INTERNATIONAL

MONETARY

FUND

STAFF
PAPERS
CONTENTS
INFLATION IN LATIN AMERICA

J. Keith Horsefield 175

THE SOVIET PRICE SYSTEM AND THE RUBLE
EXCHANGE RATE
Marcin R. Wyczalkowski 203
SOME ECONOMIC ASPECTS OF MULTIPLE
EXCHANGE RATES
E. M. Bernstein 224
IMMEDIATE EFFECTS OF DEVALUATION ON PRICES
OF RAW MATERIALS
Barend A. de Vries 238
BALANCE OF PAYMENTS AND DOMESTIC FLOW OF
INCOME AND EXPENDITURES
S. C. Tsiang 254
THE CURRENCY, BANKING, AND EXCHANGE SYSTEM
OF THAILAND
B. R. Shenoy 289

1950
VOL.
I NO. 2 Monetary Fund.SEPTEMBER,
©International
Not for Redistribution

STAFF PAPERS
Edited by ALLAN G. B. FISHEK and a Staff Committee
Assisted by DOROTHY WESCOTT
These papers are prepared by members of the staff of the International Monetary Fund. Three numbers constitute a volume. Subscriptions may be entered with any current number at a rate of US$3.50
for three numbers or the approximately equivalent price in the currencies of most countries. Single copies may be purchased at US$1.50.
Subscriptions and orders should be sent to:
The Secretary
International Monetary Fund
1818 H Street, N. W.
Washington 25, D. C.
From the Foreword to the first issue:
"Among the responsibilities of the International Monetary Fund, as
set forth in the Articles of Agreement, is the obligation to 'act as a
center for the collection and exchange of information on monetary
and financial problems,' and thereby to facilitate 'the preparation of
studies designed to assist members in developing policies which further
the purposes of the Fund.' The publications of the Fund are one way
in which this responsibility is discharged.
"Through the publication of Staff Papers, the Fund is making
available some of the work of members of its staff. The Fund believes that these papers will be found helpful by Government officials,
by professional economists, and by others concerned with monetary
and financial problems. Much of what is now presented is quite provisional. On some international monetary problems, final and definitive views are scarcely to be expected in the near future, and several
alternative, or even conflicting, approaches may profitably be explored. The views presented in these papers are not, therefore, to
be interpreted as necessarily indicating the position of the Executive
Board or of the officials of the Fund."

GUTT

Managing Director
The authors of the papers in this issue have received considerable
assistance from their colleagues on the staff of the Fund. This general
statement of indebtedness may be accepted in place of a detailed list
of acknowledgments.

©International Monetary Fund. Not for Redistribution

INTERNATIONAL
MONETARY FUND

STAFF
PAPERS

Vol. I

SEPTEMBER 1950

No. 2

©International Monetary Fund. Not for Redistribution

This page intentionally left blank

©International Monetary Fund. Not for Redistribution

Inflation in Latin America
J. Keith Horsefield *
THE FEBRUARY 1950 issue of Staff Papers, a technique for
INanalyzing
quantitatively the forces creating an inflation was de-

scribed, and applied to data for Western Europe in the decade 1938-48.1
The application of this technique is extended in the present paper to
data for 11 Latin American countries for the years 1938-49. Since the
terms used and the procedures followed are given in detail in the earlier
paper, they are not repeated here; for convenience, however, they are
summarized below in an Appendix.
Two points should be emphasized. First, the comparatively inadequate statistics available for many of the Latin American countries
make it impossible to use refined methods of econometric analysis and
compel recourse to rather crude approximations. Second, a survey of a
whole continent necessarily gives a false impression of symmetry in
the developments in various countries, which actually differed widely
between themselves. For both these reasons, this study can give no
more than a very rough over-all view of the problem.
In the previous paper, it was suggested that there were three main
sources of error in the assumptions underlying the technique.2 For
Latin America all three of these disturbing factors have considerable
significance:
(a) The base year (usually 1938) was chosen more for statistical
considerations than because it had any particular suitability as an
equilibrium year. In fact, 1938 was generally slightly deflationary,
although 1939 (and, still more, the later years necessarily substituted
for some countries) was generally marked by the mild inflation which
has been characteristic of fairly normal years in Latin America. So,
too, the influence of political conditions has often, been considerable,
usually in the direction of increasing government activity, leading to a
decline in the proportion of the national income available for consumers
at their free choice. In some countries this factor affected the base
* Mr. J. K. Horsefield, Chief of the British Commonwealth Division, European
and North American Department, is a graduate of the University of Bristol, and
was formerly Lecturer in Banking at the London School of Economics and
Assistant Secretary in the British Ministry of Supply. He is the author of
The Real Cost of the War (Penguin Books) and articles, mainly on British
banking history, in Economica and elsewhere.
!J. Keith Horsefield, "The Measurement of Inflation," Staff Papers, Vol I,
No.
1 (February 1950), pp. 17-48.
2
Ibid., pp. 21-22.
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year, while in others it developed later; but in most it had a tendency
to cause the index of measurement used in this study—an index termed
the "gross inflationary quanta"3—to underestimate the inflation
present.
(b) The long-run, world-wide tendency toward increased wealth
per capita should, other things being equal, increase intentional savings.
In Latin America, this has not, broadly speaking, been accompanied
by that parallel long-run tendency toward greater equality of incomes which is noticeable elsewhere and which elsewhere tends to lower
the proportion of income saved. It may accordingly be assumed that
in this respect our technique of measurement (i.e., the gross inflationary
quanta) will tend slightly to overestimate the inflation experienced in
the later years of the period.
(c) Among short-run factors, World War II considerably affected
the balance of payments of Latin American countries and thus indirectly their inflationary situation. However, the changes in the terms
of trade which have taken place over the decade,4 partly as a result of
the war, have in general favored Latin America, and thus added a
further factor tending to expand savings. On the other hand, there has
been considerable dissaving since the war, as imports of durable goods
have become more freely available.5
The net effect of these conflicting influences is difficult to assess. It
appears possible that the consequences of (b) and of the changes in
the terms of trade may have outweighed (a) by, say, 1941 and that
for the war years the gross inflationary quanta tend to overestimate
the inflation. In the postwar period, this has almost certainly been
reversed by the widespread dissaving. But in all cases the errors so
caused are probably small compared with those inherent in the inadequate statistics (particularly of investment), and it is not profitable
to attempt to refine upon them too closely. Despite these qualifications,
it is believed that, in a broad way, the statistics compiled below are
significant. This is not to say, however, that figures for individual
countries in individual years may not be subject to special errors. For
a more elaborate application of the technique to individual countries,
refinements would certainly be required which cannot be introduced
in this over-all summary.
8

For a description of the gross inflationary quanta, see the Appendix.
Cf J. Ahumada and A. Nataf, "Terms of Trade in Latin American Countries,"
Staff Papers, Vol. I, No. 1 (February 1950), pp. 123-35.
5
For a statement on the effect of building booms in certain cases, see the Appendix, section on Investment.
4
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General Survey
Inflation in a greater or less degree has long been characteristic of
many Latin American countries. It is not unnatural that this should
be so. As with most underdeveloped countries, there is a constant urge
to push ahead with development as quickly as possible, and this tends
to outrun the pace of current saving. The latter, in any case, tends to
be small, partly because the institutional set-up is not in general sufficiently well-developed to enable local savings to be offered a wide
and secure market. In addition, all Latin American countries, at least
before the war, were net debtors to a lesser or greater degree. Much
of the new capital investment received by these countries in the thirties
took the form of direct investment, mainly the import of capital goods.
Where, therefore, contractual amortization payments were being made,
it was necessary to develop an annual export surplus on current account
by means of which these payments could be transferred abroad. A
surplus in the balance of trade was also needed to cover interest payments. International investment in these countries offset these requirements only to the extent that it provided free foreign exchange. An
export surplus is of course, other things being equal, inflationary. It
could have been non-inflationary in Latin America only to the extent
that a corresponding part of the national income was withdrawn annually from circulation, either by new savings or by a government
surplus. As has been indicated, the urge to expedite development prevented such a balanced economy being achieved. The fact that voluntary savings represented only a small proportion of the national income meant also that any growth in the income of any part of the
community tended to express itself almost wholly in additional spending. In technical terms, a high propensity to consume implies either a
high multiplier or a high propensity to import. In normal times, the
latter was more usual, since the supply of consumers' goods in these
countries was rather inelastic. As far as agricultural products were
concerned, there was not much relationship between domestic demand
and the volume of the crops, partly because the latter were conditioned
by climatic changes, but partly because crops were raised predominantly for the world market rather than for domestic requirements.
At the same time, the industrial facilities in Latin America were to a
large extent rudimentary, so that it was difficult to expand output of
industrial products even when a strong demand for them existed.
In such circumstances, the impact of World War II was inevitably
still further inflationary. Under the pressure of war some belligerent
countries sought new sources of supply for goods which it was no longer
convenient to produce at home; they were also anxious to replace Far
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Eastern supplies cut off by the Pacific War, and additional increased
demand was engendered by inflationary increases in their national incomes. To meet all these rising demands, Latin American exports were
increased substantially. A similar influence was exerted in several
countries by military expenditures by or on behalf of the U. S. Government. Meanwhile, imports tended to decline, at least in volume, because of the universal shortage of the manufactured products which
Latin America typically imported. Not only did this directly lead to
an inflation by reducing the already inadequate supply of consumer
goods on Latin American markets, but it also tended to create government deficits, because government incomes had frequently relied to a
large extent on import duties.
At the same time, the pressure for development continued, and both
governmental and commercial corporations added substantially to their
capital assets, frequently in the form of new buildings, since these did
not call for the types of imports no longer obtainable. National incomes were, therefore, substantially increased and prices rose sharply
in almost all countries. Although increases in wages were somewhat
belated, they were eventually widespread and further strengthened the
upward tendency. Meanwhile, although prices were controlled inadequately, if at all, there was some tendency, in most countries, for
the velocity of circulation of bank deposits to fall, which implied that
latent inflation was banking up.
When, therefore, in the postwar era imports began to be available
again, there was an ebullition of spending in nearly every country. Intentional saving was probably negative in most Latin American countries during 1946 and 1947. Nor did the increased imports entirely
eliminate the inflationary situation, partly because their prices were
sharply increased; partly because they consisted, to a very considerable
degree, of machinery or commodities required to rebuild industry
and of luxury goods such as automobiles; partly because exports
also rose, so that import surpluses, when they developed at all, were
comparatively small.
Meanwhile, government policies in most countries (possibly influenced by the expectation of a depression in the United States) were
to maintain expenditures and to push ahead with development. Deficits, therefore, persisted and added to the inflationary result of the
heavy investment characteristic of the period. A further factor in
some countries was the repeated revision of wages, to match increases
in the cost of living, since these set the pace for further increases in
prices.
In 1948 and 1949 the general picture was not much altered, but in one
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or two countries (e.g., Cuba, Guatemala), the inflation seems to have
been checked; there was also a rather more widespread tendency toward a slowing down of the fall in liquidity, which may imply the
retardation of dissaving.
The next four parts of this paper present the results of an attempt
to quantify these processes and causes. It should be emphasized again
that the methods adopted are the merest approximations. At the same
time, they do afford some insight into the distinctive characteristics of
each period.

Financial Activity
As explained in the Appendix, the absence of figures for the national
income of the Latin American countries compels the use, as a substitute, of an index of financial activity (Tables 1 and 2). This is calTABLE 1. INDICES OF FINANCIAL ACTIVITY FOB Six LATIN AMERICAN COUNTRIES
Country

1939

1940

1941

Brazil
Chile
Costa Rica
Cuba
Mexico
Peru

99
97
104
104
123
109

110
114
101
98
131
110

(j1938 = 100)
154 175 244
151 202 219
141 220 287
142 159 185
179 213 307
139 169 221

Average (a) . 106 111
Average (b) .

