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PART 

1 
Adjustment Under 
the Par Value 
System .. 1945---72 

One of the basic problems of international economic policy is lo find e/f ective 
means for restoring external balance to a country whose balance of payments 
is seriously in surplus or in deficit. But this problem ... is closely bound up 
with the problem of maintaining a high and stable level of economic activity 
[and] full employment, in the country suffering from the disequilibrium in 
its balance of payments. 

James E. Meade. 1951 

Forming and Implementing 
Initial Policies, 1945-61 

1 

With the creation of the International Monetary Fund, balance of 
payments adjustment became a matter for public policy. Previously, 
under the classic gold standard applicable from 1870 until World 
War I and to a large extent under the gold standard as partially 
resurrected in the 1920s, balance of payments adjustment, at least in 
theory, was to be attained through settlements in gold. According to 
the quantity theory of money, then dominant among economists, the 
supply of money in a country determined the general levels of output, 
income, and prices prevailing in that country. The size of the money 
supply, in turn, was determined by a legally fixed relation between 
money and a country's gold stock. Changes in a country's gold reserves 
had repercussions on the general level of domestic ·prices, output, and 
incomes in both the country with the external deficit and the ones with 
external surpluses. A country with an overall current and capital account 
deficit settled the deficit by payment in gQld to the trading partners 
with surpluses. Because of the loss of gold, the country in deficit would 
have to reduce its money supply. This decline in money supply had a 
downward effect on the country's output, income, and prices, causing 
it to export more and import less, thereby reducing its external payments 
deficit. The reverse took place in the country with the external payments 
surplus. The importation of gold would cause expansion of its money 
supply, raising its output, income, and prices, causing its exports to fall 
and imports to rise, reducing its external surplus. Because of the close 
connection between gold and the level of domestic activity, especially 
the general level of prices, the gold standard was often ref erred to as 
the price-specie flow mechanism. Balance of payments adjustment was 
to be effected automatically. Monetary authorities were merely to take 
measures to support the external flows of funds, that is, to follow "the 
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rules of the game." No separate decisions concerning special policies 
for balanc~ of payments were supposed to be needed or expected. 

In practice, as has been well documented, the gold standard did not 
work so sir:iply or so smoothly. An appropriate balance of payments­
one that did not disturb economic equilibrium-meant a balance that 
resulted in a sufficient import (or export) of gold to provide for a 
country's industrial and monetary needs. Import of gold was necessary 
to permit a growth of reserves so that reserves could be used to settle 
external payments deficits arising in downswings of the business cycle. 
The world stock of monetary gold, however, grew at too low a rate to 
enable nations, especially the large traders such as the United States 
and the United Kingdom, to import sufficient gold. Hence monetary 
authorities did not always play by the rules. Moreover, after World 
War I .so.me co1:1ntries fixed thei_r exchange rates in relation to gold at 
unrealistically high levels. In parttcular, economists later generally agreed 
that when the authoriti~s o~ the United Kin~dom fixed the exchange 
~ate for ~he pound sterling m terms of gold m the mid- l 920s, they set 
1t too ~·~h. These exch~nge rates could not be changed without 
u~dermm~ng confi?ence m the system. The United Kingdom had 
difficulty m exportmg, and from the late 1920s onward considerable 
domestic unemployment and deflation resulted. Indeed, some econo­
mists contend that it was the unemployment in the United Kingdom of 
the late 1920s that became a prime cause of the subsequent world 
depression of the 1930s. 

The gold standard in which balance of payments adjustment was to 
be automatic and in which monetary authorities had few policy decisions 
to make thus became identified with deflation and unemployment. I In 
fact, Edward M. ~~rns~ein, later Director of the Research Department 
of the ~und, wntmg m 1940, developed a theory attributing great 
depressions back to 1815 to the onset of inflation and the derangement 
of the monetary system and the consequent depreciation of the external 
values of ~ountries' .currencies brought about by a major war followed 
by ~ountnes returnmg to the gold standard after the war and setting 
their exchange rates at the levels that prevailed before the war. Such 
~ates were us~~lly ~nrealistically high given the inflated prices and 
i°:comes prevadmg m ~he afte:math of the war.2 A further difficulty 
with the gold standard m practICe and another cause of its collapse was 

1 For e~~sitions of. t_he gold standard, see Further Reading under the heading "Gold 
Standard. The defiml.lon of a proper balance of payments given above is in Bernstein 
(1935, P· 503). Gold shipped from the United States as settlement for a current account 
deficit in 1930 is to be noted in Bernstein (1935, p. 393). 

2 See his, "War and the Pattern of Business Cycles," in Bernstein (1940, especially 
pp. 532-35). 
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capital flight, which put additional pressure on each country in turn, 
the United Kingdom, the United States, France, and the gold bloc 
countries-Belgium, the Netherlands, and Switzerland. 

After the breakdown of gold standard arrangements in the early 
1930s, monetary authorities, now freer to take policy measures,_ took 
unilateral actions, country by country, that led to exchange rate msta­
bility, competitive depreciation, extensive use of exchange controls, 
inconvertibility of currencies, and bilateral payments arrangements. By 
restricting imports and using unfair exchange practices to promote 
exports, countries in effect tried to "export their unemployment." Later 
studies of experience in the period between World War I and World 
War II demonstrated the self-defeating nature of these "beggar-thy­
neighbor" policies.3 In effect, no system of balance of payments adjust-
ment existed. 

The experience of the 1920s and 1930s was the background against 
which a new system for balance of payments adjustment was created at 
Bretton Woods in 1944. 

Nature of the Policy Problem 
The creation of the International Monetary Fund established an 

entirely new framework for balance of payment~ adjustment. A ~ajor 
reason for the creation of the Fund was to help its members av01d the 
excessive cyclical swings in their domestic economies caused by the need 
to correct balance of payments disequilibria inherent in the gold 
standard. The downward swings that produced severe involuntary 
unemployment had been very worrisome, especially in the Great "?e­
pression of the 1930s. Financial officials therefore sought alternau~es 
to domestic deflation as a way to correct balance of payments defiots. 
They wanted to be able to pursue domestic polici~s de~igned to obt~in 
full employment and economic development m th~ir nattonal economies 
and wanted these policies to be as free as possible of the balance of 
payments constraint. . 

The new objective of public officials was to simultaneously attam ~?d 
maintain internal equilibrium (full employment) and external eqmbb­
rium (balance of payments equilibrium). Internal equilibrium ~as to be 
obtained by fiscal and monetary policy. Balance of payments adjustment 
was to be effected by (1) changes in exchange rates, (2) use of reserves, 
supplemented by the temporary use ~f th~ secondary lin~ of reserves 
furnished by the Fund's resources whde adjustment was bemg effected, 

•The reader is referred particularly to the League of Nations (1944), a classic study 

written mainly by Ragnar Nurkse. 
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(3) limited use of restrictions on exchange transactions, and (4) where 
necessary, restrictions on capital flows. 

