, the Italian lira exchange rate
against the dollar dropped continuously: in 1946 the official rate was adjusted from
100 lira to the dollar to 225 lira, but by the end of 1946 the daily free rate stood close
to 600 (Hildebrand 1965, pp. 15-23). On top of this, Italy faced political and admin-
istrative uncertainty, if not chaos, caused by the violent collapse of the fascist regime,
the abolition of the monarchy (June 1946) and the growing antagonism between
communist and Christian-democratic forces, who had struck a tenuous power-shar-
ing deal in a coalition government that had been in charge since June 1944.

In these circumstances, Italy’s central bank was called upon to play an important
stabilising role. The Bank of Italy’s Governor, Luigi Einaudi (1874-1961), was a
fervent believer in free market reforms and in the necessity to restore monetary and
financial stability as an essential precondition to recovery.'* This belief was shared
by Alcide De Gasperi, the Christian democratic prime minister, who felt increas-
ingly frustrated by the concessions he had to make to his left-wing coalition part-
ners, including the introduction of index-linked wages (scala mobile) and the
reinstatement of bread subsidies that had been abolished shortly after the war. In
order to make a more convincing case for policy reforms and to obtain new foreign
credits and loans for Italy, the government and the Bank of Italy considered inviting
an Anglo-American mission to Italy to draft a comprehensive report on the coun-
try’s situation and prospects. When Luigi Einaudi attended the first post-war meet-
ing of the BIS Board of Directors in Basel in December 1946, he discussed this idea
with the Vice-Chairman of the Board, Sir Otto Niemeyer of the Bank of England
(Baffi 1990, pp. 103—106). Niemeyer recommended that it would be preferable that
the Bank of Italy should itself select a sympathetic and trustworthy external expert
to write such a report. Einaudi seized upon the idea and immediately invited the BIS
Economic Adviser Per Jacobsson, whom he had known since 1928, to pay a visit to
Italy and to write a report about the country’s economic and financial position.
Jacobsson accepted on the spot. He went to Rome, where on 20 January 1947 he had
a long meeting with Einaudi, whom he held in great esteem.'> Einaudi showed
Jacobsson the magnificent Bank of Italy rooms, while Jacobsson went on about the
importance of balancing Italy’s budget. He was preaching to the converted: “Einaudi
agreed of course”. During the following weeks Jacobsson spent most of his time in
Rome, as well as a few days in Milan, collecting information and talking to Italian
experts, government officials and businessmen. Throughout the spring of 1947 he
worked closely with the Bank of Italy research department, led by Paolo Baffi,
whom he liked instantly.'® Finally, Baffi himself came to Basel in the summer of

4On Luigi Einaudi’s stance as a liberal economist and his view on society and social justice see:
Gigliobianco 2010.

ISUNIBAS-HAN, Basel, NL 324, A/66 — Nachlass Per Jacobsson, Diary 66, entry 20 January
1947. Jacobsson was impressed by Einaudi’s “moral strength”. He found him to be “maybe some-
what oldfashioned liberal in his economics, but (..) transparently honest, without deceit or malice.
As a liberal he has a sense for equilibrium: he won’t believe that control (often ineffective in the

bargain) does away with the need of establishing an equilibrium”.

1Baffi reciprocated the appreciation in writing to Jacobsson, shortly after the latter had left Rome:
“I have learnt much from you. I often had the impression of being the inhabitant of a provincial
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1947, to complete the report together with Jacobsson. It was published in the BIS’s
internal central banking studies series and distributed in a limited edition to the
Bank of Italy and other central banks, who passed it on to interested policy makers
and commercial banks.!” According to Baffi, the report was well received, particu-
larly among American commercial bankers, as it provided them with a rare detailed
insight in the situation in Italy and with the first (preliminary) assessment of the
monetary reforms that had just been initiated (Baffi 1990, p. 106).

In the report, Jacobsson came out squarely in favour of stability-oriented poli-
cies, aimed at fighting inflation, reducing the balance of payments deficit, balancing
the budget and halting the downward slide of the Italian lira on the foreign exchange
markets. To achieve this, he recommended, among other things, reorganising and
thereby improving tax collection, cutting non-essential government expenditure and
reducing the number of civil servants, stopping monetary funding of the Treasury’s
financing needs and giving priority to re-constituting the central bank’s monetary
reserves. If this policy prescription were to be pursued vigorously, Jacobsson
argued, Italy should be able to stop inflation in its tracks and restore confidence in
the Italian currency. This was essential to put Italy on a sustainable growth path.
Rampant inflation and currency depreciation had only served to stimulate hoard-
ing—farmers and even manufacturers withholding their produce from the market—
and to discourage commercial credit and in particular foreign direct investment.
Thus, in Jacobsson’s view, monetary stabilisation had to be the central tenet of gov-
ernment policy, even if it meant temporarily slowing down the pace of reconstruc-
tion by means of a reduction in public spending for reconstruction purposes as well
as a stricter regulation of private credits granted by the banks.'® Foreign (mainly US)
aid, of which Italy was to receive substantial amounts through the European
Recovery Program (Marshall Plan), ought to serve primarily to add to Italy’s
depleted foreign exchange reserves. Such stability-oriented policies might bring
additional hardship in the short term but were, in Jacobsson’s view, the only way
that in the end would allow Italy to “modernise its industrial equipment and to
reconstruct its economic life more speedily and more effectively than would other-
wise be possible”."

In essence, Jacobsson’s report came out as a strong and carefully argued endorse-
ment of the policy propagated by the Bank of Italy and by the Christian Democrat
and conservative elements in the Italian government. This was all the more impor-
tant as it came from an international expert, an outsider to Italian politics, who,
moreover, enjoyed excellent contacts in the central bank world generally and with

town who through you came in touch with the great currents of interests and ideas of the capitals
of the world”. UNIBAS-HAN, Basel, NL 324, B 140 — Nachlass Per Jacobsson, Correspondence
Paolo Baffi, letter Baffi to Jacobsson, 21 February 1947.

7BISA, 9.1.002 — BIS, Monetary and Economic Department (1947), Izaly’s Economic and
Financial Position in the Summer of 1947 (CB 200), Basel: Bank for International Settlements, 79 p.

8BISA, 9.1.002 — Italy’s Position, p. 75.
YBISA, 9.1.002 — Italy’s Position, p. 79.
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the United States monetary authorities —Italy’s main external creditor—in particu-
lar. As Donato Menichella, the Director General and later Governor of the Bank of
Italy, testified: “[Per Jacobsson] stood by us with advice and encouragement and
was ready to vouch for the successful outcome of our attempts to re-establish mon-
etary stability. He spoke in our support to the many prominent financial personali-
ties on both sides of the Atlantic whom he met in his capacity as Economic Adviser
and Head of the Monetary and Economic Department of the Bank for International
Settlements, and thus his attitude did much to secure for us the understanding and
confidence of the various international credit institutions with which we subse-
quently had important and cordial dealings” (Menichella 1966, p. 6).

Luigi Einaudi would be instrumental in implementing the proposed stability-
oriented policies.?® In January 1947 prime minister De Gasperi and Bank of Italy
Director General Donato Menichella had travelled to the USA, where they obtained
a politically important US$ 100 million loan from the US Export-Import Bank. On
the occasion, the Italian delegation was also made aware of the impending change
of policy of the Truman administration, promising increased financial assistance to
those countries whose stability was seen to be threatened by growing communist
and Soviet influence (Truman doctrine). Upon his return to Italy, prime minister De
Gasperi pushed through a cabinet reshuffle, in which the left lost control over the
key ministries dealing with economic and financial affairs. In February 1947, Bank
of Italy Governor Einaudi wrote a letter to the new minister of the Treasury, the
Christian Democrat Campilli, in which he pleaded for a new system of imposing
minimum reserve requirements on banks, so that the Bank of Italy would dispose of
a more efficient instrument to regulate the volume of credit granted through the
banking system (Ricossa 2003, pp. 403—404). Bank of Italy experts had been work-
ing on the details of such a scheme under the guidance of Donato Menichella since
December 1946. However, the government was increasingly paralysed by internal
antagonism and with inflation out of control and the lira sliding further, a crisis of
confidence took hold (Mershon 2002, pp. 41-42). De Gasperi let things come to a
head, provoking a cabinet crisis in May 1947. He tried to leverage the crisis and the
threat of a new left-wing government to obtain additional financial support from the
USA, but the Americans were reluctant to commit unless a new government were to
take decisive action to stabilise the Italian economy and finances. On 31 May, De
Gasperi took the leap of faith and announced the formation of a new Christian
Democrat-dominated cabinet, from which the socialists and communists were
ousted and to a large extent replaced by liberal-minded technocrats, the most impor-
tant of whom was central bank Governor Luigi Einaudi as the new Minister of the
Budget and Deputy Prime Minister.

In spite of this, additional American aid was not immediately forthcoming, as the
US administration was not convinced that the new government would be able to
hold its line under pressure from the left-wing opposition. However, on 5 June 1947,
less than a week after the formation of the new government, US Secretary of State
Georges Marshall announced a far-reaching multilateral European Recovery

20 A very lucid analysis of the 1947 crisis in: Martinez Oliva 2005.
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Program (Marshall Plan), from which Italy would benefit as of the beginning of
1948. This, together with a new-found dynamism and unity of purpose within the
government produced a favourable psychological effect. For the first time in a long
time the lira’s exchange rate began to strengthen. The new De Gasperi government
announced its stabilisation programme in August 1947 and implementation was
forced through in September, despite fierce opposition from the left. The most
important measures included the application by the Bank of Italy of the new system
for imposing minimum reserve requirements on banks (used actively to curtail the
granting of non-productive credits), spending cuts and the raising of the discount
rate from 4 % to 5.5 %. The new, stabilisation-oriented policy produced a shock-
effect. As of October, the cost of living and wholesale price indices began to drop.
The disinflation process would continue until the end of 1948 and price increases
would remain moderate thereafter throughout the 1950s. Returning confidence
expressed itself in the strengthening of the currency and an increase in savings.
Martinez Oliva credits the 1947 stabilisation with setting “..Italy on the virtuous
path that led it within a decade to hold a prominent position among the European
economies” (Martinez Oliva 2005, p. 3).

It would seem then, that the stabilisation policies advocated by experts in the
Bank of Italy and endorsed by external experts such as Per Jacobsson were fully
vindicated. Luigi Einaudi, who was rightly seen as the main architect of Italy’s
restored financial and monetary stability, was elected President of the Italian
Republic on 11 May 1948. However, the battle was not yet entirely won. Throughout
1948-1949, the Christian Democratic government, which reinforced its position in
the bitterly fought elections of 18 April 1948, maintained its stability-oriented, anti-
inflationary stance. Fierce opposition came, as was to be expected from the left-
wing parties and labour unions, but also from a much less expected quarter, the
Economic Cooperation Administration (ECA), the US government agency set up in
1948 to administer the Marshall Plan aid. In their country study on Italy, published
in February 1949, the ECA experts criticised the Italian government for its “exag-
gerated fear” of inflationary pressures and called for expansionary measures
(“aggressive action”), particularly through the launching of a huge public invest-
ments programme (ECA 1949, p. 2 and p. 21). The Italian economy, they argued,
was being held back by a lack of private investment, under-utilisation of existing
industrial capacity, and low productivity —particularly in the dominant agricultural
sector. The ECA experts were not impressed by the Italian government’s economic
programme for 1949 and beyond, which entailed only a relatively moderate increase
in investment expenditure (ECA 1949, pp. 45-53). They were of the opinion that in
view of the high unemployment rates in the cities and on the countryside — with a
lot of hidden unemployment in agriculture — economic expansion and job creation
ought to be the Italian government’s top priorities.>! And since private finance was
not forthcoming, the state had to step in on a much more significant scale than had
hitherto been the case.

21“Clearly, the continued under-utilization of a considerable part of industrial capacity is inconsis-
tent with the objectives of the recovery program and will not contribute to a solution of Italy’s
fundamental employment problem”. ECA 1949, p. 35.
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The criticism stung, particularly because it came from Italy’s foremost donor and
ally. The Italian government and the Bank of Italy felt it important to refute the
arguments put forward by the ECA report, if only to justify why they thought it
essential to stick to an orthodox policy stance. In this context, the Bank of Italy, now
headed by Donato Menichella who had succeeded Einaudi as Governor, approached
Per Jacobsson once more, asking him to update his 1947 report on Italy’s economy
and finances. Jacobsson was happy to oblige. The updated and much extended BIS
report Economic and Financial Problems of Italy in the summer of 1949 was distrib-
uted, in a limited edition, on 1 September 1949.2? In it Jacobsson, not surprisingly,
sang the praise of the policy change initiated in May 1947 under the guidance of
Einaudi. Part of the success in restoring monetary stability, he wrote, had been the
psychological factor: “the knowledge that the economic and financial policy was
being firmly directed and applied”.* But more remained to be done: “Considerable
results have been attained by the politics thus adopted, as is borne out by the statis-
tics and is, moreover, manifest to any regular visitor to Italy. But the undeniable
success, of which the country can be proud, does not mean that all is well”.?*
Jacobsson listed four key weaknesses that required “unremitting thought and
action”: the persistent high level of unemployment, the budget deficit, a lack of
rationalisation in certain industries (e.g. electricity production), and weak savings
and distortions in the credit policy.

Significantly, Jacobsson devoted considerable attention in the report to the issue
of unemployment, with the aim of demonstrating that a sudden expansion of credit
and public investment was not the right solution to the problem. While he recog-
nised that the acute situation in Southern Italy warranted “some altogether extraor-
dinary form of financing” to boost investment, he strongly cautioned against a
general credit expansion with the aim of absorbing under-utilised resources. The
arguments he developed were completely counter to the earlier advice from the
ECA experts to do exactly that, by trying to disprove their Keynesian premises and
by stressing the danger of overly expansionist policies igniting a renewed bout of
inflation. Jacobsson’s main argument was that much of the Italian unemployment
was structural rather than cyclical, given the shortfall of productive capacity. As a
result, increased public spending would not necessarily increase productive
investment, but would most definitely lead to an increase in consumption spending,
which at the current state of the Italian recovery could not possibly be met by
domestic production of consumption goods and would therefore inevitably boost
imports, thus upsetting the balance of payments and creating dangerous inflationary
pressures. In essence, the BIS report held that the Italian budget for 1949—1950 was
already mildly expansionist and that this was about as much as could be safely done
in the prevailing circumstances.” Projected investment expenditure from both the

2BISA, 9.1.002 — BIS, Monetary and Economic Department (1949), Economic and Financial
Problems of Italy in the summer of 1949, Basel: Bank for International Settlements.

BBISA, 9.1.002 — Economic and Financial Problems of Italy, p. A5.
#BISA, 9.1.002 — Economic and Financial Problems of Italy, p. A17.
BBISA, 9.1.002 — Economic and Financial Problems of Italy, pp. F1-F22.
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state and private enterprises would likely absorb all resources available from domes-
tic savings and foreign aid. Any expansion of investment and of bank credit beyond
this level would endanger monetary and financial stability and would, moreover,
interfere with the necessary process of industry rationalisation and reorganisation.
For some time still, Italy would have to rely on foreign aid (mainly through the
Marshall Plan), while giving priority to rebuilding its monetary reserves and stimu-
lating domestic savings. The argumentation developed in the BIS report fitted in
perfectly well with the “Italian economic policy makers’ [mobilisation] of conser-
vative foreign economists ... who agreed with the Italian government’s set of priori-
ties and policy sequencing” in response to the publication of the ECA report.?

The passionate debates in the years immediately following the war subsided in
the 1950s, when Italy embarked on a genuine economic expansion cycle. The
Korean war (1950-1953) boosted demand for industrial products, but also led to a
rapid rise in commodity prices. Italy avoided major balance of payments problems
thanks to its monetary reserves that had been prudently accumulated from the late
1940s onward. A stable base for economic growth was thus maintained. The Italian
economic miracle during the 1950s and 1960s was the result of a strong catch-up
process facilitated by a huge unused labour supply (and hence moderate wage pres-
sures), with an increasingly strong export sector benefiting from an undervalued
currency (Di Nino et al. 2013, pp. 372 ff.). Public investment, particularly in utilities
and in motorway construction, played an important role. Thus, in the end, during the
1950s, Italian policy makers followed both the central bank’s call for continued
orthodoxy and the Keynesian advice to increase public spending put forward in the
ECA report (De Cecco 2013, pp. 143—-147). It would seem they managed to get the
best of both worlds.

3.2 More ‘Sound Policies’: Denmark, Austria,
The Netherlands, France, 1947-1949

Over the next few years, Per Jacobsson and the BIS Monetary and Economic
Department (MED) made the type of country study Jacobsson had done for Italy
their trademark. There were good reasons for this. The IMF was as yet not ready to
perform this kind of detailed analysis, which was informed to a large extent by per-
sonal visits and close contacts with local experts. Most importantly, the prospect of
Marshall Plan aid—first announced in June 1947 —acted as a powerful external
incentive for European countries to put their house in order.?’ Individual countries

2De Cecco 2013, p. 143. Paolo Baffi of the Bank of Italy explicitly congratulated Jacobsson on
those pages in the report that dealt with the refutation of the Keynesian arguments for credit expan-
sion: UNIBAS-HAN, Basel, NL 324, B 140 — Nachlass Per Jacobsson, Correspondence Paolo
Baffi, letter Baffi to Jacobsson, 26 September 1949.

27 As Per Jacobsson wrote: “The receipt of aid under the European Recovery Program imposes
upon each country not only a legal, but even more a moral, duty to put its own house in order”.
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were keen to prove that they were not basket cases, and were deserving of the maxi-
mum amount of US aid. A detailed survey, undertaken by an independent expert, of
the financial and economic recovery efforts that were already underway was cer-
tainly helpful in getting the point across.

Practically simultaneously with Jacobsson’s work on Italy, MED completed a
survey of the Danish economy and finances.?® The focus was on Denmark’s postwar
problems, particularly with regard to restoring productive capacity, reestablishing
trade relations and the relative overvaluation of the Danish krone. Later in 1947,
Jacobsson was invited by the Governor of the Austrian National Bank to visit
Austria. Jacobsson was in Vienna in November 1947, and again, with other MED
colleagues, in January 1948. This resulted in a report on Austria, distributed inter-
nally and to the Austrian National Bank on 1 March 1948. It focused on the by then
habitual issues: postwar reconstruction, the budget, currency and credit, price struc-
ture and inflation, international economic relations.”” The BIS report found a lot to
commend in the reconstruction policies embarked upon by the Austrian authorities,
for instance with regard to the currency reform of November 1947. At the same
time, the discrepancy in prices between the official and black market, the continued
division of the country into four occupation zones and Austria’s disappointing
export performance remained causes for concern and pointed to a continued need
for foreign aid for some time to come.

The report on Austria had barely been finished, when Jacobsson was invited by
the President of the Netherlands Bank, Marius Holtrop, who was also a member of
the BIS Board of Directors, to visit the Netherlands and shed light on its postwar
economic and financial problems. Jacobsson spent some time in Amsterdam, The
Hague and Rotterdam at the end of June 1948, just after the BIS’s Annual General
Meeting had taken place in Basel. He summarised his views in a long letter to
Holtrop, which was subsequently published as a report for internal distribution.*® In
the Netherlands, Jacobsson found a somewhat different atmosphere from that pre-
vailing in Italy or Austria. The country had suffered greatly during the final stages
of the war (it was not fully liberated until the German capitulation on 8 May 1945),
which had not only caused substantial human suffering (the “hunger winter” of
1944/1945) but had in turn created a strong sense of solidarity and national cohe-
sion. This, in a way, had made it easier for the Dutch population to accept the imme-
diate postwar policy of austerity as well as the continuation of stringent price
controls, regulations, and government subsidies supporting basic consumption.

BISA 9.1.002 — BIS, Monetary and Economic Department (20 July 1948), Letter from Per
Jacobsson to Marius Holtrop (CB 207), Basel: Bank for International Settlements, p. 17.

#BISA, 9.1.002 — BIS, Monetary and Economic Department (6 January 1947), Some Economic
and Financial Problems in Denmark (CB 195), Basel: Bank for International Settlements, 41 p.
2BISA, 9.1.002 — BIS, Monetary and Economic Department (1 March 1948), The Economic and
Financial Position in Austria at the beginning of 1948 (CB 205), Basel: Bank for International
Settlements, 84 p.

BISA, 9.1.002 — BIS, Monetary and Economic Department (20 July 1948), Letter from Per
Jacobsson to Marius Holtrop (CB 207), Basel: Bank for International Settlements, 27 p.
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Jacobsson was somewhat surprised to find that “... in the Netherlands even people
with liberal views thought that control had been necessary and still was so in many
fields”.*" In order to alleviate the burden on the budget, Jacobsson — in line with the
Netherlands Bank itself — recommended that food subsidies be reduced, but only
gradually. In view of the large budget deficit, further aggravated by the costly colo-
nial war fought in the Dutch East Indies (Indonesia), the Netherlands would be well
advised to adopt immediate policy measures aimed at reducing government spend-
ing, tightening the money market and increasing earning capacities through interna-
tional trade. Given its history and economic orientation, the country’s true interest,
surely, was “bound up with a return to a system of free multilateral trade”.*

The last of these country studies concerned western Europe’s second-biggest
economy, France. In the autumn of 1948, Per Jacobsson had been invited by the
Bank of France to write a detailed report on the financial and economic situation of
France after the war. Abundant statistical data were provided by the French mone-
tary authorities, and Jacobsson and his staff in Basel worked on the report through-
out the winter of 1948—1949 (Jacobsson 1979, pp. 233-235). Running up to 264
pages, the report was distributed in a few hundred copies to BIS member central
banks and other interested parties in March 1949.%* It was quite critical of French
policies pursued during the immediate postwar years. Huge budget deficits had been
covered in part by printing more money. The balance of payments deficit had drawn
down France’s gold and foreign exchange reserves. Rising prices had been offset by
corresponding abrupt increases in money wages. In general, there had been very
little resistance against the ensuing and highly detrimental wage-price inflation
cycle, which led Jacobsson to blame excessive government deficit spending as the
main “root of the trouble”.** The result was a complete lack of confidence in the
French franc, and hence very little propensity towards saving. Jacobsson was
naturally not enamoured with France’s complex foreign exchange regulations,
allowing for multiple official exchange rates. On top of that, import restrictions on
consumer goods had tended to shield French production from foreign competition,
thereby eroding its own external competitiveness. The report warned against “a mis-
taken belief in the adequacy of controls” of prices and exchanges to address France’s
current problems.* In his conclusions, however, Jacobsson, true to his own nature,
sounded an optimistic tone. The problems may have been serious and manifold, but
“the task is certainly not impossible”.*® The first priority had to be restoring the bal-
ance in France’s public finances, because “...the primary problem of France today
is the monetary problem, and the monetary problem is largely, though, of course,

SIBISA 9.1.002 — Letter Jacobsson to Holtrop, p. 5.
2BISA 9.1.002 — Letter Jacobsson to Holtrop, p. 15.

BBISA 9.1.002 — BIS, Monetary and Economic Department (March 1949), The post-war
Economic and Financial Position of France, from the Liberation to the Beginning of 1949 (CB
210), Basel: Bank for International Settlements.

#BISA 9.1.002 — BIS (1949), The post-war Position of France, p. F3-F4.
BBISA 9.1.002 — BIS (1949), The post-war Position of France, p. F1-F8.
BISA 9.1.002 — BIS (1949), The post-war Position of France, p. A31.
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not wholly, a reflection of the budget problem”.?” Reforms initiated from late 1948

onward were promising in this context. The continued US aid provided through the
Marshall Plan was important because it gave France the necessary breathing space
to push through further necessary reforms.

The common theme in these different reports was that currency stabilisation and
budgetary balance (or at least something approaching budgetary balance) were the
essential prerequisites to setting these countries on a sustainable growth path. In
other words: first monetary and financial stability had to be guaranteed; then it
would be possible to get rid of the ubiquitious regulations, restrictions, subsidies
and price controls inherited from the war that created distortions in the market place
and weighed too heavily on the state budget; and only then economic (and social)
expansion could really take a hold. Within this ideal sequence, it was of paramount
importance to bring down inflationary pressures as quickly as possible. This can be
typified as an orthodox, neo-liberal (a word often used by Jacobsson himself) policy
stance, as opposed to the demand-management policies in Keynesian style applied
at various times in many western countries after the Second World War. Quite obvi-
ously, Jacobsson felt more sympathy — and admiration — for those countries that, by
drastic measures, had achieved early stabilisation after the war, such as Belgium,
Denmark and Italy, than for those that seemed to drag their feet or maintained tight
controls in support of different policy priorities — cheap credit, full employment —
such as the United Kingdom, Sweden, and, at least for a while, France.*

However, this opposition should not be turned into a caricature. Jacobsson and
his MED colleagues were not blind to the pressing social (and political) expediency
of government subsidies, price controls (for instance for basic foodstuffs) and for-
eign exchange restrictions in postwar Europe. If their policy advice to individual
countries was very straightforward and consistent as regards its ultimate goals
(reestablishment of monetary and financial stability; budgetary and balance of pay-
ments balance; cutting back of restrictions and controls in favour of free market
forces; restoring currency convertibility and multilateral trade), there was nonethe-
less considerable leeway in how best to reach these goals. In the case of the
Netherlands, Jacobsson recognised that there was merit in maintaining certain price
controls for somewhat longer than was strictly speaking necessary. In the case of
France, the application of multiple exchange rates, though in contradiction with
IMF policy, was deemed tolerable, at least for as long as prices did not converge
sufficiently and controls could not be relaxed without further endangering France’s
already strained balance of payments. In the case of Italy, the BIS report came out
squarely in favour of a state-sponsored development programme to stimulate the
economy in Southern Italy. The specific circumstances of each country always had
to be taken into account, and determined how rigid or flexible the application of the

TBISA 9.1.002 — BIS (1949), The post-war Position of France, p. B1.

3¢« _those countries that have pursued flexible interest policies in the period since the Second World
War have been able to expand their production just as much as — or even more — than those which
have stuck obstinately to cheap money, and (..) the former countries have, in fact, been more success-
ful than the other countries in avoiding harmful monetary disturbances” (Jacobsson 1958a, p. 15).
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policy principles had to be (Jacobsson 1958a, pp. 36-37). Importantly, Jacobsson
emphasised again and again the international element: the need to restore mutlilat-
eral trade, and to lower prices and increase efficiency through international compe-
tition. He was a great believer in the discipline imposed by open markets and in the
benefits of genuine international exchange. He saw great advantages in a closer
cooperation between European countries, as stimulated by the US Economic
Cooperation Administration, distributing and supervising the Marshall Plan aid,
and later by the OEEC. These were, in short, the policy principles Jacobsson always
tried to stick to, also later as Managing Director of the IMF.

3.3 The West German Balance of Payments Crisis, 1950-1951

The economic analysis and policy advice provided in the BIS country studies was
in demand with European central banks during the critical reconstruction phase fol-
lowing the Second World War. This is hardly surprising: the BIS provided an inde-
pendent view, it came for free, and did not commit the recipient country to anything.
That would be quite different for the next piece of country advice Per Jacobsson was
called upon to deliver. This time it concerned West Germany.*

In 1947, the BIS had become involved in the intra-European Agreement on
Multilateral Monetary Compensation, aimed at restoring multilateral payments
between European economies and thereby preparing the way for the return to full
currency convertibility as envisaged by the Bretton Woods agreements. The BIS
was designated as the agent to whom the participating countries had to report their
bilateral payment balances each month with the aim of offsetting deficits against
surpluses. However, it was only with the establishment of the European Payments
Union (EPU) in September 1950, under the aegis of the OEEC, that a truly multilat-
eral system was inaugurated, in which countries settled their cumulative payment
surpluses and deficits with the Union as a whole rather than with each individual
country bilaterally (Kaplan and Schleiminger 1989). Any country that ran a trade
balance deficit with its EPU partners was required to settle only part of it in gold or
convertible dollars; the largest part could be converted into longer-term credits. This
allowed deficit countries to save on their scarce foreign exchange and gold reserves.
However, the total amount of credit available to any given country was capped by a
system of country quotas. Also, to avoid placing the burden of adjustment too heav-
ily on the surplus countries, the deficit countries were committed to gradually liber-
alise their trade with all EPU partners. Thus, in exchange for accepting the temporary
immobilisation of their surpluses through credits, the countries running surpluses
avoided the risk of trade discrimination by deficit countries seeking to reduce their
deficits. Finally, it was planned that, as time went by and the European economies
gained strength, the debtor countries would increasingly settle their deficits vis-a-
vis the EPU in gold and convertible currencies, relying less and less on credits. This

¥This section reproduces parts of Clement 2006.
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was indeed what happened, and by 1958 almost all deficits were settled 100 % in
gold or cash, whereupon the EPU was wound up, and full current account currency
convertibility was achieved throughout Europe.

The BIS was called upon to act as the agent for the EPU, assembling all bilateral
trade balances and calculating the net position of each EPU member on a monthly
basis. In its capacity as agent, the BIS reported to the EPU Managing Board, based
at the OEEC in Paris. Soon, a close network was woven between Paris and Basel,
with BIS experts attending the EPU meetings in Paris and the central bank
Governors, on the occasion of their regular meetings in Basel, informally discussing
the operations of the EPU.%

Barely established, the EPU was faced with its first crisis.*! By 1949-1950, the
West German economy, spurred on by the successful currency reform of June 1948,
had finally launched headlong into a frenzied postwar reconstruction boom. In the
autumn of 1950, however, the inexorable rise in imports at a time of rising commod-
ity prices caused by the Korean War, combined with Germany’s still weak reserves
position, had produced a severe payments imbalance. Under the EPU rules, West
Germany was able to offset its trade deficit with some EPU countries through sur-
pluses with others, while the residual deficit had to be settled only partly in gold and
dollars, with the largest part being automatically transformed into an EPU credit.
Such credit, however, was only granted up to the maximum of a given country’s
quota with the EPU. Once the quota was exceeded, the entire deficit had to be set-
tled in gold or dollars. From the start of the EPU in July 1950 until the end of
October, West Germany’s net cumulative deficit reached US$ 289 million. It was
predicted that if deficits continued at the same rate, the country’s US$ 320 million
quota with the EPU would be exhausted by mid-November.

The very first meeting of the EPU Managing Board, held in Paris on 20-22 October
1950, tried to tackle the crisis, but participants were not able to reach a consensus on
the appropriate method. Some felt that Germany should bear the consequences of its
predicament as it had failed to take timely corrective action. Others argued that trade
liberalisation in Germany ought to be reversed in order to restrict imports, while still
others believed that there was a case for making additional foreign exchange available
to Germany through a special EPU loan. In the knowledge that this was the first major
test case for the EPU’s authority and resolve in addressing serious payments imbal-
ances, the EPU Board eagerly sought to break the deadlock and therefore called on the
opinion of two experts: Alec Cairncross (1911-1998), who was economic adviser to
the OEEC, and Per Jacobsson, who held the same position at the BIS.

“Hubert Ansiaux of the National Bank of Belgium, who attended the meetings of the EPU
Managing Board as Chairman of the OEEC Intra-European Payments Committee, was at the same
time alternate member of the BIS Board of Directors. Two of the nine initial voting members of the
EPU Board — Carli for Italy and Calvet for France — would later also become members of the BIS
Board of Directors.

*1'0n this episode, see in particular: Kaplan and Schleiminger 1989, pp. 97-117; Jacobsson 1979,
pp- 236-245; Holtfrerich 1999, pp. 333-341. Also: Alec Cairncross, “Report on visit to Germany
28 October to 3 November 19507, DBHA, N2/K3 — Europdische Zahlungsunion, Cairncross-
Jacobsson Mission 1950.
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Time was of the essence. The choice of Jacobsson as an expert proved particularly
fortuitous as he had already, through the BIS network, established a close relation-
ship with one of the main interlocutors of the EPU experts, Dr Wilhelm Vocke
(1886-1973), the President of West Germany’s new central bank (Bank deutscher
Liinder). Indeed, Vocke himself took the initiative to call Jacobsson in Basel the day
after the EPU Board had invited the two experts to report on the German situation.
The very next day, Jacobsson travelled to Frankfurt for a series of meetings with
Vocke and other officials from the German central bank as well as members of the
Allied Banking Commission.*> Quickly assessing that the situation was less dra-
matic than feared, Jacobsson joined a small chorus of voices urging the Germans,
and the central bank in particular, to resist calls for a suspension of trade liberalisa-
tion and to instead tackle the situation through monetary and fiscal means. In his
talks with Vocke, Jacobsson was emphatic that the central bank should decide on an
“... impressive increase in the discount rate” and should do this immediately, as
otherwise it would make “... a lamentable impression”. Fortified by Jacobsson’s
firm opinions, Vocke participated the following day in a marathon session of the
central bank council in which, exceptionally, Chancellor Adenauer and several cabi-
net ministers also took part. Finally, the council, overruling Adenauer’s strong
objections, increased the discount rate from 4 % to 6 %.

All of this had taken place even before Alec Cairncross reached Frankfurt to
embark with Jacobsson on the EPU experts’ official consultations on the German
situation. Cairncross may have been somewhat irked by Jacobsson’s swift action,
but this did not prevent the two men from developing an excellent working relation-
ship. They presented their oral report to the EPU Managing Board scarcely 1 week
later, arguing that, given the right policy mix, Germany’s payments position was
bound to improve dramatically over the months to come.” The diagnosis of the
experts was the basis for the Managing Board’s recommendation of 6 November
1950 — adopted by the OEEC Council on 13 December — to grant a first ever EPU
special credit of US$ 120 million to West Germany.

The EPU Board was swayed to support a special credit with some difficulty, and
there were strings attached. First, the policy recommendations to the German gov-
ernment contained in the experts’ report were taken over by the EPU Board. These
recommendations included the maintenance of the DM exchange rate (no devalua-
tion); an increase in German income and turnover taxes; the avoidance of deficit
spending in favour of a balanced budget, not just at the Federal but also at the
regional and local levels; and a centralisation of power and strengthening of the
authority of the Bank deutscher Linder. Germany was also expected to better pace
the granting of import licenses, without, however, going back on its commitment to

42 Among them was Otmar Emminger, later President of the Bundesbank, then economic adviser to
the Bank deutscher Lander, for whom these talks were the start of a “close and trusted friendship”
with Jacobsson and the basis for their future cooperation at the IMF (Emminger 1986, p. 52).
“The written report of the experts was submitted 2 weeks later: Organisation for European
Economic Co-ordination, MBC(50)13, European Payments Union: Consideration of Germany'’s
Position, 20 November 1950.
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trade liberalisation.* The release of the US$ 120 million credit was made subject to
the submission by Germany of a detailed programme outlining the implementation
of policy measures compatible with these recommendations in a way that was
acceptable to the EPU Board and OEEC Council. The German government delega-
tion duly submitted such a programme. It was accepted by the OEEC Council on 13
December 1950, freeing the way for the release of the US$ 120 million credit. In
order to monitor the implementation of this programme, the EPU Board was
empowered to “... keep under review the economic and financial situation in
Germany and the implementation of the ... programme”, while the German govern-
ment was required to “supply the Managing Board with all the information required
for this purpose”.*

In other words, there was a lot of conditionality attached to the granting of the
EPU credit to Germany. To put this into a broader perspective, what Germany
received in return for agreeing to EPU monitoring was an additional US$ 120 mil-
lion that it could draw on to cover its trade deficit with its EPU partners. These US$
120 million (or DM 504 million), represented only 18 % of the total deficit incurred
on Germany’s current account over the whole of 1950 (US$ 673 million), and just a
little over 0.5 % of West German GDP at the time.* Significantly, though, it repre-
sented no less than 55 % of West Germany’s total gold and dollar reserves at the end
of 1950. It is very likely that without the credit Germany probably would have been
forced to halt trade liberalisation altogether and leave the EPU.¥

Once the credit had been granted, the outcome of the crisis was by no means
self-evident. When during the first 2 months of 1951 Germany’s position seemed to
deteriorate further and the government — with the approval of the EPU Board — was
forced to suspend trade liberalisation after all, the experts’ opinion was increasingly
questioned. Jacobsson even felt ostracised at the February Board meeting of the
BIS. Soon, however, the experts were fully vindicated. In March 1951, West
Germany, for the first time, showed a surplus in its EPU accounts. The surpluses
grew over the next months. By the end of May, the EPU special credit was reim-
bursed in full, ahead of schedule. This successful outcome had the welcome side-
effect of putting the EPU firmly on the map and strengthening the authority and
independence of the German central bank vis-a-vis its government. Jacobsson, for
his part, felt that the German episode confirmed once more the soundness of an
essentially orthodox monetary and fiscal approach to any cyclical balance of pay-

“OEEC Council, The position of Germany in EPU, Report by the Managing Board of the EPU,
C(50)315, Paris, 13 November 1950.

OEEC Council, Decision on the settlement of the deficits of Germany within EPU (adopted by
the Council at its 117th meeting), C(50)342, Paris, 13 December 1950, p. 4.

“Figures taken from: OEEC, European Payments Union, Consideration of Germany’s Position
(experts’ report submitted by Per Jacobsson and Alec Cairncross), MBC(50)13, 20 November
1950, p. 46. West Germany’s current account balance: Kaplan and Schleiminger 1989, p. 101.
West Germany’s GDP: Mitchell 2003, p. 916.

4TWest Germany’s official gold and dollar reserves stood at a mere US$ 222 million at the end of
1950. Bank for International Settlements, Twenty-first Annual Report, Basel, 1951, p. 163.
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ments problems (Jacobsson 1979, pp. 243-245). In the years that followed,
Jacobsson continued to make the case for such reforms, and more generally for poli-
cies that should allow European countries to get rid of excessive controls and
achieve free currency convertibility at the earliest possible date.*®

4 Concluding Remarks

Per Jacobsson’s nomination as the IMF Managing Director in September 1956 came
like a bolt from the blue. The idea was first floated by Randolph Burgess (1889—
1978) in a private letter to Jacobsson dated 28 May 1956: “This is just to tell you
very confidentially and informally that I have been playing a little with the idea of
suggesting your name to the Directors of the Monetary Fund to succeed Rooth. My
belief is that what they need more than anything else is a personality who can talk to
people in a way that will carry influence, and I know of nobody who can provide that
sort of leadership better than you can. I know this is a little shocking and perhaps a
disturbing idea to you, but I hope you will just hold your mind open”.* Jacobsson
noted in his diary: “Coming back from Paris I found a letter from Randolph Burgess.
... I was just astonished — it had never occurred to me that I should be thought of for
that position”.>® Burgess and Jacobsson had been good friends since the early 1930s,
when Burgess was Deputy Governor at the Federal Reserve Bank of New York and
Jacobsson had just entered the BIS Monetary and Economic Department. They vis-
ited whenever possible, exchanged letters, sent each other publications, and always
remained in contact, also after 1938, when Burgess had left the Federal Reserve for
a vice-chairmanship at the National City Bank of New York. In 1946, they jointly
wrote a report for the International Chamber of Commerce, in which they argued for
the flexible use of interest rates as a monetary policy instrument (and thus against
the dogma of cheap money).’! In 1953, during the Eisenhower administration,
Burgess had joined the US Treasury, where he rose to Undersecretary rank in 1955.
He was now in a position to put forward Jacobsson’s name for the IMF job:
“Personally, it would mean a great deal to me to see you in this position and my
enthusiasm is shared by my associates in the Treasury”.>> Without even waiting for
Jacobsson’s reply, Burgess started canvassing support for his idea with those people

* See for instance: BISA 9.1.002 — BIS, Monetary and Economic Department (1954), Problems of
the Return to Convertibility, Lecture by Per Jacobsson given at the University of Iceland, Reykjavik,
on 8 September 1954, Basel: Bank for International Settlements.

“UNIBAS-HAN, Basel, NL 324, B 562 — Nachlass Per Jacobsson, Correspondence Randolph
Burgess, letter Burgess to Jacobsson, 28 May 1956.

S UNIBAS-HAN, Basel, NL 324, A/110 — Nachlass Per Jacobsson, Diary 110, entry 19 June 1956.

>lInternational Chamber of Commerce (December 1946), Monetary Problems in the World of
Today, brochure n° 104.

22UNIBAS-HAN, Basel, NL 324, B 562 — Nachlass Per Jacobsson, Correspondence Randolph
Burgess, letter Burgess to Jacobsson 1 June 1956.
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that mattered: through Cobbold and Bolton of the Bank of England, he got the UK
Treasury on board. The matter was soon taken up by the BIS Board of Directors. On
8 June 1956, just days before the BIS Annual General Meeting, Cameron Cobbold,
Governor of the Bank of England, told Jacobsson that he had at first been incredu-
lous when Burgess had approached him — “One sees from the papers on your table
that you are not an administrator”, he added — but that he had changed his opinion:
“We had looked in vain for the name of a candidate on which we all would agree.
After all there are others who can help to administer. Maybe the Fund needs some-
thing else. ... the [UK] Treasury agreed”.>

The other Governors, and particularly the long-standing vice-Chairman of the
BIS Board of Directors Otto Niemeyer, were as yet unconvinced. Jacobsson noted:
“Frere and Niemeyer said the Governors of the BIS wanted unanimously that I
should remain in Basel, and also that I might not succeed at the IMF — a very diffi-
cult task”.>* Nevertheless, throughout the summer support for Jacobsson’s candi-
dacy gained momentum, while he himself quickly decided that the honour and the
challenge were impossible to resist. By mid-September he was in Washington to
sign the contract, and at the beginning of December 1956 he officially took up the
position of Managing Director of the IMF, which he would retain until he died on 5
May 1963.

When Jacobsson moved from Basel to Washington in the autumn of 1956, he
was 62 years old and full of energy. He came to the IMF with a broad experience in
both financial and economic policy analysis and in international negotiations, two
traits that must have made him seem cut out for the IMF job. These qualities and
skills had been honed during over 30 years of international experience, first at the
League of Nations and then at the BIS. But it was arguably Jacobsson’s close
involvement with Europe’s financial reconstruction efforts during the years 1946—
1951 that proved to be the most relevant preparation for his role at the IMF. His
views, and in particular his steadfast commitment to monetary and financial stabil-
ity were well known to, and shared by, those that put him in that position. He would
play his part as IMF Managing Director with gusto.

As argued earlier, during his tenure in Washington the IMF expanded its role and
its activities significantly. Through a quota increase and through the successful
negotiation of the General Arrangements to Borrow (GAB), the IMF increased its
available resources. With a greatly increased membership after decolonisation, the
IMF lending and support procedures became firmly established. And, finally the

S UNIBAS-HAN, Basel, NL 324, A/110 — Nachlass Per Jacobsson, Diary 110, entry 19 June
1956 ft.

S UNIBAS-HAN, Basel, NL 324, A/110 — Nachlass Per Jacobsson, Diary 110, entry 19 June
1956 ff. The Governors apparently nurtured some doubt about Jacobsson’s capacity to successfully
steer a big administration like the IMF. As Governor Frere of the National Bank of Belgium put in
a note to Burgess: “Jac[obsson] is certainly wonderful as an economist but he has absolutely no
administrative capacity and no interest for administrative problems”, BISA, 7.16(3) — BIS
Foundation and History, Baffi papers, Box RBL/B3, copy from National Bank of Belgium files,
letter Maurice Frére to Randolph Burgess, 28 June 1956.
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IMF fully claimed its intended pivotal role in international financial diplomacy,
which during the 1950s and 1960s was particularly strong between the United
States, Japan and the main western European countries — a small circle in which
Jacobsson moved with ease. This last achievement was probably the one closest to
Per Jacobsson’s heart, given that he was a great communicator (he delivered over
100 public speeches during the 6 years and a half he was at the IMF — Horsefield
1969, p. 521), and a consummate — albeit somewhat self-righteous and vain — dip-
lomat (it had been exactly for those qualities that Randolph Burgess had put forward
Jacobsson’s name for the IMF job in the first place).

These were important developments, which had longer-lasting effects. The
liquidity issue would continue to dominate the international debate until the cre-
ation of the Special Drawing Rights (SDR) in 1967-1969 and beyond. The IMF
lending and support arrangements became a mainstay of the international financial
system, particularly after the collapse of the Bretton Woods system in the early
1970s, and followed to a large extent the template that had first been created in the
1950s and early 1960s. Financial diplomacy through the 1960s, 1970s and 1980s
focused primarily on a small inner circle of western, developed countries: the G10,
soon to be even further limited to the G5/G7. One unintended result was an increased
reliance on regional forums and solutions to bypass the extreme concentration of
decision making power into only a few hands (James 1996, pp. 594-599). Repeated
attempts to broaden the basis of the international financial system by including the
systemically important emerging market economies only really bore fruit in the
1990s-2000s, when the G20 superseded the G10.

The years 1957-1963, when Per Jacobsson was the Fund’s Managing Director,
can thus be said to have been a pivotal period in the history of the IMF. Of course
similar developments would no doubt have taken place regardless of who was at the
helm in Washington. Indeed, Jacobsson’s successor, Pierre-Paul Schweitzer, played
an equally important role in strengthening the IMF’s role in international monetary
affairs. Nevertheless, in many instances, Per Jacobsson, in his own indefatigable
way, was a catalyst and active promotor of these changes. In that respect, and cer-
tainly from the IMF’s own point of view, he was the right man in the right place at
the right time. After all, people make history, albeit not in the circumstances of their
own choosing.