1942

1943

1944

1945

1946

1947

1948

1949

326
251
348
230
349
257

391
284
400
311
373
287

490
403
419
393
470
382

529
498
479
457
544
500

580
548
534
514
698
555

689
575
651
505
795
713

151 190 244 294 341 426 501 572 654
(1941 = 100)
126 161 195 226 282 332 379 433

culated as follows: (1) the velocity of circulation of bank deposits is
ascertained by dividing the total of checks cleared in a given year by
the average of the volume of bank deposits at the end of that year and
at the end of the previous year; (2) the volume of money in circulation
in a given year is approximated by taking the average of the volume
of currency and bank deposits at the end of the year and at the end
of the previous year; (3) the product of (1) and (2) expressed as
indices (1938=100 wherever possible) yields the index of financial
activity.
There are obvious defects in this procedure; for example, the proportion of the money supply consisting of deposits may vary widely
at times when the velocity of circulation of currency is quite different
from that of deposits; the volume of money may vary seasonally in a
way not reflected in an average of December figures; and the im-
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portance of the monetary sector in the economy may be increasing.
Nevertheless, the indices compiled from these series may be accepted
as meaningful, reflecting the varying extents to which increased economic activity and increased prices have in combination expanded the
monetary turnover in each country. In particular, they are believed
to be more accurate indications of the growth of the national income
than any available indices of prices; usually the only price statistics
published are limited cost of living indices, which are believed to
underestimate the over-all price changes.
TABLE 2. INDICES OF FINANCIAL ACTIVITY FOR ELEVEN LATIN AMERICAN COUNTRIES
(1941 = 100)
Country

1942

1943

1944

1945

1946

1947

1948

1949

Brazil
Chile
Colombia
Costa Rica
Cuba
Guatemala
Mexico
Nicaragua
Peru
Uruguay
Venezuela

114
134

122
106
95

158
145
127
203
130
150
171
191
159
130
109

212
166
164
247
162
237
195
246
185
134
144

254
188
183
284
219
357
208
335
206
142
185

318
267
234
297
277
455
262
462
275
196
272

343
330
318
340
322
489
304
524
360
236
442

377
363
392
379
362
436
390
605
399
269
576

447
381
480
462
356
557
444
573
513
272
623

119

152

190

232

301

364

404

464

Average

114
156
112
112
119

126

Table 1, giving indices for six countries, shows particularly steep
increases in 1941 and 1943; and in the postwar years, an average figure
of 654 (1938 = 100) was reached in 1949. Figures for the period 1941-49
are available for eleven countries (Table 2 ) ; these show a somewhat
steeper rise after 1943, the average figure for 1949 being 464 (1941 =
100), whereas for the six countries in Table 1 the comparable 1949
figure was only 433.
The average figures may also be analyzed by studying their cumulative growth, measured by the ratio between the average index for
each year and that for the preceding year (Table 3). The years when
financial activity grew most rapidly were 1941 and 1943. For the
whole period, the cumulative rate of growth of the average index of
financial activity was approximately 20 per cent per annum. Some
part of this is attributable to the growth of output and of the cashusing population, but the combined effects of these two causes cannot
account for more than a small part of the increase; the remainder must
accordingly be due to inflation. It also seems prima facie probable
that the years 1941,1943, and 1946 were especially inflationary. How-
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ever, the possibility must not be overlooked that some part of the
growth of financial activity in, say, 1941 was the result of inflationary
forces developed in 1940; the 1940 index of financial activity, being
an average for the whole year, might in some circumstances reflect
such forces inadequately. Hoarding or dishoarding would also affect
the index, the former tending to retard and the latter to accelerate its
growth. This possibility may next be explored.
TABLE 3. CUMULATIVE GROWTH OF FINANCIAL ACTIVITY FOR SELECTED LATIN
AMERICAN COUNTRIES
Ratio of Average Indices
Six i
Eleven
countries
countries2
1.06
1.05
1.36
1.26
1.19
1.28
1.28
1.20
1.25
1.16
1.22
1.25
1.30
1.18
121
1.14
1.11
1.14
1.15

Years Compared

1939/1938
1940/1939
1941/1940
1942/1941
1943/1942
1944/1943
1945/1944
1946/1945
1947/1946
1948/1947
1949/1948
1
Countries
2

included in Table 1.
Countries included in Table 2.

Latent Inflation
In countries where controls over consumption and investment are
strict and efficient, there is a tendency for inflation to give rise to substantial holdings of cash, bank deposits, and other relatively liquid
assets in excess of those which would voluntarily be held by business
and consumers. In countries such as those of Latin America, where
controls have not been very effective, this tendency toward excess
liquidity is noticeably smaller. Nevertheless, it is still a factor to
reckon with, because involuntary hoarding may be the result of the
impossibility of obtaining desired commodities or supplies, even though
there is no rationing or similar system in operation. In Latin America
during the war the inevitable curtailment of imports did in this way
bring about a condition of latent inflation. This was supplemented by
increases in the money holdings of private individuals or businessmen
who were influenced by scarcities or high prices to defer, albeit
reluctantly, some of the expenditures they wished to make, in the hope
that more favorable opportunities would occur later. It is immaterial,
for present purposes, whether such postponed spending is regarded as
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having been at the time voluntary or involuntary. The point is that
it resulted in a banking-up of purchasing power which was later unloaded, either because goods previously unobtainable became available, because prices fell, or because it was realized that prices were
not going to fall.
A priori, the period since 1938 may from this standpoint be divided
into four parts. From 1938 to 1941, there was no single factor making
for any marked tendency for hoards to rise or fall; they may be expected to have varied according to the individual conditions in each
country. From 1941 to 1944, the wartime curtailment of imports undoubtedly led to an over-all tendency for hoards to increase. From
1945 to 1947, a nearly universal fall each year in the volume of hoards
was to be expected, as spending opportunities re-emerged, and excess
liquidity could be utilized. Thereafter, liquid holdings in most countries may have declined still further, but at a slower rate.
For an adequate measurement of these changes in liquidity, details
would be necessary of private holdings, not only of cash and bank
deposits but also of foreign exchange and of readily marketable securities, since excess liquidity might be held in any one of these forms.
Unfortunately, no such comprehensive statistics are anywhere available. The only available index of excess liquidity is, therefore, the
volume of currency and deposits divided by the index of financial
activity,

where M is the volume of currency, M1 that

of deposits, and V the velocity of circulation of bank deposits. As
this fraction reduces to 1/T, a "liquidity index" has been constructed
from the reciprocals of the velocities shown by the statistics of checks
cleared, usually in one principal city. Where the rapidity of payments
slows down, this liquidity index rises, indicating a tendency to excess
liquidity. While such an index can be regarded as significant only as
a general indication of the trend of liquidity, it does bear out the
general expectations set out above.
An average of the indices (1938=100) for the six countries for
which data are available for 1938-41 (Table 4) rose to 108 in 1940
and then fell to 96 in 1941. Subsequently there was a steady rise to
115 in 1944. From 1945 to 1949 there was an equally steady fall to
94 in the last year, although these averages concealed in the later
years some rather wide individual country fluctuations both ways.
For the eleven countries for which figures are available for 1941-49
(Table 5) , the rise to 1944 was nearly as steep, and the subsequent fall
(to 91 per cent of 1941) considerably steeper. In both sets of figures,
the average index reached a maximum in 1944 and then fell to a figure
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below that of 1938 or 1941. In other words, it appears that the average
rate of spending of available resources (the reciprocal of the index)
had fallen toward the end of the war to something of the order of 15-20
TABLE 4. INDICES OF LIQUIDITY FOR Six LATIN AMERICAN COUNTRIES
Country

Brazil
Chile
Costa Rica
Cuba
Mexico
Peru

1942

1943

1944

(1938 — 100)
.. 107 99 81 87 83
.. 106 107 103 99 106
.. 99 111 91 82 88
91 104 85 101 120
94 106 93 102 104
.. 103 122 1?,?, 133 141

86
109
85
141
123
143

1939

Average (a) .. 100

1940

108

Average (b)

1941

101

107 115
(1941 = 100)
105 111 120

96

1945

1946

1947

1948

1949

88
77 76 76 71
110 102 102 105 111
76 71 65 62 57
135 125 128 130 143
122 108 92 72 71
149 135 122 126 108

113

103

98

95

94

118

107

102

99

98

per cent less than in prewar years and subsequently increased to above
the prewar normal.
In each country there was a fall from 1945 to 1947, showing that the
tendency to a postwar ebullition of spending was universal. Moreover,
in every country except three there was a fall between 1945 and 1946
TABLE 5. INDICES OF LIQUIDITY FOR ELEVEN LATIN AMERICAN COUNTRIES
(1941 —100)
Country

1942

1943

1944

1945

1946

1947

1948

1949

Brazil
Chile
Colombia
Costa Rica
Cuba
Guatemala
Mexico
Nicaragua
Peru
Uruguay
Venezuela

107
96
106
90
119
117
110
109
105
118

102
103
127
97
141
113
112
111
116
101
128

106
106
131
93
166
92
132
118
117
125
115

109
107
143
83
159
72
131
96
122
143
109

95
99
135
78
147
65
116
66
111
122
95

94
99
115
71
151
65
99
58
100
111
69

94
102
105
68
153
74
77
56
103
104
63

108
104
63
168
61
76
70
89
110
66

108

114

119

116

103

94

91

91

Average

no

88

and between 1946 and 1947, so that the tendency was progressive, as
indeed might be expected from the knowledge that the supply of available imports was steadily improving throughout these two years. The
general average fell further after 1947, but at a slower pace.
There is a significant contrast between the seven countries whose
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index of excess liquidity fell between 1941 and 1947, and the three
countries in which the index rose. In the former group, the velocity
of circulation of bank deposits was higher—in some cases substantially
higher—in 1947 than before the war; this indicates that the effects of
credit creation were supplemented by a greater intensity of use of
available resources. In the latter group (Colombia, Cuba, and Uruguay) , such large holdings of liquidity were apparently built up during
the war that the period 1945-47 was insufficient to dissipate them. In
Cuba, indeed, the trend has been toward increased liquidity.