An alternative way of looking at the balance of payments adjustment 
process of the Bretton Woods system described to the author recently 
by Edward M. Bernstein, a principal founder of the system, shows how 
the process was intended to overcome the defects of the gold standard. 
In essence, the Bretton Woods system was designed to provide stability 
of exchange rates without the restrictions on money supply imposed by 
the gold standard. Under the system, an appropriate balance of payments 
position was much the same as under the gold standard, as defined 
above, but countries had more time to adjust payments imbalances 
caused by cyclical fluctuations. The system assumed that the large 
trading countries would be able to maintain stable costs of production 
in their export industries by limiting increases in wages in these industries 
to increases in productivity. Under such a policy, there would be no 
change in price competitiveness among the large trading countries. This 
policy, however, would , have to take account of trend changes in 
reciprocal demand. A country whose trend demand for imports in­
creased more than the world demand for its exports would have to 
increase wages somewhat less than the increase in productivity in its 
export industries, and vice versa in the country with an improvement 
in reciprocal demand. Internal equilibrium in aggregate demand and 
costs was thus expected of itself to minimize imbalance in international 
payments. Temporary seasonal and cyclical deficits could be financed 
by use of reserves. (Surpluses would involve some reserve accumulation.) 
More persistent imbalances, requiring a longer period of adjustment, 
could be met for a time by control of capital flows and, if necessary, by 
restrictions on current transactions. A country th· t had a persistent 
balance of payments surplus or deficit, on an official reserve basis, could 
change the par value of its currency, in contrast to the immutability of 
par values under the gold standard. 

Changes in exchange rates and the use of restrictions on exchange 
transactions were to be subject to approval by the Fund as was, of 
course, us.e of the Fund's resources. Restrictions on imports were also 
to be subject to approval by the international community (eventually by 
the CONTRACTING PARTIES to the General Agreement on Tariffs and 
Trade, the GA TT). Since a prime goal of the new system was a liberal 
trade regime and a multilateral system of payments as free of restrictions 
as possible, measures involving restrictions were subject to international 
approval and were meant to be exceptional. A country with a balance 
of payments defidt could, on its own decision, thus only draw on its 
reserves or impose controls on capital movements. Reserves were to 
consist not only of gold but also of a few national currencies, such as 
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the pound sterling and the U.S. dollar, supplemented by the Fund's 
resources. A fundamental disequilibrium, viewed by most economists at 
the time as a long-term disequilibrium that could not be corrected by 
aggregate demand policy in a reasonable time without an excessive 
degree of unemployment or inflation, was to be corrected by a change 
in the exchange rate. Temporary disequilibrium tvas to be financed by 
use of reserves. 

The "Questions and Answers on the International Monetary Fund" 
prepared by the U.S. Treasury in June 1944 affirmed this conceptual 
framework, at least in the minds of the U.S. negotiators. That document 
states that 

under the Fund, corrective measures can be taken to adjust an adverse 
balance of payments which need not involve domestic contraction and a 
drastic reduction of imports. Under adequate safeguards, the Fund will 
provide the necessary exchange to maintain imports while more fundamental 
adjustments are being made. Likewise, in the case of member countries 
with a favorable balance on current account, the operations of the Fund 
will enable them to maintain their exports while adjustments are made, 
instead of being forced to undertake a sharp reduction in exports with the 
resulting adverse effects on domestic employment.4 

Stability of exchange rates was also a prime objective. Changes in 
exchange rates were to be made only to correct fundamental disequilib­
rium: Since exchange rate changes would be relatively rare, some 
economists, for example, Ragnar Nurkse, of Columbia University and 
Jacob Viner, of the University of Chicago, believed that the main 
function of the Fund would be to create an addition-a substantial 
addition-to aggregate international liquidity, which would provide 
safeguards against deflations, either within a country or in the world 
economy, originating in national balance of payments difficulties. 5 A 
few critics who preferred the strict discipline of the gold standard were 
even convinced that the Fund would be a large source of inflation and 
strongly opposed its creation.6 

Balance of payments adjustment was now a policy problem. Policy­
makers, including those in the newly established Fund, had to find 
answers to several questions concerning the main policy instruments 
(use of reserves, including those offered by the Fund, domestic financial 

•See Horsefield (1969, Vol. III, p. 139}. Additional discussion of the reasoning of the 
founders of the Fund can be found in M.G. de Vries (1985, Vol. I, pp. 84--90}. 

s Nurkse (1945, p. 13); Viner (1943, p. 13}. A similar view was expressed by Alice 
Bourneuf, who joined the Fund staff shortly after writing the article, in her "Lending 
Operations of the International Monetary Fund." See Bourneuf (1946, pp. 237-47). 

6 See, for example, editorials in the New York Times on June 1, June 24, June 26, 
July l, July 18, and July 24 of 1944, reprinted in Hazlitt (1984). 
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measures, exchange restrictions, controls on capital movements, and 
changes in par values) with which balance of payments deficits and 
surpluses might be remedied. To find these answers, they had to address 
related questions. How was fundamental disequilibrium to be distin­
guished from temporary disequilibrium? Under what conditions would 
changes in par values correct balance of payments disequilibria? What 
use, if any, should be made of restrictions on imports for balance of 
payments purposes? What policies should govern use of the Fund's 
resources? Policymakers also had to determine what domestic macro­
economic policies would best achieve the twin goals of full employment 
and balance of payments equilibrium. Whether the simultaneous pursuit 
by the industrial countries of domestic policies to achieve full employment 
would be consistent with a satisfactory array of balance of payments 
positions among industrial countries was unknown. In a study well 
ahead of its time, James E. Meade, a professor at Cambridge University, 
was among the first to treat adjustment of the balance of payments as 
a policy problem, ex~mining the kinds of economic policies a country 
n_i1ght. pursue to attam both full employment domestically and equilib­
rmm m the external account.7 About this time, too, in the early 1950s 
Jan Tinbergen, a professor at the Netherlands School of Economics 
(later Erasmus University), developed a basic premise of economic policy 
that each policy objective required a separate policy instrument.8 This 
premise meant that to achieve both full employment and balance of 
payments equilibrium a country had to employ some means of control 
over both its aggregate expenditure, for example, macroeconomic 
policies, and its international trade and payments, for example, the 
exchange rate or exchange and trade restrictions. 

The Elasticities Approach Since a change in par values, under inter­
national approval, was a main feature of balance of payments adjustment 
under the new arrangements, most economists at the time centered 
attention on the remedial effects of exchange rate devaluation on a 
trade deficit. The usual approach since the late 1930s to ascertain the 
effect of a devaluation of an exchange rate on the trade balance of the 
devaluing country was to examine the supply and demand conditions 
both in the devaluing country and in the rest of the world. It was 
presumed that a devaluation initially tended to reduce the foreign prices 
of the country's exports in proportion to the devaluation. At these 
reduced prices, foreign demand for the country's exports would be 
increased, thus tending to bid up the foreign prices of these exports 

7 See Meade (1951). 
8 See Tinbergen (1952). 
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part way back toward their predevaluation levels. How much the foreign 
currency proceeds of the country's exports would change then depended 
upon the elasticity of foreign demand for the country's exports and the 
elasticity of domestic supply of export goods. Similarly, on the import 
side, the initial effect of a devaluation was to raise the domestic price 
of imports, presumably leading to some reduction in the country's 
demand for imports, which in turn might tend to reduce the world 
price for imported goods. The size of these reactions to imports 
depended upon the elasticity of domestic demand for imports and the 
elasticity of foreign supply of imports. As of the 1940s the total effect 
of the devaluation on the foreign trade balance was being expressed in 
a formula that involved principally these four relevant elasticities, two 
on the export side and two on the import side.9 This approach was thus 
known as the elasticity approach. 