Primary Sources

BISA Bank for International Settlements Archive.
BIS, Centralbahnplatz 2, CH-4051 Basel, Switzerland.
Information: www.bis.org/about/archive.htm; contact: archive@bis.org
DBHA Deutsche Bundesbank Historisches Archiv
Wilhelm-Epstein-Strasse 14, D-60431 Frankfurt am Main, Germany
Information: www.bundesbank.de
UNIBAS-HAN  Universititsbibliothek Basel Handschriften.
Address: Schonbeinstrasse 18-20, CH-4056 Basel, Switzerland.
Information: www.ub.unibas.ch; contact: info-ub@unibas.ch
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Chapter 5

International Liquidity Problems in the 1960s:
The Examination of the Minutes

of the Executive Board of the International
Monetary Fund

Yasutoshi Noshita

1 Introduction

One of the features of the international monetary system after World War II has
been the establishment of international financial organizations (Bretton Woods
Institutions) as an integral part of the governance structure to manage the interna-
tional monetary system. However, the views about the role of the international
financial organizations, especially the International Monetary Fund (IMF), have
been largely divided into two approaches.

The first approach is that international financial cooperation among the main
industrialized countries has managed the postwar international monetary system.
Charles Kindleberger argued that the stability of the international monetary system
during the Bretton Woods era (1945-1971) had been supported by the hegemony of
the United States (1970). On the other hand, Susan Strange argued that the hege-
mony of the United States during the Bretton Woods era had led to financial insta-
bility due to the asymmetry of the international monetary system (1971). Although
both are contra-positions on the role of the United States, they had the same position
that the international financial cooperation of the main industrialized countries had
managed the postwar international monetary system.

Since 1971, this approach has been carried forward to the after-hegemony theory
and brought forth the various arguments such as international political economics
and the international relation theories. These theories have analyzed the governance
structure of the international monetary system as the problem of the relationship
between the political and economic interests of the main industrialized countries
(Cohen 2008, p. 24).
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Whether under U.S. hegemony or under the international cooperation of main
industrialized countries, these studies have focused on the international cooperation
of the main industrialized countries. As a result, these studies have overlooked the
significance of international financial organizations in the postwar international
monetary system. However, the various international financial organizations have
been founded since the 1970s. These international financial organizations have
come to play an important role in managing the international monetary system after
the 1970s. Therefore, it has become insufficient to regard the international financial
organizations as conference rooms to promote international cooperation among the
main industrialized countries (Wilki 2012, p. 132). In the face of the growing impor-
tance of the international financial organizations, to focus only on the main indus-
trialized countries in analyzing the postwar international monetary system is a
limited approach.

The second approach is that the international financial organizations newly
established after World War II have played essential roles in managing the post-
war international monetary system. According to this approach, the international
financial organizations could not be ignored in the policy formation of the post-
war international monetary system. In fact, in recent years, there were studies
that have identified the role of international financial organizations in the policy
formation of the postwar international monetary system (Keohan and Nye 1977;
Keohane 1989; Chwieroth 2010; Yago 2010). However, these studies also have
following problems.

Firstly, these studies have mainly focused on the development of international
financial organizations since the 1970s. Secondly, these studies have overestimated
the individual characters, on which policy makers are basing the policy formation of
the international monetary system. Thirdly, these studies have not analyzed the rela-
tionship between the main industrialized countries, the developing countries, and
the international financial organizations before 1971. As a result, these studies have
not analyzed why international financial organizations would be necessary for the
postwar international monetary system. Therefore, this approach has been forced to
base the role of the international financial organizations on the personal characteris-
tics of the policy makers.

Whether the approach to focus on the international cooperation of the main
industrialized countries or the approach to emphasize the role of international finan-
cial organizations, both approaches have overlooked the fact that the formation of
international cooperation in the postwar international monetary system has a unique
characteristic, which differs from other areas of international cooperation. The
international monetary system has to be supported by the private clearing and settle-
ment networks of commercial banks. That fact means that the countries other than
the main industrialized countries have been playing some part in the international
monetary system. The postwar international monetary system has not included only
the main industrialized countries, but also many other countries, especially the
developing countries that became independent from European colonies powers after
World War II. Therefore, only the main industrialized countries and the interna-
tional financial organizations have not been able to form the international coopera-
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tion to manage the postwar international monetary system. The international
financial organizations, especially the IMF have been necessary to fill the gap
between the main industrialized countries and the other countries.

In the face of the speculative increase of the price of gold and the disturbance of
the foreign exchange markets, the reform of the International Monetary System
emerged as an urgent issue in the early 1960s. The issue had been discussed without
a drastic solution but had resulted in the establishment of the Special Drawing
Rights (SDRs) in 1968. There are also the two kinds of approaches in the studies
about the establishment of SDRs.

The first approach is that the establishment of SDRs was determined as a result
of negotiations between the Finance Ministers and Central Bank Governors of the
Group of Ten (G10) and the IMF under the initiative of the United States (Solomon
1982, pp. 66—67). The second approach is that the establishment of SDRs was deter-
mined mainly by the political dynamics between the United States and the United
Kingdom, although the IMF played a unique role (Wilki 2012, p. 11). Although
both approaches appear different, they have the same position that the establishment
of SDRs had been determined by the cooperation among the main industrialized
countries. As a result, neither approach has recognized that non-G10 countries,
especially the developing countries, had proactively been involved in the discus-
sions about the establishment of SDRs.

The purpose of this chapter is to examine the Minutes of the Executive Board of
the IMF on the process of the establishment of SDRs. In the studies so far, it has not
been adequately evaluated the fact that the Executive Board of the IMF won some
concessions from the G10. Due to the failure to evaluate the significance of the
concession gained by the Executive Board, the role of the IMF has still not been
defined in the international cooperation of the international monetary system in the
1960s. The examination of the Minutes of the Executive Board will reveal the rela-
tionship between the international cooperation and the role of the IMF in the inter-
national monetary system in the 1960s.

2 Controversy on the International Monetary Reform
and International Liquidity Problem

In the late 1950s, when Western Europe had recovered currency convertibility in the
current account, the networks of foreign exchange banks began to expand, although
some exchange controls had still been left in place in most countries.

In the international monetary system in the Bretton Woods era, member coun-
tries of the Fund other than the United States had to intervene in the foreign exchange
markets in order to maintain the official exchange rate of their currencies to the
dollar. Whether by the increase of foreign trade or by the expansion of foreign aid,
the dollar-denominated foreign lending by U.S. foreign exchange banks resulted in
increases in foreign exchange reserves through the intervention of each country’s
monetary authority in the foreign exchange markets.



98 Y. Noshita

As big U.S. companies increasingly transformed into multinational companies
and U.S. investors increased their foreign securities investments, the Western
European countries experienced revaluation pressure due to current account sur-
pluses and capital account deficits. Therefore, their monetary authorities bought
dollars and supplied their own currencies at home in order to maintain the official
exchange rates of their own currencies to the dollar. Further, the international activi-
ties of U.S. financial institutions made it easy to raise dollars for speculators to trade
in the foreign exchange markets and the London gold market. Under these financial
circumstances, the increase of speculation in currency and gold had made it difficult
for countries other than U.S. to maintain the official exchange rates of their curren-
cies to the dollar.

As the speculations in currency and gold intensified and began to threaten the
stability of the foreign exchange system beginning in the late 1950s, the main indus-
trialized countries were forced to deal with such situations by international coopera-
tion and by reevaluating their currencies. In fact, West Germany decided to revalue
the Deutsche Mark up by 5 % in March 1961. The Netherlands and several coun-
tries followed this revaluation with their own.

A currency revaluation, however, often gave birth to conjecture concerning other
currency revaluations and led to currency speculation. Therefore, international
cooperation had become indispensable to manage speculation in currency and gold.
The currency speculation in the Deutsche Mark was tranquilized by the conclusion
of the Basel Accord in March 1961. In November 1961, the United States and seven
central banks of major industrialized countries decided to join the London gold pool
to stabilize the market price of gold in the London gold market.

The swap agreement between the central banks of main industrialized countries
was another example of international cooperation. The first swap agreement among
the central banks of main industrialized countries was the agreement between the
Bank of France and the U.S. Federal Reserve Board of Governors in March 1962.
By the end of 1964, the U.S. Federal Reserve Board had signed swap agreements
one after another with the central banks of main industrialized countries, such as the
Bank of England and the central banks of major Western European countries, the
Swiss National Bank and the Bank of Japan. The U.S. Federal Reserve Board even
entered into a swap agreement with the Bank for International Settlements.

The swap agreement was a short-term means to defend the official exchange
rates. In contrast, the issuance of foreign-currency-denominated securities such as
the Rosa Bond was supposed to be used as a means to maintain the official exchange
rate over the medium to long term. In 1962, when Italy had accumulated dollar-
denominated reserves, both the Italian and U.S. governments issued lira-denominated
Treasury bonds. By replacing the dollar with the lira through issuing such bonds,
the United States absorbed the dollars held by Italian government. Thereafter, such
bonds also were issued in West Germany and Austria. However, this type of inter-
national cooperation was not enough to ensure the stability of the international mon-
etary system.

The United States had not made the resolute radical measures to address the
problem of dollar overhang. Rather, the United States was preoccupied with
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half-hearted measures. For example, the United States required Western European
countries to refrain from exchanging dollars for gold. Such measures led to a sharp
rise in the gold price and the further worsening of the dollar overhang problem.

At the Joint Annual Meeting of the IMF and the World Bank (the Annual
Meeting) in 1961, high-ranking officials from each country admitted for the first
time that the international monetary system had not been operating soundly
(Machlup 1964, p. 3). The reform of the international monetary system had become
a problem to be solved urgently. However, as long as the United States hesitated
over reform of the international monetary system, the reform of the international
monetary system did not advance an inch.

In the early 1960s, the United States balance of payments had improved.
However, this improvement was only temporary due to intergovernmental special
deals for the defense of the dollar. In fact, in the first half of 1963, the United States
recorded a huge deficit of 5 billion dollars by subtracting intergovernmental special
deals for the defense of the dollar from the surplus of the balance of payments.

In response to this situation, shortly after his inauguration as President of the
United States Kennedy began to think seriously about international monetary
reform.! Overseas gold purchases by Americans already had been banned by the
Eisenhower administration in 1961. However, in February 1962 the Kennedy
administration considered bold measures to defend the dollar, such as tax reform to
encourage the repatriation of profits earned by foreign private investments. In 1963,
President Kennedy gave a special message on the balance of payments. In this presi-
dential message, it was stated for the first time that the United States would prepare
to discuss the improvement of the international monetary system. Thanks to this
change in the U.S. attitude, the momentum toward international monetary reform
accelerated.

Famous scholars, policy makers, and practitioners had made various proposals
for the reform of the international monetary system.? In confronting the shaking of
the dollar following the pound sterling crisis, various arguments about international

"President Kennedy took an intense and sustained personal interest in the balance of payments
(Odell 1982, p. 96). In May 1962, US Treasury Secretary Robert Roosa said at the International
Monetary Conference in Rome that it was the time to examine the international monetary system
of the future and proposed measures to strength the gold exchange standard system, such as credit
arrangements between countries (Wilki 2012, p. 18). In addition, US Secretary of the Treasury
Clarence Douglas Dillon also expressed in the Annual Meeting in 1963 that it was necessary to
examine the long-term issues of the international monetary system.

2The proposals from academia were directed mainly to the reduction of the dollar balance out-
standing against the holdings of gold. These included (1) Harrod’s plan to reduce the outstanding
balances of the pound sterling and the dollar and to abolish the fixed gold price, (2) Jacques Rueff’s
proposal to make the Bretton Woods system approximate the gold standard, (3) the Composite
Reserve Unit (CRU) plan to use as an equivalent of gold the composite reserve unit (CRU) received
in exchange for the pool (deposit) of the major countries’ currencies. On the other hand, dollar
standard theorists argued that since the US balance of payments deficit was a result of the dollar-
denominated liquidity demand, U.S. deficits would not cause any problem (Eichengreen 1996,
p. 114). Practitioners such as the Brookings Institution and four countries’ central bankers (those
of the United States, West Germany, Switzerland, and Italy) had also presented reform proposals.
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monetary reform had gradually resolved into the three topics of: (1) the problem of
international liquidity, (2) the problem of balance of payments adjustment, and (3)
the confidence problem of the dollar.?

1. The problem of international liquidity was that international liquidity might not
be enough to sustain world economic growth in the postwar international mon-
etary system as long as gold production was limited.

2. The problem of balance of payments adjustment was that the international mon-
etary system had no longer been adjusting the balance of payments between the
United States and other member countries by changing official exchange rates
flexibly. The international monetary system had transformed practically into a
fixed exchange system different from the adjustable exchange system originally
designed at the Bretton Woods Conference.

3. The confidence problem of the dollar was that the balance of payments of the
United States had been deteriorating and the outstanding U.S. dollar-denominated
debt held by other countries had been increasing against the U.S.’s holding of
gold, leading to a loss of confidence in the dollar, which increased the possibility
to run on the dollar.

The problem of international liquidity, the problem of balance of payments
adjustment and the confidence problem of the dollar were closely related to each
other. At the same time, the three problems also involved conflicting interests
between the G10 countries and the non-G10 countries and also between the IMF
member countries and the IMF.

The United States had become concerned that international monetary reform
would lead to the necessity for adjustment of its balance of payments. Therefore, the
United States had previously refused any plans for international monetary reform.
Western European countries observed that balance-of-payment imbalances under-
lay the international monetary instability. Therefore, they considered the U.S. bal-
ance of payments deficit to be the cause of the dollar confidence problem. On the
other hand, they were concerned that the revaluation of their currencies would lead
to an overall review of official exchange rates and a fixed exchange rate system.

The non-G10 countries, especially developing countries, and the IMF joined in
the conflict of interests around international monetary reform. The developing
countries had feared that the supply of international liquidity would be reduced by
the tightening of U.S. monetary policy brought about by international monetary
reform. IMF officials were concerned that the IMF would be excluded from the
international monetary reform. It was Triffin’s Dilemma that offered a solution to
the problem of international monetary reform, which included three complicated
problems and the conflicting interests of member countries and the IME.*

3At the Bellagio Group conferences in 1964, the reform of international monetary system was
sorted mainly into the problems of payments adjustment, liquidity and confidence (Machlup 1964;
Bordo 1993, p. 50). At these conferences, 32 economists participated, who were most influential at
that time. However, the issue of the relationship between economic development and the supply of
international liquidity was avoided from a political point of view (Wilki 2012, p. 30).

4Maxwell Stamp proposed the plan that securities exchangeable with convertible currencies the
IMF held would be issued and such securities would be allocated to central banks (de Vries 1976,
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Already in 1947, Robert Triffin had warned of the vulnerability of the Bretton
Woods international monetary system. According to him, the main cause of the
instability of the postwar international monetary system was the shortage of gold
reserves. On one hand, the decreasing real price of gold had reduced gold produc-
tion since the end of World War II. On the other hand, the decline in the real price
of gold had increased gold demand. Consequently, the relative decrease of the gold
supply should be filled by increasing foreign exchange of both the pound sterling
and the dollar. However, as the outstanding balance of pound sterling had not
increased, the shortage of international liquidity had to be filled by increasing the
supply of dollars through the U.S. current account deficit.

Based on this understanding, he argued that as long as the supply of international
liquidity necessary to the development of the world economy depended on U.S. cur-
rent account deficit, the confidence problem of the dollar would necessarily occur.
On the contrary, the resolution of the confidence problem of the dollar by reducing
the U.S. current account deficit would give rise to a shortage of international liquid-
ity. As long as the supply of international liquidity was based on the U.S. current
account deficit, the confidence problem of the dollar and the shortage of interna-
tional liquidity would present a trade-off that could not be resolved.

The plan for international monetary reform that was proposed by Triffin was to
create a new source of international liquidity like the Bancor, which Keynes had
previously proposed at the Bretton Woods Conference. According to his plan, the
confidence problem of the dollar could be resolved by absorbing the surplus liquid-
ity of each country in exchange for a new reserve. Furthermore, if a new reserve
would be lent to the deficit countries, the supply of international liquidity could
increase with the growth of world trade and the world economy.’

Triffin’s plan could not only resolve the problem of international liquidity but
also make it possible to disconnect the problem of the balance of payments adjust-
ment from the confidence problem of the dollar by the creation of liquidity that
would not be in any national currency. In addition to these benefits, transforming the
problem of international monetary reform into a problem of new liquidity creation
gave the U.S. government more time to improve its balance of payments. Therefore,
Triffin’s theory won the support of not only academia but also policy makers,
including the U.S. Treasury, the financial authorities of many countries, and IMF
officials (Wilki 2012, p. 16).6

p- 19). Stamp’s plan was the first proposal that linked the creation of reserves with development
finance for developing countries (Williamson 1973, p. 716).

3Under conditions in which the foreign exchange activities of private commercial banks are the
major suppliers of international liquidity, the vision of Triffin would not be realized unless the
world’s central banks could put private foreign exchange banks under its umbrella. Triffin tried to
find the optimal international liquidity by using the ratio of international liquidity reserves to
imports (Williamson 1973, pp. 688-689). In this regard, his reform proposals had a problem when
the ratio of international liquidity reserves to imports was decreasing as the international capital
movements became increasingly active.

®In particular, the US Treasury under the Kennedy administration supported Triffin’s theory (Odell
1982, p. 130). The Influence of Triffin theory to the US policy makers can be confirmed in the other
literatures (Bergsten 1975, p. 210; Gowa 1983, p. 43; Nau 1990, p. 138).
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At that time, the revaluation of the gold price for official transactions and the
devaluation of the dollar vs. other currencies had been considered an important
means to solve the current situation of the international monetary system. However,
there were fears that the rise of the gold price and the devaluation of the dollar
would bring about significant pressure on the currencies of all member countries of
the IMF. Therefore, many member countries opposed the rise of the gold price and
the devaluation of the dollar. On the other hand, the United States, other member
countries and the IMF opposed adopting a floating exchange rate system.

There were conflicts of interests between the United States and Western European
countries, non-G10 countries, and the IMF. Under these conflicts of interest, the
matter of international monetary reform had resolved into three problems, namely,
the international liquidity problem, the dollar confidence problem and the problem
of balance of payments adjustment. Moreover, then, the problem of international
liquidity becomes the center of international monetary reform. Further, the problem
of international liquidity had been transformed into the issue of creation of reserves.
Finally, the creation of reserves gradually converged on the establishment of SDRs
(Wilki 2012, p. 18).7

The establishment of SDRs was favorable not only for member countries but also
for the IMF. For the United States, it provided more time to adjust its balance of
payments as well as to relieve the dollar confidence problem. For Western European
countries, it made it possible to avoid the responsibility of surplus countries and
currency reevaluations. On the other hand, it might provide to Western European
countries the means to correct the asymmetry of the Bretton Woods system. For the
developing countries, the establishment of SDRs might bring the possibility of
expanding the supply of international liquidity, which would be essential to their
development. For the IMF, the establishment of SDRs had the benefit of expanding
the business areas of the IMF as long as the reserves would be created as an exten-
sion of Drawing Rights.

The Executive Board in the 1960s was only a multilateral international financial
forum at that time. At the same time, the Executive Board was also a decision-
making body on policy for the international monetary system in the 1960s. Before
examining the minutes of the Executive Board, the role and the personnel composi-
tion of the Executive Board have to be confirmed.

The Executive Board was composed of 20 Executive Directors in total, namely
five appointed Executive Directors and 15 elected Executive Directors, in the period
during which the international liquidity problems had been discussed. The five
appointed Executive Directors were appointed from the five largest fund countries.
The 15 elected Executive Directors were elected from the 15 electoral districts clas-
sified by the weighted voting of member countries. The electoral districts had not
been specified in the Articles of Agreement of the IMF. The electoral districts were
mostly classified according to regions but not always so. As a result, in addition to

7Strange criticized the creation of SDR as the product of compromise putting off the essential
problems such as the adjustment problem of balance of payments, and the roles of gold and dollar
(Strange 1976, p. 258).
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five appointed Executive Directors (U.S., U.K., West Germany, France, and India),
five Executive Directors were elected from the ten main industrialized countries.
On the other hand, the Executive Directors of developing countries consisted of an
appointed Executive Director (India) and nine elected Executive Directors.

The governance structure of the IMF consisted of the Annual Meeting, the Board
of Governors, the Executive Board, and the Managing Director and the IMF Secretariat.
The Annual Meeting was held once a year in the fall, jointly with the World Bank.

The Board of Governors was the highest decision-making body and was com-
posed of two representatives of the member countries, namely, the finance ministers
and central bank governors. The Board of Governors was held once a year. The
voting rights of the Board of Governors were given in accordance with the ratio of
fund contribution (quota) to the IMF.

The Executive board was the executive agency for the ordinary course of busi-
ness of the IMF. The resolutions discussed at the Board of Governors were first
subjected to deliberation by the Executive Board and were then sent to the Board of
Governors to resolve.

The Managing Director served as the representative of the IMF and the chairman
of the Executive Board. He also controlled the IMF Secretariat. The Managing
Director played a decisive role as the chairman of the Executive Board and as the
coordinator of interests between Executive Directors.

The voting at the Executive Board meeting adopted the weighted voting system.
However, most decisions in the Executive Board were usually made unanimously.
As a result, most discussions at the Executive Board meeting had been carried out
thoroughly until some agreement had been obtained. In the 1960s, the Executive
Board had functioned as a global forum and a world discussion and decision-making
body for the international monetary system. Therefore, the Managing Director (who
was the chairman and the coordinator of the Executive Board) had great influence
on policy making for the international monetary system in the 1960s.

3 The International Liquidity Problem in the Minutes
of the Executive Board

3.1 The G10 Plan of Reserve Creation Had the Following
Characteristics

1. The G10 plan was a so-called “dual approach.” Firstly, reserves would be created
and allocated only to a limited group of about 15 countries. Then, these countries
would make resources such as credit lines available to the IMF in accordance
with their allocated amounts of the reserves. On the basis of these resources, the
IMF would establish a new facility or enlarge drawing rights to finance the other
member countries. As a result, all member countries would be supplied reserves.
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2. As for the decision-making on the creation of reserves, the G10 had proposed a
two-tier method of decision-making. The timing and the amount of reserve
creation would first be determined by a limited group of countries that had the
ability to take responsibility for the management of reserves. After that, the IMF
would make the final decision.

The G10 countries claimed that the role of creating reserves should be left to the
main industrialized countries that would have the responsibility and capacity to sup-
port the creation of reserves. In opposition to the G10, the Executive Directors
argued that the creation of reserves would affect not only the G10 countries but also
all member countries and that managing international liquidity was the IMF’s most
important role.

The discussions about the problem of international liquidity at the Executive
Board meetings can be divided into three phases.

The first phase was from the Executive Board meeting on 23rd September 1963
until the Executive Board meeting on 11th May 1966. In this phase, the Executive
Board had been negotiating with the G10 on how to proceed with the creation of
reserves. The second phase was from the Executive Board meeting on 12th May
1966 until the Executive Board meeting on 7th September 1967. In this phase, the
G10 was forced to make some concessions on the procedures for decision-making
on the creation of reserves at the request of the Executive Board. The third phase
was from the Executive Board meeting on 6th December 1967 to the Executive
Board meeting on 16th August 1971. The previous day, on 15th August 1971,
U.S. President Nixon had announced the suspension of dollar-gold conversion. In
this phase, amendments to the Articles of Agreement had been completed at the
Executive Board meeting on 22nd April 1968.

3.2 Phase 1: The Executive Board and the Creation
of Reserves

In response to the sudden death of the ex-Managing Director Per Jacobson, Pierre-
Paul Schweitzer was appointed as the Managing Director on 1st September 1963.
With the change of the Managing Director, the problem of international liquidity
began to be actively discussed by the Executive Directors.® In a meeting on 23rd
September, the Managing Director arranged the discussion of a proposal to issue
a statement about the problem of international liquidity. He thought to use the

8 At the Annual Meeting of the previous year, the draft for expanding the functionality of the IMF
proposed by the former Managing Director Jacobson has been approved. In spite of it, Schweitzer
felt a sense of danger that the IMF might be excluded from the issue of international monetary
reform. Therefore, 18 days was after being appointed the Managing Director, he remarked that
there was a problem in how to proceed with the international liquidity problem (Wilki 2012, p. 21).
Schweitzer was very popular in the IMF and won the support of the developing countries in par-
ticular. This helped to adjust the relationship between the IMF and the United States (ibid., p. 63).
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opportunity for a meeting of the G10, which would discuss the problem of inter-
national liquidity during its Annual Meeting.

The Managing Director welcomed the discussion about the problem of interna-
tional liquidity in an institution outside of the IMF. On the contrary, despite agree-
ing to the proposal of the Managing Director, Executive Director Ahmed Zaki Saad
(United Arab Republic) asserted the need for the leadership and the initiative of the
IMEF, since the problem of international liquidity was related to the interests of
all member countries.” Also, Executive Director J. J. Anjaria (India) added that
developing countries were seeking an increase in international liquidity.

The G10 held a meeting just before the Annual Meeting. At the meeting, the G10
decided to launch the Meeting of the Deputies of the Group of Ten (the Deputies).
The Deputies were established to examine the long-term problems of the interna-
tional monetary system on the condition that the fixed exchange rate system and the
official price of gold would not be changed.

The United States held the position that there were not any international liquidity
problems (Horsefield 1969, p. 541). In addition, since agreeing to the London gold
pool and establishing the General Arrangements to Borrow (the GAB) in 1961, the
United Kingdom and the United States had lost the initiative in the G10 (Weatherford
1988, p. 613). Rather, Western European countries, especially West Germany, had
led the discussion of international monetary reform in the G10.

At the Annual Meeting in 1963, the Managing Director reported that the IMF
would conduct research on international liquidity over the next year.!” The problem
of international liquidity was taken up by the Executive Board meeting on 16th
October, promptly after the end of the Annual Meeting. Executive Director Karl
Skjaevelan (Norway) pointed out that the problem of international liquidity had not
been mentioned in any reports. He suggested that any reform plan should be
proposed at the next Annual Meeting.!! He also criticized the remark by the U. S.
Treasury Secretary C. Douglas Dillon at a press conference during the Annual
Meeting as disuniting the IMF. At a press conference, Secretary Dillon had said that
the work of the IMF should be to protect the interests of the 92 countries other than
the G10.

In 1964, short-term capital outflows from the United States showed a tendency to
increase. During this time, short-term capital movements had increased as dollar-
denominated bank deposits in place of bank acceptance and loans. In contrast to
the United States, West Germany adopted a variety of measures to prevent capital
outflows and inflows in the spring of 1964. Thereby, West Germany was able to
return its current account to a balanced state.

In the meeting on 8th January, the Managing Director reported on the discus-
sions of the meeting of the G10 in December of the previous year. After his report,
he emphasized his assertion that the problem of international liquidity should be
considered from the viewpoint of the IMF as well as the G10 at the meeting of the

°IMF EBM/63/56, September 23, 1963, pp. 14-16.
'IMF 1963, p. 29.
UIMF EBM/63/58, October 16, 1963, p. 1.
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G10."2 On the other hand, at the Executive Board meeting on 10th January, the
Managing Director said that the views on the problem of international liquidity did
not converge among member countries.'

At the Executive Board meeting on 22nd April, the discussions at the meeting of
the Deputies in April 1964 were reported on as the fifth agenda item, by Jacques
J. Polak (Director General, Research and Statistics of the IBM). At the same meet-
ing, the current state of the balance of payments was discussed as the sixth item on
the agenda.

Executive Director Jean de Largentaye (France) emphasized that the structural
changes in international financial markets, such as the integration of foreign
exchange markets, should be taken into consideration in examining the balance of
payments problem. Executive Director Ulrich Beelitz (West Germany) said that the
current account of West Germany was influenced mainly by the capital movements.
Executive Director J.M. Garland (Australia) and others agreed with his view.
Executive Director van der Valk (Netherlands, alternate) claimed that the study of
capital movement should be strengthened. On the other hand, Luis Escobar (Chile)
and other Executive Directors of developing countries were concerned that the
enforcement of U.S. deficit reduction measures would reduce the growth rate in
Latin America.'*

The outcome of this meeting and other informal meetings of the Deputies held
from the end of 1963 to early 1964 led to the submission of a report to the G10 in
June 1964. Regarding the discussions at the meeting of the G10, the Managing
Director reported informally to the Executive Board on 17th June 1964.1

After the Annual Meeting, the G10 announced a statement in October 1964. A
summary of the subjects of the statement is as follows (Group of Ten 1964, p. 8). (1)
The Maintenance of a fixed exchange system and the official price of gold. (2) The
importance of international cooperation between the monetary authorities of main
industrialized countries. (3) The establishment of a Committee chaired by the Italian
Minister of Finance Rinaldo Ossola, namely the ‘“Research Group on Reserve
Assets Creation,” to consider various proposals for new reserve assets. (4) A request
to the third Working Group of OECD Economic Policy Committee to research
balance-of-payments adjustments. (5) The establishment of a multilateral joint dis-
cussion committee to examine the means to mitigate the balance-of-payments
imbalances in the OECD. (6) Re-examination of the quotas of the IMFE. (7)
Instructing the Deputies to update the GAB.

With regard to the increasing need of reserves due to the imbalance of world
payments, the IMF also identified measures to increase reserves in its Annual
Report. These measures included increasing quotas, enlarging credit tranches,
easing conditions of drawing and investment deposit accounts.'

2IMF EBM/64/1, January 8, 1964.

3IMF EBM/64/2, January 10, 1964, p. 19.
“IMF EBM/64/22, April 22, 1964, pp. 17-18.
STMF EBM/64/32, June 17, 1964, p. 35.

1S TMF 1964a, pp. 30-39.
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The G10 and the IMF had prepared for the creation of reserves. On the other
hand, the view that priority should be given to the problem of balance of payments
adjustments was still strong in the G10, especially in Western European countries.
Therefore, Deutsche Bundesbank manager Otmar Eminger was appointed to the
chairman of the Deputies in place of U.S. Treasury Undersecretary Robert Vincent
Roosa.!”

Since short-term capital had shifted to outflows from the U.K. in the second half
of 1964, the ninth pound sterling crisis after World War II broke out in November of
the same year. In the United States, under the record-breaking surplus of the trade
balance, the deficit of the capital account increased, since capital outflows from the
U.S. did not stop. For this reason, in February 1965, the U.S. government announced
self-regulation concerning foreign loans by U.S. banks and investments by U.S.
corporations as dollar defensive measures.

Primary commodity-exporting countries experienced exacerbated difficulties in
raising foreign funds due to the U.S. policy of dollar defense. Amid such circum-
stances, a conflict of views in the Executive Board became apparent. While some
Executive Directors supported the G10 plan, other Executive Directors criticized it.

At the Executive Board meeting on 6 January 1965, Executive Director
A.FE.W. Plumptre (Canada) pointed out that Latin American countries had requested
a long-term increase of the international liquidity, unlike Western European coun-
tries and the United States.!® Furthermore, in the meeting on 19 February 1965,
where the Annual Report was discussed, Executive Director Ulrich Beelitz (West
Germany) and Executive Director Rene Larre (France) asserted that it would be too
early to publish the view of the IMF concerning the problem of international
liquidity in the Annual Report."” Against their assertions, Executive Director
J.M. Garland (Australia) and Executive Director J. J. Anjaria (India) argued that the
IMF should express their position on the problem of international liquidity.

The Executive Directors representing the developing countries often had meetings
with the Indian Executive Director, who was the only appointed Executive Director
of the developing countries (Reserve Bank of India 2005, p. 578). Therefore, on
behalf of the developing countries, the Indian Executive Director would have to
make a positive utterance about the creation of reserves.

Discussion on the international capital movements became active in the Executive
Board meetings on 12th March and 10th May. In the meeting on 10th March,
Executive Director William B. Dale (U.S.) remarked that there were huge private
capital outflows from the United States, while the U.S. current account had
improved. In response to this remark, Executive Director Sergio Siglienti (Italy)
argued that the main causes of U.S. deficits against EEC countries were the export
of private capital and the financing of private capital exports.*

17 At the Annual Meeting, the Managing Director warned of a conflict between governors of devel-
oping countries and governors of the G10 (IMF 1964b, p. 200).

8IMF EBM/65/1. January 6, 1965.
IMF EBM/65/9, February 19, 1965, pp. 6-11.
20IMF EBM/65/12, March 10, 1965, pp. 7-12.
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Executive Director Beelitz (West Germany) also argued that capital inflows from
the United States and the United Kingdom were the primary cause of the current
account surpluses and the increasing foreign exchange reserves in Western European
countries. According to him, the imbalance of the balance of payments between
Western European countries and the United States was caused by international capital
movements rather than the international trade between the two areas.

At the Executive Board meeting on 12th May, consultation about the U.K. was
on the agenda. The Executive Director J. M. Stevens (U.K.) reported on the U.K.’s
current situation. After that, Executive Director Larre (France) argued that as the
process of relief for the pound sterling crisis at this time made clear the limits of the
IMF’s ability to deal with such a crisis. He also emphasized that it would be neces-
sary to cooperate internationally, criticizing the reluctant attitude of the United
States toward international cooperation.?!

However, Executive Director Enrique Tejera-Paris (Venezuela) said that the
problem in this pound sterling crisis had not been the limit of the financial resources
of the IMF. He added that it was a problem that the activation of the GAB had been
determined only by some member countries although the pound sterling crisis had
affected all member countries. Executive Director A.K. Ghosh (India, alternate)
also insisted that the currency crisis could not be solved by only the main industrial-
ized countries and that it was necessary to enhance the IMF’s capacity to supply
international liquidity. The necessity of reserve creation had come to be recognized
even among the Executive Directors. Moreover, some IMF officials had thought that
new reserves should be created as an artificial international currency and this could
promote the management of international liquidity (Polak 1967, p. 280).

3.3 Phase 2: Opposition of the Executive Board
and Concessions of the G10

The Ossola Committee submitted a report to the G10 in May 1965 through several
meetings held since October 1964. The report primarily compared the three plans,
namely, (1) various CRU plans centered on the French plan, (2) the plan of reserve
asset creation with the IMF, and (3) the plan to provide alternative currency assets
to countries with international reserve currencies.?

Support for the plans to create reserves diverged among the G10 countries. At
this time, the United States had turned to support the plan to create reserves with the

2'IMF EBM/65/25, May 12, 1965, pp. 24, 32-34.

22France’s plan was a kind of composite reserve unit (CRU). In the plan, participating countries
would receive the CRU in return for their currencies to contribute according to gold holdings, and
the gold and the CRU would circulate in a fixed ratio. Mr. Ossola had early asked the IMF to exam-
ine a plan for a new international reserve. The third alternative plan included the Canadian plan to
provide the deposit account and the mutual account plan proposed by British Chancellor of the
Exchequer Reginald Molding (de Vries 1976, pp. 52, 59-60).
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IMF, although not rejecting other plans within the G10. This view was supported by
the U.S. government: one of the reasons being that the plan would not create any
alternative to the dollar as the international currency and would also mitigate the
pressures on the dollar (Wilki 2012, p. 125).

On 10th July, the U.S. Treasury Secretary Henry Fowler of the Johnson
Administration proposed to hold an international conference toward the creation of
reserves at the Virginia Bar Association (Odell 1982, p. 79). This statement sug-
gested that the U.S. government had turned toward a direction that would actively
involve the reform of the international monetary system, including the reform of
international liquidity. Also, the U.S. Congress opened public hearings on holding
such an international conference.

Aiming to propose his plan at the Annual Meeting in September 1965, Secretary
Fowler visited Western European countries but did not observe the agreement of
opinion. At the Annual Meeting, the Managing Director emphasized again that it
was the task of the IMF to solve the problem of international liquidity. At the same
time, he insisted that a comprehensive approach should be taken considering the views
of all member countries regarding their reserve needs.”® Despite some Governors of
the IMF supporting the Managing Director, many Governors took the position that
it was premature to create reserves.

At the Executive Board meeting on 10th November, the meetings of the Deputies
in November were taken up. Mr. Polak (the Director of the Research and Statistics
Department) summed up the details discussed at the meeting as follows.>*

(1) Much attention of country delegations was paid to the question of the need
for reserves. (2) Many countries shared the view that reserve creation could not be
expected to do much to influence short-term economic conditions in the world
and would have to be guided primarily by the secular trend in the need for reserves,
with short-term adjustments taken care of by variable use of credit facilities. (3)
Many countries expressed the view that the responsibility for such reserve cre-
ation should rest principally on a limited group of countries, but not necessarily
the G10. (4) All countries were almost certainly in favor of some kind of associa-
tion of any reserve creation with the IMF, which might range from an arrange-
ment in the IMF to a scheme outside of the IMF but associated with it in some
manner to be arranged. (5) There were a wide variety of views as to how wide a
group of countries should participate in the distribution of the newly created
liquidity, including the suggestion that this participation might be much wider
than that of the group of countries that would contribute to the scheme. (6) There
seemed to be considerable sympathy for a distribution, among such countries as
would be included in any scheme, in proportion to Fund quotas or Fund quotas
plus GAB commitments. (7) Most countries did not seem to have a strong prefer-
ence between the two basic techniques available, automatic drawing rights or an
exchange of claims.

2IMF 1965, pp. 30-31.
2IMF EBM/65/60. November 10, 1965.
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At the Executive Board meeting on 22 December, the meeting of the Deputies in
December had been discussed. At the meetings, three important questions of policy
were discussed. Mr. Polak summed up the discussions at the meeting as follows.?

Firstly, any newly created asset would bear a relation to existing reserve assets,
especially dollars in countries’ reserves. On this subject, two broad views were
expressed. One view was that there should be agreement on the future level of dol-
lars in official reserves, particularly in the reserves of the G10 countries. This agree-
ment would strengthen the force of the adjustment mechanism, remove the present
instability of the system, and make the total amount of reserves of a determinate
magnitude. The other view was that fixing the amount of dollars in reserves would
make the whole system insufficiently flexible and that any excess of dollars that
might at some time arise could be dealt with ad hoc as part of the process of multi-
lateral surveillance. Secondly, the suggestion that the process of decision-making
should be taken in two steps found considerable support. The first step should be a
proposal by the Managing Director. Then, as a second step, member countries
would vote for the proposal. Thirdly, there was some discussion on a parallel opera-
tion for other countries if reserve creation was limited to a small group. Specific
suggestions made included the possibility that other countries would receive addi-
tional drawing rights in the IMF, automatic or conditional, or that the limited group
would make resources available to the IMF. However, the need for parallel opera-
tions would not arise if the reserve creation was handled across-the-board in the
IMF, with a degree of conditionality applied determined by each country’s position
in the IMF. In this meeting of the Deputies, signs of the plan later called the two-tier
approach emerged.

As overseas long-term investments had been increasing through 1965-1966, the
United States and the United Kingdom had strengthened their controls of capital
exports. While the role of the Euro-dollar Market had enlarged as a short-term fund-
ing market, funding for direct investments had been raised in the securities markets
of Western European countries. As a result, even in France and Italy reforms had
been carried out to the securities markets and company law. On the other hand, the
net capital exports of the main industrialized countries to developing countries had
only slightly increased year-on-year, because of shrinkage of official aid from the
United States and the United Kingdom.

These changes in the international financial markets were immediately reflected
at the Executive Board meeting on 22nd December, where the staff report on the
1965 Article VIII consultations with the United States was discussed. While
Executive Director Stevens (U.K.) supported the U.S. capital controls, against his
support Executive Director Pieter Lieftinck (Netherlands) noted that a great
improvement in the U.S. balance of payments had come from private short-term
capital. He argued that the reduction of the U.S. current account deficit was mainly
due to short-term private capital surpluses and a considerable decline in U.S. gold
holdings in 1965.% Executive Director Larre (France) also pointed out that the

TMF EMB/65/66, pp. 3—4.
2IMF EBM/65/66, December 22, 1965, pp. 23-24.
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improvement in the U.S. current account would be temporary and not of a continuing
character.”” Conversely, Executive Director Mauricio Bicalho (Brazil) said that
direct capital controls, even “voluntary” ones, might have some usefulness if
properly applied and for a relatively short period.?®

At this Executive Board meeting, the Executive Directors of developing coun-
tries emphasized that U.S. defensive policies for the balance of payments had a
serious impact on developing countries. Executive Director Jorge Gonzalez del
Valle (Guatemala) said that the Latin American countries had been suffering from
the voluntary regulation and that they had welcomed the decision of U.S. authorities
to exempt from the limitations imposed by the voluntary foreign credit restraint
program those financial operations with developing countries.” Executive Director
Beue Tann (China) also argued that the export of capital to the developing countries
should be promoted to avoid pressure on those developing countries and that indus-
trialized countries with a payment surplus should endeavor to increase their capital
flows to less developed nations to the greatest extent possible.*

In 1966, the creation of reserves was actively discussed. On the other hand, the
opposition of the Executive Directors to the G10 plan became stronger. The original
plan of the G10 for the creation of reserves was called the dual approach. The dual
approach involved two issues that the Executive Board could not overlook. Firstly,
the G10 had initially considered the two-tier system of the decision-making proce-
dure. The amount and timing of reserve creation would first be determined by a
limited group of countries (15 countries or so) responsible for the management of
reserves and then the final decision would be made by the IMF. Secondly, the distri-
bution of reserves was considered in two stages, or in a dual way.*' The created
reserves would be allocated to the limited group of countries, and then these coun-
tries would set credit lines to the IMF in their local currencies in accordance with
their allocated amounts of reserves. Finally, on the basis of these credit lines, the
IMF would provide lines of credit to member countries other than the limited group.

The opposition to the G10 plan by the Executive Directors, in particularly by the
directors of developing countries, was revealed at the Executive meeting on 4th
February, which discussed the meeting of the Deputies in January-February 1966.%

L. P. Salle (the European Office Director of the IMF) pointed out the following
six points that the G10 had agreed on. (1) The new reserves would be created by,
and under the responsibility of, a limited group of countries, which would undertake
the financial obligations for the assets created. (2) The limited group would not be
closed but would accept new members if they met a certain number of qualitative tests
and if they had sufficient financial importance at the same time. (3) The distribution

"IMF EBM/65/66, December 22, 1965, p. 28.

BIMF EBM/65/67, p. 7.

»IMF EBM/65/67, p. 9.

Nibid., p. 10.

3'The G10’s plan took over Edward Bernstein’s CRU plan. However, the decision-making problem
that was lost in the CRU plan was introduced following the GAB by Roosa (de Vries 1976, p. 56).

2IMF EBM/66/7, February 4, 1966, pp. 3—4, 4-5, 8-10.
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of the financial obligations and the allocation of reserves among members of the
group would be based on the IMF quota, the quota plus GAB commitments, or simi-
lar criteria. (4) The amount of reserves to be created should be based on the basic
trend in total reserves, and not on short-term considerations. (5) All of these plans
had a common feature in that there should be a so-called “dual approach,” which
meant that special facilities should be provided to take care of the needs of countries
outside the limited group. (6) Close cooperation would be maintained between the
limited group and the IMF.

Mr. Salle also pointed out the following seven points the G10 had not agreed on.
(1) Although there was a consensus for the dual approach in all the plans, the details
of their application were different. (2) The institutional relationship between the
new scheme and the IMF were not very clearly explained in all plans. (3) There
were differences of emphasis on the desirability and necessity of parallel decisions
by the Executive Board. (4) Several members of the Deputies supported the creation
of reserves as units while others felt that the form of drawing rights would have the
advantage of being already in use. (5) There were differences on whether or not the
obligation to accept the new units in payment was limited. (6) Rules against the
destruction of liquidity were provided for in some cases, but not in others. (7) The
scheme of creating reserves would be agreed upon as a contingency plan. In other
words, it would only be put into operation when a certain number of conditions
were realized.

Mr. Salle added that although no attempts were made to reconcile these differ-
ences of views, some G10 members supported the view that the allocation of
reserves should be done in a comprehensive and unconditional manner. He also
mentioned that he had stressed as the representative of the Managing Director that
the IMF should be the center of reserves.

Executive Directors Amon Nikoi (Ghana), Anjaria (India), and Saad (United
Arab Emirates) had expressed their support for the statement of Mr. Salle. Executive
Director Saad also argued that it was important that the IMF had the business of
creating reserves in order to maintain the unity of the IMF. Finally, Executive
Director Paul L. Faber (Guinea) pointed out that there was an impression that the
G10 had fixed its views about international liquidity needs by accepting the request
of the developing countries.

At the Executive Board meeting on 11th March, Mr. Pollack (the Director of the
Research and Statistics Department of the IMF) reported to the Executive Directors
on the meeting of the Deputies held in March 1966. He said that the Deputies had
for the first time devoted considerable attention to improvements in the international
monetary system, as distinguished from mechanisms to add to reserves. According
to him, two improvements in particular were discussed, namely, the harmonizing of
reserve ratios and strengthening of the reserve character of the gold tranche position
in the IMF. However, there was no discussion of these at this Executive Board
meeting.

At the Executive Board meeting on 29th April, the meeting of the Deputies in
April was discussed. According to Mr. Polak’s statement, the Deputies discussed
the following three major issues:
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1. Contingency Planning
The G10 assumed that reserves were adequate at the present time but that they
would become inadequate at some time in the future unless new reserve assets
were created. Therefore, the creation of reserves was seen as contingency plan-
ning for the time when it would be necessary to create new reserves.
2. The Role of the Limited Group
The major decisions on the timing and the amounts of reserve creation should
be borne by a limited group consisting of countries with primary responsibility
for the functioning of the international monetary system and for the assets that
would back any reserve creation.
3. Arrangements to Take Care of the Reserve Needs of all Countries
The G10 accepted that any scheme for reserve creation must meet the global
reserve needs of all countries but that the reserve needs of other countries other
than the limited group should be met by equivalent reserve assets in equivalent
amounts.

Mr. Polak added that, different from before, the consensus to consider the reserve
needs of all member countries was born for the first time at the meeting of the
Deputies. He also provided additional information about the G10’s dual approach.*
He said that the creation of reserves under the dual approach would substantially
have the same effect on the limited group of countries and other member countries,
since a new financing facility would be established for other member countries sep-
arate from the creation of reserves. The Executive Directors strongly dissented from
the dual approach.