Gross Inflationary Quanta
In the following series of tables the gross inflationary forces for each
country are set out and discussed.6 Since these figures are necessarily
expressed in national currencies and are therefore not internationally
comparable, it appears best to consider each country separately, rather
than attempt to review collectively the influence of each force (e.g.,
budget deficits) over the whole area. The opportunity will be taken
to consider any special causes of inflation (e.g., a building boom),
which may not be directly reflected in the figures cited.
The figures for the inflationary forces in the following tables have
been compiled by dividing the crude data for each category by the
index of financial activity for the year. Thus the actual increase in
bank credit in Brazil in 1949 was 7,870 million cruzeiros; as the index
of financial activity for Brazil that year was 689 (1938 = 100) the corresponding figure in Table 6 is 1,142 million cruzeiros. In order to give
the longest possible series, the index of financial activity used is based
on the earliest available year after 1937, even if one of the other figures
is missing for the first year or years included.
As explained in the Appendix, gross inflationary quanta which exceed the figure for the base year are prima facie evidence of inflation,
since the volume of intentional saving in each year may be presumed
in general to remain (after deflation by the index of financial activity)
of the same order of magnitude as the gross inflationary quanta in the
base year.
A comparison of the gross inflationary quanta for each year with the
increase for that year in the index of financial activity presents a rough
indication of the extent to which the former were actively inflationary.
Similarly, changes in the liquidity index suggest at what periods the
inflations generated were mainly latent, and at what other times the
inflationary forces were reinforced by dissaving. The indices of
6
The detailed comments which follow were prepared in collaboration with
Mr. B. Brovedani. The statistics were partly furnished by the Latin American,
Middle Eastern, and Far Eastern Department of the Fund.
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financial activity and of liquidity for each country are therefore reproduced with each country table. For three countries, the initial year
for which figures are available is 1939 or 1940; in those instances the
figures quoted differ from those shown in Tables 1, 2, 4, and 5.
In the countries for which some national income statistics are available, the figure for the earliest known year is also added to the
appropriate country table. This provides some indication of the relative order of magnitude of the gross inflationary quanta.
Brazil
The monetary history of Brazil for the twelve years 1938-49 may be
divided into two periods: a period of uncurbed inflation (up to 1945)
followed by one in which the after-effects of inflation were worked
out in a monetary environment over which the Government exercised
a greater degree of control.
For the first period, the prime factor of the inflationary expansion
was clearly the war, acting through (a) a favorable change in the
balance of trade, and an ensuing accumulation of reserves (expenditures by belligerents, increased demand by other Latin American
countries, increases in prices abroad, unavailability of more desirable
import commodities), and (b) expanded budgetary deficits due to
military and war expenditures.
The resulting expansion in money incomes and in money supply
found outlet in rising economic activity and rising prices; a disinclination to hold liquid assets seems to have accentuated the upward movement. Credit expansion appears to have been an effect rather than one
of the main inflationary factors; it was due mainly to the adoption of
liberal credit policies in the face of rising prices and increased economic
activity. The noticeable expansion of rural and agricultural loans may,
however, be considered as an independent inflationary force.
During the second period (roughly since 1945), the after-effects of
inflation and a further fall in the preference for liquidity (see the
liquidity index in Table 6) have resulted in a steady reduction in the
favorable trade balance, notwithstanding the increased prices abroad
for the chief export commodities of Brazil and some inflow of exchange
on capital account. The monetary policy of the Government has
reduced the effects of the domestic inflationary forces through some
restrictive measures (sterilization of proceeds from exports and blocking of excess profits).
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TABLE 6. BRAZIL: GROSS INFLATIONARY QUANTA
1938

Increase in
Government debt
Bank credit
Foreign exchange reserve
Total
Index of
Financial activity
Liquidity

1939

1940

1941

1942

1943

1944

1945

1946

1947

1948

1949

(million cruzeiros deflated by the index of financial activity')

1,357
30
70

905
1,870
192

1,097
2,991
—145

1,423
1,669
682

639
457
1,748

2,640
2,508
1,984

2,103
2,604
871

1,696
1,570
235

219
861
314

1,857

2,967

3,943

3,774

2,844

7,132

5,578

3,501

1,394

00
00

99
107

110
99

154
81

175
87

(1938 — 100}
244
326
83
86

391
88

490
77

1945

1946

734
355
87 —147

1,142
29

529
76

580
76

689
71

1947

1948

National Income at Factor Cost , 1940: 33.1 billion cruzeiros.
TABLE 7. CHILE : GROSS INFLATIONARY QUANTA
1938

Increase in
Government debt
Bank credit
Foreign exchange reserves
Total
Index of
Financial activity
Liquidity

1939

1940

1941

1942

1943

1944

1949

(million pesos deflated by the index of financial activity)

224 —141 —442
526 491
729
73
—79
13

—6
32
01

256
331
—26

197
356
—41

49
469
14

148
363
96

183
376
278

140
426
57

208
333
107

27

561

512

532

607

837

623

648

671

363

360

00
00

97
106

114
107

151
103

202
99

(1938 = 100}
219
251
106
109

284
110

403
102

498
102

548
105

Net National Product at Factor Cost, 11)40 : 16,963 million pesos.
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Chile
Inflationary tendencies prevailed in Chile for a number of years before the war, and during the period under examination these forces
gained momentum. Government deficit spending appears to have been
a major factor in the continuous expansion of the money supply. The
increasing intervention of the Government in economic activity (industrial programs of diversification and stabilization, low cost housing,
hospital construction, price support programs for agricultural products,
etc.), as well as the steady expansion of expenditures on education,
national defense, etc., resulted in an increasing excess of expenditures
over revenues. During the war a shrinkage in revenues from customs
duties aggravated the budgetary position.
Only a minor proportion of the deficits could be financed out of savings, since the security market was nearly saturated. The chief source
of financing has been, traditionally, central bank credit. The credit
policy of commercial banks has been lenient, the reserve requirements
rather low, and the discount policy of the Central Bank liberal. Thus
the expansion of commercial bank credit, especially to agriculture, has
added substantially to the expansion of the money supply.
A considerable increase in monetary reserves due to an expansion of
exports and a contraction in imports (particularly in 1942-43) resulted
in an additional inflationary increase in the money supply and in an
expansion of income. In 1946 and 1949, however, the favorable balance of payments position was reversed.
Over the period as a whole, the desire for liquidity has fluctuated
within narrow limits (Table 7). Prices rose steeply owing to other
factors, such as speculative, investment and the rapid increase in import prices. The price rise was reflected until 1946 in larger budgetary
deficits (higher wages, expenditures), and particularly since that year
in a further expansion of bank credit.
Substantial increases in the annual issues of mortgage bonds from
1940 through 1946 suggest that during this period private building
added noticeably to the inflationary pressure. Increases in the outstanding values of mortgage bonds adjusted by the use of the index of
financial activity, to be comparable to the data in Table 7, are as
follows:
1P40
1941
1942
1P43
1944
1P45
1946

91 million pesos
57
110
138
167
62
44
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Colombia
The large export surpluses of 1942, 1943, and 1944 raised the gross
inflationary quanta in Colombia to a maximum in 1943-44 (Table 8).
In 1943, however, a considerable increase in liquidity, due to the unavailability of imports, exerted a temporary anti-inflationary effect.
This has been reversed since the war, and the inflationary pressures
currently generated have thus been reinforced.
With a few exceptions, the budget deficit has been steadily inflationary, mainly owing to the pursuance of a development program,
though the rise in prices (the cost of living index in 1949 was 304 on a
TABLE 8. COLOMBIA: GROSS INFLATIONARY QUANTA
1939

Increase in
Government debt
Bank credit
Foreign exchange
reserves

1940 1941

1942 1943

(million pesos deflated

—4
8
—3

Total

1

18
16

22 —2
34 —4

1 —5
35

51

1944 1945 1946

by the index of

25
9

17 —1
22 38

66

46

17

51 100

85

54

57

22
44

^Tatirvnol Tnonmck at. TTor•»frvr Hnat

1948 1949
activity)

13
19

0
13

0 —34 —7

10

66

(1989 = 100)
100 93 107 122 136 175 196 250
100 114 109 116 139 143 156 147

Index of
Financial activity
Liquidity

1947

financial

22
21

9

25

23

340 420 514
125 115 113

1 (UfY • 1 OQS. millinn r»osna

1937 base) has naturally inflated government expenditures. During
1946-48, the budget deficit was financed to a considerable extent by
bank credit, and most of the long-term securities issued by the Government were also held by the banking system.
The postwar years have also seen a considerable expansion of credit
for business purposes, the effects of which have been reinforced on the
one hand by dishoarding, and on the other by a large growth in the
outstanding volume of mortgage bonds, arising from an extensive building program. Increases in the outstanding value of mortgage bonds
adjusted by the use of the index of financial activity, to be comparable
with the data in Table 8, are as follows:
1945
1946
1947

33 million pesos
39
24

Costa Rica
As a predominantly agricultural country, Costa Rica had export
surpluses in 1938-39 and between 1941 and 1943, due to the increased

©International Monetary Fund. Not for Redistribution

INFLATION IN LATIN AMERICA

189

demand for her exports, to the unavailability of her usual imports, and
to foreign expenditures, especially in connection with the Inter-American Highway. The inflationary effect of those export surpluses was
not, however, corrected during the periods of import surpluses (1940
and 1944-47) because the latter tended to be financed by new bank
credit, fostered largely by the Banco Nacional to avoid the depressing
effects of deflation (Table 9). The commercial banks have extended
their operations on the basis of the credit thus created by the Banco
Nacional. The continuous budget deficits between 1940 and 1946 were
caused mainly by a decline in the all-important revenues from import
duties and by the influence of rising prices on government expenditures.
Cuba
The fact that the U. S. dollar was legal tender in Cuba throughout
the period under review somewhat reduces the significance of variations
in the visible foreign exchange reserves (mainly dollars) held in Cuba;
fluctuations may have occurred because of the substitution of pesos
for dollars, or vice versa, in current use and in undeclared private
holdings. (For example, U. S. Treasury data show an increase in Cuban
assets in the United States in 1940 of $11 million, compared with no
change as shown in Table 10.) The third line of Table 10 must, therefore, be interpreted with caution. With this reservation, it may be said
that the major inflationary pressure from large export surpluses between 1941 and 1947 dwarfed the effects of moderate increases in
bank credit, especially in 1946. In 1938 the government deficit was
important.
The inflationary forces were damped down in 1940, and between
1941 and 1944, by an increase in liquidity, some (but not all) of
which was lost in the immediate postwar years. More recently, liquidity
has grown to a new peak.
Guatemala
During the early war period (1941-43), the large surpluses from international transactions were the only strong inflationary factor in
Guatemala. The impact on the domestic monetary situation was in
part counterbalanced by the conservative credit and fiscal policies of
the monetary authorities. Accumulation of liquid funds by the public
also contributed to restrain inflationary forces. After 1943, the export
surplus declined in importance as an inflationary factor; however,
some expansion of credit and budgetary deficits due to the more liberal
fiscal policy of the new Government contributed during the next two
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TABLE 9. COSTA RICA: GROSS INFLATIONARY QUANTA
1938

Increase in
Government debt
Bank credit
Foreign exchange reserves
Total
Index of
Financial activity
Liquidity

1939

1941

1940

1944

—5.8
5.5
2.8

4.8

2.5

8.4

20.3

24.1

14.3

100
100

104
99

101
111

141
91

220
82

(1938 = 100)
287
348
88
85

1938

1939

1945

1946

1947

5.7

1948

1949

6.1
0.0
95

4.6
-9.5

7.0

— 2.6

-4.7

15.3

...