In the late 1940s and early 1950s, some economists were also analyzing 
the policy option of using restrictions on exchange payments or on 
imports as a means of reducing a trade deficit. Much of the argument 
advanced for preferring restrictions of various kinds to exchange 
devaluation was that devaluation involves an adverse movement in the 
terms of trade. Hence, economists were undertaking to determine the 
conditions under which devaluation did or did not cause a worsening 
of the terms of trade and the conditions under which restrictions might 
be used with optimal benefit. 10 

The Fund's Start 

When the Fund opened its doors early in 1946, most of its members 
were experiencing severe balance of payments deficits, brought about 
by their abnormal need for imports since their economies were suffering 
from the devastation of World War II. The counterpart of their deficits 
was a large surplus in the balance of payments of the United States. 
Since payments to the United States had to be made in dollars, a world 
dollar shortage prevailed, which the U.S. Government greatly alleviated 
through aid programs and other official transfers abroad. To restrict 
external payments, especially those requiring dollars, many members 

9 The elasticities approach, based on demand and supply schedules, went back to F.Y. 
Edgeworth and Alfred Marshall, arid indeed to John Stuart Mill. The economist credited 
with the first statement of the elasticity conditions for stability of the foreign exchange 
market---or, more accurately, the conditions under which a devaluation will improve the 
trade balance-was C. F. Bickerdike. See Bickerdike (1920). 

In the late 1930s and the 1940s, a number of economists developed further the 
elasticities approach and derived the formula mentioned in the text. See Further Reading 
under the heading "Elasticities Approach." 

10 Fleming (1951). Mr. Fleming joined the Fund staff in 1954. 
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~lso impose~ ti.ght exchange and import restrictions, including discrim­
inatory restrictions against the dollar area. 

Expansion of. Trade as the Key to Adjustment In line with· the 
p~osophy of Its founding fathers that the key to world prosperity and 
satisfactory balance of payments positions lay in a large and growin 
volume of world trade, the Fund took the position that the widesprea~ 
bal~c~ of pay~ents deficits of its members would be reduced after a 
transitional pe~od duri1:g which these members would be able to 
reconstruct their economies, expand production, and increase exports. 
The~ would then be able to supply more of their own consumption 
requiremen~s and be better able to pay for needed imports. It was in 
the general m~erest that international payments equilibrium be restored 
by. the expansion of exports by deficit countries on the basis of relative 
pnc~s ~nd costs n:ith:r than by the contraction of their imports through 
restncuons an~ d1scnmin~tory trade and payments practices against the 
dollar a~ea. Adjustment via the expansion of exports by deficit countries 
would mcrease world trade, whereas the reduction of imports to 
afforda~le levels '"'.ould reduce t:a~.e. But the Fund emphasized, too, 
that while ~he ~~1m~ry respons1b1hty for correcting the balance of 
payments d1se~uihbnum rested with the deficit countries themselves 
surplus countries also had a responsibility: to help absorb additionai 
e~ports from abr.o~d,. they were to keep their economies operating at a 
high level and m1mm1ze tr~?e barrie~s that restrained imports. 

The Fund took the pos1t1on that its own function in the meantime 
:vas to safeguard its financial resources, prevent unnecessary changes 
m exchange rates, a_nd, wherever possible, see that.exchange restrictions 
on current t~ar:sact10ns that hampered the growth of world trade were 
gradually el~mm~ted. On this basis, as a way to get production and 
exports movmg, m December 1946 the Fund agreed to initial par values 
that for most. members were set at approximately their prewar Ievels.11 
The expectation was, however, that once the war-devastated economies 
had recov_er~d, these init.ial par values would have to be adjusted to 
~ore realistic levels to stimulate sufficient exports to pay for needed 
imports. 

The Fund was also concerned that in starting operations at a time 
when much. reconstruction remained, it ran the risk that some of its 
~esour~es might be used for other than temporary assistance. Accord­
mgly, m June 1947 the Fund sent to its members a letter stating its 

11 

A~ exp,lanation of the reasoning underlying the initial par values set in 1946 can be 
found m Gutt (1948), Horsefield (1969, Vol. I, pp. 154-56), and M.G. de Vries Horsefi Id 
and others (1969, Vol. II, pp. 52-54). ' e • 
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policy on use of its resources. In effect the policy consisted of a list of 
circumstances in which the Fund's resources could not be used. Because 
its Articles of Agreement required that the Fund's resources be "presently 
needed for making payments" in the currency requested, they could not 
be used to increase a member's reserves. Because the Fund's resources 
had to be used for current account transactions, they could not be used 
for large and sustained capital movements nor for emergency aid or for 
reconstruction of damage after World War II. Nor could they be used 
by a member that was dearly not going to be in a pos~tion :? r~pay t~e 
Fund. Finally, when a member had a fundamental diseqmhbrmm, aid 
to meet continuing balance of payments deficits without prospects of a 
return to equilibrium would be contrary to the Fund's purposes. In 
short recourse to the Fund's resources was to be limited and exceptional. 
As a 'ronow-up to this letter, in March 1948 informal understandin?s 
were arranged with 13 members that they would observe certam 
limitations on their exchange requests to the Fund. In its first two years 
the Fund also took a number of decisions to clarify the meaning and 
application of the term "fundamental disequilibrium," but it did not try 
to define the term and has not done so subsequently. 12 

Early Concern with Inflation Almost at the Fund's start, the Executive 
Directors, assisted by the staff of the Research Department under the 
direction of Edward M. Bernstein, realized and agreed that inflation 
and not deflation was the dominant characteristic of the economies of 
most of its members and was the most urgent problem to tackle if world 
trade was to expand and international payments equilibrium was to be 
restored.13 The first Annual Report, written only a few months after the 
Fund began holding Executive Board meetings, already stated that 
"inflation, in varying degrees of intensity, is in progress throughout 
much of the world" and that "efforts to maintain and to restore 

12 These early decisions concerning fundamental disequilibrium can be found in M.G. 
de Vries Horsefield, and others (1969, Vol. II, pp. 21-22, 62, 91-92, 547, 568, and 581). 

is Mr. 'Bernstein has stated more recently that he had long held the view that in the 
early postwar period the Fund would be confronted by problems of inflation in i~s 
members and not of deep depression, as some economists then feared. He based this 
view on his belief, described above, that deep depressions resulted from the interaction 
of wartime inflation and the gold standard and from the restoration. of historical g?ld 
parities in the face of very uneven inflation of prices and incomes i~ different c~untnes. 
Because the link between money supply and gold had been broken w1th the establishment 
of the Fund, he believed that the only danger of deep depression was that some indus~rial 
countries might attempt to perpetuate unrealistic exchange rates by de~at10~. 
Mr. Bernstein's view was thus that a depression after World War II could be avoided if 
countries set a realistic pattern of exchange rates. See Bernstein (1977, pp. 15-17). 
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production and international investment cannot have anything like their 
full . ~ff~~1~ without .a reasonable degree of monetary and exchange 
stab1hty. By the time .of the second Annual Meeting, in September 
1947: the Fund was callmg for specific actions to curb inflation. In his 
opem?g address, the Managing Director, Camille Gutt, specifically called 
atte~t1on to the need for "balancing of the national budget" as th 
startmg po.int ~or "i.nternal financial and currency reform."15 By 1948~ 
concern with mflat1on was paramount, as was evident in the Fund's 
Annual Report for 1948: 