Executive Director Escobar (Chile) claimed that many member countries would not
accept leaving major decisions to the limited group of countries in order to give the
impression that the IMF would be dependent on some group. Executive Director Ghosh
(India) also opposed the G10’s dual approach. He argued that even if the Articles of
Agreement had given the main industrialized countries preference in decision-making,
it did not mean that other member countries were excluded from making decisions.

The conflict of interests between the interested parties around the creation of
reserves became clear.** The G10 countries wanted to take the initiative in the cre-
ation of reserves. The non-G10 countries, especially the developing countries, and
the IMF officials were concerned with the G10’s dual approach because that
approach might exclude them from the major decisions to create reserves. In par-
ticular, the developing countries thought that the dual approach would separate the
creation of reserves from development finance, but they wanted to connect the cre-
ation of reserves to development finance. The developing countries tried to accom-
plish their aim by both criticizing and supporting the IMF officials through
discussions at the Executive Board meetings.

3 IMF EBM/66/28, April 29, 1966, p. 5.

3*The Expert Group of UNCTAD announced in October 1965 a report that International Monetary
reform should reflect the views of developing countries. For this report, Latin American countries
expressed support, and the G31 warned that they would oppose a plan that would not include the
comprehensiveness principle (Wilki 2012, p. 43).
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While there was a conflict of interests between G10 countries, that between the
non-G10 countries and the IMF Secretariat was deepening. The statement of the
Managing Director during his visit to Western Europe had been a subject to be dis-
cussed by the Executive Board on 11th May. In his statement, the Managing Director
strongly criticized the dual approach as something that disrupted the member coun-
tries.®> At the opportunity of this statement, the concessions on the side of the G10
became more evident.

The Executive Board meeting on 27th May discussed the meeting of the Deputies
in May. Mr. Polak (the Economic Advisor of the IMF) reported that the proposal to
distribute new reserves comprehensively had been greeted favorably for the first
time. He also said that in order to examine the impact of creating reserves, the G10
had proposed an alternative plan to establish a Special Advisory Committee consist-
ing of some 20 Governors and alternates at the Annual Meeting in September.*

Executive Director Leaftink (Netherlands) welcomed Polak’s remark and
observed the concessions of the G10 in his remarks. Mr. Polak also expressed his
satisfaction as a representative of the IMF with the changing attitude of the G10 on
the need for and the allocation of new reserves.’” However, his satisfaction repelled
some Executive Directors.®

Executive Director Anjaria (India) firstly questioned whether or not the change
of attitude in the G10 meant that the creation of new reserves would be under the
control of the IMF. Then, Executive Director Larre (France) expressed his concern
that establishing a Special Advisory Committee might eliminate the Executive
Board from the major decisions to create new reserves, although he appreciated that
the Economic Adviser and the IMF staff had been trying to keep the creation of
reserves as part of the business of the IMF. Furthermore, Executive Director Farber
(Ghana) pointed out the difficulty of reaching an agreement on the appointment of
the members and the voting procedures of the Special Advisory Committee. He also
claimed that the Executive Board was the only worthy organization to examine the
creation of reserves.

These Executive Directors’ remarks made clear the difference between the
Executive Directors and the IMF officials. The Executive Directors wanted to clar-
ify the involvement of the Executive Board in the major decision-making on reserve
creation. On the other hand, the IMF officials were satisfied with the confirmation
of Fund involvement in the creation of reserves.

3 IMF EBM/66/30, May 11, 1966, p. 3.

3 IMF EBM/66/33, pp. 4-5. Originally, this committee was conceived by the Managing Director
and the IMF Secretariat, in order to break the bottleneck of Western Europe countries opposed to
the new reserve creation by adding the five governors from Australia, India, Middle East, Africa,
and Latin America to the governors of G10 countries (de Vries 1976, p. 67).

SIMF EBM/66/33, pp. 5-6. In this period, the IMF staff considered that loan amount might be
increased significantly if the new reserve creation would be unconditional on the drawer rights
(ibid., pp. 48-49).

BIMF EBM/66/33, pp. 7-9.
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The concessions of the G10 became more apparent than before at the meeting of
the Deputies in June. According to Mr. Polak, who had attended the meeting, the
following four points had largely been determined.* Firstly, reserves would be cre-
ated on the basis of the reserve needs of the world rather than the deficits in balances
of payments. Secondly, reserves would be distributed to all member countries
unconditionally. Thirdly, while the interests of all member countries would be
reflected in the major decision-making on creating reserves, the special responsi-
bilities of the main industrialized countries should also be emphasized. Fourthly,
reserves would not be created until the additional conditions and the reserve needs
were confirmed.

The Meeting of the Deputies in July 1966 reached an agreement with the final
report addressed to the meeting of the G10. The final report of the Deputies was
reported to the Executive Board on 8th July. According to Mr. Salle, who attended
the meeting as a representative of the IMF, there was no significant change in the
final report, but the Deputies were concerned about the conflict with the Executive
Board. Chairman Emminger of the Deputies sent his letter to the Managing Director
concerning the procedure for the creation of reserves. The letter was circulated
among Executive Directors and was discussed in informal sessions.*’

In Hague, Finance Ministers and Central Bank Governors of the G10 had three
meetings in the afternoon of 25th July and the morning and afternoon of 26th July.
The G10 announced in a communiqué that it considered it best for the creation of
reserves to be examined by both the limited group of countries and the IMF.

At the Executive Board meeting on 1st August, Mr. Polak explained the subjects
discussed in the meetings of the G10. Following his explanation, Executive Director
Saad (United Arab Republic) questioned why they would consult the IMF after
making the major decisions on the creation of reserves. Mr. Polak replied that even
if the limited group of countries had made a decision, the approval of the IMF was
essential to establish a new financing facility for other member countries.
Furthermore, Executive Director Saad questioned whether or not the IMF’s approval
would be required in the creation of reserves. In response to this question, Mr. Polak
said that he would refrain from commenting on such procedural questions since no
specific plans to create reserves had been decided on yet.*' Executive Director
Anjaria (India) refuted Mr. Polak’s statement. He said that although Mr. Polak was
right that no plans had yet been decided on, it seemed that there was a specific plan
already considering that the responsibilities of some countries had been emphasized
in the communiqué.

The procedural question was taken up by the Executive Board meeting again on
7th September.*? Then, the Managing Director said that the G10 had recommended
that the joint meetings of the Executive Board and the Deputies should be used to
resolve the conflicts between the Executive Board and the Deputies.

¥IMF EBM/66/45. June 27, 1966.

4“IMF EBM/66/55.

“'IMF EBM/66/65, August 1, 1966, pp. 8-9.
“IMF EBM/66/74.
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The procedure to create reserves was also discussed by the Executive Board
meeting on 16th September. However, the Managing Director said that he would
forgo the submission of a resolution at the Annual Meeting. In response to the
Managing Director’s remark, Executive Director Dale (U.S.) said that the United
States could no longer come to a conclusion.® The procedure to create reserves was
discussed by the Executive Board meeting on 19th September again. Executive
Director Saad argued that it would be unrealistic and unacceptable to grant special
responsibilities to the limited group of countries referred to in the communiqué that
would put the developing countries in a subordinate position.*

At the Executive Board meeting on 19th October, the subject of the Joint
Meetings was on the agenda. The Managing Director said that he had consulted
with Chairman Emminger of the Deputies about the procedural problem and that
the Deputies had proposed a co-chair of the Joint Meetings.*

From the first meeting in November 1966 until the fourth meeting in June 1967,
Joint Meetings were held four times. In the meantime, the practical issues involved
in the creation of reserves had been studied by the IMF staff and the Deputies. The
first meeting and the second meeting in January 1967 made significant contributions
to achieving a convergence of opinions. In the joint meetings, the concessions of the
G10 also became clearer. Although the IMF staff had made a great contribution to
putting into practical shape the plan to create reserves*® and the United States had
consented to making the concessions to the G10 in the Executive Board, making the
concessions to the G10 was greatly affected by the dissenting opinions on the
Executive Board.*’

The Executive Board started the discussions of the Resolution of the Board of
Governors on the Special Drawing Rights, which had been negotiated informally
with the meeting of the Deputies, at the Executive Board meeting on 6th September
1967. At this meeting, (1) the final draft of the Special Drawing Rights, (2) the eco-
nomic advisor’s report about the G10 meeting, and (3) the draft Resolution pro-
posed by Executive Director Dale had been discussed.

“IMF EBM/66/79, September 7, 1966, p. 3.
“IMF EBM/66/80, September 19, 1966, p. 4.

“IMF EBM/66/84, October 19, 1966, p. 18. The Executive Board had informal meetings about the
joint meetings and discussed various issues such as the purpose and the form of reserve creation
(de Vries 1976, pp. 106-119). During this period, nine directors of developing countries had infor-
mal meetings called the G7 and tried to reconcile their opinions (ibid., p. 7).

46Tt was a necessary condition of the G10 concessions that the United States shift to supporting the
IMF plan. Traditionally, foreign monetary policy of the United States has been done on an ad hoc
basis due to confrontations within the government. But, both president Kennedy and President
Johnson expected SDRs to maintain the official price of gold (Wilki 2012, p. 145). In addition, the
US Treasury, which had wanted to avoid balance of payments adjustments, supported the SDRs, as
did the Federal Reserve Bank of New York, which had seen the role of SDRs in limited admitted
SDR creation (ibid., pp. 122—-123).

“71f the G10 plan would be forced to be implemented, there was a concern that the developing
countries would create a regional settlement mechanism (de Vries 1976, p. 58). The Managing
Director had thought that the new reserve currency would be difficult to creation without the agree-
ment of the developing countries (ibid., p. 67).
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Executive Director Nadeem Mansour (Egypt) said that he could not agree to the
outline of a facility based on Special Drawing Rights in the IMF, because of the
requirement in the outline for an 85 % majority of the voting power of participants.
He added, in proposing 80 % instead of 85 %, that the required majority for execu-
tion should not be tied to specific membership of a group exercising veto powers
unrelated to quotas, since all the members had recognized the principle that the
liquidity of the international payments system was an international problem and that
its solution concerned the membership as a whole. However, he finally abstained,
and the outline was approved by the Executive Board.* On the other hand, Executive
Director Paul Mentre de Loye (France) opposed Executive Director Dale’s proposal
for the end of February 1968 to be the deadline for submission of the Amendment
of the Articles of Agreement.

At the Executive Board meeting on the following 7th September, in the morning
the draft of Resolution was modified to avoid a clarification of the terminal date.*
However, at the Executive Board meeting in the afternoon, “March 31, 1968 was
inserted in the draft and deliberation was settled.*

At the Annual Meeting in September 1967, the problem of international liquid-
ity, which had been discussed for 4 years, was settled with the establishment of the
Special Drawing Rights. Setting the time limit to March 1968, it was decided to
proceed with the work on amending the Articles of Agreement and the By-Laws.
Thus, the creation and the allocation of new reserves became a part of the business
of the IMF.

3.4 Phase 3: The Amendment of the Articles of Agreement
and the Suspension of the Convertibility of the Dollar

Starting on the 1st of December 1967, the Executive Board began discussions to
amend the Articles of Agreement and the By-laws accompanying the introduction
of Special Drawing Rights. Amending the Articles of Agreement continued up to
the Executive Board meeting on 12th February 1968. Starting in the Executive
Board meeting on 22nd February, the Executive Board began discussions on the
draft of the Amendment of the Articles of Agreement required for the special draw-
ing rights facility and the connected amendments. In March of the same year, a
meeting of the G10 was held. At this meeting, the G10 countries other than France
reached an agreement.’! Following this, the discussions on the final draft of the

“IMF EBM/67/72. September 6, 1967.
“IMF EBM/67/73. September 7, 1967.
SOIMF EBM/67/74. September 7, 1967.

3I'The conflict was born between the U.S. Congress and the U. S. government. The U.S. Congress
rejected the aggressive support for the SDR. On the other hand, the U.S. government supported the
SDR. The SDR had the contradictory effects that it was likely to erode the status of the dollar while
it might also alleviate the pressures of balance-of-payments adjustments (Wilki 2012, p. 83).
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Amendment of the Articles of Agreement were settled from the Executive Board
meeting on 16th April through the Executive Board meeting on 24th March. The
Executive Board had 74 meetings to review the draft word for word (de Vries 1976,
p. 167).

The summary of the SDRs, first published first in 1968, was as follows.

1. When necessary to supplement reserve assets, the SDRs would be distributed to
all member countries.

2. One unit of SDRs would be equal to 0.888671 g of pure gold.

3. The SDRs would be distributed according to IMF quotas.

4. If amember country were to draw the SDRs, it would be possible to acquire cur-
rency of equal amounts of SDRs from member countries designated by the IMF.

5. The country using the SDRs would bear the restoration obligation. If the average
outstanding balance of the SDRs over the immediately preceding 5 years reached
at least 30 % of the average cumulative allocations of SDRs for the same period,
member countries would have the obligation to use and restore the SDRs in the
first basic period.

6. An 85 % majority of the voting power of participants would be required for the
activation of SDRs.

The reason to hasten the establishment of SDRs might be because of the rising
price of gold and the growing anxiety affecting confidence in the dollar from the end
of 1967 to early 1968. The international financial markets, which had remained rela-
tively smooth until the autumn of 1967, were seriously changed by the outbreak of
the Middle East War and the closure of the Suez Canal. As speculation against the
pound sterling turned out to be excessive, the United Kingdom government was
forced to devalue the official exchange rate of the pound sterling on 18th November
1967. Following the United Kingdom, 23 other countries, such as Denmark and
Ireland, which had deep trade ties with the United Kingdom, devalued their curren-
cies against the dollar.

After the devaluation of the pound sterling, President Johnson made a statement
promising to adhere to the current official price of gold. Despite this, the exchange
rate against the dollars was setting a floor for Western European currencies and the
market price of gold soared. When the central bank governors joining the London
gold pool announced a statement to maintain the price of gold, the speculation on
gold subsided for a time. However, speculation on gold intensified again in
December. Although this speculation subsided after the statement by the U.S. gov-
ernment, the gold equivalent of about 1 billion dollars had flowed out from the
United States.

In January 1968, President Johnson announced defensive measures to strengthen
the U.S. dollar, such as the regulation of foreign investments by U.S. financial insti-
tutions and corporations. At the same time, he asked Congress to eliminate the

However, the American financial community pressured the government in being afraid that the
expansion of U.S. financial institutions in the Eurodollar market might deteriorate the international
financial stability as well as increase the role of the dollar (ibid., p. 64).
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Gold Reserve Requirements. The Federal Reserve Board also repurchased
dollar-denominated debt through currency swap arrangements between central
banks. The market price of gold, which had been calmed temporarily by such measures,
suffered speculation again in March.

The United States raised the discount rate in March 1968. At the same time, the
U.S. Congress passed the Gold Reserves Elimination Act. In addition, on the 15th
the United States has requested the closing of the London Gold Market. On 17th
March, the United States invited seven central bank governors joining the London
gold pool to Washington, D.C. Together, these seven central bank governors and the
United States announced the closure of the London gold pool and the introduction
of the two-tier gold price system.

In response to this sudden turn of events, amendments to the Articles of
Agreement were announced in April 1968. This announcement calmed the interna-
tional financial markets, though only temporarily. This indicated the strength of
market participants’ demands for international monetary reform. Furthermore, lead-
ing figures of the U.S. financial community, such as the Federal Reserve Chairman
and the Chairman of First National City Bank, requested fiscal restraint to relieve
the pressure against the dollar devaluation. Due to pressure from both domestic and
overseas, the U.S. Congress approved the Revenue and Expenditure Control Act,
including spending cuts and tax increases, in June 1968.

Deliberations on the amendment of the Articles of Agreement were still under-
way at the Executive Board meetings on 10th April and 12th April 1968. In these
Executive Board meetings, conflict between the non-G10 countries and the G10
countries became apparent over issues such as the countries participating in the
SDRs, the value of gold and the gold tranches. However, at the Executive Board
meeting on 12th April, final agreement was reached on international liquidity prob-
lems, in the form of the establishment of the SDRs.

At the Executive Board meeting on 1st May, the establishment of SDRs and the
By-Laws were agreed upon. At the Executive Board meeting on 17th June, every
sentence of the report for the Board of Governors, including the first Amendment of
the Articles of Agreement and the By-Laws, was approved.>

On 15th July, U.S. Treasury Secretary Fowler announced that the United States
had become the first country officially approving the SDRs. The U.S. Congress
passed the Special Drawing Rights Act and ratified the First Amendment of the
Articles of Agreement in the Senate on 11th May and in the House of Representatives
on 6th June.

Amid this progress, the May 1968 events occurred in France, and the Franc
became subject to speculation on the foreign exchange markets. The French govern-
ment had introduced exchange controls and, at the same time, raised the discount
rate. However, because the outflow of short-term capital had accelerated together
with rumors of a revaluation of the Deutsche Mark in November, the French govern-
ment was forced to introduce defensive measures for the Franc again. At this time,
the West German government had been forced virtually to revalue the Deutsche

S2IMF EBM/68/99, June 17, 1968.
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Mark by adjusting the value-added tax on 19th November. In 1969, the revaluation
pressure was increasing on the Deutsche Mark. Following the devaluation of the
Franc in August, West Germany was forced to revalue the Deutsche mark in
September 1969.

While the prices of raw materials including crude oil were rising, other commod-
ity prices were sluggish. This situation gave a blow to the current accounts of devel-
oping countries. After an interruption of about a year, the meeting of the Deputies
was resumed in June 1969. At this meeting, attended by the Managing Director,
problems such as foreign exchange forward transactions by the GAB, SDRs, and
the adjustment of the balance of payments were discussed.

At the Executive Board meeting on 12th September, the outline of the first allo-
cation of SDRs had been proposed by the Managing Director. Many Executive
Directors highly praised the first allocation of SDRs. However, the Executive
Directors of developing countries such as Mr. Mansour (Egypt) requested that the
developing countries also utilize SDRs for their economic development.>

At the Annual Meeting (Rio de Janeiro) in September 1969, it was decided that
SDRs equivalent to 65 billion dollars would be distributed in January 1970 and
January 1972.

In 1970, the instability of the international financial markets was gradually
reflected in the discussions of the Executive Board. At the Executive Board meeting
on 1st May 1970, concerns about the fixed exchange rate system had been expressed
by some Executive Directors. In addition, even though the floating exchange rate
system was discussed at the Executive Board meeting on 30th November, many
Executive Directors rejected introducing a floating exchange rate system.

At the Executive Board meeting on 7th December, Executive Director De Kock
(South Africa, alternate) said that it was regretful that the Executive Board meeting
had been neglecting the fundamental problems and taking too long to establish the
SDRs.>*

In 1971, although support for introducing the floating exchange rate system
increased all around, the Executive Board confirmed once again that it would reject
the adoption of a floating exchange rate system. However, the international finan-
cial situation had deteriorated beyond expectations. At the Executive Board meeting
on 5th May, a countermeasure to the sudden change in the foreign exchange markets
was discussed.

At the Executive Board meeting on 19th May, Executive Director Tom de Vries
(Netherlands) proposed examination of short-term capital movements.’® Under
these circumstances, on 13th August U.S. President Nixon announced the suspen-
sion of the gold-dollar exchange. At the Executive Board meeting on 16th August,
Executive Director Dale (U.S.) reported after the fact on the Nixon announcement.

S3IMF EBM/69/86, September 12, 1969, p. 6.

SIMF EBM/70/108, December 7, 1970, p. 21. At the Annual Meeting in September 1970, 77
developing countries asked to reconsider the relationship between the development finance and the
SDR (Reserve Bank of India 2005, p. 577).

3IMF EBM/71/18, March 12, 1971.
SIMF EBM/71/43, May 19, 1971, p. 17.
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4 Conclusion

The findings from examining the Minutes of the Executive Board and their implica-
tions are summarized in the following two points.

1. Examining the minutes of the Executive Board revealed the following three
interconnected facts. Firstly, the G10 countries could not unilaterally lead on the
problem of the international liquidity. Conversely, the developing countries had
succeeded in bringing out some concessions from G10 countries in the decision-
making procedures and the allocation of creating reserves. Secondly, supporting
the Managing Director and IMF officials through the discussions at the Executive
Board meeting, the Executive Directors of developing countries could realize
their requests to a certain extent. Thirdly, the Managing Director and the IMF
Secretariat could keep the problem of creating reserves as part of their business,
leading the discussions in the Executive Board.

However, the implications of these findings should not be overestimated. It
was also in the United States’ interests that the problem of international liquidity
had finally been settled by the creation of SDRs. From the very beginning, the
United States had hoped that the creation of reserves would be realized as the
enlargement of drawer rights. However, it is too easy to regard the management
of the postwar international monetary system as unilaterally dominated by the
United States or as managed through the international cooperation of the main
industrialized countries.

After World War 1II, the colonial countries became independent and partici-
pated in the international monetary system. Therefore, non-G10 countries,
including developing countries, have been playing some part in the international
monetary system. For the governance of the international monetary system, it
was necessary to incorporate those countries in international cooperation. Non-
G10 countries had only limited political and economic influence in the interna-
tional financial community. In order to fill this gap, the role of the IMF as an
international financial organization was indispensable. The Managing Director
and the IMF Secretariat were able to position the creation of reserves as part of
the business of the IMF by using the opposition of the Executive Directors
against the G10-led reform plans.

2. It was confirmed that many Executive Directors recognized the significant impact
of the international capital movements that had upset the international monetary
system in the 1960s. These international capital movements had reflected the
international activities of private financial institutions in the main industrialized
countries after restoring the convertibility of Western European currencies in the
late 1950s. The large scale of capital movements, more than expected, also had
to be recognized by the Managing Director as a new problem in the international
monetary system (de Vries 1976, p. 66). The disturbance of the international
monetary system in the 1960s was closely related to the postwar development of
the international monetary and financial system. Under the relatively stable mon-
etary and financial environment after World War II, private financial institutions
in major industrialized countries had been expanding their international activities.
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Accompanying the re-establishment of the foreign exchange system after the
late 1950s, the activities of asset management had been accelerating in the
United States and then spread from the United States to other main industrialized
countries.

The unregulated Euro-dollar market had supported foreign exchange and fun-
draising for international securities trading and buoyed international capital
movements. The foreign exchange system in the Bretton Woods era had been
designed to support world trade but not to manage international capital move-
ments. Therefore, the international activities of financial institutions had pro-
duced a variety of system failures in the foreign exchange system in the 1960s.

The foreign exchange trade deriving from international asset management
changed the structure of supply and demand in the foreign exchange markets. As
a result, the operation of foreign exchange under the Bretton Woods era experi-
enced increasing interference.

The problem of international liquidity in the 1960s was the reappearance of
problems that the Bretton Woods Conference should have discussed in 1944. The
Articles of Agreement had left two problems unresolved: the conflict that existed
between the international activities of financial institutions and the fixed foreign
exchange rate system. Firstly, although managing the international activities of
private financial institutions was essential to ensure the stability of the fixed
exchange rate system, the Agreement of Articles failed to agree on the interna-
tional control of such economic entities. Secondly, in the Agreement of Articles,
the role and authority of the IMF in international monetary governance was not
clarified and left unresolved. Since its establishment, the IMF had the vulnerabil-
ity of an institution that was not designed to provide international financial
governance and to be a firm financial resource.’’

When international capital movements started increasing remarkably, it was
indispensable to introduce a floating exchange rate system or to manage the
international activities of financial institutions in order to mitigate the disruption
of the foreign exchange system. However, in the debates on international mone-
tary reform in the 1960s, monitoring and regulating the international operations
of commercial banks and securities firms were not subjects for discussion.
Rather, the establishment of SDRs was presented as the major goal of the inter-
national monetary reform, partly due to the narrow view of IMF officials.

At that time, the establishment of SDRs was regarded by many policy makers
and IMF officials as the revival of Keynes’s idea of stabilizing the international
monetary system through the creation of artificial international liquidity.
However, the large fluctuations of the foreign exchange market could not be
controlled, as long as there was only a minimum mechanism to govern the
foreign exchange business of commercial banks.

5In areport released by the Economic and Social Committee of the International Union (ECOSOC)
in 1952, the need to expand the funding resources of the IMF had already been recommended
(Wilki 2012, p. 13).
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Placing the creation, the allocation and the operation of SDRs under the business of
the IMF seemed to strengthen the authority and capability of the IMF in the
international monetary system. However, after the announcement of Nixon’s
statement, the purpose of managing international liquidity considered in the
original scheme of the SDRs could barely be realized in the face of the swelling
of private credit with the U.S. easy monetary policy and the expansion of the
Eurodollar market (Cohen 1970; Machlup 1982). As a result, managing the inter-
national activities of private financial institutions emerged, again, as a problem
for stabilizing the international monetary system (Triffin 1964; Kessler 1980).
The IMF had departed from the main stage of policy formation on these issues.
The primary roles of policy formation have been left to the multilateral regulatory
and supervisory committees such as the Basel Committee.
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Chapter 6

Restoration of European Currency
Convertibility and Securing International
Liquidity: The IMF and Key Currencies

Masayoshi Tsurumi

1 Introduction

The end of 1958 saw an attempt to restore convertibility of major Western European
currencies by shifting from the managed economic system of the war years and the
postwar period to a market economic system. Until then, in the world of interna-
tional finance the free movement of capital had been impeded by strong trade and
foreign-exchange controls in each country. These controls had been centered on the
closed pound and the Sterling bloc. Despite the fact that the pound shared with the
dollar the status of a key currency worldwide, it could not be exchanged freely for
dollars outside the bloc of nations using the pound as currency. The restoration of
convertibility between the pound and the dollar marks the end of the postwar tran-
sitional period. However, the postwar pound was not strong enough to restore con-
vertibility on its own. The obstacle was the large amount of pounds confined within
the pound bloc. There were fears of a massive liquidation and outflow of those
pounds accompanying the restoration of convertibility. The success or failure of
restoration of convertibility depended on whether or not it would be possible to
prepare sufficient foreign reserves or liquidity in preparation for currency specula-
tion. Any shortages in these needed to be addressed by relying on international
cooperation. This chapter will describe in detail the process of restoration of con-
vertibility of major Western European currencies, particularly the pound, during the
1950s, from the standpoint of securing foreign reserves.

During the 1950s, both the British and American governments embarked on a
course toward a market-based system of international finance, under the slogan
“Trade not Aid.” The breakthrough on this course would be the restoration of
convertibility. Its success or failure depended on from where aid for foreign
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reserves would come. Models for this purpose had been the international finan-
cial centers of the 1920s, the Tripartite Monetary Agreement of the 1930s, and
the IMF of the 1940s. The problem was the two key currencies under the IMF
system, the pound and the dollar. While they both aimed to secure positions as
key currencies under free markets, Britain and the U.S. adopted different strate-
gies concerning the IMF.

The British strategy depended on a revival of the pound as a key currency and
making progress on liberalization of the pound, centered on the developed finan-
cial center of London. A point of contention was whether to implement this strat-
egy as a decisive action or gradually. It was unclear whether the relationship with
the IMF would be based on fixed or floating exchange rates. American strategies,
on the other hand, was of two minds: whether to focus on the IMF or the dollar.
The NAC approach,' which sought to secure U.S. interests in coordination with
the IMF and the World Bank, was in conflict with the key-currency approach and
the dollar-diplomacy approach, both of which prioritized U.S. interests ahead of
international cooperation.

Attention turned toward restoration of the pound through the tussle among vari-
ous strategies and negotiations by related institutions. Calls for support for the
pound spread from the British collective approach to the U.S. Randall Committee,
the IMF, the Fed, and the Export-import Bank of the United States (EXIM), and in
the process a framework for international liquidity support was developed. The aim
of this chapter is to reconstruct this chain reaction by bringing the circumstances to
light based on primary materials from related institutions.” The Sects. 2 and 3 will
trace this debate in Britain and the U.S. on the subject of restoring convertibility of
the pound. The focal point will be the market-based “Trade not Aid” strategy. The
following two Sects. (4 and 5) will trace the spread of calls for supporting the pound
from the Randall Committee to the IMF and the Fed. They will look at the responses
of the IMF and the Fed to the question of who would support foreign reserves. The
discussion will concentrate on restoration of the bankers’ acceptance (BA) market.
The final Sect. 6 will look in detail at support for the pound during the Suez Crisis,
from the handling of the IMF and EXIM.

2 The Collective Approach: Restoration of Convertibility
of the Pound

2.1 The Pound Crisis and the Collective Approach

The starting point was Britain’s collective approach, and that is where our discus-
sion will begin.

'The terms “NAC approach’ and “dollar diplomacy approach” are borrowed from the Martin papers
(FED Archives (Fraser), Martin Papers, “U.S. Foreign Lending and Dollar Diplomacy,” 19507?).

2Previous studies using primary materials include Fford (1992), Schenk (2010), and Nishikawa (2012).
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In 1952 the attempt to restore convertibility of the British pound entered a new
phase.? Restoration of convertibility was proposed to the Meeting of Commonwealth
Finance Ministers in January, and at the end of February the governor of the Bank
of England prepared a draft External Financial Policy as a countermeasure against
the pound crisis, calling on the government to institute thoroughgoing reforms.*
Although limited in nature, this plan was based on self-help through restoring con-
vertibility of the pound for nonresidents and addressing speculative pressure by
restricting withdrawals from pound balances in Commonwealth countries and
employing floating interest rates.

Chancellor of the Exchequer R.A. Butler submitted this proposal from the gov-
ernor of the Bank of England to the cabinet, where it met a mostly lukewarm recep-
tion. Cabinet members argued that restricting withdrawals of pound balances or
restoring convertibility all at once could have the opposite effect of shaking confi-
dence in the pound, leading to an outflow of gold dollar reserves.’ Troubled by this
cautious sentiment in the cabinet, the Bank of England revised its first proposal into
the External Sterling Plan, which it submitted again to the cabinet for consideration
in May. The revised plan incorporated two changes. First, it removed the proposal
to restrict withdrawals of pound balances. Second, it limited restoration of convert-
ibility to new transactions in countries outside the pound bloc. This made it a more
realistic plan that would soften the shock of the restoration of convertibility. Based
on this second proposal from the Bank of England, in October the Foreign Minister
and the Chancellor of the Exchequer proposed a collective approach.® An outline of
this approach is described below:

1. Restoration of convertibility would be carried out gradually for new transactions
by nonresidents, based on floating exchange rates.

2. While quantitative restrictions on imports would be eliminated, the U.S. would
bear the responsibility of a country with a surplus in its balance of international
payments.

3. A small number of developed countries would create a new foreign-exchange
fund to assist the restoration of convertibility.

4. The IMF and the GATT would form a joint committee on issues involved in
international trade and finance.

3Macmillan later described restoration of convertibility as the logical conclusion of Britain’s poli-
cies since 1951 (UK National Archives, C.P.(5§5)111, “Cabinet: Economic Situation” August 31,
1955).

“The original text of the Bank of England’s proposal could not be located. The summary and pro-
cess described below is from UK National Archives C.(52)217, “External Financial Policy:
Memorandum by the Chancellor of Exchequer,” June 28, 1952, pp. 112—-118.

SUK National Archives C.(52)221, “External Financial Policy: Memorandum by the Paymaster-
General,” June 30, 1952, pp. 183-186.

¢UK National Archives C.(53)22, “The Collective Approach to Freer Trade and Currencies,”
January 21, 1953.



128 M. Tsurumi

The reserves committee of the Commonwealth Heads of Government Meeting
failed to reach agreement on this proposal as a variety of views were brought up.” A
revised proposal was prepared in light of concern about the scale of the risks that
would be involved if the proposal were rejected. This was a substitute proposal to
expand existing funding sources such as the IMF instead of setting up a new foreign-
exchange fund. This was the first time the IMF had been brought up as part of
support for international cooperation.

2.2 The Issue of Support for Pound Liquidity

Britain’s greatest concern was the issue of liquidity. It was focused on the point of
how to secure additional liquidity in response to an outflow of gold-dollar reserves
accompanying the restoration of convertibility. As of October 1953, Britain’s gold-
dollar reserves had fallen below the USD1.7 billion level. The proposal to float the
pound was a last resort to relieve the resulting pressure. However, the proposal of a
floating system also was recognized as a difficult question relating to the philosophy
of the IMF itself. The reserves committee proposed a number of ideas as routes to
supplementing liquidity:

1. Creation of a foreign-exchange fund by the U.S., Canada, and a small group of
Western European countries (for example, in an amount of USD5 billion)

2. Provision by the IMF of special standby credit to restore convertibility. This

would have a term of at least 12 months and be renewable

. Providing flexible automatic standby credit on a one-day basis

4. Supplementing through bilateral credit agreements when funds become even
shorter

5. Obtaining credit from the U.S. Federal Reserve Bank or Stabilization Fund

. Increasing IMF capital

7. Establishment by the IMF and GATT of a joint committee to serve as a venue for
negotiations between lenders and borrowers

(O8]

[*)}

Each of these measures would have required the approval of the IMF, and par-
ticularly the United States.® In mid-November 1952 the Commonwealth Economic
Conference approved the proposed collective approach, over the year’s end the
Foreign Office and the HM Treasury considered a rough draft for the U.S., the
“Collective Approach to Freer Trade and Currencies,” and in March 1953 they

UK National Archives C.E.C.(O)(H.D.)(52)1(Final), “Commonwealth Economic Conference:
Preparatory Meeting of Officials: Report on Finance and Trade,” October 15, 1952, pp. 204-220.
8In cabinet, Churchill expressed approval for the “collective approach” as multilateral convert-
ibility, but he was not optimistic that the U.S. would accept it (UK National Archives C.M. 92 (52)
November 3, 1952, cabinet memo).
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proposed it to the Americans.’ At first, both governments were unified on the point
of solving the economic problems of the free world. Under its fundamental policy
of “Trade not Aid,” the Churchill cabinet argued on a wide range of topics including
restoration of convertibility, resolution of trade discrimination, development through
international investment, and constructive use of the IMF, GATT, and the World
Bank. While in August Prime Minister Eden and Chancellor of the Exchequer
Butler both went to the U.S. as a tentative overture on the “collective approach,” the
U.S. did not accept their proposals for measures to support the pound. At that time
the U.S. was undergoing a change of administrations, and it was not able to respond
immediately to Britain’s urgent proposal. Specific policies would have to wait until
the report of the Randall Committee.

3 The Report of the Randall Committee on Foreign
Economic Policy

3.1 The Eisenhower Administration’s External Financial Policy

Backed by the Commonwealth Heads of Government Meeting, Britain proposed a
collective approach to the new U.S. administration, seeking a new international eco-
nomic order. The theme was “Trade not Aid.” Eisenhower and the Secretary of State
John Dulles wanted to base the new administration’s foreign economic policy on
this same principle of “Trade not Aid,” and in August 1953 the Committee on
Foreign Economic Policy (usually called the Randall Committee) was formed to
consider specific policies. There was an urgent need to put together nonpartisan
foreign economic policies and move toward their implementation, with the involve-
ment of both the House of Representatives and the Senate.

The Committee first looked at the issue of the “dollar gap,” which it considered
a fundamental problem faced by American foreign economic policy.!” While in
recent years the U.S. current account balance appeared at first glance to have been
approaching a balanced state, its balances of international trade and services exclud-
ing military expenditures and aid were in a massive deficit. Such a global trade
imbalance should be balanced through private-sector investment, not American for-
eign aid. The main purpose of the Randall Committee was to propose practical
prescriptions for shifting from government aid to private investment, in accordance
with the “Trade not Aid” approach. For this reason, the scope of its report was wide
ranging, from the military to trade and currency.

The Randall Committee report is a strategy for foreign economic policy put
together by the new Eisenhower administration and a nonpartisan group of legisla-

9 After this, “Role of United States Policies” was delivered to Treasury Secretary Humphrey on
April 24 (UK National Archives C. (53)144, “Freer and Currencies: Role of United States Policies,”
May 1, 1953, pp. 130-148).

1Y Report to the President and the Congress: Commission on Foreign Economic Policy, January 23, 1954.
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tors. It served as the American proposal in response to Britain’s new “collective
approach” to foreign economic strategy. Aiming to break out of the postwar transi-
tional period, Britain and the U.S., under the slogan “Trade not Aid,” had begun
competition between the pound and the dollar for the position of key currency in
connection with restoration of convertibility. The following two proposals were
made regarding international finance.

1. The EXIM Bank would be act in accordance with specific American interests,
while the World Bank would be managed in accordance with banking
principles.

2. The Fed would extend credit lines to central banks as a means of financial sup-
port for restoration of convertibility of each country’s currency.

We will consider each of these points below.

3.2 International Financial Issues

The first concerns the division of roles between the EXIM Bank and the World Bank
with regard to development finance. In response to calls from Congress spurred by
concern about competition between the EXIM Bank and the World Bank in the area
of development finance, the National Advisory Council on International Monetary
and Financial Problems (NAC) was established to coordinate the two. However, the
EXIM Bank was shaken by being drawn into a bureaucratic dispute on its role. This
was the competition between the “NAC approach” and the “dollar diplomacy
approach.” The NAC approach called for restraining politicization of policies by the
U.S. by prioritizing cooperation between the IMF and the World Bank in foreign
lending. Supported by the Treasury Department, this approach was suited to its aims
by focusing on economic rationality. In contrast, the theme of the dollar diplomacy
approach was “friendship and need.” Led by the State Department, this approach
was one of highly political lending policies focused on U.S. interests, chiefly in
Latin America. Under the Eisenhower administration, a bitter struggle for leader-
ship took place between Secretary of State Dulles and Secretary of the Treasury
George Humphrey.!!

While at first President Eisenhower supported Treasury Secretary Humphrey,
swayed by the efforts of Senator Homer Capehart, chairman of the Senate’s Banking
and Currency Committee, he moved toward supporting Dulles’ argument. Following
a period of unsettled policy, in the summer of 1953 Eisenhower entrusted this issue
to the Randall Committee. The Committee’s report drew a line between the two
banks’ roles somewhat reflecting the dollar diplomacy approach, calling for the
EXIM Bank to act in accordance with specific U.S. interests and the World Bank to
promote economic development overseas in accordance with banking principles.

"For the course of events, see Kaufman (1982) and Becker and McClenahan (2003), Chapter 3.
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The second point of discussion concerned convertibility of European states’ cur-
rencies. The report proposed an approach of gradual controls toward full restoration
of convertibility. It argued that it would be desirable to restore convertibility of
European states’ currencies through concerted action in order to ease speculative
pressure on the pound. At question was when to take such action. On this point, the
report argued that it would be desirable to proceed gradually, waiting for recovery
of the interested countries’ competitiveness in the global economy and economic
balance. In doing so, it would be important to have adequate gold-dollar reserves. In
particular, Britain, which held massive pound balances, would need to strengthen its
international reserves. Two policies were proposed for this purpose. The first called
for using the USD3.3 billion in funds held by the IMF, easing the IMF’s lending
conditions in order to do so. The second called for international cooperation, through
means including use of other countries’ foreign reserves. An example would be the
conclusion of credit lines between the Fed and other countries’ central banks.

The Randall Committee’s chapter on this issue of restoration of convertibility
was based on a staff paper by John Williams.!? Seriously concerned about the post-
war structural issues faced by Britain, Williams argued for gentle, gradual progress.
He also expressed concerns about floating of the pound if movements of capital
were to spur a crash in the pound and bring about inflation. He proposed specific
numerical figures for supplementing foreign reserves, calling for the IMF to allocate
to Britain USD2 billion of its funds on hand of USD3.3 billion and the rest to other
countries. He also proposed that the Fed provide stabilization credits to foreign
central banks to cover any shortages, avoiding a proposal to increase IMF funding
through U.S. government expenditures.

These policies represented ideas already brought up in the collective approach.
While Williams proposed specific figures regarding sources of funds for aid, with
the IMF playing the main role and the Fed a secondary role, the report removed
these specific figures and described an option in which the IMF and the Fed would
be parallel. In addition, the report excluded Williams’ proposed foreign-reserve
measure of increasing funding of the IMF by the U.S. government in accordance
with the “Trade not Aid” approach, while incorporating the others.

The Randall Committee report was published and delivered to Congress at the
end of January 1954. The Randall Committee advocated gradual progress on resto-
ration of convertibility, rearranging the original idea offered by the collective
approach in line with American interests. Neither Britain’s demand for a joint IMF-
GATT committee nor its call to create a stabilization fund had been accepted, and
the call for floating exchange rates proved unable to break through the IMF’s call for
restoring convertibility of the pound at a fixed exchange rate. At this time, as the
position of Prime Minister was handed over from Churchill to Eden, Britain too
abandoned the floating exchange rate and switched to a strategy of restoring con-

12“Memorandum by John H. Williams of the Commission on Foreign Economic Policy to the
Members of the Commission”, December 15, 1953, FRUS, 1952-1954, Vol. 1, Part 1, General:
Economic and Political Matters, Document 107.
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vertibility of the pound at a fixed rate.'® In this way, like a chain reaction of billiard
balls the issue of additional liquidity under the collective approach would impact
the IMF, the Fed, and the EXIM Bank via the Randall Committee. We will trace the
repercussions below.

4 Promotion of Bankers’ Acceptance Markets by the IMF

4.1 IMF Standby Credit

The ripples of the Randall Committee report first headed toward the IMF. The IMF
was waiting for an opportunity to see how it could contribute to restoration of con-
vertibility of the pound. It would find that opportunity in standby credit.

In May 1951 the IMF decided to use its funds to strengthen the credit of member
nations, and in February 1952 it asked the NAC to approve a new form of lending.
To strengthen the credit of member states faced with temporary international settle-
ment problems, it would provide support in the form of special loans. They would
be repayable in less than 18 months and would be granted in consideration of past
loan performance.'* One of the stated goals was to help achieve the objectives of the
IMF, with restoration of convertibility in mind. Concerned about whether the loans
would be repaid within the term of 3-5 years, the NAC demanded that each loan be
reported to it in advance and the guidance of the American representative director
be followed. In August, despite considerable opposition chairman Schneider pro-
posed acceptance of this proposal as a further development of the IMF’s policies,
and it was approved.

Twenty months later on December 4, 1953, as if following on the heels of the
Randall Committee discussions, the IMF developed an execution system after con-
sulting with the NAC on matters such as the terms and interest rates of standby
credit.!® This movement was spurred into action by the Randall Committee. Together
with the release of the commission’s report in January 1954, the IMF began full-
fledged consideration.

3In July 1955 Prime Minister Eden sent a note to President Eisenhower stating that Britain’s
objective was stability for the pound as an international currency and that broad fluctuation of the
pound would not be desirable (July 23,1955, FRUS, 1955-1957, Vol. 27, Western Europe and
Canada, Document 214).

14“Memorandum by the States Executive Director of the International Monetary Fund (Southard)
to the Acting Secretary of the National Advisory Council on the International Monetary and
Financial Problems (Willis)”, February 11, 1952, FRUS, 1952-1954, Vol. 1, Part 1, General:
Economic and Political Matters, Document 97.

15“Memorandum by the States Executive Director of the International Monetary Fund (Southard)
to the Acting Secretary of the National Advisory Council on the International Monetary and
Financial Problems (Glendinning)”, December 4, 1953, FRUS, 1952—-1954, Vol. 1, Part 1, General:
Economic and Political Matters, Document 97.
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First, in April Director of Research E.M. Bernstein prepared a note that would
serve as the model for discussions. At issue was the response to massive amounts of
standby credit for the pound.'®

1. While it would be desirable for Britain’s gold-dollar reserves to be in an amount
of USD3 billion, this amount would vary with economic trends.

2. The amount of reserve credit for restoration of convertibility of the pound would
be USD2 billion, the same as the amount Williams proposed.

3. If of the gold-dollar assets of USD3.31 billion held by the IMF, the amount allo-
cated to Britain and members of the pound bloc were to be USD1.26 billion
(USDS5.036 billion for all members), then the remaining amount available for use
being USD2 billion.

4. If USD2 billion were allocated to Britain, then the unused gold tranche would be
no more than USD900 million, not enough to meet the gold tranche demand
from other countries.

5. For this reason, the amounts directed to Britain would be gold tranche of USD100
million and standby credit of USDI1.4 billion, for a combined total of no more
than USD1.5 billion.

6. The Federal Reserve Bank of the U.S. would handle the remaining USD500
million.

A meeting led by Managing Director Ivar Rooth was held based on this note by
Bernstein, identifying some problems with its implementation. This meeting dis-
cussed whether the IMF had sufficient liquidity to meet requests for standby credit
involved in restoration of convertibility; if not, then whether additional support
should be requested; and what kind of loan conditions would facilitate liquidity. The
discussion was extended even to the possibility of suspending convertibility again.!’
Bernstein and the others considered two cases regarding IMF cash flow: a case
involving the pound alone and one including other currencies such as the franc. If
standby credit to Britain were in the amount of USD1 billion, then there would be
no shortage of IMF liquidity for 5 years following the extension of the loan. If the
credit were USD1.5 billion, then a prominent problem of a rapid decrease in liquid-
ity would not arise, but if it were to swell to USD2 billion then the severe problem
of a shortage of liquidity would appear beginning in the third year. In June 1954, the
IMF summarized its principles for large-scale standby credit!®:

1. The IMF considered maintenance of liquidity to be its top concern.
2. The draw currency for restoration of convertibility of Western European currencies
would be the dollar, at a rate of three dollars to one unit of the other currency.

1 IMF Archives Bernstein Papers, 6115-51 “Notes on Sterling Convertibility”, April 2, 1954.
Access to Bernstein’s papers on the restoration of convertibility was through the kind offices of
Akira Nishikawa.

7IMF Archives Bernstein Papers, 6152-53, “Notes by Mr. Rooth”, April 20, 1954.