400
76

419
71

479
65

534
62

651
57

1946

1947

1948

GROSS INFLATIONARY QUANTA

1940

1941

1942

1943

1944

1945

1949

(million pesos deflated by the index of financial activity)

21.4
—1.8

—1.9
1.6

Total
Index of
Financial activity
Liquidity

1943

•-2.7
3.4
4.1

TABLE 10. CUBA:
Increase in
Government debt
Bank credit
Foreign exchange reserves

1942

(million colones deflated by the index of financial activity)
6.5
67
2.4
4.1
3.5
5.1
4.2 —05
95
65 —1.1
3.4
4.6
9.3
3.4
2.8
—7.3
7.4
22.8
6.8 —2.4 —7.4 —105 —7.3

100
100

104
91

5.3
—2.2
0.0

3.7
—4.7
31.0

0.4
4.8
84.9

—9.0
5.1
28.1

—3.5
4.6
102.6

8.2
7.3
28.0

—0.8
13.0
20.8

1.5
2.7
40.9

0.0
4.1
8.0

0.0
-0.6
8.0

3.1

30.0

90.1

24.2

103.7

43.5

33.0

45.1

12.1

7.4

98
104

142
85

159
101

(1938 = 100)
185
230
120
141

311
135

393
125

457
128

514
130

505
143

National Income at Factor Cost, 1943: 707.5 million pesos.
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years toward maintaining the inflationary quanta at a fairly high level
(Table 11). Moreover, there was a marked reduction of liquidity,
which indicates some dissaving. In 1946 the anti-inflationary fiscal
policy adopted by the Government was a partial offset to some credit
expansion and to the moderate surplus on international account.
Except for the fiscal years 1944-45 and 1948-49, when the expenditures of the Government increased sharply, fiscal policy in Guatemala
has generally accounted for a reduction rather than an expansion in
the money supply. Balance of payments surpluses have not been made
a basis for credit expansion. The principle that credit and fiscal
TABLE 11. GUATEMALA: GROSS INFLATIONARY QUANTA
1940

Increase in
Government debt
Bank credit
Foreign exchange
reserves
Total
Increase in
Financial activity
Liquidity

1941

1942

1943

1944 1945

1946

1947

1948

1949

(m illion quetzales deflated by the index of financial activi «y)

0.5 1.9 0.5 -1.0 0.6
-1.5 -1.4 -1.2
—0.2
0.2 —0.2 —0.6 0.3 0.6
0.6 0.5

1.4
1.5

1.3
1.3

0.9

31

8.9

4.5 0.6 1.6

1.4 0.4 --0.8 —1.4

-0.8

1.9

7.5

4.4 2.8 2.7

1.0 1.5

2.1

1.2

00
00

110
101

123
118

(1940 c= 100)
172 261 393 501 538
114 93 73
66 66

480
75

613
62

policy should be used to mitigate the effects of external cyclical fluctuations has been adhered to fairly well; this constituted one of the main
objectives of the new banking legislation of 1946.
The Government has also tried to establish a money market where
long-term credit needs can be met. The issue in 1947 of 1.5 million
quetzales of bonds by the National Mortgage Bank (about one third
of which was absorbed by the public) and of 1.5 million by the municipality of Guatemala may have implied, however, a considerable
diminution of the savings available that year for other investment.
Over-all, the sharp fall in liquidity must be held mainly responsible
for the Guatemalan inflation.
The year 1940 was probably one of deflation; the quantum for 1941
(1.9 million quetzales yielding an increase of 10 points in the index of
financial activity) is therefore a better basis for inter-temporal
comparison.
Mexico
The inflationary expansion of the Mexican money supply has been
chiefly of internal origin. It was most rapid during the war period
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(1939-45), when a long-term government public works and industrial
development program required sustained financing by the Central
Bank (credit to the Government and investment in securities) and by
other banks. In addition, a large export surplus (1943) added to the
inflationary expansion. A further rapid expansion, due to bank credit,
took place in 1948-49.
The lack of a well-developed capital market for the channeling of
savings to long-term investment, the use of commercial bank credit
for speculative activities (especially in real estate), and the increase
in the share of income of the wealthy class have made it difficult to
control monetary conditions in Mexico. The inflation of income and
prices, as well as the high liquidity of the money market, contributed
in the recent period (1945-48) to reverse Mexico's balance of payments position. The loss of reserves in these years, however, was not
allowed to produce a corresponding decline in the money supply since
the expansion of credit continued.
The fluctuations in the index of liquidity (Table 12) during the
period under examination are worthy of notice. As in other Latin
American countries, there was a certain degree of latent inflation in
1941-45, when there was some shortage of commodities. This factor
helped to check, during those years, the inflationary expansion. In the
recent period, on the contrary, the rapid conversion of liquid assets
into commodities has added to the other inflationary factors.
Monetary conditions in Mexico seem to be affected mainly by the
general aims of government policy; the effects of an expansion in the
money supply escape close control because of the highly speculative
attitude of the money market toward the wide fluctuations in the level
of liquidity, and of wide changes in the psychological attitude of the
public. The balance of payments position seems to be more a dependent than an independent factor.
Nicaragua
Some large export surpluses (1942-43), added to the sustained credit
expansion (1941-45) which took place after the establishment of the
National Bank (1941), were responsible for the inflationary increase
in the money supply in Nicaragua during the war. In 1944-45 the
expansion in the money supply of internal origin was partly offset by
a contraction in that of external origin. From 1944 to 1948, a large
volume of imports created an unfavorable balance of payments position. Considerable dishoarding, which more than doubled the rate of
monetary turnover between 1944 and 1947, also maintained the in-
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TABLE 12. MEXICO: GROSS INFLATIONARY QUANTA
1938

Increase in
Government debt
Bank credit
Foreign exchange reserves

_59
—7
_ 7 203
26

Total
Index of
Financial activity
Liquidity

1939

100
100

1940

1941

1942

1943

1944

1945

1946

1947

(million pesos deflated by the index of financial activity)
20
82
36
180
87
123
52
—44
49
89
—89
102
199 311
292 258
100 —115 —69
47
4
3 272
19

1948

1949

66
199
—53

121

0

222

138

193

325

635

378

16

56

212

...

123
94

131
106

179
93

213
102

(1938 = 100)
307
349 373
104
123 122

470
108

544
92

698
72

795
71

267

Net National Product at Factor Cost, 1938: 5,323 million pesos.
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Stationary pressure; however, this tendency was partially reversed in
1949.
The increase in government debt in 1944-47 and 1949 (Table 13)
reflects increased expenditures, in part due to upward revisions in
salaries of government employees as well as to higher expenditures for
public buildings, roads, health services, and national defense.
Credit for agricultural and industrial development was expanded
after the adoption of the 1940 banking laws, and there was some delayed reaction to the increases in prices and costs brought about by the
exchange depreciation of 1938. Credit to importers has also been
expanding owing to the profitability of international trade.
TABLE 13. NICARAGUA :: GROSS INFLATIONARY QUANTA
1941

1942

1943

1944

1945

1946

1947

1948

1949

(imillion cordobas deflated by the index of financial activity)
Increase in
2.7
1.0
0.5
2.9
0.2 1.1
Government debt . . . —1.1 1.0 —2.5
4.9
4.6
2.5
0.4 —2.1
3.7 0.7
6.0 3.2
Bank credit

Foreign exchange
reserves
Total

Index of
Financial activity
Liquidity

-0.8

11.7

7.0 —1.9 —0.4 —0.3 —0.9 —1.7

4.1 15.9

9.4

126
110

191
111

5.4

3.1

0.3

0.6 -0.1

2.2

462
66

605 573
56 70

2.1

(1941=100)
100
100

246
118

335
96

524
58

Peru
For more than two decades Peru has been faced with the problem of
large budgetary deficits. During and immediately after the war, this
problem became even more acute and seems to have been the prime
cause of both the active and the latent inflation. During the war, the
rise in expenditures resulted mainly from an expansion in military
outlays. From 1945-47, deficit spending continued at high levels; the
inflationary spiral, acting through increases in wages, salaries, and
prices, seems then to have been the main cause of the deficit. In addition, there were some large expenditures on public works programs and
on price subsidies.
Since 1930, budgetary deficits have been financed mainly by various
forms of Central Bank credit. This has constituted the basis for a
secondary expansion in commercial bank loans. The existing banking
regulations were not modified to meet the new situation, and commercial banks acquired a highly liquid position. After the rapid increase of activity in 1946, the expansion of commercial bank credit,
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including short-term loans to the money market, intensified the inflationary spiral rather than imposing any check upon it.
In contrast to other Latin American countries, Peru did not accumulate large foreign exchange and gold reserves during the war.
The comparative immobility of its export prices and some outflow of
capital may explain this.
Until 1945 price control measures and an accumulation of liquid
assets appear to have damped down the active inflationary forces. In
the recent period, the relaxation of price controls in both Peru and the
TABLE 14. PERU: GROSS INFLATIONARY QUANTA
1938 1939 1940 1941 1942 1943 1944 1945 1946 1947 1948 1949

Increase in
Government deb
Hank credit
Foreign exchange
reserves
Total
Index of
Financial activity
Liquidity

43
39

(million soles deflated by the index of financial activity)
41 37 49 53 48 83 34
13 27 2
19 48 29 11 47 40 40
72 47 29

—19

10

13

63

70

98

3

51

17

0

7 —10

81 115 112 123 81

(1938*= 100)
100 109 110 139 169 221 257 287
100 103 122 122 133 141 143 149

75

4
78

33

14 —18
45

382 500 555
135 123 126

713
108

National Income at Factor Cost, 1942: 2,509 million soles.

United States in 1946, and the spending of accumulated balances,
rendered these checks ineffective; prices rose much more steeply than
the inflationary quanta (Table 14) would suggest. Increased imports
at higher prices and some speculative activity supported by an expansion in bank loans may also explain the inflationary forces in 1946 and
1947.
Uruguay
The accumulation in 1943-46 of gold and foreign exchange reserves,
resulting from large export surpluses and a sustained capital inflow,
added to sizable budgetary deficits throughout most of the period under
consideration, have been the major threat to monetary stability in
Uruguay. However, the adoption of conservative banking policies and
the successful direction of the stream of savings to government uses
have been of major importance in preventing the usual inflationary
spiral from taking place to any dangerous extent. The steady rise,
until 1945, of the liquidity index (Table 15) shows the part played
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by this factor in restraining inflationary forces. As a whole, Uruguay
was more successful than any other Latin American country in checking price inflation. Some increase in production may also have helped
to prevent the increase in the money supply from having any dangerous
effect on prices.
In recent years an expansion of bank credit has been an important
influence. Although there has been no recourse to the banking system
to finance the government deficit, a well-organized capital market has
made possible a steady flow of savings to the Government. The influx
of capital during the war added to the demand for bonds, so that, the
per capita debt is now the highest in Latin America.
TABLE 15. URUGUAY: GROSS INFLATIONARY QUANTA
1940

Increase in

1941 1942 1943 1944 1945 1946 1947 1948 1949

(million pesos deflated by the index of financial activity)

Government debt
Bank credit
Foreign exchange
reserves
Total
Index of
Financial activity
Liquidity

18
4

35
13

29

22-20

69

51

70

100 107
100 100

42 25
25-5
47

37
1

29
16

18
36

74

24

28-22-7-9

89 112

69

82

(1940 = 100)
113 139 144 152 210
105 101 125 143 122

7
43
28

18
35
46

5
14
10

253 288 291
111 104 110

National Income at Factor Cost, 1943: 523 million pesos.

Such expansion as there was in credit was chiefly to meet increased
normal requirements. A credit policy based on quantitative and qualitative credit control explains the expansion in loans to industry and
agriculture and the contraction in short-term speculative loans. The
Government has been successful in its anti-inflationary campaign carried out through price controls and credit restrictions.
Expenditures out of accumulated savings to satisfy pent-up demand
have, during the recent period, made the balance of payments position
of Uruguay the weakest link in an otherwise well-balanced economy.
To some extent, however, a building boom in 1946-47 contributed to
the inflation, as is shown by the following figures of increases in the
outstanding value of mortgage bonds, adjusted by the use of the index
of financial activity, to be comparable with the data in Table 15:
1946
1947

8 million pesos
7
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Venezuela
The continuous inflow of gold and of foreign exchange resulting from
an expanding program of foreign investment has been the chief factor
making for an expansion in the money supply in Venezuela. The internal factors, i.e., banking and budgetary policies, were during some
years (1942,1945, and 1948) a partial offset to this expansionary force.
In 1946 and 1947, the balance of payments surpluses declined. The
expansion in incomes, resulting in part from the adoption of developmental programs by the Government, and in part from some dishoarding of accumulated balances, caused a sustained increase in imports.
The expansion in the money supply did not, however, cause any considerable rise in prices until after 1946, probably owing to the acTABLE 16. VENEZUELA : GROSS INFLATIONARY QUANTA
1941

Increase in
Government debt
Bank credit
Foreign exchange reserves
Total
Index of
Financial activity
Liquidity

1942

1943

1944

1945

1946 1947

1948

1949

(.mil lion bolivares deflated by the index of financial activity)

2
—13
20 —27
69
6

6 —12 —38
64
41
32
79
55 116

13

44 149

84

100
100

95 109
118 128

144
115

36
39
27

110 102

5 —25 —22
12
27
13
3
70
28
20

72

19

185 272 442
109 95 69

576
63

623
66

(1941 = ioo)

cumulation of liquid balances in the former period and to the greater
availability of imported goods in the more recent period. In the last
three years, a sudden decline in liquidity (Table 16) has added intensively to the inflationary pressures.
The Government's fiscal policy, which involved the accumulation of
budgetary surpluses, was anti-inflationary during some years. The
financing of public works by public bond issues rather than by drawings on Treasury reserves represented a conscious governmental effort
to curb inflation. An increasing proportion of the budget in recent
years has represented capital expenditures for development. In view
of the resources of the banking system, the increase in bank credit has
been moderate, reflecting the conservative character of bank policy.