. Inflat~on is a serious handicap to recovery and to the restoration of 
mternation~l economic equilibrium. Waste of resources and misdirection 
?f product1?n have resulted from rapidly rising prices. Much of the 
mvestment m some countries has been directed toward escaping the 
~onseq1;1ences o~ holding cash rather than toward expanding output and 
~ncre~smg efficiency .. The excessive domestic demand that accompanies 
mflation adds to t~e difficulty of maintaining an appropriate flow of exports, 
for output that might have been available for export is otherwise absorbed 
a~d pnces .are pus~ed to ?on~competitive levels. Inflationary pressure also 
stimulates. imports, mc~udmg imports of goods which may not be necessary 
for essential consumption and investment.is 

T_he Absorption Approach The concepts, analytical framework, tech­
mques, and methodologies that the Fund staff has developed over the 
years have almost always evolved out of an immediate practical problem 
that a m.ember f~ced. for many problems, no readily available theory 
or doctrme applied to which the. s~aff could resort. Accordingly, the 
staff, usually m t~e course. of a m1ss10n, often came up with an on-the­
spot, ad hoc solution. Back m Washington, particularly when the problem 
pres~nted .was likely to be a general one, the staff from the mission, 
working ~It? colleagues, formed generalizations describing the problem 
and exp~ammg the reasons for the suggested solution. At times the staff 
al~o d~v1sed methodologies to cover similar situations. Thus, the staff 
usmg Its practical experiences, expanded the boundaries of economi~ 
knowledge, especially in the 1950s and 1960s. It was, accordingly in 
actual cases that the absorption approach and, a few years later, 'the 
monetary app~oach to balance of payments adjustment had their roots. 

The absorp~on a~proach started from the premise, in line with the 
then new national mcome accounting, that a country's balance of 
payments on goods and services reflected the difference between its 

14 
International Monetary Fund (1946, pp. 9 and 11). 

15 
International Monetary Fund (1947, p. 8). 

16 P. 18. 
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total output of goods and services and its absorption, for consumption 
and investment, of these goods and services. (The taking of goods and 
services off the market was referred to as absorption.) Using this identity, 
the effects of any remedial measure for the balance of payments, for 
example, a devaluation of the exchange rate, could be assessed by 
ascertaining the effects of the measure on output and on absorption. 
The analysis was that if a devaluation is to affect the trade and services 
balance, it can do so in only two ways: (1) It can lead to a change in the 
production of goods and services in the country; this change will have 
associated with it an induced change in the absorption of goods and 
services so that the trade balance will be altered by the difference 
between the change in income and the income-induced change in the 
amount of real absorption. (2) The devaluation may change the amount 
of real absorption associated with any given level of real income. 

Thus in an economy operating at full employment an improvement 
in the balance of payments necessarily requires a reduction in the 
domestic absorption of goods and· services except to the extent that 
gains are made in productivity and extensions occur in productive 
capacity as a result of earlier investments. A disinflationary financial 
policy, acting on domestic consumption or investment demand, could 
even without inducing a change in relative prices make more goods 
available for export and at the same time dampen the demand for 
imports. However, in any instance of a serious balance of payments 
disequilibrium, disinflationary measures will probably have to induce 
appropriate changes in relative prices to bring about a reallocation of 
factors between export, import-competing, and purely domestic indus­
tries. Because the mobility of resources is normally far from perfect, 
this reallocation is a painful process and may involve considerable 
unemployment unless favored by facilitating circumstances, such as a 
rising world demand, or assisted by policy measures, such as an exchange 
rate adjustment. 

In a country exporting manufactured goods, especially durable goods, 
there is likely to be a high degree of substitutability between exports 
and domestic investment. Nevertheless, in the absence of a rising, or at 
least a stable, world demand, the main burden of response to a 
disinflationary policy is likely to fall on imports, the equilibrium in 
external payments being attained at a reduced level of both domestic 
economic activity and external trade. 

The absorption approach was an important analytical advance over 
the elasticities approach. The elasticities approach was basically a partial 
equilibrium analysis and therefore considered faulty because it did not 
take into account the effects of changes of the exchange rate on income. 
The absorption approach recognized that a devaluation affects not only 
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the relative prices of traded and domestic goods but also aggregate 
income and expenditure. It was thus more in keeping with the new 
Keynesian framework of macroeconomic analysis, viewing the balance 
of payments on current account as the difference between national 
income and national expenditure. 

The evolution of the absorption approach is briefly as follows. In 
1948, Mexico, which has often been a member with which the Fund has 
pioneered, was suffering from a balance of payments deficit. The serious 
loss of exchange reserves prompted the Mexican authorities to suspend 
the par value for the Mexican peso so as to let the rate depreciate by a 
floating rate and to ask the Fund for a drawing.17 The staff attributed 
Mexico's balance of payments problem mainly to a domestic budget 
deficit and concluded that the solution could not therefore lie in exchange 
devaluation. 

J .J. Polak, of the Research Department, generalized the Mexican 
situation in an unpublished study "Depreciation to Meet a Situation of 
Over-Investment," dated September 10, 1948. In it he showed that 
devaluation cannot be effective in correcting a large and persistent 
balance of payments deficit that is the result of overinvestment. If wage 
earners are successful in restoring their previous real income and 
investment is maintained as before, investment will again become 
excessive and the balance of payments deficit will reappear. From this 
case the Fund staff began to increase its understanding of the relation 
between developments in the aggregate domestic economy of a member 
and in the membe.r's balance of payments. 

By 1948, moreover, the staff was examining the continued appropri­
ateness of the initial par values of several European currencies set in 
1946, and the need for, and possible timing of, devaluations of these 
currencies. 18 Given the inflationary conditions in these countries, the 
staff inevitably examined the relation between exchange devaluation 
and inflation. In the course of this examination, the staff also increased 
its awareness of the relation between developments in a member's overall 
domestic economy and in its external payments. 

The 1949 Annual Report, written prior to the devaluations of the 
Western European currencies of September 1949, developed the relation 
further. It stated that for exchange adjustment to be successful, its 
expected benefits should not be dissipated by an offsetting rise in local 
prices and costs. "If, however, the public is insistent on offsetting by 
higher incomes even a moderate rise in the cost of living, [that usually 

17 See Horsefield (1969, Vol. I, pp. 227-28) and M.G. de Vries, Horsefield, and others 
(1969, Vol. II, pp. 153-54). 

18 See Horsefield (1969, Vol. I, p. 234). 
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accompanies exchange devaluation] the result will be the almost complete 
dissipation of the benefits of exchange adjustment." 19 In 1950, 
s.C. Tsiang, also of the Research Department, showed how internalional 
transactions may affect the domestic flow of income directly and 
indirectly and how at least the direct effects might be measured roughly 
by the net balance in the current accoun~.20 . 