I8IMF Archives Bernstein Papers, 6226-43, “Repurchase under a UK Stand-by”, Date unknown,
and 6271 “The Liquidity of the Funds”, March 31, 1954.
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3. The period for repayment would be longer than the standard period of 3-5 years
in order to maintain liquidity.

4. Flexible management would be employed, so that the period would lengthen
when the amount drawn was large.

5. Loans could not be drawn merely for the purpose of strengthening reserves.

Even if lending procedures were handled flexibly, if the amount of loans to
Britain exceeded USD1 billion and approached USD2 billion then the IMF would
be exposed to a shortage of liquidity. At the time, the limit that the IMF could han-
dle probably was USDI1.5 billion. For this reason, there was a need for USD500
million in support from another funding source.

4.2 Possibility of Additional Support: The Fed

In the Ruth meeting in March a variety of options were brought up as sources of
such additional support. Bernstein and the others focused only on the IMF and the
Fed as sources of additional funds, comparing the costs and discipline of each.

While there were two ways by which Federal Reserve credit could be used—
unofficial loans to the Bank of England or additional supply of dollars by the Fed to
the IMF or a member nation—there was no major difference between the two in
terms of costs (fees plus interest) to the IMF and the Fed. Bernstein decided to make
no clear decision regarding whether the facilities of the IMF or the Fed would be
preferable, instead arguing for flexible use of both routes. He also concluded that
there was a need for prior discussions between both agencies to make sure that the
total amount of loans did not swell to the point where it could not be repaid.'

After these studies, in the board meeting on June 25, 1954 IMF Managing
Director Ruth proposed that the board provide its full moral support to large-scale
financial support for restoration of convertibility of the pound, and the board
approved this proposal. Half a year after the Randall Committee’s report was
released, the IMF had completed the operational procedures required to implement
a restoration of convertibility of Western European currencies. The ball had passed
from the Randall Committee to the Fed’s court.

5 The Fed’s Policies to Promote the Bankers’ Acceptance
Market

But how did the Fed respond to the 1954 Randall Committee proposal on standby
credit?

YIMF Archives Bernstein Papers, 6271, “The Liquidity of the Funds”, March 31, 1954.
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5.1 The Fed and the Bankers’ Assurance Market

There are no indications that the Randall Committee’s proposal on standby credit
was submitted as-is to the Fed’s Open Market Committee. The standby credit pro-
posal was modified in form and discussed as an issue related to development of the
bankers’ acceptance (BA) market. Because the Eisenhower administration advo-
cated “Trade not Aid” and did not favor supporting the pound with government
funds, the Randall Committee recommended support from the Fed rather than pub-
lic funds. Even so, the Fed did not accept the proposal for credit lines between
central banks. Why not? In 1951 the Fed concluded an accord with the Treasury
Department, and at the time progress was being made on shifting toward market-
based monetary policies.”® Fed governor Martin adopted a “bills only” policy to
avoid intervention of monetary policies in the market, and international cooperation
to support the pound took place in accordance with this principle as well. This took
the form of policies to nurture the bankers’ acceptance market.

The bankers’ acceptance market would become a topic of discussion in the Open
Market Committee in 1954. It was R.G. Rooth, secretary of the Open Market
Committee, who started the discussion. On February 17, 1954 the issues of revi-
sions to the Fed’s minimum interest rate for purchase of bankers’ acceptances was
tabled in the Executive Committee.”! From 1953 to 1954 market interest rates for
bankers’ acceptances had fallen, reaching a level below the prime rate. There was a
need to lower the Fed’s minimum interest rate for purchase of bankers’ acceptances
to below the prime rate in order to maintain equilibrium between supply and
demand. Rooth based his argument on the perspective of promoting trade finance.

After Rooth brought up the issue, the Open Market Committee met on March 3.
However, it was unable to reach a conclusion.??> Following a number of subsequent
twists and turns, gradually the committee reached its final conclusions in March
1955. In a meeting of the Fed’s Executive Committee on March 30, 1954,% Secretary
R.G. Rooth submitted a staff paper on promoting the bankers’ acceptance market.>*
It included the following points:

1. Restoration of the U.S. bankers’ acceptance market would help restore the inter-
national money markets.

2. The lack of a bankers’ acceptance market was impeding countries’ shifts to gold-
dollar reserves and convertibility of currency.

3. The Fed’s minimum interest rate for rediscounting of bankers’ acceptances was
impeding the development of the bankers’ acceptance market.

2 See Meltzer (2009), Chapter 2 concerning Fed monetary policy in this period.

2'FRB Archives, FOMC Intermeeting Executive Committee Minutes, January 17, 1954.
2FRB Archives, FOMC Intermeeting Executive Committee Minutes, March 3, 1954.
ZFRB Archives, FOMC Intermeeting Executive Committee Minutes, March 30, 1954.

24U.S. Federal Reserve Bank of New York, Sproul Papers, “Current Problem of System Policy with
Respect to the Bankers’ Acceptance Market”, March 25, 1954.
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4. It would not be desirable merely to lower the minimum interest rate for bankers’
acceptances while retaining the minimum interest rate restriction.

5. It would be desirable to encourage market development through purchases by the
Fed of USD200-300 million.

6. The development of international bankers’ acceptance markets could contribute
to restoration of convertibility.

Rooth envisioned facilitating short-term movements of capital among bankers’
acceptance markets in preparation for convertibility of currency. For this purpose, it
would be desirable for the Fed to end its interest-rate restrictions on bankers’ accep-
tances that had been in place since 1952. While this was in accordance with the shift
toward market-based monetary policy since the 1951 accord, it also was a policy
that extended beyond that shift in that it would introduce a quantitative quota. Rooth
sought the restoration of the bankers’ acceptance market of the 1920s, and he pro-
posed that the Fed support this. This constituted the New York Fed’s answer to the
Randall Committee report.

The bankers’ acceptance market in the U.S. grew during the 1920s under the
Fed’s stewardship. It then declined after peaking in 1929. For this reason, Fed staff
in Washington were not very familiar with the topic of the bankers’ acceptance mar-
ket, and they needed to start by collecting information from the New York market.
The report was the Hexter and Youngdahl report of May 14, 1954.%° His report was
quite opposed to nurturing the bankers’ acceptance market. In opposing Rooth’s pro-
posal, it argued that bankers’ acceptance trading practices in New York violated the
National Bank Act and that it would be difficult to promote the bankers’ acceptance
market without restoration of convertibility of Western European currencies.?

In response to this negative research report from board staff, an argument arose
between board members Robertson, Ruth, and others, which assumed the aspect of
a leadership struggle between the New York Fed and the Federal Reserve Board.
The Federal Reserve Board took the opportunity of the accord to demand from the
New York Fed, which was seeking to restore New York as a financial center, the
independence of the FOMC in order to strengthen its financial policies. Chairman
Martin entrusted the discussion to a special committee on the overseas activities of
U.S. banks. Its findings were submitted to the board at the end of the year, in
December. Robert Solomon had been responsible for the subject of bankers’ accep-
tance transactions. As seen by the paper’s title, “Bankers’ Acceptances and the
International Flow of Credit,” it proactively argued for the role of the bankers’
acceptance markets from the perspective of facilitating international movements of
capital.”’ It presented a counterargument to that of Hexter and Youngdahl, arguing

ZNARA RG82 FRB Central Files 1913-1954 Box 1316, “Bank Acceptance: Present Conditions
and Practices”, by the staff (R.G. Rouse), FRB, May 14, 1954.

*NARA RG82 FRB Central Files 1913-1954 Box 1316, “Whether National Banks May Lawfully
Endorse Bank Acceptances for Pecuniary—Good Will of Customers”, by Hexter and Youngdahl,
FRB, July 1, 1954.

Y’NARA RG82 FRB Central Files 1913-1954 Box 1316, “Bankers’ Acceptances and the
International Flow of Credit” by Robert Solomon (Special Committee on Foreign Operations of
American Banks), FRB, December 5, 1954.
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for contributing to the restoration of convertibility instead of overvaluing the fetters
on nonconvertible currencies such as the pound.

The model behind Solomon’s argument was the interwar international financial
center, and the related balanced short-term international movements of capital.
Looking toward the revitalization of New York as an international financial center,
he argued for actively nurturing the bankers’ acceptance market as the core of that
center. This means that Solomon, a member of the staff of the Federal Reserve
Board, was in tune with the argument of the New York Fed.

5.2 The IMF and the Bankers’ Acceptance Market

Together with the announcement by Solomon of the report of the special committee,
in December 1954 the IMF tossed another ball into the Fed’s court. This was the
plan for the IMF to build a new international bankers’ acceptance market. A note by
Bernstein making this proposal remains today.” Its content is outlined below:

1. Bankers’ acceptances are an important source of international credit.

2. The IMF is interested in the revitalization of the bankers’ acceptance markets.

3. The IMF would establish a special standby credit facility to enable member
nations to access the bankers’ acceptance markets.

4. The upper limit would be 50 % of a member nation’s IMF quota, subject to
approval by the member nation’s central bank.

5. The bankers’ acceptance markets would be located in London, New York,
Brussels, and Amsterdam.

6. A remittance system would be constructed as a step toward restoration of
convertibility.

7. The IMF would ask the Federal Reserve Board and the Bank of England about
the fundamental cause of the decline of the bankers’ acceptance market and the
feasibility of its revival.

The Solomon report and Bernstein’s bankers’ acceptance draft both adopted the
same line of seeking revitalization of the bankers’ acceptance market as mechanisms
for coordination of international balances of payments after restoration of convertibil-
ity. The Bernstein proposal sought to back up the Fed’s proposal to revive the bankers’
acceptance markets through creating a new facility in the IMFE. To the IMF, this pro-
posal constituted a revolutionary plan that extended beyond its existing standby credit.

First, it would be a bridge between the IMF and the markets. While the World
Bank interacted with the markets through trading in World Bank bonds, the IMF did
not interact with the markets directly, instead negotiating only with member nations’
currency authorities. Bernstein’s plan would link the IMF to international short-
term financial markets through bankers’ acceptances.

“NARA RG82 FRB Central Files 1913-1954 Box 1316, “Fund Encouragement of Bankers’
Acceptance Market” by E.M. Bernstein, FRB, December 20, 1954.
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Second, it would strengthen the international reserve system. Bridging the gap
between the IMF and the bankers’ acceptance markets would enhance the reserve
buffer by adding a third line of reserve, short-term international capital through
bankers’ acceptances, to the first line of reserve, gold dollar reserves, and the sec-
ond, IMF standby credit.

As Fed discussions on promoting the bankers’ acceptance market reached a criti-
cal phase, Bernstein acted to provide backup support. He proposed that interna-
tional bankers’ acceptance markets be restored for the purposes of restoring
convertibility of Western European currencies, and for the development of a system
for cooperation with the U.S. Fed for this purpose. While Bernstein already had
made this proposal unofficially to the New York Fed and others on the Fed side,
there are no signs that it had been discussed by the Fed in public. Only the issue of
cooperation with other countries’ central banks had been brought up.”

On January 11 of the following year, in response to the Solomon report from the
special committee and Bernstein’s proposal, the Executive Committee met at the
Open Market Committee, where the proposal to promote the bankers’ acceptance
market was discussed. While the majority of members were inclined to support the
proposal to promote the bankers’ acceptance market, Robertson argued against it
from beginning to end, arguing that it ran against the Fed’s guiding principles. In
response to this opposition, Sproul was forced to give up his insistence on setting
monetary limits as argued in the proposal, claiming that by doing so the proposal
would not deviate from the guiding principles.®

Later, in 1955 trading in the bankers’ acceptance market grew, so that the taking
of special measures by the Fed decreased in importance. On March 2 a final pro-
posal on policies to promote the bankers’ acceptance market was made to the gen-
eral committee, calling for gentle purchasing of bankers’ acceptances in accordance
with the Open Market Committee’s general credit policies.’® While Robertson
opposed changing the traditional policy stance, the majority accepted Martin’s pro-
posal, and the policy of promoting the bankers’ acceptance market was approved,
about 1 year after Sproul’s proposal. This approval had been supported in the back-
ground by the strong backing of Solomon’s special committee report and the pro-
posal by Bernstein of the IMF. The fact that even so the Fed’s policy of promoting
the bankers’ acceptance market had settled on a policy of gentle nurturing of the
market with no special systemic support was due to a wish to avoid deviating greatly
from the conservative bills-only principle advocated by Chairman Martin. This
stance was made clear in two papers on trade finances published by the Fed in
spring 1955, 1 year after Sproul’s proposal.*? They argued that the existence of

2FRB Archives, FOMC Intermeeting Executive Committee Minutes, March 2, 1955. It was only
confirmed that Britain, France, and Canada had opened central bank accounts with the New York
Fed since 1936.

SFRB Archives, FOMC Intermeeting Executive Committee Minutes, January 11, 1955.
S'FRB Archives, FOMC Intermeeting Executive Committee Minutes, March 2, 1955.
32 Solomon and Tamagna (1955) and Tamagna and Axilrod (1955).
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broad-ranging bankers’ acceptance markets in two or more international financial
centers would contribute to the restoration and maintenance of convertibility by
simplifying short-term international movements of capital.

The Fed, led by Martin, responded to Bernstein’s plan for IMF-led development
of the bankers’ acceptance market with a policy for gently nurturing that market. It
did not respond to calls for IMF-led international cooperation. In the face of this
passive Fed stance, Bernstein did not formally submit this plan for discussion by the
IMF board. It is interesting to note here that the new development under which the
IMF and the New York Fed, former antagonists, cooperated and the Federal Reserve
Board moved toward their point of view. Throughout these negotiations, the Federal
Reserve Board had held predominance over the New York Fed.*

In this way, the Randall Committee proposal on restoration of convertibility
spawned organizational preparations for restoration of convertibility on the IMF
side and a policy of gently nurturing the bankers’ acceptance market on the Fed
side. As a result, preparations were being made for s system of international support
for restoration of convertibility of Western European currencies. However, uncer-
tainty still remained on the point of additional liquidity.

6 The Suez Crisis and Liquidity

6.1 The Suez Crisis and the Pound Crisis

The Churchill cabinet’s “collective approach” never saw the light of day as an
urgent measure. The succeeding Eden and Macmillan cabinets jettisoned the pro-
posal for floating interest rates and shifted to fixed rates, moving forward on prepa-
rations for gradual restoration of convertibility. However, this situation did not last
long. The outbreak of the Suez Crisis in July 1956 quickly brought with it an oppor-
tunity to test the pound’s resistance to crisis.** The military confrontation that
resulted from Egypt’s nationalization of the Suez Canal triggered credit uncertainty
on the pound, leading to withdrawal of nonresident pound balances and a massive
flow of gold-dollar reserves through short-term capital movements reflecting leads
and lags. The balance that had been USD3 billion in December 1954 had fallen to
nearly USD1.4 billion in December 1956.%

3 Axilod (2009) and FRB Archives, Martin Papers, “Management of the System Open Market
Account,” from J.L.. Robertson to Members of Special Committee of the Federal Open Market
Committee, July 6, 1955.

3 See Fford (1992), Chapter 8 and Boughton (2001) concerning the Suez financial crisis.

3IMF Archives, DM/57/35, “The United Kingdom and the World Economy,” by E.M. Bernstein,
July 25 1957.
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The Eisenhower administration was critical over the Suez crisis, arguing that
British and American colonialism was a thing of the past.*® Treasury Secretary
Humphrey in particular was critical of Britain and France, arguing for waiting to
provide support until the two countries had implemented a ceasefire as called for by
the United Nations. They saw the problem as disaffection of Middle Eastern coun-
tries and an oil crisis in the West due to closure of the canal. Both Britain and France
were concerned about petroleum settlement, estimated to total USD600-800 mil-
lion.”” Humphrey envisioned an EXIM credit line, which would not require con-
gressional approval. He also envisioned on November § that Britain would follow
France’s lead in applying for an IMF loan up to its maximum limit. On November
20, the British cabinet decided on a gradual withdrawal of British troops from
Egypt, and in response Humphrey suggested the provision of EXIM Bank credit of
USD600 million in addiction to the IMF loan of USD560 million. The crisis was
approaching on December 4. Finance Minister Macmillan needed to indicate a plan
for strengthening Britain’s gold-dollar reserves prior to announcing the balance of
such reserves. On December 3, Macmillan laid out a plan for announcing the three
conditions of drawing from the IMF gold tranche, borrowing form the EXIM Bank,
and extending payment of interest on loans under the 1948 Anglo-American
Financial Agreement.*®

On December 10 the IMF held an emergency board meeting in which it approved
a gold tranche of USD560 million, a standby credit facility of USD738 million, and
an extension on payment of interest on loans under the 1948 Anglo-American
Financial Agreement.*® Together these large-scale loans accounted for one-third of
the IMF’s funds at USD1.3 billion, the maximum under the quota, although USD200
million less than the IMF had anticipated in 1954. The terms of the standby line of
credit involved no conditionality, with a term of 12 months and repayment to begin
after 3 years, in line with Britain’s wishes as expressed in the “collective approach”.*
The reaction of the board members had a strong tinge of supporting the international
currency of the pound, and many expected it to serve as aid for restoration of recov-
erability. It is interesting to note that Secretary Southard indicated a new relationship
by touching on the past key currency debate with IMF, describing the approval of
this loan as showing that the two rival approaches were not mutually exclusive.*!

The Fed did not sign on to additional liquidity support. The additional support
was provided by the U.S. EXIM Bank. On December 21, with the end of the year

3 “Memorandum of Discussion at the 304th Meeting of the National Security Council”, November
15, 1956, FRUS, 1955-1957, Vol. 10, Foreign Aid and Economic Defense Policy, Document 233.

37“Memorandum of Conference With the President, White House, Washington”, October 30, 1956,
FRUS, 1955-1957, Vol. 16, Suez Crisis, July 26-December 31, 1956, Document 419.

3 <«Editorial Note”, FRUS, 1955-1957, Vol. 16, Suez Crisis, July 26-December 31, 1956, Document
51.

¥IMF Archives, Executive Board Meeting 56/59, December 10, 1956.

“The Eden cabinet considered the IMF to have received the proposal in a “friendly” way (UK
National Archives C.M.(98)56, “Cabinet Conclusion” December 11,1956).

“'IMF support for the pound as a key currency had continued from Jacobsson’s predecessor Rooth.
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imminent, the EXIM Bank resolved to provide a 4.5-year, 4.5 %-interest loan of
USDS500 million against collateral of USD264 million in U.S. treasuries held by
Britain, nominally to increase Britain’s dollars for purchasing petroleum.

Why did the EXIM Bank provide the aid instead of the Fed? While the British
government had considered both either the Fed or the EXIM Bank as an additional
source of aid, at the urgent stage reached in December it needed a fig leaf to support
trust in the pound. It sought direct support from the U.S. government under the fig
leaf of withdrawal of troops from the Suez.*> However, under its “Trade not Aid”
policy the U.S. government did not favor direct lending of government funds, and
under its bills-only policy the Fed did not want to participate in foreign aid. The
only means remaining was aid from the EXIM Bank as a countermeasure against an
oil crisis. Probably neither Treasury Secretary Humphrey nor State Secretary Dulles,
fierce rivals for leadership, objected to the reason of countering an oil crisis arising
in the Suez.®

At that time France faced an outflow of USD600 million in gold and required
urgent supports. Here too the government had envisioned a loan from the EXIM
Bank rather than direct aid, but since it was unable to invoke an oil crisis as Britain
had done a new reason was needed.* France sought a credit line for purchase of
consumer goods, but Treasury Secretary Humphrey opposed this as being counter
to the EXIM Bank’s principle of lending for capital goods. In response the French
government switched to a proposal for USD100 million in aid for purchase of air-
craft for Air France, approaching the State Department with this proposal. However,
did not desire to go over the head of the Treasury Department to place political pres-
sure on the EXIM Bank.*’ The Treasury Department was lukewarm toward France
because the Franc was not a key currency.

6.2 Toward Restoration of Convertibility

During the Suez Crisis the British government succeeded in curbing a pound crisis
with the support of the IMF and the U.S. EXIM Bank. An issue that pressed down
on the British government after it had overcome the Suez Crisis was that of

“2According to a statement by Treasury Secretary Humphrey. Participants in British-American
negotiations were of the same view (“Memorandum of Conference With the President,” November
20, 1956, FRUS, 1955-1957, Vol. 16, Suez Crisis, July 26-December 31, 1956, Document 596).
“’The complete series of materials on this IMF policy to promote the bankers’ acceptance market
remains in the U.S. Archives in connection with export/import finance. These documents show that
the request for pound support went from the Fed to the EXIM Bank.

# Already in October 1956 France had received from the IMF an ordinary standby credit (50 % of
its quota, with a term of 1 year) (IMF Archives, Executive Board Minutes, October 17, 1956). See
Klug and Smith (1999) concerning the differences between Britain and France.

#“Memorandum of Conversation Between the Secretary of State and the French
Ambassador(Alphand)”, January 22, 1957, January 28, 1957, FRUS, 1955-1957, Vol. 17, Western
Europe and Canada,, Document 34, 35.
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restoring convertibility of the pound. In 1957, IMF standby credit stood at USD740
million, EXIM loans at USD500 million, and gold-dollar reserves at USD 2.14 bil-
lion. Conditions were improving as total foreign reserves had risen to USD3.38
billion.*® An issue of concern was whether the two aid loans would be extended.

At the end of 1958, the first steps were taken toward full restoration of convert-
ibility of the pound together with other key currencies of Western Europe. For this
purpose, repayment of IMF standby credit and EXIM loans would need to be
extended. The Macmillan cabinet remained doubtful and suspicious even in
December.*” No matter what, the gold tranche of USD560 million needed to be
repaid on time. They dealt with this by planning to repay USD200 million by April
of the following year and then make monthly payments from 1960 through 1961. In
response, on December 10 the IMF board approved a further 12-month extension.
While describing Britain’s foreign reserves as having improved in preparation for
restoration of convertibility, IMF staff also added that a failure to approve the roll-
over would shake the pound’s position as a key currency.*®

7 Conclusion

Attempts to restore convertibility of Western European currencies began in 1952
and ended at the end of 1958. A framework for supporting international liquidity
had taken definite form through tough negotiations. We will conclude by summariz-
ing the significance of this framework and its prospects.

First, the IMF would now play a central role in supporting international liquidity.
While at the time of the starting point of the collective approach and the Randall
Committee the roles of the IMF and the Fed had not been finalized, ultimately the
IMF would play a central role in supporting international liquidity by beginning to
provide standby credit.

Second, although the Fed and the EXIM Bank had vied to serve as an additional
route for support to supplement the IMF, in the end it would be the EXIM Bank that
would fill that gap. It would play a fig-leaf role to back international cooperation.
Later, it established a firm position by providing means separate from those of the
IMF, in areas such as international cooperation and the central-bank swap network.

Third, together with the move toward market economies the roles of interna-
tional financial centers were reassessed. The role of the bankers’ acceptance market,
pivotal for this purpose, again attracted attention, and efforts were made to promote
that market, albeit gently.

“Bank of England Archives, OV44/10, “Sterling Part 1: The Present Position,” United Kingdom
Sterling Policy 12, September 3, 1957.

4TUK National Archives, C.C.(58), “Cabinet: Conclusions,” December 4, 1958.

“IMF Archives, EBS/57/68 Supplement 1, “United Kingdom: Renewal of Stand-by Arrangement,”
December 6, 1957.
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Fourth, a system was formed to support international liquidity during an age of
market economies, with gold foreign reserves serving as the first line of reserve and
IMF loans as the second.* With the further addition of the international cooperation
credit network and short-term movement of capital, international reserve coordina-
tion would become multilayered.

Fifth, while during the 1940s the rival approaches were the IMF approach and
the key-currency approach, together with the shift toward market economies during
the 1950s these converged on the international financial center approach.

Sixth, while as a result of restoration of convertibility both the pound and the
dollar stood together at the starting line, due to competitive pressure in the market
the pound later would slip out of this position, in less than a few years.

The waves of the shift toward market economies, which began in domestic
finance, had reached international finance, which had been freed from the yokes of
controls. This was not the terminus but a new starting point. While the bankers’
acceptance markets grew in London and New York, at the same time the new Euro
markets were born as well. Free short-term movement of capital would advance
beyond the Bretton Woods system, with liberalization of current account balances
from exchange-exchange controls and furthermore liberalization of capital and
financial accounts as well. In this sense, the restoration of convertibility at the end
of 1958 can be described as the starting point of the shift toward market
economies.
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Chapter 7

The IMF and France (1944-1960):

A “Cooperative Game” in the Bretton Woods
System

Kazuhiko Yago

1 Introduction

No other member of the IMF has experienced such a peculiar relationship with the
institution as France has had. On the one hand, France, as a major signatory nation
of the Bretton Woods Agreement, has been one of the most important members of
the IMF, sending several high-ranking officials to the Fund, including Managing
Directors. On the other hand, the position of France often has been contrary to the
IMF’s views and it has proposed distinctively alternative plans for an international
monetary system. France has in fact been a “watchdog” of the Bretton Woods
System (Bordo et al. 1994, p. 10).

Although such particular actions by France are well known, the explanation for
them varies among scholars, as follows. (1) Conventional views explain this inde-
pendent French behavior as coming from its “anti-Americanism’ and “self-reliance
reconstruction policy” as represented by stance of Charles de Gaulle, or even from
“independent imperialism” standing upon a “gold standard” view (Kuisel 1993). (2)
Another view emphasizes the French domestic political situation, with the strong
presence of the Communist Party. This explanation focuses on the weak side of the
particular French stance, represented by the devaluation of the franc: “between the
Liberation and the stabilization of the franc under de Gaulle, the currency was, in
one way or another, devalued seven times”. Owing to its complex political situation,
“France did not try to maintain an unrealistic par value of its currency” (Gilbert
1980, p. 76). (3) Contrary to the explanations above, Michael Bordo and co-authors
regarded the apparent “anti-American” policy conducted by de Gaulle as being “a
weapon to further a French gold policy that was an extension of earlier politics
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dating back to the interwar period”, and that the real goal for the French authorities
was “a revision of the international monetary system along the lines of the gold
exchange standard of the 1920s and of the Tripartite Agreement of 1936”. According
to their view, the French response was therefore “a consistent, rational long-term
policy” (Bordo et al. 1995, pp. 153-180). Developing this idea, Bordo et al. pro-
posed the hypothesis that French—American relations under the Bretton Woods
System constituted a “non-cooperative game” with the French gold—dollar exchange
system as a “rational threat” (Bordo et al. 1994, pp. 28-33). (4) French economic
historians emphasize the antagonism within the French camp, unlike the coinci-
dence of international policy presented by Bordo et al. According to the distinction
made by French historians, the market-friendly “neo-liberalists” and their appraisal
of the gold standard stood on one side, with the state-oriented Keynesians, putting
the priority on reconstruction and tolerating the expansion of fiscal policy, on the
other (Bossuat 1992). This antagonism is expressed in various ways, for example
“austéro-liberaux” versus “expanso-atlantisme” (Margairaz 1991), theorists versus
pragmatists (Gonjo 1999), or the “overdraft economy” and efforts to overcome it
(Feiertag 2006).

However, the foregoing interpretations regarding French behavior under the
Bretton Woods System seem to have common weaknesses. First, all these views
presuppose a dichotomy, namely, “France versus the United States” or “France ver-
sus the IMF”, which seems too simplistic. The studies depending upon French
archives, for instance, while precisely describing various interests on the French
side, often ignore a variety of opinions and motives within the IMF or the United
States authorities. Second, these views depend on another dualism, “expansion ver-
sus austerity” or “Keynesians versus neo-liberals”. These schemas, often referred to
in explaining the contemporary international monetary system or domestic macro-
economic policy, seem too narrow to interpret complex historical processes. The
“neo-liberals” did not always insist on budget austerity and sound money. Instead,
they often changed their opinion depending on political circumstances. Or some
actors even expressed the same policy in a different manner, namely, referring to
“stabilization” as a domestic explanation and “devaluation” as a foreign excuse, as
we shall examine in this chapter.

In order to overcome the weaknesses of the previous studies, this chapter
focuses on the relationship between France, the United States, and the IMF, pay-
ing special attention to conflicts within each camp. The archives of the IMF as
well as French and American authorities are referred to, especially the documents
of the National Advisory Council on International Monetary and Financial
Problems (hereafter NAC). This chapter, based on those historical records, aims
to examine the relationship between France and the IMF (and also with the United
States), from the Bretton Woods Conference to 1960. The end point of 1960 has
been chosen because the final consultation regarding France under Article XIV
was conducted that year, and France became a country under Article VIII from
1961 on.
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2 Bretton Woods Agreement and France: Quota
and the IMF Parity

At the beginning of the Bretton Woods Conference, under the French Provisional
Government representing France, de Gaulle sent a delegation headed by Pierre
Mendeés-France, but the role of the French delegation at the Conference was less
important than that played by the US and the UK (Lepage 1994; Frank 1994,
pp. 9-14; James 1996, p. 43). However, by the time the Conference came to decide
the IMF quotas of the member countries, France started to display its aggressive
attitude. Following the initial quota proposal, France was supposed to be the fourth
member, after the US, the UK and the Republic of China. France then required the
IMF to raise its quota, right after ratification of the Bretton Woods Agreement on 26
December 1945. The French requirement had been put on the agenda of the
Executive Board Meeting on 10 September 1946, to be approved on 24 September.'

Who decided this quota change, and how? One of the most important arenas of
the decision was the NAC of the United States. In fact, the NAC took note of the
French request on 10 September 1946, simultaneously with the IMF Executive
Board.? The NAC Staff Committee took up the case on 16 September, more promptly
than the IMFE.? Finally, the NAC on 17 September also discussed the French quota
request in detail, and the Chairman John Snyder, US Secretary of Treasury, summed
up the discussion in the following action statement: in view of the preceding action,
the NAC “advices the U.S. Executive Director on the Fund [IMF] that the request of
France for a revision of her quota be considered on its merits, provided that the
French subscription to the Bank [IBRD] be revised to equal any new quota
established™ [underline original, parenthesis by the author]. However, China also
required a quota rise following France, and so did India. Facing this confusion, the
NAC meeting held on 26 September again took up the matter. At the meeting Harry
White reported that “if France were not allotted a quota of more than $525 million
the Chinese would withdraw their request”, and that White “told the French repre-
sentative that the U.S. government was willing to make a concession”.’ Finally, the
NAC maintained its approval for France to raise the quota. France also agreed to the
proposal of White, to raise the quota only up to 525 million dollars and not more.®
France and the United States represented by the NAC were thus friendly towards
each other. After the US-France negotiations, the IMF officially approved the
French request on 12 February 1947, which made the French quota the third largest
in the IMF.

'IMF EBM46/53, September 10, 1946; EBM46/65, September 23, 1946.

2NARA, NAC Documents, Meeting No. 38, September 10, 1946.

3NARA, NAC Documents, Staff Committee, Minutes, Meeting No. 40, September 16, 1946.
*NARA, NAC Documents, Meeting No. 39, September 17, 1946.

SNARA, NAC Documents, Meeting No. 40, September 26, 1946.

SIMF EBM46/72, September 30, 1946.

"IMF EBM47/135, February 12, 1947.
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As for the initial franc par value, the negotiations were more confused. Graph 1
below represents the evolution of the franc exchange rate, of which the historical
background was as follows. According to the decree of 26 December 1945, the
franc rate was fixed at 1 dollar=119.10669 francs and 1 1b sterling=480 francs.
During the period, the Exchange Equalization Account concentrated the foreign
exchange operations with this decreed rate.® Along with this official rate, unofficial
black markets were active in France, rating 1 dollar=350 francs in November 1945
and 1 dollar=295 francs in December 1945 according to the stipulation of the offi-
cial rate. The black markets were supplied with hoarded money under the German
occupation period (Gilbert 1980, p. 77): the French government under occupation
issued a huge amount of banknotes in order to pay the occupation costs of the
German authorities, but due to strict price controls by the German occupiers, the
sum supplied to the market resulted in hoarding.’

The franc rate thus decreed, the question for the IMF was whether to officially
approve this rate as an initial par value. It was Robert Triffin in the Research
Department of the IMF who was in charge of the decision making. Triffin’s view
was expressed in a report addressed to the IMF Board dated 30 October 1946.!°
Beginning his explanation by referring to the interwar period French economic his-
tory, Triffin warned “considerable deficits in her international accounts over the
period 1946-49”. As for the decreed franc rate of 1 dollar=119.10669 francs, he
says that “its maintenance in the future is predicated on the checking of the infla-
tionary forces inherent in the present situation and which, if allowed to develop
further, will soon make the proposed parity untenable”, predicting more devalua-
tions to come due to harsh inflation in France. On the other hand, Triffin was opti-
mistic about the dollar shortage, on which France had been presenting a pessimistic
view. He estimated that France, after paying the quota and capital to the IMF and the
World Bank, would still keep a gold-dollar reserve of 1 billion dollars equivalent.!!
Nevertheless Triffin criticized the French modernization program, the Plan Monnet,
as “based on rather ambitious investment goal, which may well overestimate the
absorptive capacity of the economy”."? Triffin concluded that the IMF could approve
the decreed rate as par value, but sooner or later it would have to be revised.

$IMF SM35, Foreign Exchange Transactions in France, January 27, 1946.

°IMF SM35, Foreign Exchange Transactions in France, January 27, 1946. This report was written
by Raymond Bertrand, approved by Edward Bernstein, before its proposal to the Board.

"IMF EBD99, Initial Par Values, France, prepared by Robert Triffin, October 30, 1946.

UTriffin’s estimation was based on the sum of aid granted to France, i.e. “500 million from the
International Bank, $300 to $400 million from other sources, especially the British Dominions and
Latin America, and $100 to $200 million of private loans and investments, in the latter part of
1946-49, mostly from the United States”. This sum makes “a gap of about $300 million between
estimated needs and resources. Such a gap”, however, represents “only 7 per cent of the total con-
templated deficit”. Ibid.

12Tbid. According to Philippe Mioche, Monnet held the view that execution of the Plan would be a
prerequisite for American aid supply. Cf. Mioche (1987), pp. 201-202.
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Just a week after the Triffin report, France officially proposed the initial par
value to the Executive Board Meeting of the IMF on 8 November 1946."% The
proposed value was equal to the decreed rate of 1945, namely 1 dollar=119.10669
francs. In the proposal, Jean de Largentaye, the French representative Director to
the IMF, stated as follows'*: “For more than two centuries the gold equivalent of
the French monetary unit had not varied” before WWTI; the decreed par value in
1945 was the one which devalued the previous rate by 58 %; “a moderate devalu-
ation at that time could have made necessary a further devaluation when the initial
par value would be fixed, and it was felt that a succession of devaluations would
have lessened the confidence in the currency”; according to de Largentaye, “that
is why the French Government has deemed it advisable, [...] to devaluate the
francs to a level which allowed participation in the International Monetary Fund
without the need for further readjustment”. The IMF Board approved this pro-
posal without further debate. The approved initial rate, however, would be deval-
ued a year later.

Unlike the silent decision process in the IMF Board, the NAC took time to dis-
cuss the franc par value. Four days before the IMF Board Meeting on the franc par
value, the NAC gathered a Staff Meeting on 4 November 1946. In the meeting, no
one except a representative of the Export-Import Bank of America (hereafter
EXIM) agreed to the franc’s devaluation.'’> Three days later, on 7 November, i.e. a
day before the IMF Board Meeting on the issue, the NAC could not reach a
conclusion,'® and finally the NAC action was amended on 26 November, after the
official decision made by the IMF Board.!” In this NAC Meeting, Harry White, the
US representative to the IMF, stated that “it would be a mistake to object to the sug-
gested rate for the French franc at this time”, since refusing the French proposal and
further demanding devaluation would lead to higher dollar demand in the black
market, and that additional devaluation after a 60 % franc devaluation in 10 months
might incite hyper-inflation. The NAC, after discussion, adopted an “action” that
t h e
United States would not oppose the French proposal “with great reluctance”.

The initial par value setting, stipulated in the Bretton Woods Agreement, was a
criterion for the fixed rate system, and was not supposed to be changed easily. The
French proposal has been criticized for its optimism, and the fear of re-devaluation
came true. Nevertheless, the process of decision making was not as simple as
“French optimism” versus “IMF pessimism”. The relationship between the IMF
and France would become more complicated by the French proposal after the initial
value setting.

IMF EBM46/88, November 8, 1946.

“De Largentaye was a first translator of Keynes’ General Theory into French, and served as the
IMF Director from 1946 to 1964.

SNARA, NAC Documents, Staff Committee, Minutes, Meeting No. 47, November 4, 1946.
1"NARA, NAC Documents, Staff Committee, Minutes, Meeting No. 48, November 7, 1946.
”NARA, NAC Documents, Meeting No. 45, November 26, 1946.
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3 Franc Devaluation: French Unique Strategy
and the IMF/ NAC

By the time the IMF started its daily activities, France would insist on its proper
demands and strategy. The franc devaluation is the most typical issue.

In January 1947, after the quota revision and initial par value setting, France paid
up its quota equivalent to the IMF, not in gold and francs, but in Treasury Bonds
bearing no interest. Simultaneously on 22 January, a cabinet decision was made on
the Plan Monnet, an ambitious reconstruction program. In May 1947, on the other
hand, France signed a World Bank loan of 250 million dollars, which was the first
loan by the Bank to a member country. France also made the first drawing from the
IMF in May, up to 125 million dollars (Horsefield 1969, pp. 169, 190 et passim).
France signed the above borrowings one after another, since the year 1947 was a
critical period for the French economy, known as “the 1947 crisis” year (Bossuat
1992, pp. 99-139). Overcoming this “1947 crisis” with Marshall Plan Aid, France
then made new proposals to the IMF: introduction of the floating rate system under
the name of a “free market” on the one hand, and the franc devaluation on the other.

The first proposal for a “free market” was made at the beginning of 1948. The
proposal was so firm that France would have withdrawn from the IMF if the pro-
posal had been rejected.

It was the NAC that responded quickly to the proposition: the NAC Meeting on 6
January 1948 discussed the practices of several IMF member countries regarding a
floating rate system, including France. The focus was on whether the IMF should
approve drawing requests made by those countries violating the IMF Agreement.'® As
for the French case, the opinion was divided among the meeting participants. Andrew
Overby, the IMF Governor representing the United States, criticized the French pro-
posal since France, unlike Italy or Greece, had already fixed a parity officially
approved by the IMF. The floating of this already fixed rate, according to Overby,
would “tend to undermine the purposes of the Fund”. Marriner Eccles, the FRB
Governor, followed with a comment that “if other countries follow France in adopting
a floating exchange rate system and there is no time limit, the Fund might well be
wrecked”. Eccles added bluntly that he “did not think that the Fund gained strength
and prestige by continuously compromising and retreating from its original purposes”.
Contrarily, Frank Southard Jr., the US representative member of the IMF Board
replied that he “would not feel to establish this policy was a retreat”. Southard’s opin-
ion was that the IMF should be more realistic in fixing the parity of the member coun-
tries, and that for France, a temporary floating was also effective in managing the
exchange rate. Thus, the FRB Governor stood with the IMF’s principle, and the IMF
official was more conciliatory towards France. The State Department representative
Willard Thorp also supported the latter’s opinion regarding a compromise.' Finally

BNARA, NAC Documents, Meeting No. 79, January 6, 1948.

Thorp was Deputy Assistant Secretary of State for Economic Affairs (later Assistant Secretary),
representing the Department at the NAC. In an interview in a later year, Thorp testified about the
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the NAC Meeting concluded an “action” that the United States would not oppose the
French proposal of floating “during the transitional period” and would propose that
the IMF not approve drawings by member countries adopting a floating system.

Two weeks later, however, the situation changed dramatically: on 19 January
1948, the NAC Meeting was informed that France was seeking not only to introduce
the “free market” floating system, but also to immediately devalue the franc.?® The
opinion presented at the Meeting was divided into two: Thorp, representing the
State Department, insisted on not intervening in European and French affairs, while
Overby and Eccles objected to the French proposal. The NAC finally decided to
adopt the compromise program proposed by Overby, to admit the devalued plural
parities of 1 dollar=250-272 francs or a single parity of 1 dollar=214 francs, and
to limit the use of the “free market” for non-trade transactions.

The French proposal for floating and devaluation was, from the French side, a
part of the stabilization program Plan Mayer, named after the Finance Minister René
Mayer. This plan consisted of the following policies: (1) Establish “free markets” for
the exchange of hard currencies (dollar, Swiss franc and Portuguese escudo), outside
the official exchange market managed by the Exchange Equalization Account, (2)
Devalue the IMF parity from 1 dollar=119,20 francs to 214.39 francs. According to
economic historian Michel Margairaz, Plan Mayer exercised the “triple logic of
liberal adjustment”, i.e. Government fiscal equilibrium, a balance between prices
and costs, and parity stabilization. In other words, the franc devaluation aimed to
achieve a rapid return to convertibility (Margairaz 1991, tome 2, pp. 999-1000,
1077-1083; Caron 1982, pp. 423—-437). According to Margairaz’s view, to which we
agree from our point of view, the devaluation was a tool, not an objective.

How did the IMF respond to this Plan Mayer? Five days before the start of the
Plan, the French Governor to the IMF Mendés-France and the IMF Managing Director
Camille Gutt conferred in Washington. Gutt proposed a considerable compromise to
the French representative: the IMF would approve the devalued parity of 1 dol-
lar=250-280 francs, but would require France to limit the use of the “free market” to
capital transactions and tourist accounts only, which meant use of the fixed IMF parity
for trade. But the French side rejected Gutt’s proposal, after the Finance Minister
Mayer insisted on making use of the floating rate for trade (Bossuat 1994, p. 27).

At the NAC Board Meeting held on 22 January 1948, three days before the
devaluation, Overby reported the most recent trends of the IMF Board.?! The
NAC Meetings of this period put the French issue at the top of agenda. Overby
reported the IMF’s position as follows: (1) the IMF would approve the French
devaluation, (2) the IMF also approves of the introduction of a “free market”
exchange rate for non-trade transactions, (3) but it does not agree to a floating rate
system for trading goods. However the NAC members response was negative:

conflict between the Treasury and the State Department of the period, particularly with Snyder at
the Treasury. Harry Truman Library, Oral History Interview with Willard L. Thorp (Ambherst,
Massachusetts, July 10, 1971), http://www.trumanlibrary.org/oralhist/thorpw.htm#52

YNARA, NAC Documents, Meeting No.80, January 19, 1948.

2INARA, NAC Documents, Meeting No. 83, January 22, 1948.
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Eccles stated that the “French proposals represent a serious departure from the
Fund’s basic principles and philosophy”. Eccles also summed up the discussions
in the NAC that most members were “not convinced that a retreat by the French
government to some more compromise position would have such serious political
consequences in France as have been alleged”. Finally, the NAC unanimously
concluded that it agreed to the French proposal but would “vote to reject the pro-
posal that French have a free market for 50 percent of the export proceeds to
convertible currency areas”.

Against these negative opinions, France devalued the franc on 25 January 1948,
setting the exchange rate of 1 dollar=214.39 francs and 1 1b=864 francs. In the
“free market” the real franc rate had been devalued to become 1 dollar=305 francs
(Bossuat 1994, p. 27).

Although the devaluation was carried out under severely antagonistic circum-
stances, the NAC finally tolerated the French policy after the new parity. For
example, the NAC decided an action on 27 January 1948, 3 days after the devalu-
ation, that “endeavors be made to meet temporary French financial needs through
expedition of the payment of vouchers for reimbursement of Interim Aid expen-
ditures or through commercial bank financing”. This action was based on an aid
request from the French Ministry of Finance to the United States: right after the
devaluation, France was suffering from speculators selling francs and buying
dollars, since they expected further depreciation of the franc.”> At the NAC
Meeting held the following week, Southard Jr., the US representative member of
the IMF Board reported that the franc rate in a “free market” moved from 1 dol-
lar=311 to 309 francs, while the black market rate was 304 francs, which meant
that “developments were as predicted by the French”: the franc rates of the two
markets were approaching each other due to the return of the hoarded dollars
back into the “free market”.?> The “liberal logic” of Plan Mayer was thus appre-
ciated in the NAC.

The IMF Board, on the other hand, sanctioned the franc devaluation as being
against the IMF Agreement, and administered a suspension of drawing rights
against France. This punishment, however, was not well-grounded, and nor was
the lifting of the punishment either: at the same time, the IMF adopted its so
called “ERP decision”, which stopped drawings by the member countries receiv-
ing Marshall Plan Aid, but the French case was not clear as to whether France was
the only country being “punished” due to the devaluation, or France came under
the ERP decision as well as other member countries (Lepage 1994, p. 55). The
franc rate was further devalued, to become 1 dollar=350 francs in September
1949, while the “floating system” was abandoned at the end of 1948. It was under
these obscurities that the IMF Article XIV consultations with regard to France
started in 1952.

22NARA, NAC Documents, Meeting No. 84, January 27, 1948.
ZNARA, NAC Documents, Meeting No. 86, February 4, 1948.
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4 Article XIV Consultations with Regard to France

The franc exchange rate had been fixed at 1 dollar=350 francs from the 1949 deval-
uation until the next devaluation in 1957. During this 8-year period, the franc rate
stayed stable. However, France experienced successive foreign reserve crises during
this period: an austerity policy followed the reserve crisis, and when the crisis was
over, the policy returned to relaxed spending. Thus a repeated “stop-go” policy
characterized the period, during which the IMF Article XIV Consultation had been
exercised with regard to France. The following Table 7.1 represents the main eco-
nomic indicators of the period.

In this section, the consultation debate is described by time series, depending
mainly upon the IMF archives.