Quantitative Summary
As explained below, the gross inflationary quanta are not themselves
directly comparable between countries, either in the form of sums in
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national currencies or when reduced to index numbers. A comparison
of such index numbers does, however, indicate how the rates of growth
of inflation differed in different countries.
A brief survey may first bring together some of the points which
emerge from the detailed country tables. Nearly every country has
a distinctive pattern of inflationary pressures, and the relative weight
of each separate force is not easy to estimate. Broadly speaking, however, they may be classified as follows according to the periods in which
the influence of each was strongest:
Government deficit
Increase in bank credit
Export surplus
Dishoarding

1940,1946
1941 and 1944-48, particularly 1948
1942-43
1946-47; less marked in 1941, 1948-49

These results tally with the general expectations outlined in the
General Survey section above, but serve to give them somewhat more
precise form.
TABLE 17. INDICES OF GROSS INFLATIONARY QUANTA, BY COUNTRIES
(Mean for each country = 100)
Country

1941

1942

1943

1944

1945

1946

Brazil
Chile
Colombia
Costa Rica
Cuba
Guatemala
Mexico
Nicaragua
Peru
Uruguay
Venezuela
Average
(Mean = 100)

70
93
88 105
Ill 111
204 243
69 209
68 270
74 125
86 335
91 130
14
77
19
65

177
145
217
144
56
158
244
198
126
146
218

138
108
185
57
240
101
103
114
139
183
123

87
112
117
70
101
97
145
65
91
113
161

34
118
143
—26
76
36
6
13
85
134
149

158

130

100

67

1

86

146

1947

1948

63
20
—47
104
54
22

62
54
154
28
75
82
46
51
75
106

2

86
46
29
36 1

1949

50
17
43
44
16

28

701

Ten countries only.

Some additional light is thrown on the inflationary trends by a comparison of index numbers based on the gross inflationary quanta of the
separate countries. This comparison cannot well be begun in 1938,
because complete figures for that year are available only for four
countries, and because the deflationary situation then prevailing makes
its gross inflationary quanta of doubtful value as a base on which to
calculate indices. The comparison is therefore begun with 1941 for all
countries (Table 17). Because of random fluctuations in the quanta
for several countries, the indices have not been based on the quantum
for any individual year, but on the average quantum for the period in

©International Monetary Fund. Not for Redistribution

INFLATION IN LATIN AMERICA

199

each country. Thus the indices show the fluctuations below and above
the mean for the nine years of the period (six years for Brazil; eight
for some other countries).
Table 17 brings out the fact that, taking unweighted averages for
the eleven countries, inflationary pressure was greatest in 1943, and
only a little weaker in 1942 and 1944. As far as the gross inflationary
factors are concerned, therefore, the war years appear to have been
most severely inflationary. Table 17 does not, however, reflect the
changes in liquidity exhibited in Table 4; it will be remembered that
1941, 1946, and 1947 were years when liquidity fell, on the whole,
quite sharply, and it may not be too far from the truth to suggest that
in these years the over-all large increase of financial activity was due
mainly to dissaving.
Appendix
Inflation
For the purpose of this study, inflation is defined as implying the
existence in an economy of dynamic forces which (a) increase the
national money income both in absolute terms and relative to the
antecedent value of available real resources (i.e., their value at the
prices of the beginning of the period observed), and (b) unless offset
by opposite forces, bring about an increase in the real income currently
enjoyed by one or more groups in the community at the expense of
another group or groups; the effect on either set of groups may be
either absolute or relative to income. A net inflationary pressure exists
when the inflationary forces in the community exceed the anti-inflationary ones. It tends to cause an excess of current expenditure over
the antecedent cost of currently available goods.
Savings and liquidity
A distinction is drawn between "intentional" and "unintentional"
savings. The former is that which conforms to plans made by the savers
independently of changes in prices or other economic magnitudes during the period in which the savings are accumulated. In other words,
intentional savings are ex ante savings. Unintentional savings are
those created by the impact of changing prices, etc., on unchanging
plans—e.g., increases in business reserves derived from prices rising
more than costs, or in private reserves due to rationing of consumption
while income is unchanged. These unintentional savings are collectively called "Excess Liquidity"; they include, in particular, holdings
of cash and bank balances. The development of excess liquidity and its
probable effect on other aspects of the situation are discussed above.
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Active, repressed, and latent inflation
Given sufficiently rigid and accepted controls, an inflation may show
itself not in rising prices but in the accumulation of excess liquidity.
Such a development is called a "repressed" inflation, as distinct from
an active inflation in which the resources coming into the hands of the
public are all spent, with the result that prices rise. The developed
result of a repressed inflation, i.e., the situation in which liquid assets
exceed the proportion of current income which consumers and investors
would hold if there were no controls on consumption or investment, is
called "Latent Inflation."
Net inflationary forces
Inflationary forces are of four main types: (a) a budget deficit;
(b) capital formation (including building up of inventories) and the
drawing-down of reserves to pay deferred dividends or maintenance;
(c) dissaving for consumption purposes; (d) an export surplus. Antiinflationary forces work along the same channels but in the opposite
direction, either by curtailing the flow of money or by increasing the
supply of goods, e.g., a budget surplus, personal saving, an import
surplus, or a reduction of inventories. Any element in the problem considered in this paper may thus be either inflationary or anti-inflationary. It is, however, convenient to be able to use a standard
formulation, and the convention that has been adopted here is to regard
all magnitudes capable of measurement as positively or negatively inflationary. Provided reasonably adequate investment statistics are
available, (a), (b), and (d) above can be measured ex post (i.e., as
realized), and it is not unreasonable to assume that their observed total
measures fairly closely their intended (ex ante) magnitude. Some
changes between plan and realization are inevitable, especially in an
active inflation; but it can be inferred that in the aggregate the change
in the total will be relatively small, especially as the separate elements
will be affected in opposite directions. This, however, is not true of
saving, upon which the main changes between plans and outcome are
concentrated. Hence (c) above—intentional saving or dissaving (including some intentional changes in undistributed profits)—has been
treated here as a positive or negative anti-inflationary element. Using
the positive forms, the net inflationary forces are expressed as Government Deficit + Investment + Export Surplus —Intentional Saving. The
first three terms in this expression are called the "gross inflationary
forces."
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Gross inflationary quantum
Although intentional savings are not directly measurable, they will
be equal to the gross inflationary forces in any year in which there is
no inflation. Moreover, they are likely, in the absence of structural
disturbances in the economy, to be proportional to the national income.
Where, as in many Latin American countries, the national income is
unknown, an approximation to it, called the "Index of Financial Activity," may be substituted. This is derived by multiplying the average
volume of money in the year under review by the velocity of circulation
of bank deposits in that year and expressing the result as a percentage
of the corresponding product in a non-inflationary base year. Hence, if
the gross inflationary forces for any given year are multiplied by 100
and divided by the index of financial activity for that year, they will
indicate an inflation if the dividend exceeds the gross inflationary forces
in the base year. The expression
100 (Government Deficit + Investment+Export Surplus)
Index of Financial Activity
is called the "gross inflationary quantum." If the "gross inflationary
quantum" increases over time, it will be assumed that intentional savings will no longer suffice to offset the inflationary activity recorded;
and that, therefore, a net inflationary pressure will be exerted. Series
for the index of financial activity are given in Tables 1-3 above, and
for the gross inflationary quanta in Tables 6-16.
By expressing for each country the gross inflationary quantum for
each year as a percentage of its mean value for the period under review,
subsidiary series are derived which are to a limited degree internationally comparable. While they give no indication of the relative
intensity of the inflationary forces in any two countries at any one
time, they do indicate roughly the relative trend over time of the
inflationary forces in the different areas. If in one case the index
numbers are tending to grow larger, it is probable that inflation there
is becoming more intense, in comparison with another country for
which the indices are stable or are tending to decrease. Such comparisons are made above (see Table 17).
Government deficit
The government deficit should represent the excess of expenditure
over receipts (other than borrowing) for all taxing authorities. Since,
for Latin American countries, comprehensive statistics of budget deficits are frequently not available, use has been made of the net in-
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crease in the internal government debt adjusted for changes in government deposits, which reflects with reasonable accuracy the gross
inflationary effect of these deficits.
Investment
Strictly defined, the inflationary force generated by business consists
in the excess of businessmen's current expenditure over their current
recovery through prices of the costs (including depreciation and profitsloading) of previous output. Parallel effects are caused by individuals
whose expenditure exceeds their income. No complete figures of investment are available for Latin America, and only two aspects have been
studied here: (a) increases in bank credit, other than to the Government, account for most of the domestically-generated investment expenditures other than those covered by current saving; (b) an exception is private construction work financed by the issue of mortgage
bonds by ad hoc institutions. These bonds, being subscribed by the
public, are not directly inflationary, but where they increase sharply
from year to year they may absorb the limited savings otherwise
available for other forms of investment, and be therefore indirectly
inflationary.
Balance of international payments on current account
Other things being equal, a "favorable" (active) balance of international payments on current account is inflationary because it increases the money income within a country without any simultaneous
increase in the goods available there for purchase. Correspondingly, an
"unfavorable" (passive) balance is per se deflationary, though this
effect may of course be offset if the imported goods are purchased out
of newly created credit. The terms "export surplus," "import surplus"
are used in this paper for convenience to indicate an active or a passive
balance, respectively. In order to avoid the complications caused when
capital goods are imported in consequence of foreign investment in the
importing country, the change from year to year in the local currency
equivalent of the country's monetary reserves has been used for the
export or import surplus.
March 1950
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The Soviet Price System and the Ruble
Exchange Rate
Marcin R. Wyczalkowski *
INCE MARCH 1, 1950, there has been much discussion of the
S
significance of the revaluation of the ruble exchange rate and the
simultaneous adjustment of retail prices in the U.S.S.R. which oc-

curred on that date. An answer to the questions which have arisen
requires an analysis of the price system in the U.S.S.R. and of the
meaning of the ruble exchange rate in U.S.S.R. international economic
relations. This study attempts to analyze these issues and, in particular, their relation to the question of the assumption of international
functions by the ruble.