The first signs of a full-blown absorption approach appeared m the 
Annual Report for 1950. That report discussed the potential effects of 
the September 1949 devaluations explicitly in terms of their effec~s on 
consumption and investment. It pointed out that the devaluations, 
involving a reduction of export prices, had opened the way for a great 
expansion of demand for imports in the countries in the dollar area. 
To meet this demand required in the countries that devalued a corre­
sponding expansion of the supply of goods suitable for export to the 
dollar area. The resources for this purpose could become available only 
by increasing production or diminishing consumption or investment.21 

These ideas examining the effects of exchange devaluation in terms of 
its effects on aggregate consumption and investment (that is, on the 
absorption of total resources in an economy) became widely known 
through a paper published by Sidney S. Alexander, of the Research 
Department, in 1952.22 

The development of the absorption approach notwithstanding, the 
responses of the trade balance to the change in relative prices brought 
about by exchange devaluation were also still critical for assessing a 
change in an exchange rate, and the Fund staff continued to st_u~y 
them. For example, in the early 1950s the staff used the elast1c1ty 
approach to examine the expected and actual effects of the devaluations 
of the Western European currencies of September 1949.23 One econo­
mist, while on the Fund staff, put forward arguments to the effect that 
statistically estimated price elasticities were unreliable for predicting the 
effects of an exchange depreciation.24 As time went on, _several recon­
ciliations of the elasticities and absorption approaches were undertaken, 
some of them within the Fund.25 

19 P. 15. 
20 Tsiang (1950). 
2 1 International Monetary Fund (1950a, p. 23). 
22 See Alexander (1952). 
23 See, for example, Polak and Chang (1950), B.A. de Vries (1950) and (1951), and Liu 

(1954). 
24 See Orcutt (1950). 
2s One by a Fund staff member is that of Tsiang (1961). 
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Implementing the Policies 
By the early 1950s world output was exceeding the levels attained 

before World War II, and the devaluations of September 1949 had 
established a more appropriate pattern of exchange rates for the main 
currencies. Nevertheless, many members were still encountering contin­
ued or recurrent balance of payments deficits. The Northern European 
members, in particular, were vigorously pursuing full employment 
policies, with spillover effects on their balances of payments. Also, many 
members were still making heavy use of restrictions on imports and on 
external payments. A few members, including Canada, had resorted to 
fluctuating exchange rates and others, including Belgium, were thinking 
of introducing them.26 The Bretton Woods system did not seem to be 
working as planned. 

In the interest of a speedier attainment of its objectives, the Fund 
intensified its pursuit of the policies it had been forming in the previous 
few years. With the start of regular annual consultations with members 
still retaining Article XIV status, the Fund could express its views directly 
to monetary authorities regularly and more candidly.27 The Fund urged 
members to relax their restrictions on current transactions on the 
grounds that such relaxation would help world trade expand more 
rapidly and thereby facilitate balance of payments adjustment. The 
Fund thus effectively ruled out the use of restrictions on imports as an 
option for keeping balance of payments deficits in check. It also spelled 
out the economic costs to a member of continuing to rely on restrictions. 
Because they reduced a member's ability to compete in world markets, 
restrictions tended to perpetuate themselves. They encouraged high 
costs and an undesirable and unfavorable allocation of resources and 
did not solve the difficulties that had led to their use. Ultimately, 
fundamental remedial measures would have to be taken. 

The Fund also stressed repeatedly that, although the deflation of the 
1930s had been partly responsible for the Fund's creation, the actual 
problem after World War II was inflation. It urged members to intensify 
measures to reduce internal inflationary pressures to help make the 
devaluations effective and to strengthen their balances of payments 
positions so that they could relax restrictions. The Fund noted pointedly 

26 See M.G. de Vries, Horsefield, and others (1969, Vol. II, pp. 155-62). 
27 Article XIV gives a member the right, among other things, to avail itself of transitional 

arrangements whereby it may "maintain and adapt to changing circumstances the 
restrictions on payments and transfers for current international transactions that were in 
effect on the date on which it became a member." The Article in effect permits the 
temporary retention of certain restrictions without the Fund's explicit approval. At the 
time 47 out of 54 members were in Article XIV status. 
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that to improve their balance of payments positions, members had. to 
rely on measures that would combat inflation within their own economies 
rather than on changes in exchange rates. 

The Executive Directors, assisted by the management and staff, 
searched for explanations of why balance of payments deficits continued 
or frequently arose, and why members . were ~o hesitant to relax 
restrictions, despite the attainment by most industrial members of levels 
of output exceeding those of 1939. The search produced a ~umber of 
explanations. The productivity ~f most industries i.n the Umted States 
exceeded that of other industrial members. An madequate level of 
foreign exchange reserves in most members meant that. there was litt~e 
or no cushion available for financing deficits that might emerge if 
restrictions were relaxed. The disruption of private capital markets, 
both short-term and long-term, meant that most ~f the. burden :>f 
financing deficits had to be borne by official financing. Smee of~cial 
financing had to be regarded as temporary, the absence o~ private 
capital inflows meant that members with current acco.u.nt defic1~s had to 
r,educe these deficits virtually to zero. East-West political. ten~1o?s ~so 
added to the difficulties Western European members faced m ehmmatmg 
balance of payments deficits because these tensions limited outlets for 
trade. 

While recognizing these additional explanations for prolo.nged pay­
ments defidts and continued use of restrictions, Fund officials never­
theless believed that it was the inflationary impact of domestic fiscal and 
monetary policies that was by far the most important cause ~f continued 
and recurrent payments deficits. In most members excessive dema?d 
existed that weakened incentives to undertake the transfers of producuve 
resources necessary for long-term external equilibrium. The tie-in 
between inflation and persistent balance of payments deficits was stressed 
repeatedly by the Managing Director. For e~ample, in 19?~ Mr. <?"utt 
told the Board of Governors that "once inflation has been mJected mto 
the economy, the disruption it causes will destroy the balance. of 
international payments." 28 In 1951 Ivar Rooth, the second ~anagmg 
Director, told them that the "pervasiveness and the .untractab1hty of the 
payments problem indicate that it is fundamentally a by-product. of 
inflation. Despite the great rise in output the inflation problem remams 
acute." 29 In the meantime, the Fund's conclusions about the adverse 
consequences of inflation were being supported by further staff 
analysis. 30 

2s International Monetary Fund (1950b, p. 16). 
29 International Monetary Fund (195lb, p. 13). . . 
so William H. White, for example, analyzed the impact of governmental fiscal activity 

on a country's employment, income, and prices. See White (1951). 
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The Fund also made two pronouncements that are noteworthy 
inasmuch as a prime reason for creating the Fund only a few years 
before had been to help prevent domestic unemployment. One, a high 
and stable level of employment does not require such an inflated level 
of demand that it must inevitably give rise to external payments 
difficulties. Indeed, there is no greater threat to employment than 
inflationary policies which lead to balance of payments difficulties. Two, 
the main purpose of monetary policy is to keep domestic demand within 
proper limits and, in particular, in members with balance of payments 
deficits, to limit it in such a way so as to contribute to an improvement 
in the balance of payments. 31 

New Policies on Resources and New Efforts Regarding Restrictions To 
assist members with balance of payments difficulties, the Fund, in 1952, 
also introduced a new policy on use of its resources. Under the "tranche 
policy" introduced, the Fund's resources were to be available to members 
in four equal tranches of 25 percent of quota. In addition, members 
had a "gold" tranche position to the extent that Fund holdings of their 
currency were less than the quota. Drawings in the gold tranche were 
to be automatic; drawings in the four credit tranches were to be 
conditional on a member's economic policies intended to correct its 
balance of payments disequilibrium. The aim of the new policy was to 
ensure that resources would be made available to members undertaking 
practical programs of actions designed to achieve the purposes stated 
in the Fund's Articles, especially the relaxation and removal of restrictions 
and the convertibility of currencies. 32 

. In addition, in the early 1950s the Fund took other steps to encourage 
members to relax restrictions and establish convertibility. In 1950 a new 
Exchange Restrictions Department, under the· direction of Irving S. 
Friedman, was created that was charged with the responsibility of 
helping members meet their obligations under the Fund's Articles of 
Agreement for relaxing restrictions and establishing convertibility of 
their currencies. In March 1950, as required by Article XIV of the 
Articles, the First Annual Report on Exchange Restrictions was published. 
To produce this report the Fund for the first time surveyed in detail 
the restrictions in force in all members still retaining the transitional 
provisions of Article XIV. Article XIV also required that beginning five 
years after the start of operations, the Fund hold annual consultations 

31 The expressions of the Fund's policies just described can be found, for example, in 
the International Monetary Fund (1950a, pp. 22-24), (195la, p. 36), (1952a, pp. 2-7), 
(1952b, pp. 13 and 184), and (1953, pp. 35-37). 