4.1 Consultation Under Punishment (1952—-1953): Evaluating
the “Pinay Experiment”

The first consultation took place during 11-20 June 1952.%* The consultation con-
sisted of two hearings with the French Ministry of Finance’s Exchange Control
Division (represented by Pierre Calvet) and three hearings with the Ministry of
Finance’s Foreign Finances Division (represented by Guillaume Guindey).” The
IMF delegation was headed by Jan Mladek, an IMF Director of Czech origin. What
was happening in France during the year was a political debate between the Premier
Antoine Pinay, a champion of anti-inflation measures, and Guindey, who as men-
tioned above insisted on the franc devaluation with the expectation of worldwide
deflation. The debate ended with victory for Pinay, followed by austerity measures
called the “Pinay experiment”. Guindey, who was defeated, was later sent to the
Bank for International Settlements to become the General Manager of the Bank.?
Although both Pinay and Guindey were “neo-liberalists” in European terms, their
opinions were divided between “stabilization at once” versus “temporary stabiliza-
tion”, or “price regulation” versus “exchange rate regulation”.

In the course of the consultation, the IMF delegates questioned the regulatory
measures taken by the French side. The French idea was that (1) the primary goal
was to improve the trade balance deficit. In order to achieve this goal, France would
first of all liberalize trade between OEEC member countries, (2) trade liberalization
with the dollar area would follow the improvement of the dollar account, (3) the

2On the first consultation, cf. IMF SM/52/56, “France—Restrictive System”, August 8, 1952;
ERD/52/16, “France—Restrictive System”, August 6, 1952; ENA/52/20, “France—1952
Consultations”, August 7, 1952.

%0n the career background of Guindey, Cf. Yago (2013), pp. 130-131.

2Cf. Rimbaud (1990), pp. 150-226 for the political aspect of Plan Pinay. For the relationship
between Pinay’s program and the Banque de France relief to the French Treasury, cf. Feiertag
(2006), pp. 415—419. See also de Lattre (1999), p. 73.
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restrictions on capital movements would be lifted after the above liberalization. The
French representative rejected the IMF’s request for deregulation, with the excuse
that France aimed first to improve its foreign exchange position among the European
Payments Union member countries, and that by that time the roadmap to deregula-
tion was not ready. Surprisingly, the IMF delegate accepted the French excuses: “it
was necessary for the Fund staff to survey the French restrictive system against the
background of the existing acute difficulties of the present stabilization effort”.”’

How could France, under punishment measures, persuade the IMF delegate in
the consultation? It was the United States that supported the French side vis-a-vis
the IMF. In fact, the NAC approved in January 1951 that France could use 95 % of
the amount of the counterpart fund of the Marshall Plan Aid.*® Moreover, the NAC
gave consent to extend EXIM credit to France of up to 45 million dollars for cotton
imports (February 1952) plus 200 million dollars guaranteed by military expenses
(June 1952). These credits, decided by the NAC during the period between the first
consultation in 1951 and the second one in 1952, helped France to reject the IMF
demands that were on the table of the consultation.

The second consultation proceeded in a similar way.” The IMF appreciated the
stability of wages and prices in France brought about by the “Pinay experiment”. As
for the budget deficit and rise in the money supply, the consultation delegate only
requested further efforts. The French side, contrary to IMF advice, stated that they
would continue the export subsidy measures in order to balance the rise in wages
and prices that started in 1950-1951. The IMF expressed anxiety that this measure
could lead to irregular interference in trade patterns, but no further sanctions were
applied since France was already under punitive measures.

The French logic was unique for insisting on the need for regulation and interven-
tion with regard to the market simultaneously with the liberal “Pinay experiment”. In
other words, the French priority was put on “price tuning”, so that the exchange rate
would be managed after price stability was achieved. The French statement, how-
ever, included the somewhat contradictory and circular logic that the regulation of
dealings with regard to exchange rates may be continued as a prerequisite for price
stability. The “Pinay experiment”, on the basis of their logic, was a “stabilization”
measure at the domestic level but a “regulatory” measure at the international level.

4.2 “Regulation for Price Stability” Versus “Price Stability
Without Regulation”: Debate Over Import Liberalization

France took initiatives during the first two consultations, backed by American sup-
port aid. In the following consultations held in the mid-1950s, however, the IMF
side strengthened its counter-proposals. International turmoil such as the wars in

Y"IMF ENA/52/20, “France— 1952 Consultations”, August 7, 1952.
BNARA, NAC Documents, Meeting No. 267, January 11, 1951.
2IMF SM/54/20, March 17, 1954.
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Algeria and Indochina as well as the Suez crisis would also change the power bal-
ance among the United States, France and the IMF.

The third consultation was held during 12-22 February 1955.3° The French rep-
resentative gathered important figures such as Jean Sadrin, head of the Division of
Foreign Finances of the French Ministry of Finance after Guindey; Pierre-Paul
Schweitzer, Director of the Treasury and later IMF Managing Director; Calvet who
became Vice Governor of the Banque de France. It was the first consultation after
the sanction measure regarding France was lifted on 15 October 1954.

The consultation opened with the French presentation of an optimistic trade
cycle forecast. The IMF delegation agreed with the French view, though the IMF
criticized the rise in wages, budget deficit and inflation. The IMF, on the other hand,
severely criticized the discriminatory trade regulation imposed by France, i.e. trade
liberalization for the dollar area but restrictions on the OEEC area. The IMF
appraised the French policy on price stability, but blamed France for continuing
trade restrictions, using the need for price stability as an excuse for these restric-
tions. French logic was that to maintain the price stability after the “Pinay experi-
ment”, trade must be regulated: the IMF’s logic was, contrary to that adopted by the
French, that prices had already become stable, so France could lift its regulation.
The French reply was somewhat confused, that the deregulation on imports in dol-
lars “should not be understood and be conducted in a way which might be an obsta-
cle to the intra-European liberalization” (Lepage 1994, pp. 59—60). France proposed
postponing deregulation, but the pressure from the IMF side was augmented.

The fourth consultation was held during July and August 1956.%! This was a period
of serious international disputes, from the Independence War in Algeria to the Suez
Crisis, to be followed by the Second Middle East War. Under these tensions, the IMF
changed its previous optimist view: “The French economy which in the period 1953—
55 had managed to achieve rapid growth without inflation, but had not yet remedied
all of its structural weaknesses, has been confronted in the recent past with two seri-
ous contingencies. There were the development of a situation in Algeria which neces-
sitated diverting considerable resources from normal use, and the occurrence of severe
frost in early 1956 which caused a large reduction in agricultural output. Under the
circumstances, these adverse developments exert a heavy strain on internal stability as
well as the balance of payments”. The IMF, however, only expected France to improve
its inflation trend and trade deficit, but did not present any strong requests.

4.3 Deepening Crisis: Trade Deficit and Inflation

The fifth consultation took place during 1-10 July 1957.% This was the consultation
that was held just before the franc returned to convertibility. By this time France had
already drawn all of its standby credit and the franc counterpart in the IMF amounted

OTMF SM/55/25, April 25, 1955.
3SIIMF SM/56/61, October 17,1956.
ZIMF SM/57/69, August 9, 1957.
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Fig. 7.1 Franc/dollar par value (1928-1958). 1928: legal franc as of 25 June 1928 (le franc
Poincaré). 1938: real franc in April 1938. 1945a: real franc in December 1945. 1945b: legal franc as
of 25 December 1945. 1946: IMF parity approved on 8 November 1946. 1948a: legal franc as of 25
January 1948 (le Plan Mayer). 1948b: real franc in the “free market” in January 1948. 1949: legal
franc rate in September 1949. 1957: legal franc in October 1957. 1958: legal franc as of 27 December
1948 (convertible franc) (Source: INSEE, Annuaire Statistique de la France, exercices 1928—1959.
Note: The vertical diagram represents the franc rate per 1 dollar, displayed in minus figures)

to 125 % of the French quota. Under the Suez crisis, Franco-American diplomacy
was no longer going smoothly. The French position faced difficulties, both with the
IMF and the United States.

The IMF, in the course of the consultation, bluntly commented on the French
macro-economic policy: “The Fund considers that firm measures are required to coun-
ter growing inflationary tendencies and to restore the balance of payments equilib-
rium”. The inflation was due to military expenses caused by the Suez Crisis and rapid
economic growth led by the strong demand pull. In fact, inflation galloped ahead and
price controls did not function and failed, as shown in Fig. 7.1 above. The net foreign
reserve availability fell to 360 million dollars, of which 50 million was financed tem-
porarily by an American commercial bank as a petroleum purchase fund. The IMF
commented on this situation as follows: “there are serious dangers in the present situ-
ation”, “It is apparent that the steps taken by the French Government to stem the drain
on reserves were too late to prevent the latter from falling substantially”.

Contrary to the IMF’s suggestion to limit rising wages, the French government
introduced consumer price index sliding of minimum wage. France also introduced
an Import Restriction Measure in March, which consisted mainly of temporary
additional taxation on imports. The IMF, however, could not present a strong posi-
tion against these irregular measures. Regarding the weak stance of the IMF dele-
gates, France introduced an Export Subsidy System in August 1957, less than one
month after the consultation. The Export Subsidy, which encourages exports
through government aid, was a de facto currency devaluation, but was not included
in the consultation agenda focusing on currency matters.>

33 As for the process from the 1957 devaluation to the return to convertibility, cf. IMF, France:
Establishment of Par Value, prepared by the European Department in consultation with the Legal
and Exchange Restrictions Departments, December 26, 1958, confidential.
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In the consultation, the IMF on the other hand pointed out “a substantial increase
in bank credit to the private sector”. The focus of criticism was the Medium-term
Rediscounting Credit supplied by the Banque de France for housing purposes, to
which the IMF staff paid close attention. This credit practice was an exception to the
rediscounting credit limit put on the Banque, which meant that the Banque could
supply credit with no limit. This credit, according to the IMF view, was a key factor
causing inflation in France.

How did the NAC view the above French attitude, which was aggressive enough
to violate the IMF Agreement and practices? On 19 February 1957, before the fifth
consultation with regard to France, the NAC held a long meeting entitled “Financial
and economic situation of France”.’ In the meeting, the NAC Secretary Georges
Willis, presenting the report, criticized the French policy as follows: “The French
had resorted to a flood of imports as a means of sopping up purchasing power, but
had made no attack on the inflationary forces at work in their economy”. Against
this statement, a new argument was presented by H. McClellan representing the
Secretary of Commerce: he questioned “whether, if the United States should con-
sider major aid to France, it could successfully to bring pressure to bear on France
to deal with its problems”. The Chairman Randolph-Burgess promptly replied “this
represented the key problem” and said that “past aid to France had been conditional
on French undertaking of anti-inflation measures”, but “the French had taken no
steps”. Randolph-Burgess’s proposal was to reexamine the aid given to France,
which had been too easy from the US point of view. However, Christian Herter,
representing the Department of State, stood by the traditional policy of compro-
mise, saying that the European Common Market Agreement and the Euratom
Agreement were expected to be ratified soon by France, and the State Department
“would be concerned if financial difficulties should interfere with this”. Herter also
raised a point that “the French were making very large payments for budget support
to Morocco and Tunisia as well as for military operations in North Africa, a situa-
tion which raised the question of whether pressure on the French to reduce expen-
ditures might result in either difficulties for our base negotiations” in the concerned
areas. In reply to this statement, the chairman of the NAC meeting Randolph-
Burgess, stated in an exceptionally harsh manner that France had already exhausted
its standby credit; “the franc is not a major world currency like the pound sterling”;
“the French had the capacity to solve their financial problems, if they would only
face up to them”; “this view should be made clear to the French”. Here the NAC and
the IMF finally agreed to deal with France on the basis of further austerity.

Right after the above 1957 consultation, on 12 November 1957, three French high
ranking officials met with the American government agent confidentially at the Banque
de France. The French members were the Central bank governor Wilfrid Baumgartner,
vice-governor Calvet and Treasury Director Pierre-Paul Schweitzer. The meeting aimed
to explain the French crisis of its foreign reserves, which were almost depleted, and to
ask for a rescue package. The American agent at this secret meeting was Randolph-
Burgess, the NAC president who had previously insisted on the hardline measures with

#¥NARA, NAC Documents, Meeting no. 256, February 19, 1957, “Financial and Economic
Situation of France”.
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regard to France. Just after the above consultation, Randolph-Burgess was named
Ambassador to NATO and was to stay in Paris, thus he could stay in direct contact with
the French government. France continued with its requests for foreign reserve relief to
the EPU and West Germany, adding that France was asking for help from several institu-
tions and countries so that there would be no major risk by concentrating the burden on
a few particular agents (Feiertag 1995, pp. 15-22).

The discussions were hard during these negotiations, but nothing changed after all:
the IMF consultation could not alter the French policy; the NAC criticized France but
with no results; France postponed its domestic policy reforms and just asked for relief.

This deadlock was resolved through the intervention of Per Jacobsson, the newly
named IMF Managing Director. Jacobsson visited France in December 1957 and,
surprisingly, occupied an office in the Banque de France to observe and comment
on French financial and monetary policy.* After hard talks with the French govern-
ment, Jacobsson at last succeeded in putting an upper limit on the budget deficit,
suspended the supply of medium-term credit by the Banque de France, and estab-
lished a longer term program for the 1959 budget (James 1996, p. 105). The most
important of these interventions was the medium-term credit issue, which was
deeply related to the traditional practices of the Banque de France (Gonjo 1999,
pp. 417-432). During the above IMF consultation, the IMF staff had commented on
this type of credit: “There is undoubtedly a need to make drastic reductions in pub-
lic expenditures as part of any program to bring about a sound recovery in the bal-
ance of payments. In the absence of cuts in military expenditure such a move would
entail reductions in public investment and price subsidies, admittedly highly sensi-
tive areas. The conscious avoidance of appreciable reductions in these sectors in the
past has greatly contributed to the present difficulties”.* Finally, these medium-
term credit practices, which were the incarnation of the “overdraft economy” in
France, would be limited in return for the IMF standby credit supply to France,
following the intentions of Jacobsson. The view of Jacobsson, to get rid of the
French-American compromise and to reestablish the Bretton Woods System, would
also lead to domestic reform in France, to be planned by Jacques Rueff.

4.4 Neo-Liberal Stabilization: Plan Rueff
and the IMF Consultation

French policy changed considerably in 1958 with the Plan Rueff. This plan, offi-
cially named the “New Stabilization Program”, was prepared under the de Gaulle
government in power from June 1958 by Rueff, who was invited by the Minister of

31t was Wilfrid Baumgartner who confronted Per Jacobsson this time at the Banque de France. In
fact, Baumgartner had been a candidate for the position of Managing Director of the IMF instead
of Jacobsson, but this French high-ranking official refused the offer. Feiertag (2006), p. 537. As for
Jacobsson’s visit to France, cf. Jacobsson (1979), pp. 291-296.

SIMF SM/57/69, August 9, 1957.
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Finance Pinay. The plan consisted of tax rises, subsidy cuts and trade liberalization,
all of which were aimed at coping with the foreign reserve crisis (Gonjo 1999,
pp. 445—450). De Gaulle himself was anxious about the plan which seemed to him
to be too relentless. It was Jacobsson who persuaded de Gaulle, referring to
Napoleon, to step into the austerity policy of the Plan Rueff (Jacobsson 1979,
pp. 295-296).

The sixth IMF consultation was held during 20-30 October 1958, just before the
publication of the Plan Rueff in December 1958.3" This was just after France had
drawn on the standby credit approved by Jacobsson, and just before the French
return to convertibility. The consultation started with the IMFs comment on the
austerity policy in 1958. The IMF delegates welcomed the outcome of the policy in
the areas of budget spending, bank lending and medium-term credit. The IMF how-
ever asked if the Banque de France would grant whatever credit within the credit
ceiling. The French side replied that the Banque would be selective with the loan
requests, which meant to introduce not only a “quantitative” but also a “qualitative”
credit policy. No special comment was presented at the seventh and final consulta-
tion held during 1-14 March 1960: The Plan Rueff had already been put into effect
and the franc had returned to convertibility.*

It should be noted however that the franc exchange rate, fixed after the Plan
Rueff and the return to convertibility, was a “realistic” one, which approved the
existing devalued rate. The monetary policy also was kept easy and medium-term
credit was not abolished as previously planned. The NAC discussion of the period
reveals why.

The NAC held a long meeting on 28 January 1958 regarding the “French finan-
cial situation”. The chairman of the session Julian Baird and Tom Coughran, both
representing the Treasury Department, presented a report stating that “while the
stabilization program envisaged by the French was perhaps not everything that
could be desired, it represented a substantial and serious effort toward financial
stabilization”.*® After the report, the chairman proposed the French aid program,
consisting of (1) $250 million of EPU credit and (2) $131.25 million of IMF
standby credit, and to examine (3) $274 million in US government lending. The
NAC meeting members gave consent to the proposal one after another: “there had
been excellent cooperation among the agencies involved in the negotiations with
the French” (Samuel Waugh representing the EXIM), “French negotiations had
been very well coordinated, both within the Government and with the international
agencies involved” (Arthur Marget of the FRB). The French aid was thus approved
in full. The NAC, in spite of its harsh comments regarding France, finally agreed
to give aid and supported the French return to convertibility. France could cope
with its foreign reserve crisis, not only due to Reuff’s austerity policy, but also
thanks to the US aid.

STIMF SM/59/20, March 27, 1959.
BIMF SM/60/37, May 20, 1960.
¥NARA, NAC Documents, Meeting No. 264, January 28, 1958, “French Financial Situation”.
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5 Conclusion

The IMF and the United States seemingly criticized France and proposed harsh
measures, but in fact gave consent to credit and lending, ignoring the delayed
reforms. France also seemed to protest against the IMF and the NAC views, but
cooperated with them in the course of negotiations. The IMF, the United States and
France were playing a “cooperative game”, depending on each other and tolerating
the others’ defects. The conventional view, which indicates there was a “non-
cooperative game” between the above actors, seems to be too simple in just viewing
the antagonism on the surface of the Franco-American negotiations.

From our point of view, the austerity policy of Mayer, Pinay and Rueff, or even
the severe intervention of Jacobsson, may have been “conditions” or “performance”
targets in order to enable approval of the devaluation of the franc and the drawing of
standby credit. In fact, new aid was given by the United States to France after these
strict policies.

Why was this? Several hypotheses can be drawn from the situation: in the Cold
War context, special attention was given to France as the third largest IMF quota
member, or there was a strategy to govern Europe via France as a leading nation.
Precise studies on the subject, however, are to be examined in future. It should be
noted that the IMF of the period was quite different from the 1970s, with a still
powerful dollar and abundant standby resources. The United States was also in its
heyday: as expressed by the EXIM representative in the NAC, the US aid of the
period contributed to certain domestic industries in America via the European pur-
chases of American products. Under these conditions, France could rely on the IMF
and the United States playing a “cooperative game”, which is the incarnation of the
plural character of the Bretton Woods System.
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Chapter 8
The IMF and Germany: Currency Crisis
and Exchange Rate Policy

Ayako Ishizaka

1 Introduction

This chapter will focus on the relationship between the International Monetary
Fund (IMF) and the Federal Republic of Germany (Germany hereinafter) from the
1950s through the start of the 1960s.! During this period, Germany rapidly advanced
liberalization of trade and foreign exchange as it accumulated gold and foreign
reserve through its current account surplus. Despite the fact that Germany had
joined the IMF in August 1952, since by that point in time Germany already had a
current account surplus it did not have the opportunity to receive financial support
from the IMF, and already by 1956 its liberalization of trade and foreign exchange
largely was complete.

Although 5 years had passed since the IMF’s establishment when Germany
joined, over that period the IMF’s operations had been rather inactive. For this rea-
son, the actual state of the Bretton Woods system reflected a drawing back from the
initial ideal as of the time of the signing of the IMF Articles of Agreement, moving
in the direction of deployment in settlement within Western Europe (Yago 2007,
pp. 326-328). Under these conditions, Germany had joined the Organization for
European Economic Cooperation (OEEC) and the European Payments Union
(EPU), so that even before joining the IMF it had been involved deeply in regional
frameworks among Western European states. The fact that use of such regional
settlement systems contributed greatly to Germany’s rapid economic growth has
been pointed out in past studies. Germany first built up a current account surplus by
promoting trade and foreign exchange liberalization in the OEEC region, and then

'Also see Ishizaka (2006) and Ishizaka (2012), as works by the author discussing the IMF and
Germany.
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it achieved reintegration into the global economy (Buchheim 1990; Biihrer 1997,
Neebe 2004). Germany’s role in the EPU was to provide credit to member states as
a country with a surplus, and it also helped to strengthen the EPU (Dickhaus 1996).
However, a current account imbalance arose within the EPU—between Germany
with its surplus and France with its deficit—and this imbalance continued to grow
(Kaplan and Schleiminger 1989; Tanaka 2000). As a result, Germany’s buildup of
its current account surplus came to be the subject of severe criticism
internationally.

What kind of initiative did the IMF demonstrate with regard to Germany’s cur-
rent account surplus? In discussing the relationship between the IMF and Germany
the topic most deserving of attention is that of policies intended to regulate this
surplus, in particular the 5 % revaluation of the Deutschemark (mark) in March
1961. Through this revaluation Germany showed the priority it gave to domestic
currency value stability.? Otmar Emminger, then the director responsible for inter-
national finance at Bank deutscher Linder (Ldnderbank) and IMF representative
director from Germany, recalls that Germany revalued the mark to protect domestic
stability from external economic factors, employing foreign exchange market poli-
cies as the means of doing so (Emminger 1976, S. 485-554; 1986). Since November
1956 Emminger had argued that revaluation of the mark was inevitable.® The for-
eign exchange markets in 1957 saw currency speculation in anticipation of a revalu-
ation of the mark. This speculation was the first sign of the rise of the mark in
contrast to the decline of the pound (Furuuchi 2007, pp. 128-133; Zimmermann
2008, pp. 155-176, in particular p. 176).*

Germany'’s rise to the status of a country with a surplus and the revaluation of the
mark also are discussed in Harold James’ study of the history of the IMF, as “German
Surpluses” (James 1996, pp. 110-115).° That study makes it clear that Per Jacobsson,
the IMF’s third Managing Director, did not support the revaluation of the mark and
encouraged Germany to capital exports, chiefly in the form of aid to developing
countries.®

2See Holtfrerich (1998), concerning Germany’s monetary policy under the fixed exchange rate
system. Also see Lindenlaub (2013), a recent study on postwar Germany’s monetary policy.

3See James (1996), pp. 110-115, and Holtfrerich (1998), S. 400-413, concerning Emminger’s
proposal and the revaluation of the mark.

4Zimmermann has pointed out the following concerning the relationship between the Bretton
Woods system and Germany’s monetary policy, including the subsequent collapse of the Bretton
Woods system and the timing of progress on European currency integration: “Developments
within the Bretton Woods system had sharply constrained the autonomy of both the FRG
government and the Bundesbank, ... German policy remained consistent with the central princi-
ples of the larger Bretton Woods order in which the commitment to fixed exchange rates had been
embedded — namely, the pursuit of national economic autonomy within a framework of expanding
international trade. What had changed was the monetary regime within which these fundamental
goals were pursued”.

3 Also see Schmidt (2003), S. 155-1935, concerning the German position in the International mon-
etary system.

James (1996) and Holtfrerich (1998) also make it clear that IMF Director of Research Jacques
J. Polak considered it appropriate to revalue the mark by at least 10 % or 15 % if possible. See Erin
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But what kind of relationship formed between the IMF and Germany after it
joined the organization, and how did Germany interact with the IMF? This chapter
will examine the following topics. First, focusing on Germany at the time it first
joined the IMF, it will describe how Germany saw IMF membership and the kinds
of issues it faced in trade and foreign exchange liberalization. While Germany had
accumulated gold and foreign reserves through its current account surplus, by the
mid-1950s this situation was reflected in an increasing sense that the mark was
undervalued, resulting in pressure toward revaluation. Just before the 1957 IMF
general meeting, pressure to revalue the mark developed into currency speculation
including pressure to devalue the pound and the franc. Second, this chapter will
describe the debate concerning Germany’s judgement to the IMF’s response to it.
Third, focusing on Germany at the time of restoration of convertibility, it will look
at why it conducted capital exports proactively and describe Germany’s political
considerations, including those concerning its shifting to IMF Article VIII status.
Lastly, after elucidating the above topics, it will summarize the kind of impact the
IMF had on Germany’s policy choices and how Germany interacted with the IMF.

In the following section, the above-mentioned issues are examined using Article
XIV consultation materials and minutes of the Executive Board from the IMF
archives, to make clear the process of discussions between the IMF and Germany.
In addition, to look at Germany’s interaction with the IMF, we will carry out an
analysis using materials from the Deutsche Bundesbank Historical Archive
(Historisches Archiv der Deutschen Bundesbank) and the German Federal Archive
(Bundesarchiv).

2 Germany as a New IMF Member Country

2.1 From a Foreign Exchange Crisis to a Pioneer in OEEC
Liberalization of Imports

This section will look at Germany’s joining the IMF. At the end of 1949 the German
government was unofficially approached by the IMF about joining, and in September
1950 its membership was approved in talks among the foreign ministers of the U.S.,
Britain, and France. While the U.S. government took a proactive approach to
Germany joining the IMF, Germany’s entry involved a diverse range of difficulties
of a political, economic, and technical nature.” In these talks, the three foreign min-
isters confirmed that the Allies would continue to control trade and foreign exchange
policies in order to enable compliance with the IMF Articles of Agreement.

E. Jacobsson (1979) regarding Managing Director Jacobsson, including his views on this revalua-
tion rate.

"NAC Working Group-Fund Problems to The NAC Staff Committee, Admission of Germany to
the Fund and Bank, November 9, 1950. RG56. Box 49. National Archives and Records
Administration (hereafter NARA).
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Negotiations on Germany joining the IMF took place in the midst of a foreign
exchange crisis. This crisis, which began in autumn 1950, intensified at the start
of 1951, and Germany was forced to suspend liberalization of imports from the
OEEC region.? Fear of reigniting this foreign exchange crisis led Germany to be
as cautious as it was about trade and foreign exchange liberalization after joining
the IMF.

The start of the 1950s, when Germany’s entry to the IMF was imminent, also was
a time in which the country faced the need to become independent from postwar aid,
and there were concerns about whether Germany would be able to contribute its
quota with its meager gold and foreign reserves.” Originally, the U.S. assumed that
Germany would join the IMF with a pocket-vote. Furthermore, while the nations of
Western Europe had been IMF members from the organization’s start, they later
came into conflict with the IMF, and Germany tried to ascertain the details of this
development. As Marshall Plan aid came into full implementation, the IMF had
withdrawn from the field of aid for European recovery, and cooperation between the
IMF and the EPU had not been established sufficiently (James 1996, p. 92). In a
meeting at the BIS, Linderbank President Wilhelm Vocke acknowledged the rela-
tionship between the IMF and the Western European states. Britain was in opposi-
tion to the IMF on the subject of measures to devalue the pound, while in countries
such as France and Belgium there even were movements to consider withdrawal.!
While the EPU board also sought ways of cooperating with the IMF, in general it
was unable to reach a positive conclusion.!" Arguing that if the IMF demanded
devaluation of the mark as it had in the case of the pound even though there were no
problems at all with Germany’s ability to export it would lead to wage and price
inflation, Vocke had strong concerns about joining the IMF (Dickhaus 1996, S.
97-98). Vocke feared that by joining the IMF Germany would lose its currency
sovereignty and its ability to export would decrease as prices rose.

Germany was the 53rd country to join the IMF, with a quota of USD330 million,
the sixth largest among member states. In addition, in January 1953 the exchange
rate was set at 4.20 marks to the dollar.'? At first, the NAC and IMF staff considered
a quota in the range of USD280-400 million.!* While the U.S. Department of the
Treasury desired a figure even higher than the quota ultimately decided on, Britain

8See, for example, Dickhaus (1996), S. 49-116, concerning responses to this foreign exchange
crisis.

Wilhelm Vocke an den Bundesminister fiir Finanzen, Fritz Schiffer, 20. Mirz 1951. B136
(Bundeskanzleramt)/3339, Bundesarchiv (hereafter BArch).

10Wilhelm Vocke an den Bundesminister fiir Finanzen, Fritz Schiffer, 20. Mirz 1951. B136/3339.
BArch.

10tto Pfleiderer an Wilhelm Vocke, Betr.: Beziehungen zwischen der européischen Zahlungsunion
und dem Internationalen Wihrungsfonds, 2. Mai 1951. B330/44758. Historisches Archiv der
Deutschen Bundesbank (hereafter HADBB).

12Par Value-Federal Republic of Germany, January 21, 1953. EBS/53/3. IMFA.

13James E. Wood (Chief, European Division) to Brown M. Weir (U. S. Treasury Representative),
March 14, 1952. RG56. Box 49. NARA.
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desired a lower figure in light of the quota assigned to Japan (USD250 million),
which joined at around the same time as Germany, and of Australia’s opposition to
setting a higher quota for Japan. The final quota was a compromise.

2.2 The Restrictive, Discriminatory “Import Rights System”:
IMF Article X1V Consultation (FY1952)

As noted in the Introduction to this chapter, Germany’s economic growth was driven
by exports to the OEEC region. In January 1952, liberalization of imports resumed
for the OEEC region at a rate of 56.8 % (51.3 % for agricultural produce, 60.0 % for
raw materials, and 59.8 % for finished products).'* Earlier, in July 1951, the
Bundesverband fiir Deutschen Industrie (BDI) had called for a liberalization rate of
at least roughly 60 % the pre-suspension level (Neebe 2004, S. 166—168). In light of
a shortage of stores of raw materials the BDI was concerned that if suspension of
liberalization continued unchanged then over the long term industrial production
would be restricted and German industry would lose opportunities for exports. While
the Federal Economics Ministry and the Landerbank both agreed with the BDI's call
for resumption of liberalization, they were cool to the proposal of resumption at a
level even higher than the pre-suspension one, arguing that Germany needed to accu-
mulate solid gold and foreign reserves in order to avoid another currency crisis.
However, after the resumption of liberalization of imports the liberalization rate rose
in August 1952 to 80.9 % (71.5 % for agricultural produce, 90.7 % for raw materials,
and 80.0 % for finished products). Thus, when Germany joined the IMF its liberal-
ization rate for imports from the OEEC region already was more than 80 %.

The IMF’s first Article XIV consultation regarding Germany took place in
December 1952. During this consultation, Germany told the IMF that a current
account surplus with the OEEC region and a deficit with the dollar zone had emerged
as structural characteristics.'> Germany maintained a cautious stance, having esti-
mated in summer 1952 its surplus with the OEEC region during the period from
mid-1952 to mid-1953 to be roughly USD400 million. However, the scale of trans-
actions grew more than expected with the progress of import liberalization, so that
Germany’s surplus quickly rose to USD443 million by September 1952.'® With this
building current account surplus in the background, in April 1953 the liberalization
rate for imports from the OEEC region rose further to 90.1 % (79.4 % for agricul-
tural produce, 97.8 % for raw materials, and 93.7 % for finished products).

14See Biihrer (1997), S. 287, concerning the figures on liberalization rates for imports from the
OEEC region (January 1952-April 1953) discussed in this section.

ISTMF, Federal Republic of Germany-1952 Consultations, Part I, Staff Report and Recommendations,
February 16, 1953. SM/53/11. IMFA, p. 4.

*TMF, Federal Republic of Germany-1952 Consultations, February 16, 1953, SM/53/11, IMFA,
pp. 5-6.
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Federal Minister of Economics Ludwig Erhard expressed to IMF staff a strong
desire for restoration of currency convertibility of the mark. However, one issue
Germany faced in restoring currency convertibility of the mark was the need to
advance the liberalization of imports with the dollar zone and repeal its bilateral
agreements. The current account surplus was limited to the OEEC region, and lib-
eralization of imports from the dollar zone had not yet begun. Also, Germany had
concluded bilateral agreements with nations in Eastern Europe and South America.

The IMF assessed Germany’s situation at the time as follows: “during 1952 gold
and dollar holdings increased substantially at the same time that aid from the United
States and hoped that the Federal Republic of Germany will continue to pursue such
policies as will enable it to make further progress toward convertibility.”!” Thus, it
pointed out a gap between the level of restrictive and discriminatory measures and
actual circumstances. In response, Germany pointed to differences from its prewar
position and argued that “there are still a number of inherent weakness in the
German position in world trade.”'®

Germany described the reasons for this assessment as follows: “German exports
(by volumes) in 1951 were only 126 per cent of the 1936 level, whereas in the United
Kingdom, France and the United States they were 173, 226 and 293 per cent, respec-
tively. During 1951 United Kingdom exports of machinery and electrical equipment
were 1.5 to 2 times those of Germany, while in the prewar period they were only
one-half to three-fourths those of Germany....Germany’s share in world exports is
now 4.6 per cent, against 6.6 per cent before the war.”*” In this way, Germany contin-
ued to maintain a cautious stance even after establishing a stable surplus.

Promoting exports to the dollar zone was a pressing issue. Germany had been
implementing restrictive and discriminatory measures such as an import license sys-
tem and a retention quota (foreign currency to stimulate exports) system
(Devisenbetriebsfonds). The retention quota system gave exporters preferential
treatment in using for imports of some of the foreign currency they earned from
exports, as a means of stimulating exports.® A system of free foreign-currency quo-
tas (Devisenfreibetrag) was introduced from July 1950 to March 1951, allocating to
exporters 20 % of the value of their exports. This was followed by the import rights
system (Einfuhranrechte) implemented beginning in April 1952. Under this system,
exporters could retain 40 % of the value of exports when they involved the securing
of dollars or Swiss francs, using these import rights to import certain products within
3 months or else selling them to others.?! In mid-April 1952 the premium on import

7IMF, Federal Republic of Germany-1952 Consultations, February 16, 1953, SM/53/11. IMFA,
p- 26.

8IMF, Federal Republic of Germany-1952 Consultations, February 16, 1953, SM/53/11. IMFA,
p-7.

IMF, Federal Republic of Germany-1952 Consultations, February 16, 1953, SM/53/11. IMFA,
pp- 6-7.

2 See Asai (2005), pp. 52-55, concerning the system of foreign currency allocation to promote
exports and the case of Japan.

2'IMF, Federal Republic of Germany-1952 Consultations, February 16, 1953, SM/53/11, IMFA,
p. 14, Table 1; also see Dickhaus (1996), S. 136, in particular note no. 82.



8 The IMF and Germany: Currency Crisis and Exchange Rate Policy 171

rights reached 20-20.75 %, and exporters received them at an exchange rate of 4.54
marks to the dollar, which fell to 4.41 marks to the dollar in May. However, the pre-
mium later fell massively to 13—14.5 % in mid-May, 4.60-5.25 % in December
1952, and 2 % in February 1952 (Dickhaus 1996, S. 136). This drop was due to the
progress of import liberalization policies and decreasing demand for imports.

Minister of Economics Erhard told IMF staff that Germany intended to abolish
this system of import rights to the extent that it could.”? To Germany, these import
rights were merely a temporary, emergency measure to secure markets for exports.
Another reason for the desire to abandon the system was the fact that as the price
differential between dollar and non-dollar markets disappeared and the premium
decreased, its direct effects were limited. The IMF saw it as problematic that these
import rights were traded at a premium, resulting in dual exchange rates, but it was
uncertain whether Germany actually would move to abolish the system.?® This is
because although Germany had stated its intention to abolish the system it also had
made this conditional on countries such as France and the Netherlands abolishing
their own such systems at the same time.

3 The IMF and Revaluation of the Deutschmark

3.1 IMF Executive Board Discussions (June 1957)

While the liberalization rate for imports from the OEEC region already exceeded
80 % at the time Germany joined the IMF, liberalization for imports from the dollar
zone did not start until February 1954 (at a rate of 51.9 %: 29.8 % for agricultural
produce, 61.0 % for raw materials, and 70.5 % for finished products).?* The start of
this liberalization brought about major changes to Germany’s trade transactions.
The liberalization rate for imports from the dollar zone increased further in
November 1954 (to 56.9 %: 30.0 % for agricultural produce, 68.7 % for raw materi-
als, and 75.8 % for finished products) and May 1955 (to 68.1 %: 49.6 % for agricul-
tural produce, 75.6 % for raw materials, and 78.2 % for finished products). Due to
the effects of these increases in the liberalization rate and the benefits of supplies of
imported raw materials, in 1955 Germany’s imports from the dollar zone rose by
68 % and its exports to that same zone grew by 30 %.%*

22IMF, Federal Republic of Germany-1952 Consultations, February 16, 1953. SM/53/11. IMFA,
pp. 11-16.

B Mission 1953 (Friedman and Staff), Barend A. de Vries, Germany: Staff Visit on Retention
Quotas, May 20, 1953. CF C/Germany/810. IMFA.

24See Neebe (2004), S. 384, concerning the figures on liberalization rates for imports from the
dollar zone (February 1954-June 1956) discussed in this section.

ZIMF, Federal Republic of Germany-1955 Consultations, March 20, 1956. SM/56/26. IMFA,
pp. 8-9.
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The IMF saw this increase in imports as having made a major contribution to
Germany’s domestic price stability.?® In June 1956, the liberalization rate for imports
from the dollar zone reached 92.7 % (88.4 % for agricultural produce, 96.0 % for
raw materials, and 82.7 % for finished products), roughly the same level as the lib-
eralization rate for the OEEC region. Also, since limited convertibility mark
(beschrinkt Konvertierbare Mark: Beko-Mark) accounts were opened in April
1954, Germany no longer was dependent on bilateral settlement, and the diversifica-
tion of settlement advanced (Buchheim 1990, S. 154-155; Dickhaus 1996, S. 187
189). Under this system, through the creation of these accounts EPU member states
and countries that were parties to bilateral agreements were handled for transaction
purposes as the same region. As is clear from the above, in 1956 it appeared that
Germany would succeed in liberalization of trade and foreign exchange. In response,
in its Article XIV consultation (FY1956) the IMF regarded highly Germany’s
moves toward easing of restrictions and abolition of discriminatory practices.
Recommended to Germany that restrictions on imports were no longer necessary in
order to safeguard Germany’s monetary reserves and balance of payments.?’

On June 11, 1957, the IMF Executive Board met and discussed the FY 1956
Article XIV consultation regarding Germany. In response to this consultation, the
main topic of discussion in the Executive Board was Germany’s extreme surplus
position, and a succession of representatives of Western European states including
Britain, France, and Denmark expressed criticisms of Germany. This is because in
contrast to Germany’s current account deficit with the dollar zone, its surplus with
the OEEC region increased rapidly, so that the regional imbalance had grown fur-
ther. Also, as pointed out in the IMF Executive Board, in 1956 Germany’s gold and
foreign reserves grew rapidly to USD1.213 billion.?” The current account surplus
was a new contributing factor to domestic inflation, and the risk increased that no
matter how hard Germany tried to stabilize domestic prices inflation would be
imported to the country through an inflow of foreign currency. For this reason,
Germany’s financial policies also were a subject of discussion. Germany’s anti-
inflationary measures were understood to have had the effect of intensifying the
deficits of Western European states. As discussed below, the OEEC Council of
Ministers was unable to bring a conclusion to the difference of opinions between
Germany and Britain on the former’s monetary policies, so that the IMF Executive
Board was charged with resolving this conflict.

The IMF Executive Board did not consider Germany’s extreme surplus position
to be desirable, to the extent that its stance gave the impression of recommending
policies of intentional inflation in order to regulate Germany’s current account sur-

2IMF, Federal Republic of Germany-1955 Consultations, March 20, 1956. SM/56/26. IMFA,
p. 18.

“"IMF, Federal Republic of Germany-1956 Consultations, May 27, 1957. SM/57/46. IMFA,
pp- 28-29.

IMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, pp. 8-9.
IMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, p. 8.
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plus.*® Canadian representative Louis Rasminsky observed: “the conflict between
the policies Germany felt necessary for its domestic situation and those it pursued
on the external side had been obvious for some time and that the consequences of
this conflict were serious for other countries, in addition to being unwelcome in
Germany. He thought Mr. Thorold had accurately described the situation: either the
surplus Germany had achieved had to be dealt with in a way which did not impose
pressure on other countries or steps had to be taken in Germany or elsewhere to
reduce it to acceptable levels.™!

In response to the criticisms of Germany, IMF representative director
Emminger argued that Germany was most interested in striving to maintain
domestic equilibrium in the future as well. This was because over the preceding 2
years Germany’s wage level had risen by 15 % and its price level by 4-5 %.
Emminger offered the following argument: “In a country whose population was
very sensitive to inflation, this was certainly sufficient justification for taking anti-
inflationary measures. Germany had also made sizable attempts at cutting down
trade barriers, the over-all effect of which was a much larger increase in imports
than in domestic expenditure over the last three years. From 1953-56 total demand
in Germany increased by about 34 per cent, while demand for imports rose by 56
per cent. That this big expansion in internal demand and especially in demand for
imports did not lead to a better external balance, could only be explained by the
fact that, at the same time, demand, wages and prices in other countries were ris-
ing even more.”?

Germany’s gold and foreign reserves were increasing, and this led to expansion
of domestic liquidity. Growing demand from Western European states combined
with their inflationary growth policies to accelerate Germany’s imported inflation.
This would continue until the 1970s as what was called Germany’s lonely interna-
tional struggle to achieve domestic stability (Einzelgang in Stabilitdt) (Emminger
1986, S. 30-33). This was because the fixed exchange rate system did not have a
mechanism for immediate adjustment of differences in inflation. In the IMF
Executive Board, Emminger rejected the possibility of revaluation of the mark, cit-
ing as the reason “such action would tend to increase the German dollar deficit and,
thus, the over-all European dollar deficit.”* However, as noted in the Introduction to
this chapter Emminger himself was a central figure in proposing the revaluation of
the mark. At root, Emminger’s favored argument was that this situation could be
resolved by employing flexible foreign exchange market policies to avoid domestic
inflationary effects in Germany and maintain stability in the value of German currency
(Emminger 1976, S. 513; Holtfrerich 1998, S. 400—413; James 1996, pp. 112-113).

IMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, pp. 9-11; also see
James (1996), pp. 111-112, concerning U. K. representative’s demand.

SIIMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, p. 10.

2IMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, pp. 3—4; Otmar
Emminger an Herrn Bundesminister fiir Wirtschaft, 12. Juni 1957, Betr. Deutschland-Konsultation
1956. B330/1087. HADBB.

3IMF, Minutes of Executive Board Meeting, June 11, 1957. EBM/57/25. IMFA, p. 14.
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Even so, Emminger could not obtain sufficient understanding of this argument
within the Linderbank, where it was considered a peculiar view. As a result,
Emminger refrained from making his favored argument on revaluation of the mark
in the IMF Executive Board as well.

Cautionary, conservative views were stronger within the Landerbank. It was
expected that the current account surplus would decrease with the advancement of
foreign exchange liberalization and promotion of investment in Germany
(Schlesinger 1976, S. 595). On the other hand, it retained the liberalized capital
mark (liberalisierte Kapitalmark: Libka-Mark) accounts established in September
1954 as the sole means of investment in marks, attempting to control capital inflows
through these accounts (Buchheim 1990, S. 165; Dickhaus 1996, S. 189-192).
Under these circumstances, from the IMF’s point of view Germany did not appear
to be attempting to implement any measures at all, instead simply accumulating
foreign reserves and avoiding drastic measures such as a revaluation of the mark.*

3.2 Currency Speculation and the IMF Annual Meeting
(September 1957)

In July 1957, the foreign exchange markets saw fierce currency speculation in antic-
ipation of a revaluation of the mark and devaluation of the franc. This development
put strong devaluationary pressure on the pound as well. In the foreign exchange
markets the impression that the mark was undervalued steadily grew stronger.®
Figure 8.1 shows Germany’s gold and foreign reserves in 1957. Speculative cur-
rency flowed from Britain and France to Germany at the start of July. Later, even the
effective devaluation of the franc (by 16.75 %) was unable to curb this speculation,
and new inflows from the Netherlands began in August.* The inflow of foreign
exchange contributed significantly to Germany’s accumulation of gold and foreign
reserves, which peaked in September (Emminger 1976, S. 493).

These inflows had been spurred by the anti-inflationary policies of the Central
Bank of Germany (Deutsche Bundesbank; Bundesbank hereinafter). This led to full
discussion of how to regulate Germany’s current account surplus and how to prevent
imported inflation. As already noted, Germany’s current account imbalance began
in its balances with OEEC member states, and the currency speculation began with
its currency ties to OEEC member states. IMF Director of Research Jacques J. Polak
focused on the way Germany’s exports were affected broadly by the Western
European states.’” In 1956 Germany’s net surplus with the EPU was more than

¥*The German Balance of Payments Situation and the Question of Revaluation, 24. August 1956.
CF C/Germany. Box 11. IMFA.

3 See Tiingeler (1982), S. 35, concerning the foreign exchange markets in 1957.

% Jacques J. Polak, Balance of Payments 1954-1957, Germany’s Balance of Payments Surplus -A
Statistical Analysis, September 18, 1957. CF C/Germany/1430. IMFA, p. 5.

¥Jacques J. Polak, Balance of Payments 1954—1957, September 18, 1957. CF C/Germany/1430.
IMFA, pp. 13-15.
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Fig. 8.1 Germany’s gold and foreign reserves (1957) (Source: Based on statistics from the
Deutsche Bundesbank website. http://www.bundesbank.de/Navigation/DE/Statistiken/Zeitreihen_
Datenbanken Aufenwirtschaft, Auslandsposition der Deutschen Bundesbank bis zum Jahresende
1998)

USDI billion. This surplus was roughly equal to the total amount of the deficits of
France (-USD654 million) and Britain (-USD269 million) combined. Polak’s anal-
ysis led him to the conclusion that the main factors behind Germany’s current
account surplus were growth in exports and a lack of pure credit creation by finan-
cial institutions. These two factors were inextricably linked. If Germany’s exports
increased together with credit expansion, then imports would increase at an even
faster pace and the surplus should have shrunk. However, in 1956 credit creation by
German financial institutions was in a decreasing trend. Within the framework of
this analysis Polak determined that the Bundesbank needed to relax monetary pol-
icy in order to regulate the surplus.