Price System in the U.S.S.R.
Price formation
The economy of the U.S.S.R is a money economy. Prices are expressed in rubles, and payments by producers and consumers are made
in money, although there are exceptions to this rule. As in capitalist
countries, some services are provided free of charge; in the U.S.S.R.,
however, these services represent a larger share of consumers' real
income than in any capitalist country.
Except on "kolkhoz markets," * price formation is not automatic.
There are price lists for all goods and for services which are not given
free of charge, and transactions concluded at other than the fixed
official prices are illegal.
The technique of cost calculation in individual enterprises may be
similar in the U.S.S.R. to that used in capitalist countries, but the
economic mechanism behind the calculation is different. There are no
prices for the factors of production which may be summarized under
* Mr. M. R. Wyczalkowski, economist in the Eastern European Division, European and North American Department, was educated at the Academy of Commerce, Warsaw, and the London School of Economics. He was formerly deputy
Professor and deputy Rector of the Academy of Commerce, Warsaw, and director of the Research Department of the National Bank of Poland. He is the
author of Money in the Capitalist System and in Planned Economy, Vol. I,
and
Economic Institutions of the United Nations, both in Polish.
1
"Kolkhoz markets" are markets where farmers sell mostly foodstuffs produced on their individual plots, or goods obtained as payment in kind for their
work on cooperative farms. The government influences prices on these markets-sales in which are relatively unimportant—in only an indirect way.
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the general term "nature," and prices for capital are largely absent.
Inequalities in average costs of production caused by differences in
natural conditions, or in the skill of management, are not allowed to
become a source of quasi-rent. An industrial enterprise in the U.S.S.R.
consists generally of several plants, whose managers perform only
technological functions. The management of the enterprise credits each
plant for its output at its planned average costs (based mostly on
actual past performance) plus a certain mark-up for profits, which
at the most amounts to 10 per cent. The enterprise delivers the output
of its plants to a central selling organization for the region at prices
which result from averaging the costs and profits of the individual
plants. The central selling organization, in turn, sells at prices equal
to the average of costs plus profit mark-up for all enterprises in the
region. Variations in these quasi-arbitrary uniform selling prices,
which may be described as "delivery prices," are usually allowed only
between regions.
Demand and supply of any producers' good in short supply are not
adjusted by increasing its price above average production costs plus a
mark-up for profits, but through an arbitrary reduction by the planning
authorities of the quantities requested by individual enterprises (in
their original "microscopic" plans). Occasionally, the central economic
authorities increase the profit mark-up for individual enterprises or
groups of enterprises to enable them to undertake rationalizing investments or to extend their productive capacity if they are considered to
be working under specially favorable conditions and to have a skilled
management. However, this is not done with the aim of adjusting
effective demand to existing supply conditions.
This method of pricing is similar to that used by capitalist countries
in wartime.2 It carefully avoids the marginal approach; indeed, the
marginal principle is regarded in the U.S.S.R. as heretical, and Soviet
economists are careful not to propose anything which appears to be influenced by it. Nevertheless, even in the Soviet economy there is some
evidence of the application of the marginal principle. Each manager
of a Soviet enterprise in making technological decisions is likely to act
in a way that implies adherence to the marginal principle, just like
an entrepreneur in a capitalist country. The factors of production of
which the supply is determined for the Soviet "entrepreneur" are, however, much more numerous than for his counterpart in a capitalist
country. Nor can he regulate the output of his plant in the same way
as a capitalist entrepreneur. As a result of the generally narrower scope
for the application of the marginal principle than in developed capi2
See Oskar Lange, The Working Principles of the Soviet Economy (The Russian Economic Institute, New York, 1943).
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talist countries, the allocation of productive resources may be presumed
to be objectively less economic in the U.S.S.R. than in such capitalist
countries.
The prices of producers7 goods also include turnover taxes. But the
tax rates for producers7 goods are very low, and the rates on producers'
goods which are used in the production of other producers7 goods are
lower than on those which are next to the stage of consumers7 goods.
The rates for a single commodity are also believed to be different, according as the commodity is to be used in the production of producers7
or consumers7 goods.
Turnover, or rather sales, tax rates on consumers7 goods, on the other
hand, are very high,3 sometimes constituting as much as 90 per cent
of the selling price. Even on goods which in British terminology would
be called "utility goods,77 they are frequently as high as 75 per cent.
In 1940, the turnover tax constituted about 61 per cent of the total
value of consumers7 goods sold to the public; for 1941, a percentage of
73 was planned.4
Turnover taxes are used to influence consumer demand so that it
exerts little influence on the structure of production of producers7 goods.
If the scales of preference of those who control economic planning differ
from consumers7 preferences, the turnover tax may be used to adjust
the demand for any good to an arbitrarily regulated supply. Even for
goods in which the planners take no interest, but permit production in
proportions regulated by consumers7 choices, producers7 interpretation
of consumers7 wishes may be obscured by tax rate manipulations.
Since, moreover, consumers are unable by their individual actions to
determine either the rate or the volume of savings, "consumers7
sovereignty77 is for the most part absent in the Soviet economy.
This method of pricing, largely independent of the marginal principle,
gives the Soviet Government power to introduce, almost overnight,
changes in the level of prices or in the price structure. Such over-all
changes in price lists have occurred several times in Soviet history. In
some instances, price adjustments had become necessary as a result of
conditions created by inflation or other forms of economic mismanagement ; in others, they seem to have been the inevitable outcome of the
normal working of the Soviet economic organization.
Prices and economic development
The Soviet economy may be said to be in equilibrium at a given
national income level and a given price level of consumers7 goods if the
3
This may be explained in part by the fact that they are a substitute for
rents
and a part of "normal" profit at various stages of production.
4
A. Yugow, Russia's Economic Front for War and Peace (New York, 1942),
p. 132.

2
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prices of all elements in the cost calculation have been established so
as to assure equality between the value of the current production of
consumers' goods and total consumers' outlays, which in the U.S.S.R.
are almost identical with total wage earnings minus loans to the state
and insignificant voluntary private savings. If—with given preference
scales of consumers and of those who ultimately decide about economic
planning,5 given techniques of production, and given conditions of
economic and social structure—production and government expenditure expand at the same rate as population, the prices of the elements
in the cost calculation and of consumers' goods may remain unchanged.
As soon, however, as either the technique of production, the economic
and social structure, preference scales, or per capita production of consumers' goods changes, cost elements and/or prices of consumers' goods
must also change.
In fact, in the U.S.S.R. national income, techniques of production,
and economic structure change rather rapidly. Since the Soviet Government also aims at distributing increments in the national income so
that per capita production of consumers' goods may increase, frequent
adjustments in wage earnings and other cost elements and/or in prices
of consumers' goods are therefore to be expected.
If the supply of consumers' goods increases, equality between supply
of and demand for these goods—one of the conditions of general
equilibrium—may be maintained by means of a piece-work system of
pay, efficiency premiums, and increases in basic wage rates. If total
earnings increase in a certain period more or less than the supply of
consumers' goods, the prices of these goods should be changed. Before
the war, the Soviet economy was subjected to continuous (although
receding) inflationary pressures caused by imperfections in economic
management, and there were frequent upward adjustments in the
prices of consumers' goods. Since the war, however, as a result of reconstruction, large imports of machinery, increasing supplies of raw
materials, and improvements in the skill and organization of labor, the
per capita supply of consumers' goods has increased rapidly. At the
same time, actual average costs of production have been continuously
and significantly decreasing, and the cost elements, adapted to the
previously existing conditions, have become more and more fictitious.
In a highly centralized planning system there is, naturally, strong
5
The preference scales of these two categories of persons cannot conflict, because the portions of consumers' preference scales which become "active" (i.e.,
can exert an influence on the economy) are only those to which the planners'
preference scales are indifferent, or which are identical with the latter. Active
preference scales of planners comprise those spheres of choice which are represented by the "closed" portions of consumers' scales or which do not appear
on these scales. Cf. Jan Drewnowski, "Proba Teorii Gospodarki Planowej,"
Ekonomista (Warsaw, 1938/39).
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resistance to frequent changes in the cost elements and in the prices
of consumers' goods. It is a great convenience in planning to operate
with stable "values." In contrast to the actual tempo of economic
development, the Soviet system of economic management may therefore in this respect be regarded as rigid.
Under dynamic conditions, planning which operates on values fixed
in the past gradually becomes ineffective, and after a certain time,
during which only sporadic and uncoordinated adjustments are made
beneath the unchanged surface of fixed prices, over-all changes become
necessary. Planned costs must be revised so as to reinstate economic
incentives in enterprises, and wages and/or prices of consumers' goods
must be changed so as to restore equilibrium between the production
of consumers' goods and the demand for them, in conformity with
whatever policy determines the share of consumption in the national
income.
Since the monetary and price reform of December 1947, there have
been three such major adjustments, each involving an over-all reduction in prices. The method of adjustment by increasing wages and
salaries has not been used because it seemed less convenient for planning purposes. Changes in wages would seriously distort all the established elements of cost calculation.
Technique of price reduction
A description of the techniques used in the price reduction of March
1950 and of its financial implications cannot be found in the Soviet
publications which are available. They may be deduced, however, from
the principles of the Soviet price and financial system.
A reduction in the prices of consumers' goods in the U.S.S.R. can be
accomplished either by decreasing production costs, by lowering the
turnover tax, or by a combination of the two, and either with or without a reduction in earnings.
Actual costs of production decrease gradually. As long as planned
delivery prices remain unchanged, a reduction in costs results only in
increased extra profits, i.e., profits above the established mark-up. An
adjustment of planned costs to the actual level of costs is permitted
only when the planning authorities so decide. Then if turnover taxes
remain unchanged, the retail prices of consumers' goods must be reduced in accordance with the reduction in costs of production.
The reduction of prices in the U.S.S.R. on March 1, 1950 involved
an estimated average fall of 15 to 20 per cent. Under the assumption
that, on the average, the turnover tax accounts for 60 per cent of retail
prices, such a reduction in prices would require a reduction in total
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costs of production (including a mark-up for profit) by 37.5 to 50 per
cent, if the yield of the turnover tax were to remain unchanged. The
actual reduction in production costs is unlikely to have been of this
magnitude, since there had been a reduction in prices of consumers'
goods and in costs as recently as March 1, 1949. Neither can it be
assumed that the price reduction was effected solely by reducing turnover tax rates at unchanged costs of production. With unchanged costs,
prices—of which 60 per cent was accounted for by turnover tax—could
have been reduced by this means by 15 to 20 per cent only if it were
possible to reduce turnover tax rates by 25 to 33 per cent. Such a
reduction would have been either too burdensome for the state budget,
or would have had to be associated with some new revenue-increasing
measures, which would mean a major change in the financial system
of the U.S.S.R., about which nothing has been heard. A change of this
kind might be deduced if costs of production were to fall while "delivery
prices7' remain unchanged, the price reductions then being effected by
cuts in the turnover tax rates. This would mean the legalization of
extra profits in the form of increased profit mark-ups. The Soviet economic authorities, however, aim at the maintenance of rather low
profit margins, to prevent managers of enterprises from relaxing their
efforts to economize on expenses. (Actual costs in excess of delivery
prices may cause an investigation into the work of the manager, followed by sanctions.) Since part of profits may also be used for investment in the enterprises where the profits originate, increases in profits
would mean an expansion of decentralized investments with the eventual possibility of far-reaching changes in the planning system.
Actually, it seems probable that in the changes of March 1950 both
techniques for reducing prices were used. Planned delivery prices were
reduced and turnover tax rates cut. The application of these techniques means either an actual decrease in government revenue or an
increase at a declining rate. According to the Soviet official statement,
the recent cut in prices will reduce the 1950 expenditures of the population by 110 billion rubles; 80 billion will be saved through lower prices
in state stores and 30 billion through price reductions on kolkhoz
markets6 and in cooperative stores. This statement probably means
that, if prices had remained unchanged (i.e., equal to those of 1949),
the population of the U.S.S.R. would have spent in 1950 from their
money incomes, increased according to plan, 110 billion rubles more
than at the reduced price level. The 80 billion rubles "lost" by state
stores would represent 18 per cent of the total revenue planned in the
1949 budget. Even on the assumption that the increase in the national
6