" 2 This policy is described in Horsefield (1969, Vol. I, pp. 321-26) and M.G. de Vries, 
Horsefield, and others (1969, Vol. 11, pp. 401-10). 
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with each member still maintaining exchange restrictions. Those con­
sttltations were begun on March l, 1952. Both in these reports and 
through these consultations, Fund officials undertook to encourage 
members to reduce their restrictions and to move closer to the Fund's 
objectives. To this end, Fund officials offered members technical and 
financial assistance. Fund officials especially endeavored to ensure that 
improvements in members' balance of payments positions were accom­
panied by an appropriate lessening of their restrictions on trade and 
payments, by reduced discrimination against their purchases from the 
United States and other members in the dollar area, and by adequate 
steps toward convertibility of their currencies. 

Circumstances of Economic Development As the staff analyzed the 
implications of inflation, they inevitably examined the relation between 
inflation and the economic development of the developing members 
and the implications for their balance of payments. Like the analysis of 
the relation between inflation and balance of payments adjustment in 
industrial members, the analysis of inflation and economic development 

·and· external payments positions of developing members was based 
largely on the staffs increasing involvement and experience with its 
rriembers. By the early 1950s it was already clear that most developing 
members were placing major emphasis on the need for them to take 
special measures and even comprehensive plans to accelerate their 
economic development. These special measures and comprehensive 
plans customarily involved a considerable stepping up of government 
spending for investment, with either actual or potential inflationary 
consequences. 

At the time two schools of thought existed about the best way to 
finance economic development domestically. On one side were those 
who held that if development was to be effected, investment had to be 
greatly accelerated, even if it meant inflation. In their view, a policy of 
monetary and financial stability was incompatible with development, 
and they were resigned to the idea that inflation and disequilibrium in 
the balance of payments were inevitable if there was to be any devel­
opment at all. On the other side were those who favored what was being 
called balanced growth, in which an attempt was made to allocate 
resources in an optimal way among domestic investment and consump­
tion and for export. In general, they concluded that a policy of financial 
stability was the best way to attain balanced growth. The Fund staff, 
examining the experience of its members, supported the latter view. 
The Fund's experiences were revealing that economic development did 
not require inflationary means of financing and, indeed, that there were 
great social and economic costs to inflation, especially serious misallo-
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cation of resources. Therefore, economic development with financial 
stability, although not easy, was not only possible but preferable.33 

That economies had to· be stable, that is, without distortions caused 
by inflation, to foster balanced economic development became a prev­
alent view in the Fund. For example, in his opening address to the 
Board of Governors at the Tenth Annual Meeting in Istanbul in 1955, 
Ahmed Zaki Saad, Chairman, centering his remarks on economic 
development as "the universal need," but especially in "underdeveloped 
countries," pointed out that economic development required "financing, 
technical skills, and stable economies." He noted that "the Fund's chief 
intent has been to help members to achieve and maintain sound 
currencies, and to deal effectively with inflation, particularly under the 
stress of aggressive development programs." 34 

Progress by the Mid-1950s 
By 1954 industrial production in most of the European members had 

attained levels about 50 percent above those of pre-World War II and 
the volume of world trade was about 65 percent larger than before the 
war. With the restoration of production and the moderation of invest­
ment, inflationary pressures had also been greatly reduced. A main 
factor in curbing inflation, however, had been a revival of monetary 
policy following the almost sole stress on fiscal policy in the· 1930s. For 
the first time in years, the central banks of most industrial members 
were using changes in discount and rediscount rates, bank reserve 
requirements, and open market operations to control credit expansion 
by commercial banks. Interest rates, both short-term and long-term, 
moved up and down as central banks tightened or eased monetary 
policies.35 

Gradually, too, the persistent balance of payments difficulties of 
industrial members had been reduced. Some Western European mem­
bers-notablX Belgium, France, the Federal Republic of Germany, Italy, 
and the Netherlands-and Japan had even achieved payments surpluses. 
In fact, they were rapidly accumulating reserves. The Fund credited 
the improvement largely to sounder economic and financial policies. 
Mr. Rooth, for example, in his opening address to the Board of 
Governors in 1954, stated that stronger budgetary positions, stricter 
credit controls, and more suitable exchange rates had made it possible 

33 See, for example, Bernstein and Patel ( 1952), Pazos (1953), and International Monetary 
Fund (l954a, pp. 313-:-86). 

34 International Monetary Fund (1955b, pp. 4-7). 
35 See, for instance, International Monetary Fund (1954a, pp. 63-69) and (1955a, 

pp. 63-69). 
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for. many members to restrain excessive demand and to place their 
economies on a competitive basis in world markets.36 The Fund stressed 
that, in contrast to the members that had attained satisfactory balance 
of payments positions, most of the members with adverse payments 
positions .were still suffering from internal inflationary pressures. The 
Fund pomted out, moreover, that internal disinflation did not cause 
members to suffer unduly. Since foreign markets were sufficiently 
buoyant to absorb easily any resources released by internal disinflation, 
conditions in general were favorable for the application of corrective 
ii:ternal measures. The Fund also continued to emphasize that members 
with balance of payments surpluses also had a responsibility: they should 
take steps to expand their domestic economic demand so as to increase 
their imports. This point was directed particularly to the United States, 
which had just gone through the recession of 1954-55. 

In this way, by the mid-1950s the Fund had accumulated a decade of 
experience with balance of payments adjustment. It was now able to 
generalize about the factors most important in determining a member's 
balance of payments position. Among industrial members, these were 
the rate of growth of productivity, the extent of wage adjustments, 
?arvest~, or other developments affecting import-competing or export 
mdustnes, and above all, the intensity of internal demand pressures 
that affected both imports and exports. The Fund observed further 
that members had found that they could deal with their external 
payments deficits as ordinary economic problems that could be met 
through fiscal and credit policy. 

Primary producing members were less inclined than industrial mem­
bers to r~ly exc~usively on disinflationary policies as a means of securing 
balance m thetr external accounts. They were more likely to make 
~djustments in their exchange rate structures or in their export or 
import taxes, sometimes supplemented by internal monetary or fiscal 
?1easures. Many primary producing members, especially in Latin Amer­
ica, suffered from chronic inflation that led to overvalued currencies 
and increasingly severe import restrictions. 

In working with developing members, the Fund staff emphasized the 
need for realistic exchange rates. They stressed to the authorities the 
importa~ce of better linkage of the developing member's economy to 
the outside world. Containing domestic inflation was not sufficient. 
Members also had to correct the overvaluation of their currencies that 
had re~ulted from their inflation. Fund staff emphasized that exchange 
rates ~id r:iake a profound difference in encouraging exports, reducing 
excessive imports, and in encouraging inward flows of capital and 

36 International Monetary Fund (1954c, p. 12). 
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introduced a new policy to foster their s1mphficatton. ee . . 
others (1969, Vol. II, PP· 141-43). 

ss 1nternational Monetary Fund (1956, P· 17). 
S9 See Bernstein (1956). 
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payments deficits were attributable partly to each of these causes. 
Consequently, determining the cause of the balance of payments problem 
was complex in itself, and it was essential to analyze the payments 
problem in terms of the economy as a whole. 