Multilateral adjustments to exchange rates were one conceivable way of rectify-
ing the currency relationship with OEEC states. However, the OEEC was unlikely
to serve as a venue for discussion of such adjustments. This is because ever since the
conflict with the IMF Executive Board when it actively supported the devaluation of
the pound in September 1949 the OEEC had acknowledged exchange rate adjust-
ments to be within the IMF’s sphere (Kaplan and Schleiminger 1989, p. 258, 264;
Tanaka 2000, p. 148, in particular note no. 25). Later, relations between the IMF and
the OEEC began to improve with the 1952 standby credit provided by the IMF to
Belgium (James 1996, p. 97-98). The IMF recognized the need to build a system for
cooperation with the OEEC in order to promote trade and foreign exchange liberal-


http://www.bundesbank.de/Navigation/DE/Statistiken/Zeitreihen_Datenbanken
http://www.bundesbank.de/Navigation/DE/Statistiken/Zeitreihen_Datenbanken
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ization.*® However, OEEC member states remained cautious about infringement on
currency sovereignty.

Aside from this stance of the OEEC, the IMF also did not play a proactive role
in exchange rate adjustment.* In the IMF Articles of Agreement, members permit-
ted changes in valuation only in cases of rectifying fundamental misalignment of
exchange rates. The IMF needed to reach agreement for changes of up to 10 % and
also needed agreement when necessary to rectify a fundamental misalignment with
a change of more than 10 %. However, through that time no exchange rate adjust-
ments had been made under the leadership of the IMF, and the subject itself had not
even been discussed. For this reason Emminger published a paper entitled “The
IMF and exchange rate policy” (“Internationaler Wihrungsfonds und
Wechselkurspolitik™”), in which he criticized the IMF’s stance as follows (in sum-
mary): Although Germany would like to adjust exchange rates to match the current
situation, the IMF is not actively addressing exchange rate issues. The lack of lead-
ership on the part of the IMF means that member states forced to adjust exchange
rates need to take the initiative individually. What is the IMF’s role here? Since this
is not even discussed in the annual meeting, it is not likely that IMF policies and
practical suggestions would be derived there. Changes to exchange rates are not
suitable for multilateral discussions. Changes should be made immediately at the
time when they are necessary (Emminger 1957, S. 732).4°

Contrary to Emminger’s argument, in its annual meeting (in September 1957)
the IMF Board of Governors decided to maintain current exchange rates under the
leadership of the IMF and to eradicate currency speculation through cooperation
between Britain and Germany.*' Through the Board of Governors, Germany recog-
nized the activities of the IMF as having secured an influence not seen before in
calming the foreign exchange markets and bringing currency speculation under
control.* In this meeting British Chancellor of the Exchequer and OEEC chair Peter
Thorneycroft and German IMF representative and EPU chair Hans-Karl von
Mangoldt-Reiboldt issued a joint statement that said, “Current exchange rates will
remain unchanged and there is no need to set a floating range.”* This statement
reflected the fact that Britain desired secret bilateral talks with Germany and
expected prudent action by Germany with regard to the pound’s difficulties.
Emminger understood the compromise with Britain in the following terms: “Britain

¥ Co-operation with OEEC, July 1, 1953. EBD/53/87. IMFA.

¥ See James (1996), p. 115: “There had been no international discussion at all appropriate exchange
rate policy in the event of german changes, either in the OECD or at the IMFE.”

“0This article focused on the IMF’s role in exchange rate adjustment. Also see James (1996),
pp. 101-102, and Holtfrerich (1998), S. 406, in particular note 180, concerning the proposed
exchange rate bands discussed in Emminger’s article (1957).

4 See Kaplan and Schleiminger (1989), pp. 262-263; Holtfrerich (1998), S. 406, concerning the
1957 annual IMF general meeting.

“Bundesminister fiir Wirtschaft an Staatssekretir des Bundeskanzleramtes, 6. Dezember 1957.
B102/12660. BArch, S. 1-4.

4 Otmar Emminger an Bundesministerium Abteilung VI, Btr.: Deutsche und Englische Erkldrungen
auf der IWF-Tagung, 24. September 1957. B102/12660. BArch, S. 1-2.
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is desperate to maintain exchange rates, as a devaluation of the pound and loss of
credibility would have severe repercussions on the Labour government. Britain is
seeking Germany’s support to secure international trust in the pound. Under these
circumstances, Germany probably would face resentment if it were to spur distrust
in the pound.”* Britain welcomed the decision of Germany, which sought to avoid
revaluation of the mark, and it curtailed criticism of Germany after the IMF general
meeting. The harmonization of monetary policies implemented prior to the joint
statement (in which Britain’s official discount rate rose from 5 to 7 % and Germany’s
decreased from 4.5 to 4 %) also demonstrated results in curbing speculation (Kaplan
and Schleiminger 1989, pp. 262-263; Holtfrerich 1998, S. 406). This agreement
between Germany and Britain suggested an IMF stance of avoiding adjustments
that would lead to new distrust in another country’s exchange rate.*

Judging the agreement between the two countries to represent an important out-
come in political terms as well, not just for purposes of currency policy, Emminger
saw this agreement as the first fruits of the OEEC in connection with future currency
discussions in Europe. However, at the same time he saw Germany as being able to
revalue the mark in an emergency without being bound by this agreement. He was
concerned about the extent of Managing Director Jacobsson’s influence, which he
saw as a “role beyond understanding” (“unverstindliche Rolle”) (Emminger 1986, S.
85-88). In fact, the conclusion of the annual meeting of the IMF Board of Governors
reflected Jacobsson’s thinking. Declaring the end of postwar inflation, Jacobsson was
opposed to revaluation of the mark. This was because he saw leaving exchange rates
alone as the best policy because revaluation would bring about further speculative
currency inflows (James 1996, pp. 113-114). Furthermore, he also argued for
Germany to adjust the current account surplus through repayment of foreign debts
ahead of schedule, shouldering of defense costs, and capital exports in the form of
aid to developing countries, and Britain too strongly supported this position.

4 The IMF and Currency Convertibility of the Deutschmark

4.1 Encouragement of Capital Exports: IMF Article XIV
Consultation (FY1957)

The declaration in the annual meeting of the IMF that exchange rates would be
maintained as they were curbed the currency speculation that had anticipated reval-
uation of the mark. However, starting at the end of 1957 current account imbalances
among OEEC member states grew, so that Germany faced even stronger pressure

#“Otmar Emminger, Btr.: Konfliktsmoglichkeiten zwischen England und Deutschland in der
Waihrungspolitik, 10. Oktober 1957. B102/12660. BArch, S. 1-5.

#Otmar Emminger, Bericht iiber die Jahrestagung 1957 des Internationalen Wihrungsfonds
(IWF), 30. Oktober 1957. B102 /12660. BArch, S. 1-11.
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for measures to adjust its current account surplus. Germany’s current account
surplus was the subject of criticism at the IMF annual meeting.

In its Article XIV consultation (FY 1957), the IMF again recommended Germany,
as it had in FY 1956, that “restrictions on imports are no longer necessary in order to
safeguard Germany’s monetary reserves and balance of payments.”*® On the subject
of the continuation of Germany’s current account surplus, it stated, “Without endan-
gering price stability, the Government may wish to consider policies designed to
maintain internal demand and production at high levels, thus ensuring a buoyant
market for imports and contributing to the expansion of world trade.”*’ The IMF
welcomed the stimulation of capital markets and promotion of capital exports, in
particular expecting German capital exports to make a major contribution to bal-
anced growth in the global economy. This statement by the IMF overlapped with the
November 1956 demands of the OEEC board. The OEEC called for publicly funded
capital exports as a short-term measure until the capital markets recovered and the
structure of interest rates improved, arguing that Germany’s anti-inflationary mea-
sures could not be expected to lead to private-sector capital exports.*® This demand
reflected the judgment that imbalances among OEEC states were unlikely to be
balanced without future measures on the part of Germany. This would require con-
sideration for debtor countries.

In response, the IMF Article XIV consultation (FY1957) discussed the calls for
capital exports as a measure for adjustment of the current account surplus.* IMF
staff asked the German side for its views on whether it thought there were any pros-
pects for increasing capital exports, either through private or public funds, and on
whether it thought it would be possible to adjust the current account surplus through
capital exports. The IMF thought that Germany was not likely to implement direct
measures to encourage private-sector capital exports since the German government
was strongly oriented toward a market economy. Backed by the growth of its com-
petitive strength in global markets, Germany’s private-sector capital exports were in
an increasing trend, rising rapidly from DM383 million (1956) to DM780 million
(1957). Despite this, since demand for domestic capital was high and a unilateral
increase in private-sector capital exports could not be expected, the IMF concluded
that it would take even more time to adjust the current account surplus. Germany
argued that it would be difficult to promote public-sector capital exports due to the
tight federal budget situation, and the IMF also fully acknowledged this difficulty.
Comprehensive treatment of prewar and postwar debts was finalized and the London
Debt Agreement concluded.® Decisions also already had been made on large
amounts of additional expenditures such as short-term and medium-term loans to

“IMF, Federal Republic of Germany-1957 Consultations, June 4, 1958. SM/58/43. IMFA, p. 26.
*TIMF, Federal Republic of Germany-1957 Consultations, June 4, 1958. SM/58/43. IMFA, p. 26.

“Betr. Weltbank: Weitere Freigaben aus der deutschen 18 %-Quote, 14. Dezember 1956.
B136/3339. BArch.

“IMF, Federal Republic of Germany-1957 Consultations, June 4, 1958. SM/58/43. IMFA,
pp. 13-14.

% See Nishimuta (2007) pp. 85-93 and Scholtyseck (2013), S. 334-348, concerning the London
Debt Agreement.
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the International Bank for Reconstruction and Development (IBRD) (in the amount
of USD175 million).”! In connection with the start of the European Economic
Community (EEC), Germany also needed to make political considerations for
France. For this reason, Germany approved a withdrawal of marks (DM 189 million)
from the IMF as financial support for the French currency crisis, and it extended a
special line of credit (DM420 million) to France through the EPU. It also decided to
provide new capital to the European Investment Bank (DM 126 million) and capital
to the European Development Fund (DM84 million).

As seen above, IMF staff was concerned about the burden of capital exports on
Germany. However, in the June 1958 meeting of the IMF Executive Board that dis-
cussed this point, U.S. representative director Frank A. Southard and British repre-
sentative director Thorold strongly pressed Germany to carry out long-term capital
exports.’> This debate greatly interested other representative directors, including
Bhaskar N. Adarkar of India who had expectations for Germany playing an active
role in development aid as well as the representatives of Canada, Greece, and Finland.
Discussing Germany’s international contributions, Emminger cited loans to the IBRD
and provision of credit overseas.” However, Southard pressed further, commenting,
“the German authorities had no additional plans to promote private capital exports.”
And “he wondered why the German authorities had not considered the establishment
of an institution along the lines of the U. S. Export-import Bank.”>* Also, while
regarding highly the loans to the IBRD, Thorold argued that those alone were not
enough. What Britain expected of Germany was an increased shouldering of defense
costs and support for the pound through lessening the costs of stationing troops in
Germany, payment of external debts ahead of schedule, and prepayment for defense-
related imports.> Germany responded to these demands because it expected Britain’s
support for the reunification of East and West Germany and its active support in
response to any provocation from the Soviet Union (Zimmermann 2002, p. 81).

4.2 The Shift to IMF Article VIII Nation Status
(February 1961)

Germany shifted from IMF Article XIV nation status to Article VIII nation status in
February 1961. Germany’s political considerations for Britain and France were
expressed in the form of a simultaneous shift to IMF Article VIII status (Schmidt

51 See Ishizaka (2012), pp. 22-24, concerning the German capital exports through the IBRD in the 1950s.

320tmar Emminger, Bericht tiber den Abschluss der Konsultation 1957 zwischen dem IWF und
der Bundesrepublik, 30. Juni 1958. B330/1087. HADBB.

3See Harries (1998), S. 60-62, S. 223-225. Germany’s Reconstruction Loan Corporation
(Kreditanstalt fiir Wiederaufbau) accepted a USD10 million line of credit from the EXIM for
August-Thyssen-Hiitte for import of machinery from the U.S. in 1956 and provided credit to India,
Iceland, and the Sudan in 1958.

SIMF, Minutes of Executive Board Meeting, June 27, 1958. EBM/58/29. IMFA, p. 4.

S IMF, Minutes of Executive Board Meeting, June 27, 1958. EBM/58/29. IMFA, pp. 5-6.
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2003, S. 157). Convertibility of the mark was restored in December 1958 for non-
residents and in May 1959 for residents of Germany. In this way, convertibility of
the mark had been restored fully at the end of the 1950s, earlier than for the curren-
cies of other Western European nations. Before that, Germany had begun prepara-
tions for shifting to Article VIII status in the summer of 1955, expecting an early
demand for such a change in status from the IMF.*® This is because it understood the
shift to Article VIII status to reflect the progress of trade and foreign exchange lib-
eralization by individual countries. However, since Britain and France desired to
shift to Article VIII status at the same time as Germany, Germany’s shift to Article
VIII status was put off even though it had satisfied the conditions for the shift.”” In
December 1958, convertibility of Western European currencies was restored for
nonresidents. However, there were significant gaps among Western European states
in their progress on trade and foreign exchange liberalization.

While Germany had expected the shift to Article VIII status to be discussed in
the IMF Executive Board meeting held in July 1959, no specific discussions of the
matter took place at that time. Behind this were the concerns of Britain, which was
ready to attempt a restoration of the pound.*® In March 1959, the British government
learned through IMF representative director George Cromer that the response of
Managing Director Jacobsson would be to permit the postponement of Germany’s
shift to Article VIII status and to approve a simultaneous shift of the leading Western
European powers.” In response, when the IMF Article XIV consultation (FY1958)
for Germany began in April the British government asked Germany to postpone its
shift to Article VIII status until such a time as a simultaneous shift in status of
Western European states would be possible.” In response to this request, on June
30, 1959, secret talks were held between British Deputy Chancellor of the Exchequer
David B. Pitblado and Fritz Stedtfeld, head of the foreign economic bureau in
Germany’s Federal Ministry of Economics. In this meeting the British side argued
again that considerable time still would be needed before a shift to Article VIII
status. As a result, Germany was unable to identify the specific time at which such
a shift would be possible.

On the other hand, the EEC currency committee began meeting on June 22,
offering an opportunity for unofficial discussions with France on shifting to Article
VIII status. Here it was confirmed that France had a positive view on a simultaneous
shift in status.® Emminger and Banque de France Vice-President Pierre Calvet both

% Vertrauliche Ausarbeitung fiir Mr. Rooth iiber “Deutschland und Art. VIII”, 23. August 1955.
B330/1058. HADBB.

37See James (1996), p. 108, concerning the “gentlemen’s agreement” with Britain.

$Otmar Emminger, Vermerk: Betr. Ubergang von Art. XIV zu Art. VIII im Internationalen
Wiéhrungsfonds, 12. Juni 1959. B330/1058. HADBB.

W. Hanemann an Bundesminister fiir Wirtschaft, Betr.: Ubergang zu. Art. VIII des TWF-
Abkommens, 27. Mirz 1959. B330/1058. HADBB.

%Qtmar Emminger, Vermerk: Betr. Ubergang von Art. XIV zu Art. VIII im Internationalen
Waihrungsfonds, 12. Juni 1959. B330/1058. HADBB.

'Entwurf einer Weisung an Herrn Dr. Guth, Betr. Ubergang von Art. XIV zu Art. VIII, 10. Juli
1959. B330/1058. HADBB.
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served as deputy chairs of this committee, and through discussions between these
two it was reported that Germany was asking Britain for its views on a simultane-
ous shift to Article VIII status. France, which was in the middle of a currency crisis,
suggested that a simultaneous shift to Article VIII status would be difficult before
1960.5

Germany determined that the response of Western European states depended
decisively on Britain’s course of action, and that it would not be realistic for it to
shift to Article VIII status without Britain.®® For this reason, it took into account
Managing Director Jacobsson’s support of a simultaneous shift of Western European
states, centered on Britain, to Article VIII status. In October 1960, Irving
S. Friedman, Director of the IMF’s Exchange Restrictions Department, proposed to
Germany the timing for a simultaneous shift in status, with Germany expected to
take the initiative.** In this way, Germany became responsible for coordinating the
shift with Britain and France.

5 Conclusion

How are we to understand Germany’s interactions with the IMF from the 1950s
through the start of the 1960s? When Germany revalued the mark by 5 % in March
1961, Jacobsson was furious but the IMF Executive Board approved it without
objection (Emminger 1986, S. 126—-127; James 1996, p. 115; Holtfrerich 1998, S.
413). Emminger assumed heavy responsibilities in the EEC currency committee,
and in 1959 he was replaced as Germany’s representative director to the IMF by
Bundesbank statistics bureau chief Wilfried Guth. In a way that expresses clearly
the view in Germany at the time, Guth regarded Managing Director Jacobsson as
follows: While he attempted to enhance the existing international currency system,
to those who considered it antiquated and those seeking to create a new order he was
no more than a conservative Managing Director. From the start, Jacobsson acted
based on the assumption of how to put the existence of the IMF to use within the
existing framework (Guth 1964, S. 11). Furthermore, Guth understood Jacobsson’s
convictions to be as follows (in summary): Global economic growth is possible only
under a system of stable, fixed exchange rates. A system of floating exchange rates
is dangerous. This conviction is reflected strongly in the policies of the IMF
Managing Director, and the role of the IMF as an organization is limited to respond-
ing to a currency crisis (Guth 1964, S. 11). As is clear from these statements from
Guth, as early as the mid-1950s a new movement had begun in Germany arguing for
utilizing flexible foreign exchange market policies to avoid inflationary effects on
the domestic economy, as seen in Emminger’s proposal. However, in fact Jacobsson
had tremendous influence as IMF Managing Director. This choice also was

©2Germany’s Relation to International Monetary Fund, April 28, 1959. RG56. Box 49. NARA.

3Wilfried Guth, Betr.: Ubergang zu Artikel VIIT und damit zusammenhingende Fragen, 17. Juli
1959. B330/1058. HADBB.

#“Wilfried Guth, Ubergang zu Art. VIII, 14. Oktober 1960. B330/1059. HADBB.
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influenced by the fact that the first President of the Bundesbank Karl Blessing
shared Jacobsson’s convictions. From the mid-1950s through the start of the 1960s,
Germany’s views were not united, and the country continued to act through trial and
error (James 1996, p. 110-115; Holtfrerich 1998, S. 400—413).

At the end of the 1950s, in a complex situation that involved signs of the weaken-
ing of the dollar and the rise of the mark, Germany prioritized political consider-
ations first, implementing capital exports and accepting the postponement of its shift
to Article VIII status. After that, through the 1960s the Bundesbank acted as an
important international credit institution both inside and outside the IMF. The
Bundesbank provided this international credit because it saw itself as having a spe-
cial responsibility for the survival of the Bretton Woods system (Emminger 1976, S.
550). While international credit from the Bundesbank was able to postpone the end
of the Bretton Woods system, it was no more than temporary financial support and
was unable to create a new international currency order (Lindenlaub 2008, S. 13-34).

As we have seen in this chapter, Germany’s capital exports implemented begin-
ning in the latter half of the 1950s emerged out of consideration for OEEC member
states faced with current account deficits. To Germany, which considered its ties to
Britain and France to be very important, demands from the OEEC were more influ-
ential than the IMF, even as it continued working together with the IMF. On the
other hand, discussions on adjusting exchange rates did not advance within the
OEEC. As a result, the revaluation of the mark was a decision made by Germany
itself. However, this revaluation should be recognized as more than just an example
of the currency sovereignty of a single country. It proved an important opportunity
for powerfully advancing currency cooperation among EEC Common Market mem-
ber states beginning in the 1960s, by harmonizing the interests of those member
states.® Topics for future discussion include the rise of the mark as a central cur-
rency and Germany’s contributions in currency cooperation.

Primary Sources

International Monetary Fund Archives (IMFA), USA
National Archives and Records Administration (NARA), USA
RG56, The Department of Treasury
Bundesarchiv (BArch), Koblenz/Germany
B102, Bundesministerium fiir Wirtschaft
B136, Bundeskanzleramt
Historisches Archiv der Deutschen Bundesbank (HADBB), Frankfurt am Main/Germany
B330, Dienststelle des Direktoriums der Bank deutscher Lander und der Deutschen Bundesbank

9 See Emminger (1986), S. 129-131; Tietmeyer (2005), S. 23-24; Zimmermann (2008), p. 160, in
particular note no. 16. Emminger lists as one of the international impacts of the revaluation of the
mark the promotion of currency cooperation among Western European states, and former
Bundesbank President Hans Tietmeyer makes the same point in his memoirs.
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Chapter 9
The IMF and Italy: Trade Liberalization

and Return to Convertibility

Kanna Ito

From the beginning of the 1950s to 1963, Italy experienced rapid economic
development and eventually declared the external convertibility of its currency with
the major European nations in 1958. In this period, Italy participated in the Bretton
Woods system and the European integration process. In this chapter, we will review
how the Bretton Woods system infected and restricted the economic policy manage-
ment of the member countries by examining the Italian experience.

1 Italy’s Accession to the IMF

In 1943, when the Allies started to talk about constructing a new international mon-
etary regime, this news also reached Italy. After the liberation of Rome on April 25,
1944, the Italian government was eager to participate in the International Monetary
and Financial Conference of the United Nations and its allies at Bretton Woods in
July, but they were not allowed to participate, even as observers. The Italian govern-
ment set up a committee of experts that reached a final consensus in September,
after several months of discussion, that Italy should be incorporated into the inter-
national economy without delay because of its large dependence on the import of
raw materials and the export of handicraft products and for the purpose of its politi-
cal revesting after the long international isolation forced by the fascist regime. In
addition, they expected that admission to the Bretton Woods organizations would
promote stabilization of the domestic economy.! Italy submitted its application for

'Regarding the Italian accession to the Bretton Woods Agreement, refer to Cotula (2001),
pp- 75-109; Di Taranto (2007).
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the IMF and the IBRD on February 14, 1946; however, it encountered immediate
protests from the representatives of Greece and Yugoslavia. They insisted that since
Italy was the former enemy, its application should not be accepted before having
signed the peace treaty. Then, the Executive Board of the IMF set up a special com-
mittee to discuss this subject, where the American representative took the stance
that there were no obstacles for Italy’s participation in the IMF because Italy had
been admitted as a cobelligerent country in 1943 and had made an important contri-
bution in the fight against Germany. In addition, Italy had reinstituted diplomatic
relations with almost all of the Allies that did not intend to obligate Italy to accept
every condition of the armistice agreement. The United Kingdom also affirmed this
stance. Then, the Executive Board of the IMF admitted Italy to membership on
October 2, 1946; Italy joined the IMF and the IBRD on March 27, 1947.

The amount to be paid by Italy as the IMF quota was 180 million U.S. dollars.
This was far less than the 300 million dollar cost that was anticipated by the Italian
government. Italy’s reserve, however, was nearly exhausted; it came up short by
approximately 30 million dollars in gold in its payment to the IMF. Therefore, when
Donato Menichella? visited the USA while attending Prime Minister De Gasperi in
January of 1947, his highest priority objective was to negotiate a loan and raise the
funds necessary for membership in the IMF. The loan of 100 million dollars,
obtained at that time from the Export—import Bank, provided the first pathway to
knowing the latest American mechanical products for Italy and the first stimulus
toward modernizing the industrial facilities in Italy (see Cotula 2001, pp. 50-51;
Segreto 2000).

2 The 1947 Monetary Stabilization

Partnership with the IMF and the assistance of the U.S. government helped Italy to
reconstruct its monetary stability. The war had reduced the value of the lira, since
wholesale prices were 25 times higher at the end of the war than they had been
before it. Then, after a year of monetary calm, another serious bout of inflation
began in the second half of 1946. According to Menichella, this new inflation was
preceded by a boom in equity prices and foreign exchange quotes. The banks with-
drew large deposits from their accounts with the Bank of Italy and expanded their
loans for the industrial recovery and speculative dealings of securities and com-
modities. The government’s bread price control policy placed a financial burden on
the budget, and the deficit was financed by the monetary base creation through

2Donato Menichella assumed the position as the general director of the Bank of Italy on April 19,
1946, by recommendation of Luigi Einaudi, governor of the Bank at that time. He engaged in a
bailout and liquidation of the big bank groups in the 1920s, then executed a series of public inter-
ventions in the banks and the industrial companies after 1933 as the general director of the Institute
for Industrial Reconstruction (Istituto per la ricostruzione industriale, IRI). Carli outlined how
the recruitment of Menichella disappointed the industrialists of northern Italy and made them
hostile to Einaudi’s initiatives. Carli (1993), p. 84.
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rediscounts at the Bank of Italy (Fratianni and Spinelli 1997, p. 170; Cotula et al.
2003, p. 464). Although supported by United Nations Relief and Rehabilitation
Administration (UNRRA) aid, the shortage of coal, iron, and food was critical.
Furthermore, the forecast that the aid would soon end fueled people’s fears. Since
the rations that could be obtained with coupons were so small, people turned to the
free market and the black market, where the biggest rises in food prices occurred.
The upswing was strengthened by keen foreign demand for Italian products, espe-
cially textiles; at the end of the year, it led to such an appreciable rise in wage rates
that the resultant increase in domestic demand for consumer goods far exceeded
their supply. Thus, during the 15 months covered by the new inflation process, the
wholesale price average climbed from 25 times the prewar level to 60 times and
beyond. The expectation of further rises led to large-scale hoarding and stock build-
ing on the part of producers, and companies and individuals obtained bank loans
and rushed to invest in real estate, gold, and jewelry. The flight of capital gained
impetus, and the official reserve declined sharply.’

Per Jacobsson, economic advisor and head of the Monetary and Economic
Department of the Bank for International Settlements (BIS) at the time, stayed for
several months in Rome starting in January of 1947 at the height of inflation in order
to study the Italian economic situation.* He kept in close contact with the Bank of
Italy’s research department. Jacobsson observed closely and concluded that the
basic cause of the rapid rise in Italian prices was the excessive liquidity remaining
after the war. This conclusion coincided with the opinion of the Bank of Italy. That
same January, right after returning from his mission in the USA, Menichella spoke
at a general meeting of the Italian Banking Association. He reported his conversa-
tions in the USA and urged Italy to cope with the problem of paying their balance;
to this end, stabilization of the currency would be essential. On that basis, he
requested that bankers not accommodate credit for excessive stock accumulation
and warned that failure to comply would result in the introduction of the reserve
requirement system.’

At the end of May of 1947, Luigi Einaudi joined the government as deputy prime
minister and minister of the budget, while his friend, Gustavo Del Vecchio, was
appointed minister of the treasury, and Menichella replaced Einaudi as governor of
the Bank of Italy. The legislature approved the bill that allowed the new monetary
instrument; therefore, continuance of the stabilization program was guaranteed.
Einaudi, a liberal economist with an academic career as a professor of public finance
at Turin University, had commented on the government’s economic conduct as a
columnist in a widely read Italian newspaper for more than 30 years. Additionally,
he wrote articles, showed how fast credit had expanded, and justified the policy of

3Regarding Einaudi’s fight for stabilization, see Archivio Storico Banca d’Ttalia (ABI), Direttorio
Menichella (DM), cart. 98, fasc. 1, pp. 78-88, “Introductory Remarks: Per Jacobsson and Monetary
Development in Italy, 1946-1947,” 1966; Fratianni and Spinelli (1997), pp. 168-171.

“Regarding Jacobsson’s study on the Italian problem, see Jacobsson (1979); BIS (1949).

SCotula et al. (1997), doc. 12 “Discorso all’assemblea dell’ Associazione Bancaria Italiana,” 18
gennaio, 1947.
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checking excessive credit expansion by means of the reserve requirements. In this
way, Einaudi turned public opinion to his side, as Menichella described.

The new system of compulsory reserves was introduced in August, and the offi-
cial discount rate was raised from 4 to 5.5 % in September.® In the midst of the
polemics unleashed by the new provisions, Einaudi resolutely declared that he
would not hesitate to raise the reserve ratio even more sharply if the new demand for
credit was intended for hoarding. He explained that it included the hoarding of land,
houses, jewelry, gold, foreign currency, and stocks and shares, which many firms
had been buying as a hedge against further price rises, utilizing bank credits that
they had requested ostensibly for production and trade. Thus, Einaudi demonstrated
a rigorous and inviolable stance of credit restriction. Banks no longer readily com-
plied with demands for increased credit. The credit restrictions were soon reflected
in a large-scale liquidation of stocks held in anticipation of higher prices. Once
several key prices fell, consumers expected further price decreases and bought only
to meet their immediate needs, and the hoarding stopped. Wholesale prices, which
had risen by 70 % in the first 9 months of 1947, showed continuous reduction from
the peak in September of 1947 until February 1948. Within 5 months, wholesale
prices declined by 14 %, retail prices by 12 %, and the cost of living by 10 %,
remaining unchanged since.” Inflation was halted. Jacobsson wrote later that it was
a violent shock; however, a shock is generally necessary when things have gone so
far—as they had done in Italy —that confidence in the currency has been shaken.?

The second point of the government’s anti-inflationary policy was reduction of
the deficit. In October of 1947, Einaudi stated in the Constituent Assembly (func-
tioning at the time as Parliament) that the budget deficit introduced harm, such as
the growth of public loans, that amounted to more than 2,000 billion lire at the end
of June of 1947. As a result, the value of the currency was declining, and savings
and securities holders would suffer losses and be impoverished; therefore, stabiliza-
tion should be done for them. Then, he declared that the essential condition for
stabilization was budget equalization. He cited the statement of Camille Gutt, gov-
ernor of the IMF, the high authority for international currencies, that in several
countries, the large budget debt was the root of inflation. Thus, the start point of
monetary and economic reforms should be equalization of revenue and budget
expenditures. This must be the real balance, that the real revenue derived from the
current national revenue should cover expenditures on the public’s behalf. Neither
banks of issue nor commercial banks should provide funds for the public expenditure.
Einaudi stated that, in Italy, such perfection was too much to ask; however, it would

®Regarding the deposit requirement, see Fratianni and Spinelli (1997), p. 174: “Credit institutions
had to deposit with BI or purchase government securities for an amount equal to 20 % of the dif-
ference between their deposit base and ten times their net worth, and 40 % of any subsequent
increase in deposits. Amounts deposited with BI yielded the interest applied on short-term Treasury
bills less 25 basis points.” Cfr. BIS (1949), p. A3.

"IMF SM/248, “The Financial Situation in Italy,” June 21, 1948.
$ ABI, DM, cart. 98, fasc. 1, pp. 78-88; Cotula (2001), pp. 51-53.
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suffice if the national budget would equalize not only by tax revenue but also by
issuing treasury bonds and government bonds.’

Throughout the period from 1945 to 1960, when Einaudi and Menichella gov-
erned the Bank of Italy, maintaining the currency’s stability was considered to be
the top priority; therefore, the authority aspired to constrain the creation of exces-
sive liquidity by banks and to stimulate investment by mobilizing the savings to the
public bond market. Actually, introduction of the compulsory reserve made banks
invest a part of their liquidity in treasury bonds. Therefore, the compulsory reserve
supported the public bond market.'® The Bank of Italy, the custodian of the compul-
sory reserve, became a real central bank, and its authority over credit control was
consolidated. Furthermore, soon after stabilization of the currency, regulations that
restricted financing the budget deficit by monetary base creation were established,
giving sufficient autonomy of currency flow control to the central bank.'

3 Dispute with the IMF About the Italian
Floating-Rate System

Article XIV of the Articles of Agreement of the IMF also applied to the Italian
accession to the IMF. As Section 2 of the same article stipulated, Italy, which was
admitted “in the postwar transitional period may, notwithstanding the provisions of
any other articles of this Agreement, maintain and adapt to changing circumstances
(and, in the case of members whose territories have been occupied by the enemy,
introduce where necessary) restrictions on payments and transfers for current inter-
national transactions.” Italy aspired to the application of this article because it
adopted the exchange control and floating exchange rate system.

In the middle of March of 1947, on the eve of signing the Agreement, however,
an issue was raised in the IMF Executive Board meeting.'> Ernest de Selliers, the
Belgian executive director, raised the question of the introduction by Italy, as lately
as 1946, of a legal free market for foreign currencies, which he considered to be
contrary to the principles of the Fund’s Agreement. He suggested that Italy should
not be allowed to become an active member of the Fund until such a time as the free
market had been abolished. The consensus was opposed because so long as Italy

°Einaudi, “Intervento all’Assemblea Costituente,” 4 Ottobre, 1947, in Barucci (2008). For the
fiscal year of 1946-47, only 50 % of the expenditure was covered by real revenue. See BIS
(1949), pp. A2-A3.

'For example, in 1956, approximately 330 billion lire of the reserve deposit with the Bank of Italy
was invested in tresuary bonds. IMF SM/57/23, “1956 Consultation—Italy,” p. 5.

IRegarding the legal reforms of the Bank of Italy, see Fratianni and Spinelli (1997), pp. 174-189;
Cotula (2001), pp. 12—18. In the middle of 1945, 97 % of the Bank of Italy’s assets was treasury
credit. Einaudi, assuming the post of governor in January, criticized the situation at that time, saying
that rather limited room was left for the bank of issue’s autonomous action.

2IMF EBM/Meeting 147 —March 18, 1947.
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was not a member of the Fund, it was under no obligation with regard to the Fund
Agreement and had the full right to adopt any monetary policy it wished.
Additionally, since the board of governors determined the terms and conditions
upon which Italy would be admitted to membership, the executive board could not
presume to modify those terms and conditions. Furthermore, even after Italy became
a member, she would be covered by the transitional provision of Article XIV,
Section 2. Therefore, the discussion should take place after Italy’s joining of the
Fund."

The currency reforms from 1926 to 1928 charged the Bank of Italy with manag-
ing currency policy and reserves in Italy. Then INCE (Istituto nazionale per i cambi
con I’estero, or the National Institute for Foreign Exchange), established by the
organizational changes in the 1930s, monopolized all exchange operations and,
with ICE (Istituto per il commercio estero or Institute for Foreign Trade), was
entrusted with the tasks of regulating the distribution of exchange, coordinating
import and export services, and regulating purchases abroad for the accounts of all
State departments and agencies. Since 1934, it was prescribed that all foreign cur-
rency and foreign assets must be ceded to the government. The licensing systems
for all imports and exports were introduced in 1939 and 1940, respectively; every
import or export had to be authorized. From that time until the beginning of 1946,
the foreign exchange operation was totally monopolized by the government. After
the war, the role of the INCE was taken over by its successor, the UIC (Ufficio
Italiano dei Cambi, or the Italian Foreign Exchange Office),'* and the governor of
the Bank of Italy doubled as the chief of the UIC. Thus, the Bank of Italy assumed
authority for managing the foreign exchange and reserves.

Immediately after landing, the Allies established the official rate of 100 lire to
the dollar and 400 lire to the pound sterling. Since the official rates were overesti-
mated, they were raised, so far as merchandise trade was concerned, by 125 % in
January of 1946. Then, forced cession of all export proceeds at the official rate was
relaxed by legislative decree on March 26, 1946, which installed a free market for
the U.S. dollar, the pound sterling and the Swiss franc, and the “50 percent system.”
Since then, exporters have been required to sell one half of their foreign exchange
proceeds earned on exports to countries without a trade agreement to the UIC at the
official fixed rate (225 lire to the dollar); the other half might be used for the speci-
fied import within the given period or sold for the importers through authorized
banks in the legal free market. This was the first step toward liberalizing the foreign
exchange in postwar Italy. Since the exchange rate fluctuates in response to the

Regarding Italian exchange control, see IMF, Research Department (RD)—234, “Foreign
Exchange Practice in Italy,” April 10, 1947; EBM, Meeting 182—July 1, 1947; Meeting 223 —
November 12, 1947; Cotula (2001), pp. 16, 46-48; Fratianni and Spinelli (1997), p. 170.

14The UIC mediated foreign exchange trade directly and indirectly from a period of the absolute
monopoly of the foreign exchange until April of 1990, when the restriction regarding foreign
exchange was totally abolished. See the UIC (1995), p. 171.
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demand and supply of the foreign exchange in the free market, the free rate's
declined continuously from the first rate of 364 lire to the dollar, reflecting the large
Italian demand for imports. In 1947, when the government deficit problem became
more acute, the free rate dropped to 690 lire to the dollar in March; the difference
from the official rate was widening. An IMF study stated that the legal existence of
a “free” foreign exchange market in Italy created, in fact, a multiple-currency sys-
tem that involved some elements of discrimination between trade-agreement and
non-trade-agreement countries and was incompatible with the objectives of the
Fund. The IMF showed, however, some understanding that its existence might be a
policy of transition toward a new readjustment of the exchange value of the lira, and
its elimination must depend on the normalization not only of Italy’s position but
also of the European exchange market in general.'®

After Italy’s accession to the IMF, Guido Carli'” became executive director for
Italy in May of 1947. On July 1, at the executive board meeting, he reported on
recent monetary developments in Italy and pointed out that the existing multiple
exchange rate system had been initiated after the War to meet the dual need for a
fixed official rate in connection with financial charges imposed by the Armistice and
for a fluctuating rate that would facilitate equilibrium between external prices and
changing internal prices. To eliminate discrimination, Italy took steps to use the rate
average of the official rate and the free rate for all exports and imports in near future
(at the time, 100 % of export and all but 15 % of import transactions were settled at
or near the average rate). He also said that Italy wanted to establish a single, stable
exchange rate as soon as possible; however, because of the continuing upward trend
in internal prices, a fixed rate was not desirable at that time. He further pointed out
that the balance of payment equilibrium would depend on the possibility of restor-
ing normal intra-European trade, the backbone of Italian trade before the War.
Without remedying the dislocations in her foreign trade, there would be few pros-
pects for price stability, and the exchange rate would hardly be stabilized before the
economy would be balanced.

Carli’s explanations showed that Italy placed greater importance on intra-
European trade than on trade with the USA and intended to postpone declaring the
par value until the monetary, economic, and balance of payment’s stability could
be obtained. These policy lines would be points of arguments with the IMF in the
1950s.

Two weeks after Carli’s explanation at the executive board meeting, Menichella,
governor of the Bank of Italy and chief of the UIC, wrote to Giorgio Cigliana, the

5The exchange rate in the free market was called the “free rate” (IMF, Bank of Italy), the “export
rate” (Bank of Italy), and the “free market rate” (BIS) at the time. In this chapter, we use the term
“free rate.”

*IMF SM/79, “Foreign Exchange Practice in Italy,” April 11, 1947.

'7Guido Carli was an official of the IRI from 1938 and dealt with war planning. He was chosen by
Einaudi for the UIC in 1945, served as the executive director for the IMF (from 1947), as chairman
of the EPU (1950-1952; as a member until 1958), as Minister for Foreign Trade (1957-1958), as
governor of the Bank of Italy (August 1960-July 1965), as President of Confindustria (1976—
1980), as a senator (1983-1992), and as Minister of the Treasury (1989-1992). Cfr. Asso (2011).
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representative of the New York office of the UIC, and asked him to explain his
vision to Edward Bernstein, the chief of the research department of the IMF and
other members of the IMF and the IBRD during casual conversation. His vision was
to see that the Italian multiple exchange rate regime could fully defend its legiti-
macy in the sense of Agreement article XIV, Section 2 against criticism from other
IMF members and for the evolution of the existing Italian regime toward unified
exchange rates and the multilateralization of international trade. If Italy were to fix
a single rate for the lira on the basis of a middle rate between the export rate and the
official rate, it would be more economical than those of other European countries’
rates that were overestimated against the dollar. Taking into account the trend
toward unification of the foreign exchange market that was inherent in the evolution
coupled with the Italian authorities” discipline on the subject at that time, it might
be pointed out that the foreign critics were irrational and intended to impede the
Italians’ progress. Furthermore, Menichella commented that Bernstein’s proposal
(refer to Carli 1993, pp. 67-68) for reorganizing the Italian regime was intended to
establish a monopoly on the sale of foreign exchanges that would pull Italy back-
ward and inevitably lead to the establishment of monopoly prices. This would prob-
ably result in the subsequent distancing of the official exchange rate from the
economic rate, which was in opposition to the spirit of the Bretton Woods
Agreements.'®

On the other hand, there seemed to be an attitude at the IMF that, taking into
consideration the severe economic conditions in Italy at that time (1947), no other
choice could be made to allow for the existing exchange practice. When the IMF’s
managing director, Gutt, reported on his trip to Italy at the executive board meeting
in November, he reviewed the Italian economic situation and credit restraint mea-
sures and commented that, as Carli had emphasized, the main need of the existing
floating exchange system was to ensure a flow of imports to keep the economy
working. For Gutt, the system also appeared to be a necessary balancing mechanism
as long as stability was lacking.'

At the start of the stabilization program in August of 1947, the official rate of the
lira rose from 225 lire to 350 lire to the dollar. At the time, the monthly average of
the free market rate was approximately 700 lire.”® Through reform introduced by the
Decree of November 28, 1947, with a view toward unifying the rate structure, the
fixed official rates were practically abolished; one half of all foreign exchange
receipts ceded to the monetary authorities would be sold at a rate established every

8Cotula et al. (1997), doc. 16 “Lettera di rappresentante dell’Ufficio Italiano dei Cambi a
New York Giorgio Cigliana,” Roma 14 luglio, 1947.

IMF EBM 223, November 12, 1947.

The quotes for Italian bank-notes on the free market in Switzerland, corresponding to the quotes
for foreign currencies on the black market in Italy, reached their maximum in May of 1947 when,
at times, nearly ITL 950 was paid for a dollar, while the official rate was only ITL 225. BIS (1949),
p.- A3.
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month at the average of the free market rates during the previous month, with upper
and lower limits of 650 and 350 lire to the dollar, respectively. This brought the end
of the multiple exchange rate system, and the current rates were based on the quotes
in the free exchange market, subject to official intervention, when necessary. The
quotes had been kept extraordinarily stable without any great difficulty, being main-
tained almost unchanged at approximately 575 lire to the dollar (BIS 1949, p. A6;
Cf. Cotula 2001, pp. 53-54).

The IMF executive board discussed these changes in Italian foreign exchange
practice several times starting on December 2.%' Carli pointed out that the primary
aim of the changes had been to facilitate finding an exchange level at which the
value of the lira could be stabilized. When that took place, Italy hoped to agree with
the Fund on a par value and assume the full rights and obligations of Fund member-
ship. Andrew Overby, the IMF’s executive director for the USA, considered the new
system to be a desirable step toward a greater reality. Various questions were raised
as to the workings of the system. Then, the managing director asked the directors
what position the IMF should publicly take on the new Italian measures. George
Bolton, The IMF’s executive director for the United Kingdom, insisted that since he
believed such systems were opposed to the basic principle of the Fund Agreement
for the stability of rates and to members’ obligations to promote exchange stability
and maintain orderly exchange arrangements among members, the IMF could not
make any statement implying approval or even a lack of objection. A number of
related questions were raised, such as whether the changes Italy had made came
under Article XX, Section 4(d)(iii); if not, agreement with the IMF was necessary,
and in the absence of an agreement, any action would be ultra vires. As to these
points, Carli replied that he did not believe that Italy was subject to the obligations
of Article XX, Section 4(d)(iii), since it had not communicated a par value. He said
that the objective of the Italian government had been to permit the market to estab-
lish a realistic exchange rate in the hope that a stable par value could be achieved
shortly thereafter and to encourage exports, both of which were in accord with the
purposes of the IMF.

In the press release, emended several times based on these discussions, the IMF
reported that the Italian modification brought the actual rate of exchange of the lira
nearer to the equilibrium of the internal and external price levels, thus encouraging
Italy’s ability to export. In fact, the arrangements resulted in fluctuating exchange
rates that were not in accord with the principles of the IMF. The IMF recognized,
however, that members might be required, for temporary periods, to institute
extraordinary measures in an attempt to overcome particular difficulties. The IMF
felt sure that the Italian government was in full agreement with the long-range pur-
poses of the IMF and would move toward the establishment of fixed and stable
exchange rates as quickly as possible.

2IIMF EBM228, December 2, 1947; EBM229, December 2, 1947; EBM230, December 4, 1947
EBD243 “Exchange Actions in Italy,” December 3, 1947.
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4 Reconstruction of the Foreign Reserve
and Trade Liberalization

From the postwar period until the end of the 1940s, the top priority of the Italian
currency policy was monetary stabilization and reconstruction of the reserves.
Through the stabilization program initiated in September of 1947, confidence in the
lira was regained, and exports increased with the devaluation. Therefore, in 1948,
the balance of payment improved, and the official reserve became reconstructed.
Four years of aid from the USA gave a foothold to the policy of reserve accumula-
tion through the European Recovery Program (ERP). The Italian Government didn’t
use the counterpart fund, the so-called “fondo lire,” the special account belonging to
the government opened at the Bank of Italy and fed by the revenue from the sellout
of American goods ceded gratuitously under the ERP for the 2 years from 1948 to
1949 to build up the reserves.?” The Italian reserve accumulation policy generated a
long dispute with the USA that strongly requested to use the fund for large-scale
investment. The Italian authority insisted, however, that Italy needed to reconstruct
abundant reserves so as to face the possible balance of payment difficulties upon
termination of the ERP and to promote trade liberalization. Therefore, Italy gave
higher priority to inflation control and reserve accumulation than to public invest-
ment. The prudent monetary policy of 1948—1949 had proved successful in increas-
ing the volume of the gold and dollar reserves to approximately 600 million dollars,
enough to cover 7 months of imports (cf. Cotula 2001, p. 20; Cotula et al. 2003,
pp. 461-463). In 1949, industrial production recuperated to the level of 1938, the
target of postwar reconstruction; the real national income and savings also increased.
The Italian economy got on a definite path of growth.