Before describing the remedies, Mr. Bernstein emphasized the need 
for balance of payments adjustment: there was a real cost to a country 
trying to support an untenable payments position. A deficit meant the 
selling of reserves at an inappropriate exchange rate and the provision 
of the economy's resources for private use at less than their real value. 

. Serious economic distortions also resulted from the support of an 
inappropriate exchange rate. 

The remedies for balance of payments deficits, of course, depended 
on the cause. If the cause was inflation, it could not be corrected only 
by exchange devaluation; emphasis had to be on internal anti-inflationary 
measures. On the other hand, if the cause was price-cost disparity, the 
deficit could not be corrected primarily by internal deflation; exchange 
devaluation was essential. If the ,cause was a change in the reciprocal 
supply and demand for exports and imports, part of the remedy would 
have to include a shift of productive resources from some industries to 
others, and it might well be necessary to have both internal deflation 
and exchange devaluation. In essence, Mr. Bernstein's analyses summed 
up the Fund's experience in the ten years from 1946 to 1955: in any 
serious balance of payments problem, there would have to be an exchange 
devaluation, but at the same time, devaluation could have an effect on 
prices that would have to be taken care of through anti-inflationary 
measures. In other words, the Fund had discovered that both devaluation 
and anti-inflationary measures were usually necessary. 

In brief, by the mid-1950s, the Fund saw as the great challenge the 
reconciliation of full employment and of economic development with 
monetary stability. The answer to the question facing economists and 
policymakers when the Fund was established a decade earlier-how to 
reconcile internal equilibrium and external equilibrium-seemed to lie 
in monetary and price stability. The rediscovery of monetary policy as 
a~ indispensable tool of economic policy was commonly viewed as a 
notable feature of economic developments after World War IL 

By the mid-1950s the Fund was starting to make progress also in 
developing a policy with regard to use of its resources and their relation 
to balance of payments adjustment. The stand-by arrangement and an 
accompanying stabilization program had been introduced and were 
being used for the first time. 

Beginnings of the Monetary Approach 
Like the absorption approach, the monetary approach to balance of 

payments adjustment as used in the Fund came about partly as the 
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Fund staff s~ught i;>rag~atic solutions to actual situations that they 
encountered m dealmg with a member. An early such case, if not the 
first'. was that of Mexico in 1955. Following three devaluations of the 
MexICan peso from June 1948 to April 1954, the Mexican authorities 
with the help of a six-month stand-by arrangement with the Fund wer~ 
trying hard to hold the latest exchange rate of 12.50 pesos pe; U.S. 
dollar. 

40 
In early 1955, at the request of the Mexican authorities the 

Fun~ sent a mission to Mexico, headed by J .J. Polak, who had a founding 
role m the monetary approach, as well as in the absorption approach. 

The ~taff conc~ude~ that if the new exchange rate was to hold, the 
rate of mcreases m pnces had to be much less than in 1954. It clearly 
followed. that Mexico's financial,. price, and wage policies urgently needed 
to be onented toward the attamment of price stability. The staff also 
~o~c!uded th~t monetary policy should be the principal instrument for 
hmitmg the mcrease of prices. Direct price controls had not been 
effective in Mexico and nothing would be gained-indeed dangerous 
ilh:1sio~s migh~ be creat~d-by measures that helped to keep down the 
pnce mdex without havmg much effect on the actual price level. Nor 
shm~ld the desire t~ keep the price level low lead the government to 
contmue uneconomically low pricing policies of the state enterprises. 

The staff thereupon produced suggested figures for how much the 
wholesale price index could rise-about 15 to 20 percent over the 
D~cemb~r 1954 figure over the next few years-and developed calcu­
lations wit;h respect. to the permissible increase in the money supply. It 
seemed highl~ u~hkely that the annual rate of expansion of money 
s1:1pply could sigmficantly exceed 5112 percent without pushing up prices. 
Smee at the end of December 1954 the money supply was 8.8 billion 
pes~s: the maximum increase in the money supply consistent with price 
stability over the next four years would, according to staff estimates, 
thus be ?n the order of 450 million pesos a year. The staff, nevertheless, 
emphasized that monetary policy could not be laid down so precisely 
that these figures could be taken as exact targets. They stressed also 
that these figures would certainly require some modification as actual 
events diff~red from the assumed trends. The staff also pointed out 
that the ultimate test for a variation in the overall target for monetary 
policy had to be the development of the balance of payments. If there 
should be definite evidence that the country was running a larger 
p~yments surplus than the authorities wished, the overall credit policy 
might be s~mewh~t r~laxed. Equal~y, if the balance of payments devel­
oped unsatisfactonly, mternal credit expansion should be reduced. · 

40 
This stand-by arrangement and devaluation are briefly described in Horsefield (1969, 

Vol. I, pp. 375-76 and 379-80). 
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Development of a General Monetary Approach After the experience 
with Mexico, the staff increased use of techniques relying on monetary 
variables. Thus, in discussing with the authorities of other members 
requesting financial assistance from the Fund the adequacy of the 
stabilization programs they proposed, the staff, particularly of the 
Western Hemisphere Department, in discussions with the authorities of 
Bolivia, Chile, Colombia, Guatemala, Paraguay, and Peru, began in the 
mid- and late 1950s to make increasing use of quantitative ceilings on 
the volume of credit and on the commitment levels for ordinary and 
for development budget expenditures. 

The analytical basis for the Fund staffs use of monetary variables 
reflected an analysis called the monetary approach that was already in 
use in the Netherlands.41 It had been introduced into the Fund by 
Robert Triffin, who was then on the Fund staff. 42 The Fund staffs 
monetary approach to balance of payments adjustment rested on 
Professor Triffin's analysis in terms of money of external origin. This 
approach involved the estimation of the prospective demand for money 
on the basis of forecasts of real gross domestic product (GDP), an 
assumption about future price inflation, and any other relevant infor­
mation. The staff believed that by controlling domestic credit creation 
during the period of a stand-by arrangement so as to equal the estimated 
change in the demand for money, the authorities could keep the external 
accounts in balance and the change in international reserves to zero. If 
an external surplus was to be achieved, perhaps to permit repayment 
of indebtedness, domestic credit creation would to that extent have to 
be kept below the forecast change in the demand for money, and if a 
deficit could be temporarily tolerated, domestic credit creation could be 
allowed to exceed the anticipated change in the demand for money. 

The effect of an economic change, such as a rise in the rate of inflation 
or a change in the exchange rate, on the overall balance of payments is 
analyzed through the money account rather than through the several 
balance of payments accounts recording the transactions of goods, 
services, and capital items. The change in the money account-in most 
instances simply the change in international gross reserves-is directly 

4 1 See Holtrop (1957). 
42 See, for example, Triffin (1946). Edward M. Bernstein also advanced ideas in the 

late 1940s concerning the relation between a country's credit expansion and money supply 
and its balance of payments position. He pointed out, for example, that the expansion of 
money supplies in most countries during World War II would later cause a rise in their 
domestic prices and costs and hence aggravate their balance of payments deficits. See 
Bernstein (1950). In the mid-1950s he also observed that differing degrees of credit 
expansion in various countries had differing effects on their balance of payments position. 
See Bernstein (1956). 
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linked to monetary balance in the national economy by the condition 
that the change in external reserves must equal the dif~erence between 
the change in the demand for money and the change m the supply of 
money of domestic origin. . . 