Since 1949, Italy has proceeded rapidly with trade liberalization. With the main-
tenance of price stability, the economic growth of major western European coun-
tries in the 1950s, and the function of the European Payments Union (EPU),> Italian
exports increased remarkably. Italy had nearly reached the limit of its EPU creditor
quota by the end of October, 1951. To improve this situation, the export restriction
was conceived; however, Ugo La Malfa, the Minister of Foreign Trade, decided to
eliminate the quantitative restrictions on all of Italy’s imports with few exceptions,
such as cars, and successfully reduced the average import duties by 10 %. According
to La Malfa, liberalization of imports from the OEEC area would alleviate demand
pressure, curb price rises, improve living standards, make the Italian industry face
competition, and ease the workload at the ministerial officials by handling the
applications from importers every day (Martinez Oliva 2003, p. 20). By 1953,

2 Cotula et al. (2003), p. 462. Einaudi explained the rationale behind the policy of not using the
counterpart funds for public investment: As they did not come from loans or taxes, they were
equivalent to a net creation of money, having dangerous implications in terms of inflation. See
Martinez Oliva (2003), pp. 15-16.

2 At the EPU, the multiple settlement system created at the end of 1950, each country’s foreign
position with other countries was to be reported monthly to the BIS and the offsetting
claims cleared. Martinez Oliva (2003), p. 19. Carli chaired the managing board of the EPU for its
first 2 years.
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99.7 % of Italian imports from the EPU area have been freed, and Italy became the
standard bearer of import liberalization among OEEC countries.

S IMF Consultations and Italian Policy Management

Since 1952, the Italian government has consulted with the IMF regarding their continu-
ing retention of the transition measures.* In this section, we will examine this consulta-
tion and shed some light on how the IMF has influenced Italian policy management.

5.1 Balance of Payments Deficit and Trade
Restrictions in the Dollar Area® (1952)

The equilibrium of the balance of payments has been the important subject of con-
sultations between Italy and the IMF. From the end of the World War to 1952, Italy
had always operated with an overall deficit of goods and services. Until 1947, this
deficit existed with both dollar and non-dollar countries. Since then, the general pat-
tern has become one of a deficit vis-a-vis the United States and Canada, partially
offset by an overall surplus with other areas. Dollar exports rose by 50 % over the
1950 average due to lower prices in Italy relative to other countries, the existence of
some unused capacity, and improved marketing. On the other hand, due to the coal
crisis in Europe and poor wheat harvests in Italy, the imports of bread grains and
coal from the dollar area expanded significantly, and Italy’s dollar deficit increased
to some 328 million dollars in 1951, as compared to 209 million dollars in 1950.
The Italian representatives stressed that Italy had attempted to achieve balance of
payments equilibrium since 1947 through inflation control, reduction of the budget
deficit, maintaining a stable dollar-exchange rate, and the accumulation of gold and
dollar reserves. Deficit of balance of payments, however, increased to 125.7 million
dollars in 1951; Italy’s attempts to achieve equilibrium faced many difficulties.
When the IMF queried the comprehensive plan for coping with the overall deficit,
the Italian representatives indicated that the policy pursued to that point had been to
relax restrictions on imports from different areas in accordance with the availability
of various types of exchange. The high degree of liberalization of imports from EPU
countries had been made possible by the development of substantial surpluses with

2 Article XIV, Sec. 4 stipulated that “Five years after the Fund begins operations, and in each year
thereafter, any member still retaining any restrictions inconsistent with Article VIII, Section 2, 3
or 4, shall consult the Fund as to their further retention.” On the consultation methods the Executive
Meeting discussed and resolved in January 1952. IMF EBM/52/6, January 24, 1952.

ZIMF ERDS52/53 “Italy — Restrictive System 1952 Consultation,” August 4, 1952; European
and North American Department (ENA) 52/53 “Italy — Recent Economic Development
(Consultation Memorandom),” August 5, 1952; SM52/53, “Italy — Staff Discussions 1952
Consultations,” August 5, 1952.
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those countries, whereas the limited availability of dollars had dictated the retention
of more restrictions from the dollar area. The Italians emphasized that only if the
commercial policy of the U.S. were changed markedly would Italy be able to
improve its dollar position and substantially reduce the existing restrictions.

Another important subject was the Italian exchange practice. Italy had introduced
the 50 % system and the floating-rate system that used the average of the previous
day’s closing rates of the foreign exchange markets in Rome and Milan as official
rate. This rate had been maintained steadily at a level between 624 and 625 lire to the
dollar since 1950, after some fluctuation following the devaluations of September—
October 1949.% The IMF asked the methods by which the dollar rate kept stable at
the desired level. The Italian representatives explained that all transactions were to
be made through authorized banks; hence, the exchange authorities knew at each
moment the availability of exchange retained by the exporters that represented the
supply of exchange on the exchange market. By keeping the amount of licensed
imports within the limits of such availability, the authorities could avoid excess
demand in the exchange market and, thus, an upward trend in the exchange rate.

As illustrated above, the connection was clear between the licensing policy for
dollar imports, the exchange rate policy, and the import policy for other areas in the
Italian exchange and restrictive system. Hence, with regard to the question of the
possible relaxation of dollar restrictions and reduction of discrimination, the Italian
representatives maintained their stance that lessening the dollar import restriction
would be difficult under existing conditions. The IMF staff concluded that because
of the present magnitude of the Italian dollar deficit as well as the overall deficit and
its continued dependence on foreign aid, the Fund could not urge Italy to substan-
tially relax its present level of dollar restrictions.

5.2 Trade Deficit Problems with the EPU Area (Since 1953)

In 1953, the main subject of discussion was the underlying causes and remedies for
the balance of payments deficit.”’ Italy shifted its import from the dollar area to the
EPU area in order to solve the serious balance of payments deficit of the previous 2

26When Gutt visited Italy in August 1951, he asked the authorities whether, in view of the remark-
able stability of the lira for more than two years, they had considered discussing the establishment
of an initial par value with the Fund. They replied that the matter had been actively considered but
there were a number of difficulties. Italy was concerned about the possible effects of rearmament,
trade liberalization measures in connection with the OEEC, and any decline in aid from the ECA
(Economic Cooperation Agency). However, the main uncertainty was that a new tariff system was
being introduced, and the authorities could not know in advance the impact of the new measures
on the cost of living. This topic was discussed again in the executive board meeting; however,
Italian Executive Director, Cigliana repeated the same explanations. IMF, EBM/636, January 31,
1951.

YA series of meetings were held between delegates of Italy and the IMF staff team in Rome
between September 21 and October 9, 1953. The principal delegate of the Italian government was
Guido Carli, director of the UIC. Other officials authorized by their governments discussed spe-
cific issues with the IMF staff.
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years. In the first half of 1953, such a shift occurred in the import of raw materials,
equipment, and crude oil; hence, imports from the EPU area increased, and substan-
tial improvements were made on the current dollar accounts.”® However, the world-
wide textiles slump after the post-Korean boom period and increasing competition,
the restrictions on intra-European imports imposed by the United Kingdom
(November 1951) and France (February 1952), and other factors severely hit impor-
tant Italian exports such as textiles, fruits, and vegetables. Therefore, the trade sur-
plus with the EPU area ($34 million) changed into a sizable deficit in 1952 ($397
million) and the first half of 1953 ($363 million), due to both a fall in exports and an
increase in imports. The deterioration of the balance of payments with EPU coun-
tries became a very serious problem. The Financial Times reported on August 11,
1953, that the payment position of Italy had been steady deteriorating, changing
from a persistent creditor nation to a debtor. Italy’s EPU quota might have been
exhausted by the following spring if no remedial action had been taken. The author-
ities in Rome had been considering partly abandoning trade liberalization, which at
the time comprised almost 100 % of Italy’s imports.”

The Italian government, however, decided to leave liberalization of European
imports intact as far as possible, intending to deal with the balance of payments prob-
lem by attempting to shift imports from the OEEC countries and the dollar area to third
countries (countries with bilateral trade agreements, e.g., Argentina, Brazil, and Egypt)
from which essential raw materials could be obtained and paid for with increased
exports. The IMF stressed that the proposed Italian policy would be moving in a direc-
tion away from the objectives of the Fund, that is, to promote multilateral trading
arrangements. The Italian representatives emphasized that such measures were to be
regarded as a temporary expedient, and possible alternatives would include deliberal-
ization of imports from European countries, a reduction in investment, or a reduction
in domestic consumption; however the government didn’t hope to take these actions.
The IMF concluded that if Italian exports could be expanded and overall restrictions on
imports were not increased (in particular, if the present high degree of liberalization
vis-a-vis the EPU area was to be maintained), the demand for imports would have to be
reduced by a slowing up of the investment program or a reduction of Italian consump-
tion of imported commodities by taxation or other means. The internal policy was
always constrained by the objective of the balance of payments equilibrium.

% Wool had been imported from Argentina before trade liberalization with the EPU, but it no lon-
ger was available in sufficient quantities or at competitive prices. Therefore, there was a shift in
purchases in the sterling area. There were also shifts regarding certain commodities such as wheat
and copper from the dollar area to the EPU supply sources (e.g., Turkey and the Belgian Congo).
IMF SM/53/89, p. 3. Exempted items for EPU import liberalization were automobiles (industrial
protection), antibiotics (infant industry), and grains. IMF C/Italy/420.1 Box 4, File 1, December
22, 1953.

2“More Talks on Convertibility. Coming World Bank and OEEC Meeting,” in The Financial
Times, August 11, 1953. In September, 1952, the Italian minister, “La Malfa’s announcement that
Italy would retract its trade liberalization in case of need, and in the absence of concrete American
support, prompted only generic expressions of appreciation. Further complaints on Italy’s precari-
ous situation following the French and British retreat and the threat of reactivating import controls
also failed to produce tangible results.” Martinez Oliva (2003), p. 21.
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The IMF also considered that, to the extent that Italy could not attract foreign
investment capital and as direct American economic aid diminished, the balance of
payments would have to be improved by increasing exports, and Italy should make
every effort to expand exports on a competitive basis. Menichella, governor of the
Bank of Italy, shared this policy line and promoted awareness about improving pro-
ductivity and competitiveness.

5.3 Disputes About Dollar Liberalization
and the Re-establishment of Convertibility (1954)

In 1953,% the Italian balance of payments had shown a deficit of 460 million dollars
on the areas of goods and services. Taking into account the private donations and net
inward capital movements (320 million) and the official contractual repayments
(some 50 million), the total deficit was 185 million and had been financed mainly
through U.S. aid and EPU credit. Given the direct U.S. economic aid of 124 million
dollars, Italy’s official holdings of gold and convertible currency had shown a net
increase of 115 million dollars in 1953.

Italy’s trade position with the dollar area was a surplus of 39 million dollars due
to a shift in imports from the dollar area to EPU countries and substantially increased
dollar earnings from military government service and tourism.*! On the other hand,
Italy ran a deficit of 239 million dollars with the EPU area because of import restric-
tions and agricultural protection by partner countries, whereas Italian imports origi-
nating in EPU countries rose from 53 % in 1952 to 64 % in 1953 —nearly 300
million dollars greater than in 1952. Italy had recently carried out measures to stim-
ulate the export of capital goods to underdeveloped countries by way of export
credits and credit guarantees. Latin American countries with which Italy had no
compensation agreements and could pay in convertible currency were the destina-
tion for exports. Latin America welcomed the measures.

Since the year before, pressure by the U.S. government on Italy to eliminate the
dollar import discrimination had increased.”? On August 7, 1954, Italy expanded
import liberalization from 10 % to approximately 25 % with the USA and 37 % with
Canada. The IMF staffs appreciated this approach; however, at the executive board

¥The IMF staff group visited Rome between July 14 and July 27,1954. The Italian government
was represented by Carli, and the IMF staff group had technical discussions with officials of the
Bank of Italy and the Ministry of Foreign Trade. IMF SM/54/113 “Italy— 1954 Consultations,”
October 26, 1954; EBM/54/58, November 22, 1954.

31 Net tourist receipts increased from 75 million dollars in 1952 to 131 million dollars in 1953. The
IMF concluded that it was due to the fact that foreigners made increasing use of official channels
for exchange conversion that showed the adequacy of the official rate; additionally, Italy had
proven to be an attractive destination with relatively cheap prices. IMF C/Italy/1760 Box 18 File 2
“Adequacy of the Present Exchange Rate of the Italian Lire,” August 9, 1954.

32“Guido Carli had earlier advocated a further tightening of controls on imports from the United
States, provoking strong reactions by the American authorities.” Martinez Oliva (2003), p. 23.
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meeting in November, the directors for the dollar area commented that Italy had
been able to accumulate gold and dollar resources and further reduction in discrimi-
nation might be in order and advantageous to the Italian economy.** The director for
Italy, Gragnani, remarked that the Italian government firmly intended to decrease
discrimination against dollar imports, but it believed caution had to be exercised in
implementing the policy.

In 1954, the European countries disputed over a move to convertibility. In June,
as a result of the debate, they decided to prolong the EPU system. On July 15-17,
the OEEC ministerial meeting was held in London for a first review of convertibil-
ity. The backlash of Italian public opinion about convertibility was limited; how-
ever, La Malfa, who had promoted EPU trade liberalization with great enthusiasm
for European integration, refuted the remark of Ludwig Erhard, West Germany’s
Minister of Trade, that the pound sterling and the mark would re-establish convert-
ibility by the summer of that year. La Malfa warned that the French franc and the
lira could not stand against such a venture, and the unilateral decision by the coun-
tries that could make the move to convertibility would demolish the European inte-
gration that had proceeded successfully until that time.** This shows that Italian
authorities believed that an early move to convertibility and the consequent liberal-
ization vis-a-vis the dollar area would be a major risk. They hoped that elimination
of discrimination would be undertaken in the framework of common dollar liberal-
ization measures in collaboration with other European countries. Therefore, the
Italian government had submitted a memorandum on this question to the Ministerial
Examination Group on Convertibility at its London meeting and proposed the adop-
tion by European countries of a “common list” for the purpose of liberalizing the
dollar restrictions and instituting a European Stabilization Fund. The latter idea had
been accepted for further study by the Ministerial Group. At an IMF consultation,
Italy explained that their proposal aimed, after the disappearance of the EPU, by
furnishing adequate credits to the weaker European countries, to make it possible
for them to apply the common list of dollar liberalization to the widest extent prac-
ticable. The IMF objected that adoption of the common list procedure for dollar
liberalization might, at least initially, imply some dollar deliberalization on the part
of those European countries that had gone the farthest in relaxing their dollar restric-
tions. That was not in accordance with the philosophy of the Fund Agreement,

33 At the previous year’s consultation, the IMF staffs noted that under the Italian dollar import
restriction, raw materials, machinery, and food were given priority whereas consumption goods
were strictly set aside. They considered that there was, no doubt, a great demand in Italy for
American consumer products (such as refrigerators) with better quality for the same price and
asked Italy to give an estimate of the demand for consumption goods that would be released if dol-
lar imports of such goods would be freed. The Italian representatives, however, declined this
request. IMF C/Italy/420.1, Box 4 File 1, September 22, 1953. Regarding liberalization in August
of 1954, almost all of the additional goods were raw materials.

3 La Malfa, Ugo, “La convertibilita della moneta,” La Stampa, 25 giugno 1954. Cf. IMF SM/53/28
“Report on Discussions at the OEEC on the Future of EPU, April 9, 1953; SM/54/53 “Discussion
on Convertibility in the OEEC Countries, May 12, 1954.
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which required that each member country go as far in the direction of abolishing its
exchange restrictions as its balance of payments position would allow.

5.4 Monetary Reform and the Liberalization
Jor the Dollar Area (Since 1955)

In 1954, Ttaly achieved substantial further increases in production.”> Wages rose
while prices remained stable. The balance of payments deficit on goods and services
showed considerable improvement. Notwithstanding deterioration of the dollar
trade balance due to higher dollar imports, Italy had continued to run a small surplus
on goods and services with the dollar area, taking into account the dollar receipts
from military expenditures. However, a substantial deficit persisted with EPU coun-
tries in goods and services. At the executive director’s meeting, the U.S. Director
expressed his satisfaction over Italy’s maintenance of internal stability. He thought,
however, that the Italian authorities had been too cautious in liberalization and non-
discrimination, more so than in other European countries. Despite Italy’s large pay-
ments to the EPU, its gold and dollar reserves had increased by approximately 190
million dollars in the first three quarters of 1955, and the U.S. Director believed the
Fund should urge Italy to take more action toward dollar liberalization. The other
directors in the dollar area shared this opinion. The directors discussed the pros and
cons of Italian policy considerations. Carlo Gragnani, the director for Italy, noted
that Italy’s total imports had increased 8 % in the first part of 1955, while imports
from the dollar area rose to 40 % above those for the corresponding period the previ-
ous year. The increase in gold and dollar holdings was offset by a reduction in
inconvertible currency holdings and an increase in the EPU indebtedness. He noted
that the total amount of reserves had shown very little variation since 1951.

As we shall see below, the impact of the government’s investment program on
the balance of payments was always a matter of concern that caught the attention of
the IMF. Reducing unemployment was an important objective of Italian economic
policy. This objective was pursued by actively stimulating mass emigration and by
promoting economic expansion through investment. Emigration increased remit-
tances that contributed to solving the balance of payments problem. In 1952, how-
ever, because of great difficulties encountered abroad, Italy’s efforts in this direction
had been successful only to a limited extent (SM/52/53). Therefore, the government
launched a long-term investment program. In the 2 years prior, the investment pol-
icy had been increasingly geared toward direct job creation for unskilled workers (in
home construction and public works) and the development of Southern Italy. A
large-scale investment caused the budget deficit to increase, involved a substantial
and almost immediate increase in imports of raw materials and equipment, and

31955 consultation was held in September and discussed at the Executive Board Meeting in
December. IMF C/Italy/420.1 Box 4 File 4 “Exchange Restrictions Consultations in 1955 Minutes
of Meeting”; SM/55/77 1955 Consultations — Italy”; EBM/55/62, December 27, 1955.
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eventually caused the trade balance to deteriorate. Therefore, the IMF proposed to
reduce public investment in 1953. The Italian government responded that they
recognized that the investment program being carried out at the time put a serious
strain on the balance of payments. It was difficult, however, to restrict the volume of
investment because of the urgent social necessity of increasing employment and
raising the very low standard of living in the south. The political pressure to main-
tain the present volume of investment was strong and could not be neglected by the
government. Thus, Italy adopted mobilization by the Treasury of an increasing part
of the available domestic savings to avoid a budget deficit and to maintain monetary
stability (SM/53/89). In 1954, with the prospect that the 10-year-old development
program (the Vanoni Plan, from 1953 to 1963) designed to reduce unemployment
would cause the balance of payments to deteriorate for the next several years, the
IMF staff and the directors questioned what resources Italy would use to finance the
deficit. The Italian government pointed out that the main sources were U.S. eco-
nomic aid, EPU credit facilities, sterling balances, and new additional resources.
They emphasized that eventual implementation of the program was conditional on
the availability of additional resources to absorb the effects of its balance of pay-
ments.’® The IMF welcomed the Italian stance of maintaining internal stability and
gearing any substantial increase in its present investment levels to the availability of
additional resources (SM/54/113; EBM/54/58).

Since January of 1955, the government inaugurated the easing of regulations on
foreign exchange so as to facilitate the investment of foreign private capital in Italy.
First, in January, the tax on foreign exchange transactions was reduced. Exporters
were allowed to use as they wished 50 % of their proceeds in Swiss francs. That
spring, Guido Carli, president of Mediocredito Centrale (Central Institute for
Medium-Term Credit) and EPU director, and Rinaldo Ossola, manager of the Paris
branch of the Bank of Italy, made a direct plea to the cabinet to quickly improve the
currency legislation. This was caused by the realization and impatience of the fact
that a move toward convertibility by European countries had been accelerated unex-
pectedly, whereas the Italian currency system had not yet reached a level to move
toward convertibility; they did not have a foreign exchange market, there was a
monopoly on foreign exchange, and the 50 % mechanism for export currency was
still valid. At that time, the guideline given by Menichella was to adhere strictly to
the Bretton Woods Agreement and not depart from it. Thus, between 1955 and the
summer of 1956, currency laws were legislated. In February of 1956, nonresidents
who invested in Italy were allowed to repatriate their initial capital and accrued
interests at the official exchange rate. In March, the Italian authorities settled the
fixed rate between the lira and the currencies of the EPU countries. In June, a free

3Tt begins to be clear...that the real limiting factor of an expansion of the investment policy in
Italy is given by the balance of payments...: no one can misapprehend that we have the chance to
borrow abroad...that would be necessary to cover the deficit of the balance of payments...deter-
mined and enhanced by the large investment policy.” [translated by the author] D. Menichella,
Dichiarazioni alla Commissione d’inchiesta sulla disoccupazione, Camera dei Deputari, Roma
1953, pp. 130-132, cited in Cotula (2001), p. 20, n. 58.



202 K. Ito

market for foreign banknotes was established. In July, credit institutions were
authorized to carry out foreign exchange transactions with exporters and importers
based on market conditions. Hence, foreign exchange transactions were liberalized,
and the monopoly by the Exchange Office was attenuated. Furthermore, exporters
were given the option of selling their entire foreign currency proceeds on the free
market. This series of reforms created the foreign exchange market and decentral-
ized most of the trade of currencies from a state monopoly to the banks. Therefore,
the reforms met with virulent opposition and requests for postponement in the for-
eign trade bureaucracy, which feared losing exchange control of the currency.”’
These reforms sent out signals that the Italian government had given way to a return
to convertibility; furthermore, thanks to the relatively high Italian interest rate, the
influx of foreign capital into Italy was stimulated. The huge volume of foreign capi-
tal required to continuously implement the long-term investment program had been
financed by the government, credit provided by the World Bank, the U.S. govern-
ment, the EPU and the Swiss market, relatively low-interest bonds issued by private
companies abroad (mainly in Switzerland), and banks’ short-term borrowings and
foreign direct investments.*® After the currency reforms of 1955-56, the lira’s cred-
ibility increased, and foreign banks and private institutions showed their confidence
in Italy by granting credit and holding deposits with Italian banks in increasing
amounts. Also, taking into account the receipt of a large amount of U.S. aid, Italy’s
official reserve increased continuously, until it amounted to more than 1,100 million
dollars in September of 1956. The increase in exports in 1955 and 1956 was most
marked for engineering products, iron, steel, metallurgical products, motor cars,
office equipment, chemicals, and canned foods, in addition to its traditional exports
of foods and vegetables, textiles, and other products. The sharp increase in exports
reflected a very high rate of expansion of industrial production (by 9 % in 1955, 8 %
in 1956). The economy had been growing steadily (the growth rate was 5 % in 1954,
7 % in 1955, and, due to poor crops, 4-5 % in 1956).

The expansion of the Italian economy continued in 1957. Industrial production
had shown a steady and remarkable rise from the beginning of 1956.° The increase
in employment, together with net emigration, exceeded the natural increase in the

¥ Regarding the currency reforms of 1955 — 1956, see Fratianni and Spinelli (1997), p. 198; Carli
(1993), pp. 120-123; Cotula (2001), p. 62; IMF C/Italy/420.1 Box 4 File 4, “1955 Consultation
with Italy Summary Record of Meeting held on September 21, 1955”. With the free market of
foreign banknotes established in 1956, the emigrant remittance and foreign currency of tuorists
were traded.

BIMF SM/57/23 “1956 Consultations—Italy,” March 20, 1957; C/Italy/420.1, Box 4 File 5,
“Exchange Restrictions Consultations in 1956. Minutes of Meetings”; EBM/57/18, April 24,
1957. 1956 consultations were held from December 3—10, 1956, in Rome. The Italian representa-
tive was Guidotti of the Bank of Italy, and the IMF staff also had meetings with Carli and
Menichella.

¥The 1957 consultation meetings were held in Rome from January 27-February 4. IMF SM/58/38
“1957 Consultations—Italy,” May 9, 1958; EBM/58/25, June 11, 1958.
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labor force, and registered unemployment fell by approximately 10 % from 1956 to
1957. Prices showed little change, and wages rose moderately. The Italian govern-
ment preferred increases in productivity to lead to lower prices of industrial goods
rather than to higher wages. Restrictions and discrimination against the dollar area
were further reduced, and the percentage of dollar import liberalization was raised
from 39 to 71. Both imports and exports expanded substantially. The trade deficit
remained in the neighborhood of 700 million dollars, but net income from services,
particularly tourism, and private donations rose sharply. The balance of payments
on goods, services, and emigrant remittances shifted from a deficit in 1956 to a
surplus in 1957. Official reserves of gold and foreign exchange increased by nearly
300 million dollars in 1957 and stood at 1372 million dollars (net) at the end of the
year. In accordance with the provisions of the new decree, all restrictions on the
repatriation of capital invested in the establishment or expansion of productive
enterprises and on the transfer of income from that were abolished; hence, the capi-
tal transfer was deregulated. At the executive board meeting in June, the IMF direc-
tors expressed appreciation for the Italian successes—steady growth and reduction
in unemployment within the context of internal stability —and emphasized that in
view of the reserve position Italy had achieved, further trade liberalization should be
possible. They requested extension at the same level of import liberalization to the
dollar and non-dollar areas, to non-OEEC countries as well as the OEEC area, to
reduce agricultural protections as well.

In January of 1958, the European Economic Community (EEC) was inaugu-
rated, and the custom was reduced by 10 % as stipulated by Treaty of Rome. Intra-
EEC trades were stimulated and expanded. The most remarkable progress for the
Italian economy was the favorable development of the balance of payments. The net
inflow of capital (by tourism, emigrant remittances, and private foreign investments)
remained substantial, and the official reserves of gold and foreign exchange (net)
rose by an additional 850 million dollars to approximately 2,200 million dollars at
the end of the year. At the end of 1958, the Italian lira was declared externally
convertible.

Additionally, the balance of payments remained strong in 1959, and reserves
continued to expand to approximately 2,700 million dollars. With the new decree of
June 9, 1959, liberalization of the dollar was raised from 71 to 85 %. Only three
bilateral payment agreements remained, and measures to eliminate these were under
active consideration. The IMF staff and directors welcomed and praised these
developments; however, they noted that discrimination against dollar imports was
still substantial and, in view of the improved Italian reserve position, balance of
payments reasons no longer justified restrictions on dollar imports. Italy should
make rapid progress in eliminating restrictions and discriminations.*’ In November,
the Italian authorities put forward liberalization of the dollar to 97 % for the USA

“IMF EBM/59/40, October 7,1959; SM/59/55, “1959 Consultations-Italy.”
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and 99 % for Canada, raising it to approximately the same percentage as for OEEC
countries.*! Italy also paid its quota to the IMF.*?

The IMF repeatedly asked Italy to declare the establishment of an initial par
value leading up to the 1959 consultations. On March 15, 1960, the Italian govern-
ment eventually communicated to the IMF a proposed par value for the lira of 625
lire to the dollar. The IMF acknowledged that since September of 1949, Italy had
maintained this proposed rate as a unitary exchange rate between 624.60 lire and
625.10 lire for the dollar, and since then, Italy had continuously and rapidly devel-
oped. The Fund agreed to the communicated par value.* In February of 1961, Italy
accepted the obligations of Article VIII, Sections 2, 3, and 4.

6 Conclusion

In this chapter, we have examined the impact of the IMF on Italy’s economic policy
management. The IMF members urged Italy to fulfill its obligations, such as rapid
abolishment of the multiple exchange rate system and establishment of a fixed
exchange rate, equilibrium of the balance of payments, and elimination of restric-
tions on foreign exchange and trades. Thus, the IMF kept checking on Italian eco-
nomic policy management so as to nudge Italy to establish external balance with
internal stability. After the war through 1960, when Einaudi and Menichella gov-
erned the Bank of Italy, the monetary authority promoted maintaining monetary
stability and the foreign exchange rate, inflation control, and reducing the budget
deficit as top priorities. Therefore, the IMF and Italy shared the same policy objec-
tives. Actually, as we have seen above, in executing the stabilization program and
financial reforms of 1947, Einaudi and Menichella used the IMF name as the inter-
national high authority and external pressure to validate their policies and more
persuasively push through the necessary reforms with political fermentation.

In discussions with the IMF, the balance of payment equilibrium was the most
important objective and restriction; dollar import liberalization was also requested
repeatedly. Regarding the latter, Italy maintained a cautious approach. Behind the
discrimination for the dollar area, not only was it necessary to save dollars but poli-
cies intended to give more weight to the promotion of exports to OEEC countries
were also necessary, along with European economic integration. Italy had commit-
ted to the creation of the EPU and, through this, tried to expand their intra-European

“'IMF EBS/61/17 “Italy — Acceptance of Obligation of Article VIII, Sections 2, 3, and 4,” February
13, 1961.

“Ttaly paid 1/100th of 1 % of its quota in U.S. dollars on March 27, 1947, and made a gold sub-
scription payment equivalent to 25 % of its quota in April of 1958. Then, in October of 1959, it
paid the remaining 75 % and additional currency subscription by lire. IMF EBD/58/63, “Italy—
Gold subscription payments,” April 15, 1958; EBD/59/125, “1959 Italy—Payment of Original
Quota Subscription and Currency Portion of Quota Increase,” October 15, 1959.

“IMF EBS/60/28 “Ttaly —Initial Par Value,” March 23, 1960.
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trade. In 1953, Italy eventually liberalized almost all imports from the EPU area.
Even though Italy’s trade deficit with this area increased remarkably, it maintained
a high percentage of its import liberalization. In the middle of 1950s, when the
OEEC discussed whether the EPU would be abolished or extended, Italy insisted on
its continuation. There was careful reflection on the move toward convertibility and
elimination of dollar discrimination, judging these would obstruct rather than fur-
ther European economic integration. However, Italy imported goods from the dollar
area through OEEC countries; for this reason, the Italian authorities recognized that
dollar import liberalization had been realized de facto early on.

The difference between the de facto and de jure conditions was also shown in the
foreign exchange system. Italy maintained the floating exchange rate regime and
did not establish a par value in the face of repeated calls for improvement by the
IMF. The authorities, however, considered that Italy followed the IMF’s recommen-
dations and established a unitary exchange rate (cambio unico) in 1949, maintaining
it stably during the 1950s; therefore a de facto fixed exchange rate system and exter-
nal convertibility for EPU had been realized at an early stage.** In discussions
between Italy and the IMF, we can see that the Italian government had not commu-
nicated a par value because they preferred not to be subject to the obligations of
IMF full membership so as to ensure the autonomy and flexibility of their domestic
monetary policy management. The reason Italy did not shift the de facto fixed rate
system to a de jure rate system was that the authorities feared possible future adverse
developments in the market. They considered that when a change occurred in the
market, they would need to revise the system; however, if it were legislated, it would
take time to go through procedures to modify the system, thus, delaying action and
jeopardizing political stability. With repeated requests by the IMF and its executive
board to take appropriate legal steps, Italy eventually made a legislative confirma-
tion in the late 1950s.

Governor Menichella and the Italian authorities were cautious and hesitant about
moving toward convertibility and successive liberalization of short-term capital
movements. In the early 1950s, however, the OEEC countries began to review con-
vertibility; at home, demand for public investment increased in response to com-
plaints of people who were excluded from the benefits of trade liberalization;
furthermore, with the prospect of the termination of American aid, Italy pushed
through the currency reforms and eventually imported a large amount of capital.

Due to space constraints, we could not examine in this chapter the huge influx of
foreign capital realized by the move to convertibility that was expected to reduce the
relatively high capital costs in Italy and, therefore, contribute to Italian industry.
Around the same time, the interest rate was decreased, and public investment and
capital investment accelerated. Production was on a growth path in 1959; since then,
the authorities have taken precautions against possible inflation and have again
switched the expansive monetary policy to a prudent one (Cotula, a cura di 1998,
p- 349). External convertibility, however, made it impossible to raise the interest rate

#“Cotula et al. (1997), doc. 28 “Verbale di riunione presso il ministero degli Affari Esteri,”
27/8/1949.
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as an austerity measure, as raising the interest rate might promote additional influx
of foreign capital and create an adverse effect of increasing internal liquidity. Thus,
the Bank of Italy decided to make available to agent banks a part of the official
reserves to enable them to reduce their short-term debt to foreign countries, already
considerable, so as not to excessively increase the reserve and to restrict bank liquid-
ity (Cotula 2001, p. 62). At the end of 1960, Carli replaced Menichella as governor
of the Bank of Italy. In 1962, he reconverted Italy to an expansive monetary policy,
and the balance of payments was reversed into the large deficit. After the balance of
payments crisis in 1963, the Italian “economic miracle” was slowing down.
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Chapter 10
The IMF and Canada: From Floating to Fixed

Exchange Rates

Ayumu Sugawara

1 Introduction

A key element in the 1944 Articles of Agreement of the International Monetary
Fund (IMF) was fixed exchange rates.! However, while most IMF member countries
sought to establish or maintain fixed exchange rates in the 1950s, the Canadian
government placed the Canadian dollar under a flexible exchange rate regime.
Canada began using a flexible rate in September 1950 and returned to a fixed rate in
May 1962.

According to Canadian Nobel Laureate Economist Robert Mundell, Canada’s
choice of flexible rates in 1950 was one of four blows to the prestige of the embry-
onic IMF. The other three were the Marshall Plan by the United States in 1947 and
the devaluation of the French Franc and the British Pound Sterling in 1948 and 1949,
respectively.? All of these four countries had presented their own original plans for
the IMF before the Bretton Woods Conference, and their actions, as four important
founding members, harmed the prestige of the early IMF (Horsefield 1969c,
pp- 3—118). This book considers the relationship between the IMF and the current
G7 countries (Canada, France, Germany, Italy, Japan, the United Kingdom, and the
United States). In 1976, the G5 countries at the time added Canada and Italy and
became the G7. Compared with other G7 members, Canada is far smaller in both
population and GDP. In 1950, when Canada introduced a floating exchange rate
system, its population (13.7 million) and real GDP comprised only 0.5 and
1.8 % of the world totals, respectively (Maddison 1995, Appendixes A and B).

'The Articles of Agreement of the IMF, Article VI, Par Value Currencies, Horsefield (1969c),
p. 189.

“Mundell (1969), pp. 476-479. Bordo follows the argument. Bordo (1993), p. 46.
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In contrast to these small amounts, however, Canada was responsible for 5.1 % of
the world’s total exports in 1950; this ranked it fourth in the world, following the
United States (18.0 %), Britain (10.7 %), and France (5.4 %) (United Nations 1953).
The Second World War brought Canada a chance to become a major trading power,
although, from the current viewpoint, it is clear that this was only temporary. As a
world trade power, Canada could present its own original IMF plan. Since Canada
was a major player in the international economy just after the WWII, its departure
from the Bretton Woods fixed rate system was seen as a prominent affront to the
1944-1971 IMF system, representing a major country with a floating rate.’

The purpose of this chapter is to address several questions related to Canada’s
floating rates. Firstly, we consider why they were adopted. Secondly, we examine
why this was done even under the IMF agreement. Thirdly, we investigate the
impact of the floating system on the Canadian economy. We then examine why
Canada returned to the IMF’s fixed rate system in 1962 and the implications of the
Canadian experience with floating rates for interpreting the old IMF system.

The rest of the chapter proceeds as follows. Section II surveys Canada’s exchange
rate regime from the nineteenth century to 1962. Section III then explains the rea-
sons for Canada’s introduction of floating rates in 1950. Section IV examines the
reaction of the IMF to Canada’s action, while Section V focuses on Canada’s post-
1957 economic challenges. Section VI considers Canada’s return to fixed exchange
rates in 1962, and Section VII concludes.

2 Canadian Exchange Rates, 1854 to 1962

When discussing Canada’s floating rates between 1950 and 1962, it is often argued
that the ‘par value’ (i.e. 1 Canadian dollar equal to 1 US dollar) had long been main-
tained.* In order to ground this opinion historically, we will briefly review Canadian
exchange rates from a long-term perspective.

Under the Currency Act of 1854, Canada adopted the gold standard. The
Canadian dollar exchange rate was set at that time to 4.866 Canadian dollars per
British pound sterling; 1 Canadian dollar thus equalled 1 US dollar. From that time
until 1948, Canadian dollar exchange rates were kept on par with the US dollar
except during four periods (1862 to 1879, 1918 to 1921, 1931 to 1933, and 1939 to
1943) (Fig. 10.1). Between 1854 and 1948, Canada used a gold standard during two
periods: 1854 to 1914 and 1926 to 1929. Floating rates were used from 1914 to
1926 and from 1929 to 1939.°

3de Vries (1969), p. 159. In June 1970, Canada adopted floating rates again within the Bretton
Woods fixed exchange rate system. Powell (2005), pp. 71-73; Helleiner (2006), pp. 118-126. The
event shows constancy of the Canada’s economic structure.

4An example is the remark of the Minister for Reconstruction Clarence Howe in June 1950.
Plumpre (1977), p. 143.

>During 1862 to 1879 the United States suspended its currency’s convertibility due to the Civil War
and its consequence and the Canadian dollar kept its value more than 1 US dollar. On the other
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Fig. 10.1 Canadian dollar exchange rates: 1913—-1977 (Unit: US Dollars) (Source: Leacy 1983)

With the outbreak of the Second World War in September 1939, Canada declared
war on Germany at the same time as Britain and simultaneously adopted a fixed
rate, 1 Canadian dollar per 0.9 US dollars, with exchange controls. During the war,
Canada increased its foreign reserves due to growing exports to the United Kingdom
and larger capital imports from the United States.® After the end of the war, in July
1946, Canada revalued its currency, increasing its value by 10 % to again be on par
with the US dollar. This exchange rate was communicated to the IMF as the ‘initial
par value’ in the Articles of Agreement (Horsefield 1969a, p. 153). The immediate
motivation for the revaluation was to prevent inflation in the United States from
spreading into Canada (Plumptre 1977, p. 95). In September 1949, following the
devaluation of the British pound by 30 %, the Canadian dollar was again devalued
by 10 % to 1 Canadian dollar equalling 0.9 US dollars (Plumptre 1977, p. 109).

It was September 1950 when Canada departed from the IMF’s fixed exchange
rate system in favour of floating rates (Powell 2005, p. 61). After the transition, the
Canadian dollar gradually rose to 1 Canadian dollar equalling approximately 0.95
US dollars in 1951 (Powell 2005, p. 97). In March 1952, the Canadian dollar reached
1.003 US dollars and, from 1952 to 1960, continued to float slightly above par with
the US dollar.

Both in 1957 and 1960, the Canadian dollar reached a value of more than 1.05
US dollars; simultaneously, unemployment rates in Canada exceeded 7 %. As a

hand, in the other three periods, Canadian dollar’s value fluctuated around 0.9 US dollars. Powell
(2005), p. 97.
®Canada’s foreign reserves surged from US$ 188 million in 1941 to US$1,508 million. Powell
(2005), p. 56.
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result, the Canadian government adopted a depreciation policy, reducing interest
rates and intervening in the exchange market starting in July 1961. Setting 1
Canadian dollar equalling to 0.95 US dollars was the unofficial target of the
Canadian authorities (Muirhead 1999, p. 194). However, the selling pressure on the
Canadian dollar strengthened starting in the beginning of 1962. From January to
April 1962, 1 Canadian dollar was maintained at 0.95 US dollars with a loss of 22 %
(US$460 million) of the country’s foreign reserves. Finally, after a short consulta-
tion with the IMF, Canada returned to a fixed rate system, with 1 Canadian dollar
equal to 0.925 US dollars (Helleiner 2006, p. 108; Plumptre 1977, p. 170).

3 Canada’s Introduction of Floating Exchange Rates

The immediate cause of Canada’s departure from fixed rates in September 1950 was
strong upward pressure on the Canadian dollar caused by a heavy inflow of short-
term capital (Fig. 10.2) (Plumptre 1977, p. 142). This capital flood transpired for
two main reasons: the Canadian dollar was regarded as an undervalued currency
following the 1949 devaluation, and the outbreak of the Korean War in June 1950
created expectations of increasing natural resource prices. Canada, a traditional
natural resource exporter, thus attracted considerable foreign investment.

Amid this heavy capital inflow, Canadian monetary authorities hoping to main-
tain the fixed rate bought US$534 million between July and September (Plumptre
1977, p. 143). However, in order to intervene in the foreign exchange market the
government’s Foreign Exchange Control Board raised funds by selling treasury
bills to both the central and private banks; Canadian authorities feared this increase
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Fig. 10.2 Canada’s current and capital accounts: 1946-1962 (Unit: Can$ million) (Source:
Leacy 1983)
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in funds in the banking sector would drive inflation. In order to avoid inflation, the
Canadian government was finally compelled to seriously consider altering the fixed
exchange rate (Plumptre 1977, p. 144).

The Canadian government chose floating rates as a means of securing currency
appreciation rather than changing the par value under the IMF agreement. Helleiner
(2006) divided the reasons for this into four groups: the de-politicisation of exchange
rate decisions, the decline in regulations on capital movements, the Canadian expe-
rience in the 1930s, and the support of the United States.

De-politicising exchange rate decisions was one key aim of the policy. The
choice of a fixed exchange rate could be subject to fierce criticism in national poli-
tics. In Canada during the balance of payments crisis of 1947, the government’s
10 % appreciation of the Canadian dollar was criticised harshly. In 1950, Minister
of Finance Douglas Abbott did not want a repeat of this situation (Helleiner 2006,
p. 84). Additionally, the Canadian government was concerned that the upward pres-
sure on its currency might be just a temporary effect of the Korean War. They were
afraid that if the end of the war coincided with the end of the Marshall Plan’s aid,
Canadian exports would fall sharply. If this happened when the Canadian dollar was
fixed at an appreciated level, it would exacerbate the harm to Canadian exports and
the Canadian government (Helleiner 2006, pp. 86—87; Plumptre 1977, p. 145). In
addition, another important branch of the Canadian monetary authorities, the Bank
of Canada, also voiced in 1949 that it was suboptimal for the government to decide
the exchange rate; they regarded floating rates with a lifting of exchange controls as
preferable.’

The second factor motivating the choice was a decline in regulations on capital
movements. As discussed later, when Canadian authorities communicated the deci-
sion to adopt floating exchange rates, IMF staff recommended the imposition of
capital controls. However, a Canadian IMF director, Louis Rasminsky, refused to do
so mainly out of fear that capital controls would hinder the inflow of capital from
the United States (Helleiner 2006, pp. 87—88). Historically, Canada tended to fall
into current account deficits and needed capital imports to finance these (Fig. 10.2)
(Suda 1992).

Third, unlike other Bretton Woods Conference participants, Canadian policy-
makers thought the 1930s experience of floating rates was a positive one. In this
decade of international turmoil, Canada did not resort to manipulating exchange
rates to gain export price competitiveness; the currency’s exchange rate remained
stable after a sharp depreciation from 1931 to 1933 (Fig. 10.1). Contrary to conven-
tional wisdom, Canadian monetary policymakers recognised the floating rate sys-
tem as compatible with currency speculation to maintain an economic equilibrium.
The first Governor of the Bank of Canada, Graham Towers, explained that the
deprecation of the Canadian dollar in the 1930s was followed by a cessation of both
capital outflows and panicked selling in securities markets.®

"Bank of Canada Archives, Louis Rasminsky fonds, LR76-115, Vol. 2, A Method of Combining a
Free Exchange Rate with the Present System of Exchange Control in Canada, January 31, 1949.

$Helleiner (2006), p. 93. The Bank of Canada was established in 1935. Powell (2005), pp. 47-49.
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The support of the United States also influenced the decision to adopt a floating
rate. For a member country to introduce floating exchange rates in 1950 broke the
IMF agreement; in order to achieve both goals, floating exchange rates and IMF
membership, Canada had to gain the support of other IMF member countries.
Hence, Canada appealed to the United States, which was a prominent IMF sponsor,
Canada’s main economic partner, and the hegemon of the post-war capitalist world.
Rasminsky met US Treasury Secretary John Snyder and US IMF Director Frank
Southard, Jnr and secured American recognition for the Canadian floating policy
under the condition that the Canadian dollar’s exchange rate would continue to rise
for the next 3 years. Behind the American support also lay a goal of keeping free
capital flows between the United States and Canada. At the IMF Board of Directors
meeting in September 1950, Southard insisted that floating rates for Canada were
preferable to the capital controls suggested by IMF staff. This is evidence of a divide
in exchange rate policy between the American political core and American IMF
staff. American multinational business and financial interests also supported the
Canadian policy of maintaining capital flows across its southern border (Helleiner
2006, p. 98).

4 The Reaction of the IMF

4.1 Staff Opposition and Directors’ Support

Canada was not the only IMF member departing from the par value system. Before
Canada, Mexico in 1948 and Belgium in 1949 also adopted floating rates despite
being IMF members (de Vries 1969, pp. 153-156). However, Canada was the sole
country with floating rates among the contemporary trading powers. As a conse-
quence, Canada’s policy upset IMF staff. The head of the Research Department,
Edward Bernstein (an American) argued that the IMF agreement did not permit even
temporarily floating rates. He feared a potential negative impact of Canada’s deci-
sion on other countries because of the country’s strong position in world trade and
moral leadership. Bernstein and other IMF staff were embarrassed: if Canada, as the
second-strongest economy in the world, adopted floating rates, they had no idea
what to say to weaker, less responsible countries who sought to follow Canada’s
lead.’ The IMF staff recommended two alternatives to floating rates: the Bank of
Canada should undertake buying operations to absorb excess liquidity and introduce
capital controls to check the heavy inflow of capital (de Vries 1969, p. 159). Contrary
to the 1990s “Washington Consensus’, support for capital controls was the orthodox
view in the 1950s IMF, which was influenced by John Maynard Keynes’ legacy.”

°Bank of Canada Archives, International Department fonds, 4B-220, Vol. 1, Wallace Goforth,
Reaction to the New Canadian “Floating” Rate, October 18, 1950.

0Helleiner (1994), Chap. 2; Chwieroth (2010), Chaps. 3 and 4. In the Articles of Agreement of the
IMEF, the Section 3 of the Article VI describes controls on capital movements. Horsefield (1969c),
pp- 193-194.
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In a discussion with Rasminsky, Bernstein, and others in September 1950, IMF
staff argued aggressively that the Canadian action was an infringement on IMF
rules, harming trust in the fledgling organisation as well as its larger purpose
(Helleiner 2006, pp. 83—84). Furthermore, they criticised the action as an unwar-
ranted destruction of IMF principles that would make the world extremely unstable
and the IMF unworkable while also harming Canada. Finally, they insisted that only
direct capital controls could solve Canada’s problem.!!

Rasminsky later described the senior IMF staff as being hostile towards him dur-
ing this discussion.'? He refuted all their proposed alternatives. Regarding buying
operations, he insisted that the Canadian government could not bear additional
debts of unknown size (de Vries 1969, p. 160). He asserted that capital controls
were unacceptable due to technical difficulties such as identifying investments to be
checked by the control as well as the likelihood of offending both American inves-
tors and Canadian public opinion, which preferred liberalism (Helleiner 2006,
pp- 87-89). At a later IMF board meeting, Rasminsky insisted that Canada was
unique in that American investors did not regard it as a completely foreign country;
this underlined the importance of capital movements between the two countries
(Helleiner 2006, p. 84).

At the September 1950 board meeting, the United States, based on the arguments
of Rasminsky and Southard, was the first to voice support for Canada’s floating rate
policy. They were followed by the United Kingdom, the Netherlands, and France
(Helleiner 2006, p. 98). Many directors recognised Canada as being in a special
situation and hence approved the floating rates as a temporary solution; they
expected Canada to return to fixed rates immediately after this brief exceptional
period ended (de Vries 1969, p. 160). Within the IMF there was an enormous con-
trast between the expert staff and the member country directors. The former were
opposed to floating rates while the latter were sympathetic to the Canadian situa-
tion.!? The IMF annual report, written by the staff, voiced no judgment on Canada’s
switch to floating rates and merely described the decision (Helleiner 2006, p. 98).

4.2 The IMF and Floating Rates from a Canadian Viewpoint

In the end, the IMF as a whole thus acquiesced to Canada’s floating exchange rates.
Canadian authorities had their own views and expectations regarding the introduc-
tion of floating rates under the IMF Articles of Agreement, which excluded the
float. Interesting documents from the Bank of Canada archives shed light on these

Bank of Canada Archives, LR76-522, Vol.1, Louis Rasminsky, Report on Washington
Discussions, Re Floating the Canadian Dollar, October. 21, 1950.
2Bank of Canada Archives, LR76-522, Vol.1, Louis Rasminsky, Report on Washington
Discussions, Re Floating the Canadian Dollar, October. 21, 1950.
3Bank of Canada Archives, International Department fonds, 4B-220, Vol.1, Wallace Goforth,
Reaction to the New Canadian “Floating” Rate, October 18, 1950.
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opinions. In September 1950, Bank of Canada Governor Towers and Rasminsky
met IMF Managing Director Camille Gutt (a Belgium) in Paris to give advance
notice of the introduction of floating rates. At that time, Gutt mentioned that Canada
had opposed Belgium’s adoption of floating rates in 1949. To this, Rasminsky
replied that Canada had merely opposed to providing official IMF permission, as
this would constitute a violation of the Articles of Agreement. Rasminsky added
that, for the same reason, Canada did not want to seek official IMF permission for
its own floating rates.'*

Other records support Rasminsky’s argument. In October 1949, regarding
Belgium’s floating rates, Rasminsky told National Bank of Belgium Governor
Hubert Ansiaux that what he wanted to say on the subject at the IMF board meeting
was that the IMF should not punish Belgium for adopting floating rates but merely
avoid official recognition of the choice, which would be a violation of the IMF
agreement.'® Further, in October 1950, Rasminsky told Gutt that the Canadians did
not need the IMF to officially permit Canada’s shift toward floating rates during the
IMF board meeting.' Rasminsky argued that the IMF both could and should acqui-
esce to the floating rate introduction.

Canada’s floating rates proved to be far from a temporary measure, as discussed
at the September 1950 IMF board meeting. A year and a half later at the February
1952 board meeting, British director Arthur Maxwell Stamp expressed concern that
Canada’s floating rates might continue beyond the short term. In response,
Rasminsky again emphasised the uniqueness of the Canadian situation. He admitted
that Canada’s action was against the core IMF goal of maintaining fixed exchange
rates for member countries. However, he also insisted that Canada was different
from other member countries in that it had achieved the other two IMF goals:
removing exchange controls and restoring convertibility (de Vries 1969, p. 161;
Plumptre 1977, p. 149). Again, as in September 1950, Rasminsky was able to per-
suade the directors. They expressed an official opinion that, given the current situa-
tion, floating exchange rates were useful for many countries seeking to remove
various currency restrictions (de Vries 1969, p. 161). Even the IMF expert staff
representative, Bernstein, who had been the leading Canadian opponent in
September 1950, recognised Canada’s argument in 1952 (Helleiner 2006, p. 101).

Under higher but stable exchange rates from 1952 to 1956, Canada achieved
economic growth driven by large-scale capital imports (Figs. 10.2 and 10.3). Until
1956, the Canadian dollar exchange rate remained stable, within a band between
US$1.00 and US$1.05, despite departing from fixed rates in 1950. Therefore, the
Canadian situation was regarded not as a clean float but as a managed one.!” In fact,
the Bank of Canada had aimed for a floating but managed system even before 1950.

“Bank of Canada Archives, LR76-522, Vol.1, Louis Rasminsky, Report on Washington
Discussions, Re Floating the Canadian Dollar, October 21, 1950.

SBank of Canada Archives, LR76-269, Rasminsky to Ansiaux, October 17, 1949.
'*Bank of Canada Archives, LR76-269, Rasminsky to Gutt, October 18, 1950.

'7Siklos (2009) empirically clarifies that in the Canadian float from 1951 to 1957 the foreign
exchange interventions well contributed to stabilize the Canadian dollar’s volatilities.
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As early as 1949, authorities considered introducing floating rates and concluded
that, in the early stages of a float, the Bank of Canada should prepare to smooth
daily exchange markets in order to avoid large fluctuations.'® Here, too, Rasminsky
was involved. As a deputy governor of the Bank, he argued to the Minister of
Finance and other Bank staff in March 1951 that the Bank should counter large
fluctuations in exchange markets (i.e. a more than one quarter of a per cent move-
ment within a single day)." In March 1953, Rasminsky precisely identified the
bounds for Canadian dollar fluctuations, insisting that the Exchange Funds Account
should be used to minimise fluctuations around a centre point of US$1.02
(Fig. 10.1).° This is consistent with actual data: the Canadian dollar fluctuated
between US$1.00 and US$1.05. As a consequence, Canadian floating rates did not
disturb either the international or Canadian economies until 1956, in contrast to the
Bretton Woods architects’ negative expectations for floating rates.

Finally, even the IMF staff officially admitted the economic success of Canada’s
floating rates, given the country’s unique circumstances. The IMF staff saw Canada
as unique due to its credibility in both fiscal and monetary policies, even though the
Canadian economy was characterised by trade deficits and capital imports.
Furthermore, the Canadian dollar had convertibility, no restrictions on its trade, and

18 Bank of Canada Archives, LR76-115, Vol. 2, A Method of Combining a Free Exchange Rate with
the Present System of Exchange Control in Canada, January 31, 1949.
Bank of Canada Archives, LR76-522, Vol.1, J.E.C., Exchange Policy, March 5, 1951.

2Bank of Canada Archives, LR76-522, Vol.1, Note on discussion with Coyne, Rasminsky and
Turk, March 24, 1953. On the Exchange Fund Account, see Neufeld (1955), pp. 29, 140.
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historical parity with the US dollar, and its resulting short-term capital movements
had generally had an equilibrium-maintaining effect (de Vries 1969, pp. 161-162).

In an April 1956 document, Rasminsky expressed his views on the IMF, arguing
that it did not play an adequate role in international affairs. He attributed this inad-
equacy to two main causes. Firstly, the IMF’s two largest sponsors, the United
States and the United Kingdom, were in conflict on almost every major issue.
Secondly, the IMF had a critical organisational problem in its distribution of power
to the managing director and directors from member countries: the member coun-
tries’ directors were the predominant powers, with the managing director playing
only a minor role.?!

These factors partly explain why Canadian authorities felt they could expect the
IMF’s tolerance of its deviation from the core IMF tenet of fixed exchange rates.
Rasminsky considered the IMF to be a weak organisation and, as a representative of
a small open economy, regretted this. However, by taking advantage of the IMF’s
weakness, Canadian policymakers (including Rasminsky) were able to maintain
floating exchange rates while remaining full IMF members.

5 Deteriorating Economic Growth and Employment, 1957
to 1960

Canada returned to a fixed exchange rate in 1962, driven by lowered economic
growth and a rise in unemployment after 1957(Fig. 10.3). In order to understand
Canada’s return to fixed rates, it is essential to probe the reasons for the deteriora-
tion of the Canadian economy after 1957.

In 1957, not only the Canadian economy but also Canadian politics reversed
course. The general election for the Canadian House of Commons took place in June
1957, with the Progressive Conservative Party, led by John Diefenbaker, defeating
the Liberal Party to regain power for the first time since 1935 (Ohara 1981, pp. 188-190,
and Appendix p. 43). The new Progressive Conservative government carried out
expansionary fiscal policies, such as providing financial support to the low-income
Atlantic and western provinces, increasing pensions, and reducing taxes (Smith
1995, pp. 218, 224-225, 230). The Conservatives’ fiscal expansionism became one
of two critical issues in the Canadian economy after 1957 (Figs. 10.3 and 10.4).

The high interest rates set by the Bank of Canada proved to be another critical
issue (Fig. 10.5). These, combined with the eccentricity of the second governor of
the Bank of Canada, James Coyne, caused serious antagonism between the
Conservative government, which demanded an interest rate reduction in order to
improve employment, and the governor of the central bank, who raised the rates.
The government envisioned a relationship wherein high interest rates led to
increased capital imports, followed by (in causal order) appreciation of the exchange

2 Bank of Canada Archives, LR76-284, Louis Rasminsky, Functioning of IMF, April 20, 1956.



10 The IMF and Canada: From Floating to Fixed Exchange Rates 217

1000
500 -
O_
-500
-1000
-1500
-2000
Y] ~ 0 [e)] o — o [32] < wn (o] ~ o] [e)] o — o
< < < < n wn wn wn n wn wn n wn wn o [(e} o
()] [e)] ()] ()] [e)] ()] [e)] [e)] ()] [e)] [e)] ()] [e)] (o)} ()] [e)] [e)]
- - - - - — - - — - - al - - - - -
> > > > > > > > > > > > > > > > >
== Federal Provincial =e=Municipal ===Total

Fig. 10.4 Canada’s fiscal balances: 1946—1962 (Unit: Can$ million) (Source: Leacy 1983)

O O " &N AN N < < 10 © O SN 0 0 OO O O « o

N un wn wmw wmwuwmwwmwLwuwuwuwwmwmwmwmwow o O O

a O O OO OO OO OO OO OO OO OO OO OO O 0O o o o O

NN A N DR N AN

T O N — O N —=H DO N = N =N A0 "N
e— JSA Canada =—Differentials

Fig. 10.5 Real 3 months interest rates in Canada and the USA (Unit: %) (Sources: For Canada’s
3 months interest rates and consumer prices in Canada and the United States, Statistical Canada
Website. For America’s 3 months rates, Federal Reserve System Website). Note: Real interest rates
are calculated by deducing consumer price growth rates from nominal 3 months interest rates.
Interest rate differentials are calculated by deducting American rates from Canadian

rate, growth of the current account deficit, shrinking production, and increased
unemployment. On the other hand, Coyne argued that, in order to offset the infla-
tionary pressure brought by the government’s budget deficits, interest rates must be
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raised. This antagonism was exacerbated in 1960 by Coyne’s criticism of the
government’s expansive fiscal policies in a series of public speeches (Powell 2009,
p- 95). In the end, the government forced Coyne to resign in July 1961 in a well-
known incident known as the Coyne Affair (Fleming 1985, Chap. 29; Grantstein
1986, Chap. 4; Powell 2009, Chaps. 9—-13).

In the Coyne Affair, the government and the central bank governor each accused
the other of being the main culprit for the deterioration of the Canadian economy.
To determine who was right, we can examine this situation via the Mundell-Fleming
model (named for Canada’s Mundell, mentioned at the beginning of this chapter,
and the United Kingdom’s John Marcus Fleming). According to the Mundell-
Fleming model, in the case of a small open economy with floating exchange rates
and free capital flows, expansionary fiscal policy is ineffective at increasing produc-
tion, whereas loosening monetary policy can be effective. From the opposite view-
point, aiming to decrease production, tightening monetary policy has a large impact
while contractionary fiscal policy remains neutral in its effect.”> After 1957, Canada
adopted a policy mix of expansionary fiscal and contractionary monetary policies.
The former had no impact on production but brought on inflationary pressure. The
latter succeeded at reducing production (Bordo et al. 2009, pp. 13—-14; Rhomberg
1964, p. 15). Consequently, both the government and the governor were right, and
the Canadian economy suffered multiple negative impacts.

6 The Return to a Fixed Rate, 1961 to 1962

6.1 Exchange Rate Depreciation and International Criticism

In 1960 amid the Coyne Affair, the Conservative government sought to address ris-
ing unemployment by examining policies aimed at lowering the exchange rate. In
December 1960, Minister of Finance Donald Fleming announced the imposition of
a 15 % tax on imported capital in order to slow the large capital inflows and appreci-
ate the Canadian dollar. This represented a new policy direction.

After Coyne stepped down in July 1961, Rasminsky succeed him, becoming the
third Governor of the Bank of Canada. Rasminsky simultaneously remained an IMF
director for Canada. At the same time, Minister of Finance Fleming stated publicly
that an exchange rate depreciation was necessary and directed the Exchange Funds
Account to intervene in the exchange markets. In contrast to earlier events, the Bank
of Canada under the new governor cooperated closely with the government, reduc-
ing interest rates. Given the new political circumstances, the Ministry of Finance
aimed at setting a depreciated exchange rate centred on US$0.95 (Muirhead 1999,
p. 194).

2Bordo et al. (2010) and Siklos (2010) respectively prove by simulations that financial policies
after 1957 was too tight.
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In 1950, support from the directors of the member countries enabled Canada to
smoothly transition from a fixed rate to a float within the framework of the IMF
agreement, even though IMF staff fiercely attacked Canada’s policy. Regarding the
new Canadian policy of lower exchange rates in 1961, however, the reactions within
the IMF were vastly different. Canada was now subject to a barrage of criticism
from all quarters: not just the IMF staff but also the member countries’ directors, the
powerful managing director Per Jacobsson of Sweden (who took the post in 1956),
and the US Treasury. At a special directors’ meeting in July 1961, the member
countries’ directors expressed concern and recommended Canada return to a fixed
rate. Jacobsson then criticised Canada as potentially gaining unfair benefits from the
change. Finally, US Under Secretary of the Treasury Robert Rosa, an American
IMF director, insisted that manipulating exchange rates was tantamount to a beggar-
my-neighbour policy and it should not be allowed to take place, though he did not
refer to Canada by name (Muirhead 1999, pp. 194-195). Two months later, at the
IMF’s annual directors’ meeting in September 1961, Canadian Minister of Finance
Fleming defended the country’s position by saying that Canada was not aiming for
a competing devaluation (Fleming 1985, pp. 376, 490). However, his words had no
effect: Canada’s 1961 exchange rate policy was regarded as being against the IMF’s

’ 23

founding doctrine of ‘to avoid competitive exchange depreciation’.

6.2 The 1961 IMF Consultation

In January 1962, IMF staff interviewed Canadian monetary authorities as part of a
routine IMF consultation of the Article VIII countries; due to the IMF fiscal year,
this is known as ‘the 1961 consultation’. In the ensuing report to Canada, IMF staff
officially criticised Canada’s floating rates. The report firstly described Canada’s
1961 depreciation policy as ‘individualistic’ and against the rules codified in the
IMF Articles of Agreement. The report then said that, although the Canadian
Minister of Finance had defended Canada to the managing director by explaining
that the policy was not intended to harm other countries, such a statement offered no
final solution to the issue.?*

Next, the report summarised the total experience of Canadian floating rates: such
a disappointing performance of the Canadian economy ‘may be viewed against the
background of the earlier period from 1948 to 1956. It is instructive to view this
period as one of the abnormally high growth and expansion because of the excep-
tional circumstances which prevailed’. This was followed by the words: ‘taking a
backward look at Canada’s experience under a freely fluctuating rate from October
1950 to June 1961, the staff has concluded that it is not at all apparent that this
system served Canada well and was of ultimate benefit to her’.?

2 The Articles of Agreement of the IMF, Article I, Purposes (iii). Horsefield (1969c¢), p. 188.
2IMF Archives, Canada-1961 Article VIII Consultation, January 30, 1962, p. 20.
ZIMF Archives, Canada-1961 Article VIII Consultation, January 30, 1962, p. 22, 24.
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Finally, the report concluded by clearly counselling Canada to return to a fixed
rate, insisting ‘the re-established of an effective par value within a reasonable period
should be made a priority objective by the Canadian government’.? In 1950 IMF
staff reluctantly accepted Canada’s float; in 1956, they then had no choice but to
admit the float was working well. In the end, however, they were able to return to
their strong criticism of Canada’s floating rates, now identifying the period between
1950 and 1956 as also a part of their target.

Based on the 1961 consultation report, the IMF directors discussed Canada’s
exchange rate policy during their meeting in February 1962. Again, the directors of
member countries criticised Canada, arguing that depreciation could not be done
without damaging other countries. Some directors further criticised Canada’s policy
as too expansive. Consequently, the directors supported the 1961 consultation report
although they avoided officially counselling Canada to return to a fixed rate.?’

There was thus a key difference between the first and second halves of the 1950s.
The work of a Canadian official of the time sheds some light onto why. In August
1961, under severe criticism of the depreciation policy, Canadian Under Secretary
of Finance Arthur Plumptre examined whether Canada should maintain the float or
return to a fixed rate. In his report, Plumptre wrote, ‘in the immediate post war
world, when Canada was in a uniquely favoured economic position and when we
were distributing military and economic aid in very large amounts, other countries
were quite willing to put up with abnormal action on our part; but it is clear that
irregularities on our part are not readily accepted today’.?® In 1957, Canada’s posi-
tion in the world economy started to decline while that of the IMF began to
strengthen (Horsefield 1969a, p. 426).

6.3 Canada’s Foreign Reserve Crisis and the Return
to a Fixed Rate

Starting in January 1962, there was considerable selling pressure on the Canadian
dollar. The Canadian government lost US$460 million of their foreign reserves
between January and April 1962, or 22 % of the total. Furthermore, after the end of
April, when the dissolution of the House of Commons was decided, the size of the
foreign reserve outflows grew due to expectations that the Conservative Party would
continue its expansionary fiscal policy. Canada’s foreign reserves fell by US$35
million on 27 April, US$20 million on 28 April, and US$36 million on 1 May, at
which point New York newspapers reported the weakness of the Canadian dollar
(Fleming 1985, p. 493).

2IMF Archives, Canada-1961 Article VIII Consultation, January 30, 1962, p. 25.
*’de Vries (1969), pp. 163-164.

2 Bank of Canada Archives, LR76-522, Vol.2, A.F.W. Plumptre, Exchange Rate Policy, August 23,
1961. On the strengthening of the IMF after 1956, see the Chapter 3.
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In order to address the foreign reserve crisis, emergency meetings were organised
by Minister Fleming, Under Secretary Kenneth Taylor, and Governor Rasminsky
(also an IMF director) from 28 April to 1 May. Fleming thus decided to return to a
rate fixed at US$0.925. The policymakers also considered US$0.90, but Fleming
was afraid of resistance by the United States to such a low rate. On 2 May, Rasminsky
attended an emergency board meeting of the IMF and enacted the new fixed rate of
US$0.925. This was immediately approved by the directors (Fleming 1985,
pp. 494-495). Nevertheless, the return to a fixed rate could not stop speculative
attacks against the Canadian dollar because the rate still seemed too high. Therefore,
in June 1962, Canada withdrew US$300 million from the IMF. In addition, the
country was able to obtain a US$400 million credit line from the Export-import
Bank of Washington and make swap agreements for US$250 million with the
Federal Reserve Bank of New York and US$150 million with the Bank of England.
After concluding these international arrangements, Canadian authorities were able
to restore confidence in the currency (Fleming 1985, pp. 517-519).

Recollecting the events of 1962, Fleming said ‘we were able to act with the full
support of the IMF, which we would have lacked had we not pegged the dollar on
May 2. Such a plan of massive external borrowing would have taken time to
arrange... It could not possibly have been done on May 1 or 2, and any delay might
have precipitated a crisis’. Fleming placed a high value on the IMF (Fleming 1985,
p. 497). In 1961 and 1962, as shown by the international critiques of Canada’s
depreciation policy and support for Canada’s return to fixed rates, the IMF was able
to play the important role envisioned by the Bretton Woods architects.

7 Conclusion

The conflict between Canadian officials and IMF staff when Canada moved to a
floating exchange rate in 1950 clarified the roles of the IMF and Canada in interna-
tional finance. The goal of the IMF was to maintain the fixed rate system, and IMF
officials regarded capital controls as orthodox methods for achieving this. On the
other hand, Canada set free capital movements as its goal and adopted a float as a
solution for a specific situation. In different situations from Canada and of similar
mind-sets to the IMF staff, policymakers in the major Western European countries
in the 1950s pursued a policy combination of fixed exchange rates and capital con-
trols. In this sense, Canada had a unique experience.

In the relevant literature, Canada’s float between 1950 and 1962 is valued highly
as a forerunner that shows the effectiveness of floating exchange rates.” However,
emphasising only the successful side of Canada’s float ignores the other side—the
meaning of Canada’s return to a fixed rate in 1962.

Y Friedman (1953) is a classic case for the Canadian float. A new case is Helleiner (2008). On the
other hand, Mundell regarded the Canadian experience as a failure of experiment. Mundell (1961),
p. 664. When he wrote the paper, Mundell was an economist at the IMF Special Research Section.
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Canada was a forerunner of not only floating rates but also free capital movements.
In the current sense, the latter is more important, as free capital flows relax limita-
tions on foreign borrowing and enable a country to widen its current account deficit
via capital imports. Still, Canada’s current account deficits of over four per cent of
its GNP were unsustainable, as shown in 1962 (Fig. 10.3). That experience can be
seen as a forerunner to the US dollar depreciation via the Plaza Accord in 1985 and
to the US dollar just before the sub-prime crisis in 2007.° In addition, Canada’s
slower economic growth after 1957 can be interpreted as a savings-short country
going through an investment boom entailing capital imports, then facing decreased
investment profitability until the increasing exchange rates became too much for the
country to withstand. In that sense, the Canadian case foreshadows the 1997 Asian
currency crises.’!

However, Canada in 1962 was different from the cases from the 1990s in that it
was able to relatively smoothly return to a fixed rate via a devaluation (Figs. 10.1
and 10.3). This was facilitated by the different international financial situation in
1962 as compared to the 1990s, particularly in terms of the size and speed of inter-
national capital flows. Within the historical context, the IMF in 1962 was able to
fulfil its mandate when Canada returned to the fixed rate system.

Acknowledgments The author thanks the Bank of Canada for permission to access the Archives.
I am also grateful to Mariko Hatase, Masato Masuda, Tomonori Naito, Masanori Sato, Masato
Shizume, and Yasuo Takatsuki for their helpful comments to the earlier drafts.

References

Bordo, Michael, Tamara Games, and Lawrence Schembri. 2009. Canada and the IMF: Trailblazer
or Prodigal Son? Bank of Canada Discussion Paper, 2009—1

Bordo, Michael, Ali Dib, and Lawrence Schembri. 2010. Canada’s pioneering experience with a
flexible exchange rate in the 1950s: [Hard] lessons learned for monetary policy in a small open
economy. International Journal of Central Banking 6(3): 51-99.

Chwieroth, Jefferey. 2010. Capital ideas: The IMF and the rise of financial liberalization.
Princeton: Princeton University Press.

de Vries, Margaret G. 1969. Fluctuating exchange rates. In The international monetary fund 1946—
1965: Twenty years of international monetary cooperation, volume Il analysis, ed. Horsefield,
John Keith. Washington DC: International Monetary Fund.

Fleming, Donald. 1985. So very near; the political memoirs of the honourable Donald M. Fleming,
volume two, the summit years. Toronto: McClelland and Stewart.

Friedman, Milton. 1953. The case for flexible exchange rates. In Essays in positive economics, ed.
Milton Friedman. Chicago: University of Chicago Press.

30n American cases, see Sugawara (2007), p. 158. In 2006, the United States swelled its current
account deficits to 6.8 % of its GDP. The United States in the 2000s could run larger deficits com-
pared to its GDP than Canada could run in the 1950s because the former have issued the key
currency.

31 The idea of economic growth depending on capital imports and its collapse comes from Takemori
(2008), pp. 135-137.



10 The IMF and Canada: From Floating to Fixed Exchange Rates 223

Grantstein, J.L. 1986. Canada 1957-1967: The years of uncertainty and innovation. Toronto:
McClelland and Stewart.

Helleiner, Eric. 1994. State and the reemergence of global finance: From Bretton Woods to the
1990s. Ithaca: Cornell University Press.

Helleiner, Eric. 2006. Towards North American monetary union?: The politics and history of
Canada’s exchange rate regime. Montreal: McGill-Queen’s University Press.

Helleiner, Eric. 2008. Ambiguous aspects of Bretton Woods: Canadian exchange-rate policy in the
Marshall system, 1950-1962. In Orderly change: International monetary relations since
Bretton Woods, ed. M. Andrews David. Ithaca: Cornell University Press.

Horsefield, John Keith ed. 1969a. The international monetary fund 1956—1965: Twenty years of
international monetary cooperation, Volume I: Chronicle. Washington D.C.: International
Monetary Fund.

Horsefield, John Keith ed. 1969b. The international monetary fund 1956—1965: Twenty years of
international monetary cooperation, Volume 1I: Analysis. Washington D.C.: International
Monetary Fund.

Horsefield, John Keith ed. 1969c. The international monetary fund 1956—1965: Twenty years of
international monetary cooperation, Volume III: Documents. Washington D.C.: International
Monetary Fund.

Leacy, EH. (ed.). 1983. The historical statistics of Canada, 2nd ed. Ottawa: Statistics Canada.

Maddison, Angus. 1995. Monitoring the world economy 1820-1992. Paris: The OECD Development
Centre.

Muirhead, Bruce. 1999. Against the odds: The public life and times of Louis Rasminsky. Toronto:
University of Toronto Press.

Mundell, Robert A. 1961. A theory of optimal currency areas. American Economic Review 51(4):
657-665.

Mundell, Robert A. 1969. The international monetary fund. Journal of World Trade Law 3:
455-497.

Neufeld, E.P. 1955. Bank of Canada operations 1935-54. Toronto: University of Toronto Press.

Ohara, Yuko. 1981. Kanada Gendai Shi [A history of the modern Canada]. Tokyo: Yamakawa
Syupan Sha.

Plumptre, Arthur F. W. 1977. Three decades of decision: Canada and the world monetary system
1944-75. Toronto: McClelland and Stewart.

Powell, James. 2005. A history of the Canadian dollar. Ottawa: Bank of Canada.

Powell, James. 2009. The Bank of Canada of James Coyne: Challenges, confrontation, and change.
Montreal: McGill-Queen’s University Press.

Rhomberg, Rudolf R. 1964. A model of the Canadian economy under the fixed and fluctuating
exchange rates. Journal of Political Economy 72(1): 1-14.

Siklos, Pierre .L. 2009. Not quite as advertised: Canada’s managed float in the 1950s and Bank of
Canada intervention. European Review of Economic History 3(3): 413-435.

Siklos, Pierre. L. 2010. Rivisiting the Coyne Affairs: A singular event that challenged the course of
Canadian monetary history. Canadian Journal of Economics 43(3): 994-1015.

Smith, Denis. 1995. Rogue Tory: The life and legend of John G. Diefenbaker. Toronto: MacFarlane,
Walker and Ross.

Suda, Miyako. 1992. Kanada No Keizokuteki Keijyousyushiakaji: Kako To Genzai [Canada’s per-
sistent current account deficits: Past and present]. In Taigai Fukinkou No Keizaigaku [An eco-
nomic analysis on external imbalance], ed. Miyako Suda. Nihon Keizai Shinbun Sya. 127-168.

Sugawara, Ayumu. 2007. Taigai Kinyu Seisaku: Shihon Ryunyu No Jizoku Kanousei [External
economic policy of the United States: An analysis on the sustainability of capital imports]. In
G W Bush Seiken No Keizai Seisaku [The economic policy of G.W. Bush: Ideas and realities of
an American conservative], ed. Kawane Takuro. Kyoto: Mineruva Shobo. 157-195.

Takemori, Shunpei. 2008. Shihonsyugi Wa Kirai Desuka: Soredemo Manei Wa Sekai O Ugokasu
[Don’t you like capitalism?: But money drives the world]. Tokyo: Nihon Keizai Shinbun Sya.

United Nations. 1953. Yearbook of international trade statistics 1952. New York: The Statistical
Office of the United Nations



Chapter 11
Japan’s Participation in the IMF
and Settlement of Its Prewar Foreign Debt

Makoto Kishida

1 Introduction

During the time of the prewar international gold standard, Japan had issued large
amounts of external bonds, mainly in London and New York financial markets, as
the balance of Japanese external bonds issued peaked in 1930 at JPY2,268 million,
accounting for about 15 % of Japan’s estimated GNP. But Japan’s access to raising
such bonds was closed off by the Great Depression and the collapse of the interna-
tional gold standard. After the end of World War II and 6 years of occupation led by
the General Headquarters, Supreme Commander for the Allied Powers (GHQ/
SCAP), Japan regained independence in April 1952 and joined the IMF and the
World Bank in August of that year. Japan’s participation in the Bretton Woods
system had been realized with the strong support of the U.S. government, which had
desired an independent Japanese economy after a turnabout in its postwar policies
toward Japan. At that time, expectations had risen in Japan that this would open a
path toward access to foreign capital for purposes of economic restoration and
development in place of American aid. While its participation in the Bretton Woods
system enabled Japan to raise long-term funds from the World Bank, to do so it
needed to resolve the issue of repayment of outstanding prewar external debts on
which it effectively had defaulted during World War II. In July 1952, a conference
on resolution of these debts was held in New York between the Japanese govern-
ment and representatives of British, French, and the United States’ bondholders
under the terms of the San Francisco Peace Treaty, and an agreement was reached
in September of that year, under which Japan resumed payment on nearly all gov-
ernment bonds, not including those issued in France. The success of negotiations on
resolution of external debts was important in that it meant Japan had regained the
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trust of international society and served as the starting point for Japan’s postwar
access to foreign capital.

This chapter will describe the process of Japan’s entry to the Bretton Woods
system and its return to international financial markets, by looking at the course by
which Japan joined the IMF and analyzing the process of the New York Debt
Conference based on primary sources from the participating countries.! Previous
studies on the issue of resolution of Japan’s prewar external debts have referred to
the memoirs of Juichi Tsushima, who served as the representative of the Japanese
government in the conference, which describe the facts of the meetings in detail
(Tsushima 1966). The official history of the Japanese Treasury also relies on his
memoirs (Ministry of Finance, Financial History office 1997, pp. 57-75). However,
these are written only from Japan’s point of view, and until now there has been no
empirical study of the negotiations and of the attitudes of the other countries party
to the meetings, the U.S. and Britain, toward the issue of resolution of external
debts. This chapter will consider political and economic interests in the countries
party to the negotiations in light of the international economic situation in the for-
mative period of the Bretton Woods system, using materials from sources including
Japan’s Ministry of Foreign Affairs, the British Foreign Office, and the
U.S. Department of State to examine the process of negotiations.

2 Japan’s Participation in the IMF and the Plan
for the Introduction of Foreign Capital

2.1 The Debate on Japan’s Entry to the IMF

Information on the Bretton Woods Conference and its proposed agreement began to
make its way to Japan via the overseas institutions of the government, the Bank of
Japan, and others during World War II. After the end of the war the Ministry of
Finance and the Bank of Japan studied this information internally. Initially Japan
was interested in whether entering the Bretton Woods system would restrict its
existing policies of managed currency and foreign-exchange controls. This also was
connected to the issue of whether to see the Bretton Woods system as a revival of
the gold standard or to interpret it as involving a Keynesian aspect of tolerating
discretionary action to achieve domestic equilibrium (Asai 1998, pp. 93-97). A
Bank of Japan document written in January 1946 describes the Bretton Woods sys-
tem as “a plan to realize a gold standard without the freedom to change par value,”
commenting, “there is little hope for demanding a new international equilibrium
point for purposes of domestic economic growth.”? At the same time, the document

' Asai (2005, 2007) examines in detail the process of the consultations on Japan after it joined the
IMF, while Itoh (2009) discusses comprehensively Japan’s external financial policies from its join-
ing the Bretton Woods system through the shift to floating exchange rates.

2Bank of Japan Research Bureau, Bureton Uzzu Tsika Kyotei to Nihon Sanka no Hoto [The
Bretton Woods agreement and means of participation for Japan], January 1946, Bank of Japan
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supported Japan’s entry to the Bretton Woods system, arguing, “In exchange for
contributing a certain amount of gold participating countries would gain several
times that amount in capacity to settle their international balances of payments, and
they would be able to access long-term foreign capital from the World Bank without
regard to the amount of their contribution.” It pointed out the need for the prepara-
tory measures of improving the international balance of payments and accumulating
gold reserves, thorough fiscal austerity, and reorganizing the Bank of Japan.

As the activities of the IMF and the World Bank took on concrete form, both the
Japanese government and the Bank of Japan came to see the Bretton Woods system
as something that would not restrict domestic policy. An internal document pre-
pared by the Bank of Japan in April 1948 stated that the Bretton Woods system “is
applied in a flexible and realistic manner through implementation of the text of the
agreement, and it can be expected that measures such as foreign-exchange controls
would be permitted relatively easily in the future as well when unavoidable such as
in the case of an imbalance in the international balance of payments”, and con-
cluded that there were no barriers to Japan’s entry to the Bretton Woods system and
that Japan should join it as quickly as possible.? Behind this change of view in the
debate were the “Intermediate Stabilization Plan” being promoted by the Economic
Stabilization Agency and SCAP, and the plan for attracting foreign capital by the
Ashida Cabinet, established in March of that year (Itoh 2009, pp. 54-57). They saw
that the Bretton Woods system did not conflict with the intermediate stabilization
plan, which prioritized maintenance of domestic equilibrium for the time being over
international equilibrium, and restoration of international credit through joining the
IMF and the World Bank was expected to provide support for access to foreign
capital.

However, the U.S. National Advisory Council (NAC), in particular the
Department of the Treasury and the Federal Reserve Board (FRB), strongly opposed
SCAP’s plan of Intermediate Stabilization (Itoh 2009, pp. 58-59; Miwa 2002,
pp. 59-61). The Young Mission, headed by Ralph A. Young of the FRB, visited
Japan in May 1948 and recommended the prompt setting of a single exchange rate
and strengthening of financial stabilization measures, describing the multiple
exchange rate system and effective trade subsidies as themselves impeding currency
stability. In October 1948, the U.S. National Security Council (NSC) approved
“Recommendations with Respect to U.S. Policy toward Japan” (NSC-13/2), and
U.S. policy toward Japan shifted from a focus on demilitarization and economic
democratization to a policy of helping Japan’s economic recovery and reentry into
the international economy as a member of the Western bloc. Based on this shift, the
Nine-Point Program for Japan’s Economic Recovery and Stabilization was trans-
mitted from Washington to SCAP and Prime Minister Shigeru Yoshida, calling for
enactment of an economic stabilization plan including balancing the budget,

Institute for Monetary and Economic Studies (1983), pp. 1-16.

3Bank of Japan Foreign Affairs Department, Bureton Uzzu Kiko Sanka ni Kansuru Jakkan no
Mondai [Minor problems concerning participation in the Bretton Woods system], April 1948,
Bank of Japan Institute for Monetary and Economic Studies (1983), pp. 34-38.
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enhancing tax collection, and restricting lending as well as the goal of setting a
single exchange rate within 3 months. In February 1949, Joseph M. Dodge, President
of the Detroit Bank, was sent to Japan as a financial adviser in charge of the nine-
point plan. He directed the deployment of the austerity policies known as the
“Dodge Line” and a single exchange rate of 360 yen to the dollar was established in
April of that year.

In response to this shift in U.S. policy toward Japan, the debate on joining the
IMF was rekindled within the Japanese government and the Bank of Japan. In
October 1949, a Bank of Japan document reached the conclusion that the burdens
on Japan of joining the IMF (e.g., the requirement of foreign-exchange stability, the
elimination of foreign-exchange controls, and the required financial contributions to
the IMF) would be tolerable and that Japan should ask to join the IMF for the four
reasons that the country would be able to borrow foreign currency from the Fund, it
would have access to loans from the World Bank, entry would make it possible to
encourage private-sector foreign investment, and it would serve as a confirmation of
Japan’s status as a member of the international economic community.* The visit to
the U.S. of Minister of Finance Hayato Ikeda from April through May 1950 had the
missions of negotiating on the peace treaty, promoting economic reconstruction,
and making a tentative overture concerning Japan’s entry to the IMF and the World
Bank. These were intended to help resolve some of the key policy issues faced by
the Yoshida Cabinet. When visiting the IMF and the World Bank Ikeda demon-
strated Japan’s proactive attitude toward joining both.’

2.2 Japan’s Entry to the IMF*

The visit of U.S. Secretary of State John Foster Dulles to Japan in January 1951
spurred the progress in peace negotiations with Japan and a plan for U.S.—Japan
economic cooperation involving the use of Japan’s industrial might to supply the
U.S. military was discussed.” With that background, the movement toward Japan’s
entry to the IMF would come into full swing in the spring of 1951. In May

4Bank of Japan Research Bureau, Sengo ni Okeru Kokusaitsikaseido no Hatten — Kokusai Tsitka
Kikin Kanyn Mondai ni Kanren shite [Development of the postwar international currency system:
In connection with issues related to joining the International Monetary Fund], October 1949, Bank
of Japan Institute for Monetary and Economic Studies (1983), pp. 40-61.

3In March 1950, prior to Ikeda’s visit to the U.S., Finance Commissioner Takeshi Watanabe of the
Ministry of Finance visited the IMF, where the process of entry to the IMF and the World Bank was
explained to him. This was Japan’s first point of contact toward entry. (Asai 1998, p. 97)

SExcept as noted otherwise, the descriptions in this paragraph are from Asai (1998).

"While the plan for U.S.-Japan economic cooperation got its start in talks with Prime Minister Yoshida
during Dulles’ visit to Japan in January 1951 as a means by which Japan would contribute to the
Western bloc, in Japan it came to be discussed in connection with the nation’s postwar recovery plans.
Regarding U.S.—Japan economic cooperation, see Ministry of Finance, Financial History Office
(1976) and Nakamura (1982), and regarding plans to attract foreign capital see Asai (2001a, b).
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W.W. Diehl of the SCAP diplomatic bureau met with Ikeda to encourage Japan to
prepare for entry, and in early July the Department of State approved Japan’s quick
entry for reasons including the political influence it would give Japan and to imple-
ment economic development policies after the peace. The Japanese government
asked to send observers to the general meetings of the IMF and the World Bank held
in September 1951, and on August 9 it formally applied to join the IMF and the
World Bank.

On September 18 the IMF set up a membership screening committee to discuss
conditions for Japan’s entry. While none in the committee opposed Japan’s entry,
there was a conflict of opinion on the size of Japan’s quota, with the U.S. arguing
for a quota in the range of USD265-270 million while Britain and Australia, which
did not favor expanding Japan’s voice in the IMF, argued for one no higher than 200
million. In January 1952, the decision calling for a quota of USD250 million and
payment of 62.5 million in gold was sent to Japan. While the Japanese government
argued for a reduction in the amount of gold it needed to pay in, in the end it accepted
the IMF proposal. On April 18 the Japanese cabinet decided to join the IMF and the
World Bank. Following an entry process that included a report from the screening
committee and procedures with the Executive Board and others, on May 28, 1952
all IMF member states voted on Japan’s entry, which was approved with the support
of 94 % of all ballots. On August 13, Japan formally joined the IMF and the World
Bank. In March of the following year Japan notified the IMF of a par value of 360
yen to the dollar, and in May the IMF Executive Board approved this value. Thus
Japan, guided by the U.S., entered the Bretton Woods system soon after regaining
its independence and the pathway opened toward economic cooperation with the
U.S., particularly access to foreign capital, that Japan had hoped for. But in order to
realize these aims the issue of Japan’s prewar external debts needed to be addressed.

3 The Issue of Defaulted Prewar External Debts
and Responses After Conclusion of the Peace Treaty

3.1 The Default of Japanese External Debts and Wartime
Measures Taken by the Japanese Government®

With the outbreak of the war in the Pacific in December 1941, Japan suspended pay-
ment of both interest and principal on its debts to belligerent nations, effectively
defaulting on these external debts. As shown in Table 11.1, Japan’s balances of
foreign-currency debts at the start of the war were GBP88.52 million of sterling
debt, USD283.49 million of debt denominated in dollars, and FRF663.79 million of
debt in French francs. Of these, Japanese individuals and corporations held foreign

8Regarding measures for Japanese foreign-currency bonds during the war, see Takaishi (1974)
and Ministry of Finance, Financial History Office (1983).
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debts of GBP26.79 million and USD211.68 million. On December 29 the Japanese
government decided on emergency measures for payment of interest and principal
on Japanese external debts, under which payment of interest on debts would con-
tinue formally, with payment of interest and principal on external debts held by
Japanese and nationals of non-belligerent countries being made in yen and payment
of interest on bonds held by nationals of belligerent countries being remitted in yen
to the Special Property Administration Account opened in the Yokohama Specie
Bank under the provisions of the Enemy Property Administration Law.

In March 1943, the government passed the Law relating to the Treatment of
Foreign Currency Bonds (Law No. 60, 1943) to resolve thoroughly the issue of
foreign-currency bonds. The law called for conversion of all foreign-currency bonds
held by Japanese and nationals of non-belligerent countries to yen-denominated
bonds (Article 2), extinguishment of foreign-currency bonds held by issuers them-
selves, under government order (Article 8), and succession by the government of
obligations to pay interest and principal on municipal and corporate bonds, by
which the original contracts would cease to have any effect on matters other than the
obligations to pay interest and principal, such as mortgages (Article 9). As a result,
debts of GBP27.08 million and USD191.42 million were converted to yen bonds
and GBP190,000 and USD23.75 million were extinguished. The unpaid balances of
external debts succeeded by the government in April 1952 stood at GBP61.10 mil-
lion, USD72.15 million, and FRF578.43 million, as shown in Table 11.1[C].

3.2 The San Francisco Peace Treaty and the Responses
of Creditor Countries

In Article 18 of the San Francisco Peace Treaty, signed in September 1951, Japan
acknowledged that prewar external debts remained in effect (Paragraph a) and the
government pledged promptly to begin negotiations on resumption of payments on
those debts (Paragraph b). The U.S. government’s consideration of the issue of reso-
lution of prewar debts took place as part of the process of preparation of a recom-
mendation to the Interdepartmental Ad Hoc Committee on Japan Property and
Claims Questions (JAPQ), which took place as a preparation to draft the peace
treaty beginning in 1951. The State Department’s draft recommendations for JAPQ
prepared in December 1951 identified the following as basic policies that the U.S.
government should take: (i) While it would be desirable to conduct negotiations
after reaching agreement in the negotiations on U.S claim for postwar economic
assistance and the financial arrangements for the support of U.S. troops in Japan,
this should not hinder an early resolution; (ii) The debt settlement arrangements
should not unduly drain Japan’s foreign exchange resources or add considerably to
the financial burden of any Allied Power; (iii) Bonds of former dependent territories
issued with guarantees from the Japanese government also would be included; (iv)
Extinguishment of mortgages under the Law relating to the Treatment of Foreign
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Currency Bonds would be accepted; (v) The claims of nationals of the U.S. and its
allies that had been converted to yen-denominated bonds without permission would
be restored; and, (vi) The U.S. should oppose application of the gold clauses in bond
contracts.’ The State Department adopted a cautious attitude to the issue of resolu-
tion of external debts, one premised on avoiding an impact on Japan’s dollar bal-
ances while also linking it to the issue of repayment of postwar U.S. aid.

After the treaty was signed the U.S. government showed no intention to begin
discussion of the issue of resolution of external debts immediately.!® But the British
government, in particular HM Treasury, took proactive action for the prompt settle-
ment of the resumption of payment on Japan’s external debts. On January 18, 1952,
D.W. Serpell of HM 