In developing both the analytical framework and quantitati~e proce-
dures for the monetary approach to balance of payments adjustment, 
several members of the Fund staff did considerable innovative work.

43 

Thus, beginning in the late 1950s, the Fund staff sta:ted grad_u.all~ to 
develop a financial programming approach to evaluaung a stab1lizat10n 
program that a member presented to the Fund in support of its request 
for use of the Fund's resources. This approach emphasized monetary 
relationships mainly because money and monetary policy play an 
important role in a member's balance of payments developments and 
because data on monetary variables are relatively more accurate and 
timely than data on real variables.44 This fin_anci~l programmi~g meth­
odology did not imply, however, a monetanst view of economic devel­
opments in a member, that is, belief in a strong, .or even sole, causal 
connection between monetary targets and the achievement of balance 
of payments goals. The absorption approach ~ontinue~ to be reflected 
in the Fund's emphasis on a members reducmg fiscal imbalance so as 
to help correct external payments disequilibria and the elasticities 
approach continued to be reflected in the F~nd's. emphasis~~ a ~ember's 
changing its exchange rate so as to remam pnce compeuuve m world 
markets.45 

External Convertibility Is Achieved 
By the end of 1958 the Western European members .~ad achieved 

sufficiently strong balance of payments and reserve pos1t10ns that on 

4S An innovative quantitative procedure often noted is that of a small model constructed 
by J.J. Polak in 1957. See Polak (1957). Later on, from 1960 to 1973, n:w s~aff stud!es 
developed several analytical refinements to the monetary approach, app!1ed 1t to a ':1de 
variety of members, including industrial members, and incorporate~ capital markets. mto 
the model. The staff papers developing this approach have been published as International 

Monetary Fund (1977b). . 
« Details of the financial programming methods developed in the Fund and their evoluuon 

through the end of 1971 can be found in M.G. ~e Vries \1976~ Vol. I, pp. 363-68). 
""With the growing ascendency of monetarist doctrmes m the late 1960s and early 

1970s, the monetary approach to balance of payments became increasingly popular a~ong 
university economists. Its supporters argued that the balance of payments is essentially a 
monetary phenomenon. See, for example, Fre~kel and Johnson (1976). . .. 

An explanation of how balance of payments adjustment was supposed to work, comb111mg 
the Keynesian income effects, the monetary approach, the substitution e.ffects between 
traded and nontraded goods, and the equilibrating effects of short-term capital movernents 
can be found in Flanders (1986). 

Initial Policies, 1945 - 61 31 

December 29, 14 of them-Austria, Belgium, Denmark, Finland, France, 
the Federal Republic of Germany, Ireland, Italy, Luxembourg, the 
Netherla~ds, Norw~y, Portugal, Sweden, and the United Kingdom­
made their currencies externally convertible for current transactions· 
that ~s, nonresidents woul? now be freely permitted to exchange thei; 
earnmg~ of these currencies from current transactions into any other 
convertible currency at exchange rates within the official margins. Greece 
took the same step five months later. Fifteen other members, most of 
whom associated in a monetary area with one or another of these 
~estern European men:~ers, adjusted their exchange control regula­
ttons t~ ~~e new conditions, thereby effectively extending external 
converub1hty; these were Australia, Burma, Ceylon (Sri Lanka), Ghana, 
India, Iraq, Jorda.n, Libya, Malaya (Malaysia and Singapore), Morocco, 
New Zealand, Pakistan, the Sudan, Tunisia, and South Africa. The Fund 
reg~rded the introduct~on of external convertibility as the most signal 
ach1~v~ment of the penod after World War II in the field of exchange 
restn~tions and as an indication that flexible fiscal and credit policies 
were m effect the clue to successful balance of payments adjustment.46 

In February 1961, nine European members-Belgium, France, the 
Federal Republic of Germany, Ireland, Italy, Luxembourg, the Neth­
erl~nd~, Sweden, _and the United Kingdom-and Peru accepted the 
obligations of Article VIII of the Articles of Agreement.47 In March 
1961 S~udi Arabia also did so. This move resulted in all the major 
currenc_ies ~hat had been considered inconvertible becoming legally 

. convertible m the Fund sense. By this time, these members had eliminated 
all, or nearly all, .restrict~ons on current payments or transfers, although 
.most of them still restricted the making of some payments for capital 
transactions at official rates of exchange.48 . 

By 1961, moreover, many other members had established external 
conver~ibility. The Exchange Restrictions Report for 1961 reported that 
two thirds of the Fund's members permitted nonresidents to transfer 
freely to other. nonresidents the local currency they acquired from 
current transactions. 49 The authorities of most of these members believed 
the ba!ance of payments prospects or remaining restrictions, or both, 
made it advisable to await further developments before these members 

46 M.G. de Vries, Horsefield, and others (I969, Vol. II, pp. 277-79). 
47 Article VIII requi~es: am~ng o~her. things: that a member obtain the Fund's explicit 

approval for any res~ncuons. it matntalns or imposes on the making of payments and 
transfers for current mternauonal transactions. 

48 Details on the move of several members from the transitional arrangements of Arti­
cle XIV to the full obligations of Article VIII can be found in M.G. de Vries, Horsefield, 
and others (1969, Vol. II, pp. 283-91). 

49 International Monetary Fund (196lb, pp. 4--5). 
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assumed formal Article VIII status. Nevertheless, by 1961 virtually 
every currency used in financing international trade was convertible in 
the sense of the Articles of Agreement. Thus, while important obstacles 
to international trade persisted, relatively few impediments remained 
to conducting that trade on the basis of a multilateral payments system. 

The first period of payments adjustment after World War II had 
ended. The Fund now turned to examining this experience in detail, 
to comparing actual experience with the theories prevailing when the 
Fund had been planned twenty years earlier, and to understanding the 
circumstances that had made balance of payments adjustment, especially 
by the industrial members, so successful. Experience by the Early 

1960s: Industrial Members 

2 

By the early 1960s the Fund had accumulated considerable experience 
with members' balance of payments problems and their solution. Since 
1946 it had been dealing with a variety of arrangements for exchange 
rates and many forms of exchange restrictions. Since 1952 it had been 
holding in-depth annual consultations with all members still retaining 
the transitional arrangements provided by Article XIV of the Articles 
of Agreement, and it was starting to hold annual consultations also with 
members who had assumed the obligations of Article VIII. Since 1956, 
members had been making frequent use of the Fund's resources, giving 
the Executive Directors and the Fund management and staff intimate 
experience with members' balance of payments difficulties and the 
effectiveness of corrective policies. Several large industrial members, 
including France, Japan, and the United Kingdom, as well as developing 
members in all geographic regions, had come to the Fund for financial 
assistance. 

The early 1960s was an appropriate time for Fund officials to evaluate 
this experience. Economic conditions in most members were changing, 
and new problems emerging were aggravating balance of payments 
adjustment. Hence, it was essential that Fund officials understand more 
precisely how balance of payments adjustment had worked thus far, 
how the adjustment process compared with that expected when the 
Fund was created, and how particular policies and circumstances had 
facilitated balance of payments adjustment. 

Adjustment Had Not Worked As Expected 

The unusual worldwide balance of payments disequilibria, especially 
among the major industrial members, that had prevailed in 1945 had 