Prices on kolkhoz markets are greatly dependent on the prices charged by
state and cooperative stores for identical commodities or for good substitutes.
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income (at 1949 prices) for 1950 were 20 per cent, and that—if prices
had remained at the 1949 level—the percentage increase for state
revenue were the same as for the national income, the reduction in
anticipated revenue that would be necessary if the price reduction had
been only at the expense of current government proceeds would be so
large as to be very unlikely. Any increase in the national income
is usually divided between consumption and investment (the latter is
financed mostly by the state budget) in such a way as to ensure a
significant increase in investment, greater than the increase in consumption. The increase in the national income of 1950 would have to
be very large if government revenues and, consequently, also investment were to increase significantly, in spite of a cut in the rate of
increase in government revenues so severe that, if it had been applied
in 1949, actual revenues would have fallen by almost one fifth.
This seems to suggest that the reduction in prices may have been
made possible in part by a revision in workers' efficiency rates, basic
wage rates probably remaining unchanged. Sporadic revisions of this
kind are possible in view of changes in methods of production (e.g.,
increases in capital equipment) which increase the efficiency of labor.
However, insofar as the reduction in retail prices was achieved
through a cut in turnover tax, it was probably carried out at the
expense not only of current budgetary revenues, but also of the revenues
of the previous year (1949). Inventories were probably gradually
accumulated before prices were reduced (which implies a relative reduction in government revenues during the period of accumulation and
also a volume of production in excess of current sales to the public).
The expansion in consumers' demand in response to reduced prices
may be satisfied by a gradual depletion of inventories until current
production increases sufficiently. In viewT of these considerations, it
seems possible that the reduction of prices may have been achieved
without any significant reduction in the earnings of the population.
The relative importance, in practice, of these techniques for reducing
prices cannot be evaluated. However, it may be assumed that the
combined effect of increased national income and reduced prices will
be an increase both in real per capita consumption (although probably
not to the full extent of the price reduction) and in government revenue
and investment.
The reduction of prices of consumers' goods by various percentages
(necessarily arbitrarily selected, although" an analysis of the market
certainly preceded this action) will cause shifts in demand. Further
price adjustments, covering a wide range of goods, are therefore to be
expected. The reduced prices, however, may have been set at such a
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level that the aggregate value of consumers' goods available (after
previously accumulated extra inventories have been sold) will for
some time be smaller than the amount of money which consumers
would be willing to spend on consumption goods during the same
period. This would have effects similar to those of an inflation. In
such a case, the necessity of adjusting prices to consumers' preference
scales (while the general price level remained unchanged) would be
less strongly felt, since under inflationary conditions almost any combination of goods can be sold easily, even though relative prices are
not correctly fixed.7
Price spread
As pointed out above, costs of production under the Soviet pricing
system do not include rent or interest, and in industries producing
capital goods they include only small profits (compared with those
which would be considered as normal in capitalist countries). What is
not included by state enterprises in the costs of production is collected
by the state in the form of high turnover taxes on consumers' goods.
Turnover taxes are also a means by which the quantity of consumers'
goods which is demanded is made equal to the quantity supplied. The
volume of output of consumers' goods is set by the central planning
authorities, and may be safely assumed to be smaller than would be
produced if a fair degree of consumers' sovereignty existed in the Soviet
Union. Turnover taxes are therefore a means of collecting a significant
part of state corporate savings, which correspond to investments decided by the planning authorities.
The result of this pricing system is a larger discrepancy than is usual
in capitalist countries between the delivery prices of all goods—which
roughly correspond to wholesale prices charged by producers in capitalist countries—and the retail prices of consumers' goods. For example, for bread this discrepancy amounted before the war to about
75 per cent of the retail price, which is probably more than the difference between the producers' price and the retail price in any capitalist country. In comparison with the situation in capitalist countries,
there are, therefore, in the U.S.S.R. one group of goods which are
relatively "cheap" and another which are relatively "expensive." To
the relatively "cheap" category belong all producers' goods and consumers' goods at delivery prices, while to the relatively "expensive"
group belong all consumers'- goods at the retail stage of distribution.
The difference between the price levels of these two groups of goods
may be called the relative price spread or, more briefly, the price spread.
7

A situation similar to this existed in the U.S.S.R. before the war.
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The relative price spread in the U.S.S.R., in comparison with, say,
the United States, indicates the extent to which the difference in the
Soviet Union between the wholesale (delivery price in the U.S.S.R.
and wholesale factory price in the U. S.) and retail prices of representative baskets of goods and services is greater than in the United States.
If prices of baskets of "cheap" goods in the United States and the
U.S.S.R. are denominated "Aa" and "Ar," respectively, and prices of
"expensive" goods "Ba" and "Br" the following formula may be used
for measuring the relative price spread in percentage terms:

It is, however, always possible to assume a hypothetical exchange rate
for the Soviet currency which will make Aa equal to Ar. The formula
for the relative price spread then becomes

*-f I

A comparison of the price situations in capitalist countries may also
reveal the existence of relative price spreads there. Differences in taxation, in social insurance systems, and in customs duties, may create
price spreads for various groups of goods and services, and restrictions
on the mobility of factors of production and monopolies help to maintain these spreads.8 These spreads, together with the effects of differences in natural resources, may make one country "cheap" or
"expensive," depending on the groups of goods used for comparison, and
thus affect the commodity composition of exports and imports. However, such price spreads as exist between capitalist countries are not
nearly so extensive as in the U.S.S.R.
The formula suggested above cannot in practice be used to calculate
the actual price spread in the U.S.S.R.—e.g., in comparison with the
United States—since information on prices in the U.S.S.R. for the "A"
group of goods is lacking, and on prices of the "B" group of goods is
very limited. The price spread may, however, be estimated indirectly.
The turnover tax content in the retail prices of consumers' goods is
8
Relative price spreads among capitalist countries may develop where previously they did not exist or existed only in a smaller degree. To measure changes
in the relative price spreads between two countries over a period of time, a
formula may be used similar to that explained above:
with

the terms of the formula representing price indices of "A" and "B" groups of
goods in the two countries "a" and "b" calculated so that the indices at the
beginning of the period equal 100.
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known to have been 61 per cent in 1940 and to have been planned at
63 per cent for 1949. It may be assumed to amount to 60 per cent at
present. The remaining 40 per cent represents delivery prices plus
costs of distribution. If costs of distribution in the U.S.S.R. represent
the same percentage of delivery or wholesale factory prices as in the
United States, the price spread in the U.S.S.R. relative to the United
States would correspond to the turnover tax content in the aggregate
value of consumers' goods. In fact, although the bureaucratic distribution apparatus of the U.S.S.R. works clumsily, the distribution costs
in the Soviet Union may be relatively lower than in the United States,
because profits of trading organizations are set very low. There are,
moreover, in the United States, some price-increasing taxes which correspond to part of the 60 per cent turnover tax content in the Soviet
prices of consumers' goods. The relative price spread may therefore
be assumed to be somewhat less than 60 per cent.
Under the conditions of a market economy, an estimate such as that
made above would be fairly representative of the price spread for
all goods of category "A" But in the U.S.S.R. the price mechanism
does not fulfill its traditional function; the allocation of factors of production between the industries producing capital goods and those
producing consumers' goods is not motivated by relative profitableness.
It is, therefore, possible for the price spread for capital goods to differ
significantly from that for consumers' goods, and there seems to be
convincing evidence that this is actually the case. Profits in industries
producing capital goods are set at a much lower level than profits in
industries producing consumers' goods, the labor assigned to the former
group of industries is generally better trained, and the machinery used
there is more extensive and modern. Consequently, the price spread
between capital goods and raw materials at the "delivery" stage and
consumers' goods at the retail stage may be larger than that between
consumers' goods at the "delivery" and the retail stages.

Meaning of the Exchange Rate of the Ruble
Exchange rate and the price spread
In order to interpret the real meaning of the ruble exchange rate in
its relation to the Soviet price system, let the assumption first be made
that the Soviet authorities make decisions concerning international
transactions on the basis of existing domestic and foreign prices, as is
done in free competitive economies.
In free competitive economies, the difference between wholesale and
retail prices does not vary very much from country to country; in other
words, any relative price spread that may exist cannot be of great
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significance. If an exchange rate is allowed to have its full effect upon
foreign trade transactions (i.e., without direct or indirect premiums
or surcharges), this in itself tends to limit the size of any price spreads.
And, in turn, if price spreads are small, this facilitates the use of single
exchange rates in economic relations with other countries. The relative
price spread for the U.S.S.R., however, is large, and this has a direct
bearing on the foreign value of the Soviet currency.
Soviet merchandise exports and imports are composed of goods of
"A" price category. Even consumers' goods are sold to export organizations at delivery prices. Therefore, if prices are to be used as a guide
in the decisions of the Soviet foreign trade organizations, the exchange
rate used in foreign trade transactions would have to conform to the
"A" price level. A similar assumption applied to consumers7 goods and
services sold to foreigners inside the U.S.S.R. would mean that the
exchange rate applied to foreign travellers, businessmen, and diplomats
should conform to the "B" price level. Because of the price spread
discussed in the preceding section, these two exchange rates cannot be
identical. As long as the present system of pricing is maintained in the
U.S.S.R., and on the assumption that exchange rates should conform to
domestic and foreign prices, there should therefore be two exchange
rates for the ruble.
The realization that no single exchange rate can fully indicate the
relationship between the values of the Soviet and other currencies is
of great significance for many comparisons between Soviet and capitalist economic magnitudes. Economists sometimes use prices of consumers' goods for estimating the proper exchange rates of various
countries. Because there are no significant relative price spreads among
those capitalist countries which do not have extensive economic controls, the exchange rate thus estimated may approximately represent
the price relations of all goods in such countries. Such an exchange
rate, however, would not be proper for an estimate of, for example, the
dollar value of the budgetary investment appropriations in the Soviet
Union. Estimates and analyses of the national income of the U.S.S.R.
may also lead to erroneous conclusions if the peculiarity of the Soviet
economic system discussed above is not taken into account.
On the assumption that the decisions of Soviet authorities concerning
international transactions are based on existing domestic and foreign
prices, and that there are generally favorable conditions for the development both of exports and of tourism, the existence of a single
ruble exchange rate would result in smaller foreign exchange proceeds
than if there were two exchange rates (or three, if the relative price
spread between prices of capital goods and delivery prices of consumers7 goods is significant).
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In fact, after July 1, 1950 there was to be only one exchange rate
for the Soviet currency, 4 rubles to 1 U. S. dollar. Until June 30,1950,
there were two exchange rates: one official, 4 rubles per U. S. dollar,
which followed from a declared gold content of the ruble, and the
other preferential, 6 rubles per U. S. dollar, which was called the
"diplomatic" exchange rate. The existence of two exchange rates, however, did not necessarily mean that there was conformity between exchange rates and prices in the U.S.S.R. and abroad; nor did it prove
that decisions concerning individual international transactions were
based on prices in the U.S.S.R. and abroad. Even an approximate conformity between exchange rates and price levels in the U.S.S.R. and
abroad could merely suggest, but not prove, that exchange rates were
actually applied to Soviet individual international transactions. There
was, in fact, no such conformity; and there is no conformity between
the present single exchange rate of the ruble and the price levels of
either "A" or "B" groups of goods. This will be shown in the last section
of this paper. In the present section, only the problem of the conformity between exchange rates and prices in individual transactions
will be discussed.
The relevance of the exchange rate
Foreign trade in the U.S.S.R. is a state monopoly. Its purpose, apart
from the achievement of the highest possible prices for exports and
the lowest possible prices for imports,9 is, as has been explicitly stated
by those responsible for Soviet economic policy, to shield the domestic
economy from external influences.
Foreign trade organizations buy in the domestic market goods destined (by the economic plan) for export, and sell imported commodities
to Soviet enterprises at domestic delivery prices. (The prices of imported goods may be set more arbitrarily by import organizations, since
in many cases they are very imperfect substitutes for goods produced
domestically.) Export goods are sold and import goods bought by the
trade organization at the prices prevailing in foreign markets. Prices
in trade with other member countries of the Council of Mutual Economic Assistance10 deviate from world market prices because of adjustments for differences in transportation costs, etc. They are probably also influenced by the comparative bargaining powers of the
parties to a trade agreement.
9
This does not imply that better terms of trade are actually assured under a
state monopoly than under a more competitive form of organization.
10
Member countries are Albania, Bulgaria, Czechoslovakia, Hungary, Poland,
Rumania, and the U.S.S.R.
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The ruble exchange rate is of no interest to Soviet domestic producers (i.e., those who sell goods destined for export to exporting organizations) , to final purchasers of imported goods, or to foreign
exporters and importers. Transactions between foreign exporters and
importers and Soviet specialized foreign trade organizations are settled
in foreign currencies (or in some abstract unit of value), and transactions between Soviet foreign trade organizations and Soviet suppliers
or purchasers of exported or imported goods in rubles. No explicit
exchange rate is used.
In view of the method of price formation in the U.S.S.R. and of the
fact that domestic prices are "shielded" from outside influences, any
resemblance between the price patterns in the U.S.S.R. and in other
countries could be nothing more than a sheer coincidence. Therefore,
if a uniform exchange rate were applied to foreign trade transactions,
carried out according to a plan constructed independently of domestic
prices, some exporting and importing enterprises would make extra
profits while others would suffer losses. The exchange rates actually
involved are, therefore, only implicit and necessarily multiple, and, in
the management of the Soviet economy, are of no significance. The
exchange rate is, in fact, irrelevant in foreign trade transactions. It
in no way serves as a guide in making foreign trade decisions. If it
were to be used for this purpose, it would have to be a price, which
the ruble exchange rate is not.
The only use of the official exchange rate in the U.S.S.R. is to convert foreign exchange reserves into rubles in order to make them an
item formally comparable with other items in the balance sheet of the
State Bank. But since the official exchange rate does not represent an
average value of the ruble (as will be shown in the next section), the
ruble values of foreign exchange obtained in this way cannot serve any
planning purpose. It is doubtful whether even an exchange rate which
conformed to the "A" price level could serve a planning purpose, because the distortion of prices would mean that any shift in the commodity composition of exports or imports would cause changes in the
value of the ruble.
A comparison of foreign trade balances expressed in terms of a
foreign currency and in rubles may provide a limited substitute for
the guidance functions of the exchange rate. U.S.S.R. foreign trade
may be balanced in terms of rubles and at the same time unbalanced
in terms of foreign exchange, or vice versa. A comparison of these
balances might reveal fiscal ruble losses or profits. Where accounts
are unbalanced in terms both of foreign exchange and of rubles, a
formula may be devised for calculating the fiscal results of foreign
trade transactions.
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If there are to be neither gains nor losses, the following condition
must be fulfilled:

where "Ir" "Er" are the ruble values of

imports and exports, and "Id" and "Ed" the dollar values of imports
and exports, respectively. This condition means that the average implicit exchange rate for imports is equal to that for exports. If it is
not fulfilled, the difference between the actual ruble value of imports
and the hypothetical dollar value which would give a zero fiscal profit,
or a similar difference computed for exports
shows the range in terms of rubles of the fiscal profits or losses. If
exports and imports in terms of dollars are equal, both formulae reduce
to Ir — Er.
Such calculations may be applied for the purpose of choosing the
goods to be exported or imported. In order to eliminate or diminish
fiscal losses, or to obtain fiscal profits, the commodity composition of
exports and imports should be set so as to maximize the implicit exchange rate of the ruble. In fact, however, shifts in the commodity
composition of Soviet foreign trade are determined by the requirements
of Soviet economic plans for production and consumption, and appear
not to be influenced by any consideration of this kind.
While the official exchange rate of the ruble is irrelevant in foreign
trade transactions, it is relevant in transactions with foreigners who
purchase consumers' goods and services inside the U.S.S.R. at retail
prices and pay in rubles. The scope of transactions in which the exchange rate is relevant might be widened or narrowed. For example,
it might be made relevant in payments for transit charges, if these had
to be made in rubles according to domestic tariffs, or its relevance
might be limited by organizing special stores for diplomats, where
payments were required in foreign exchange. It is, however, difficult to
imagine any practical policy which would completely eliminate the
relevancy of the exchange rate.
Since the official ruble exchange rate is irrelevant for foreign trade
purposes, i.e., in transactions in goods of "A" price category, but is relevant in transactions in goods of "B" price category, it should be expected to conform to the "B" price level.

Significance of the Revaluation of the Ruble
Revaluation of the ruble
On February 28, the Council of Ministers of the U.S.S.R. announced
the revaluation of the Soviet ruble and, as indicated above, a reduction
of retail prices of important consumers' goods, effective March 1, 1950.

©International Monetary Fund. Not for Redistribution

SOVIET PRICE SYSTEM AND EXCHANGE RATE

217

The value of the ruble used in accounts for foreign trade transactions
was fixed at 0.222168 grams of fine gold, which corresponds to a price
for fine gold of 4.5011 rubles per gram. The exchange rate of the ruble
was accordingly changed from 5.30 to 4 rubles to the U.S. dollar, a
revaluation of 32.5 per cent.11 The preferential diplomatic exchange
rate was changed from 8 to 6 rubles to the U.S. dollar, a revaluation
of one third. As of July 1, 1950, the preferential diplomatic rate was
abolished.
By tying the ruble to gold, the Soviet Government discontinued the
practice established in 1937 of calculating exchange rates in terms of
other currencies on a dollar basis: "In the event of further changes in
the gold content of foreign currencies or in their exchange rates, the
State Bank of the U.S.S.R. shall alter the foreign exchange rate of the
ruble correspondingly." 12
The revaluation of the ruble was justified, according to the official
statement, by three reductions of prices of consumers' goods in the
U.S.S.R. since the monetary reform of 1947, and by the increase of
prices in Western countries.13 This "resulted in ... strengthening of
the ruble, increasing its purchasing power, so that it is now 14 higher
than its official exchange rate."15
"Internationalization" of the ruble
Since under the present price and foreign trade system of the
U.S.S.R. the exchange rate of the ruble has been irrelevant for foreign
trade transaction purposes, the opinion of the Soviet Government that
the rate should conform to relative price levels, and its decision to
change the rate, may suggest that the Soviet Government intends to
give the ruble some new important functions in its foreign trade.
The Soviet Union has ceased, since 1949, to observe strictly the
long-established rule of expressing foreign trade agreements in terms of
foreign exchange, mostly in U.S. dollars. The values of goods to be
exchanged were expressed in rubles in a few of the agreements concluded in 1949 with Eastern European countries. Also, after the ruble
11
Supplement to the New Times, No. 10, March 8, 1950, p. 7 ("Decision of
the Council of Ministers of the U.S.S.R. to calculate the value of the ruble on
a gold
basis and to raise the ruble foreign exchange rate").
12
Loc. cit.
13
Loc. cit.: "In the United States of America, too, the continued rise of prices
of articles of general consumption, and the continued increase of inflation resulting therefrom, which has been repeatedly admitted by responsible spokesmen of the United States Government, have led to a substantial decline of
the14 purchasing power of the dollar."
That is, before its revaluation.
15
Supplement to the New Times, loc. cit.
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revaluation of February 28, 1950, Poland published her 1949 foreign
trade statistics in terms of the new ruble, instead of in U.S. dollars, as
had previously been customary. This development may seem to indicate that the U.S.S.R. intends, in its trade transactions, to replace
the U.S. dollar with the ruble, and to create a ruble bloc in Eastern
Europe, possibly with a multilateral system of settlement.
If the ruble were to replace the U.S. dollar in Eastern European
trade, it would have to fulfill the same functions that are now performed by the dollar. (This would be a necessary but not a sufficient condition for the ruble to become an international currency.)
At present the U.S. dollar is used by member countries of the Council
of Mutual Economic Assistance in quoting prices and values in international trade and for reserve purposes. In fulfilling the first function,
however, it expresses approximately world market prices, and not the
prices actually prevailing in the U.S.S.R. and in other Eastern European countries. The importance of the dollar as an element in monetary reserves is very limited: trade under bilateral agreements is
usually balanced, and temporary export surpluses represent an accumulation of "clearing dollars," which can be converted into goods only
within specified commodity lists at negotiated prices. The dollar performs a reserve function in the full sense only for the final export
surpluses which, according to some agreements, must be paid in U.S.
dollars. But even in this case, this function is performed only because
dollars are convertible into goods in countries outside Eastern Europe
and are therefore acceptable by any Eastern European country.
For the ruble to fulfill the functions at present performed by the
U.S. dollar, it must be made acceptable in payments for final trade
surpluses, and indeed if trade within the Eastern European countries
is to be multilateralized, it must be made acceptable for that purpose
to a larger extent than is the U.S. dollar at present in that area. This
requirement might be satisfied in two ways.
First, the prices used for foreign trade purposes might still be world
market prices, while Eastern European countries would be supplied
with the amounts of rubles convertible into U.S. dollars (or any other
Western currency) needed to cover their import surpluses in trade with
the West, which for all practical purposes would be equivalent to the
convertibility of rubles into gold. This solution, although it probably
would contribute to the multilateralization of trade, would not in fact
replace the U.S. dollar with the Soviet currency. The ruble supplied to
Eastern European countries by the U.S.S.R. would not be the ruble
circulating in the Soviet Union. As long as the valuation of goods
exchanged was based on world market prices, it would in fact be only
the U.S. dollar or some other currency, to which the name of ruble
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would be given while it was being used in Eastern Europe. Such a
solution may be called a nominal substitution of the ruble for the
U.S. dollar.
Alternatively—and this is the only way by which the Soviet currency
could actually be made a substitute for the U.S. dollar in its economic
functions—the ruble might be made directly convertible (within the
conditions of the trade agreements) into goods at the delivery prices
prevailing in the U.S.S.R. and in other member countries of the Council
of Mutual Economic Assistance. This would mean that the ruble exchange rate would become relevant in foreign trade transactions, and
would perform the function of guidance normal to an exchange rate.
If this condition were fulfilled, the ruble would cease to be a purely
domestic currency and, under favorable technical conditions, might
come to be used in international transactions, not only inside the
U.S.S.R. but also by other countries.
The new exchange rate and the price level
The March 1950 revaluation of the Soviet currency could be regarded as a preliminary step toward internationalization of the ruble,
only if the exchange rate of 4 rubles to the U.S. dollar then established
were to correspond approximately to the "A" price level in the U.S.S.R.
Such an exchange rate would facilitate the changes in price patterns
which are necessary if the exchange rate of the ruble is to perform
guidance functions and become a relevant factor in international trade.
The lack of data on wholesale prices in the U.S.S.R. does not permit
any precise estimate of the ruble exchange rate which would conform
to the "A" price level in the U.S.S.R. and to general price levels in
Western countries. On the basis of limited data on the prices of consumers7 goods, the exchange rate which corresponds to the purchasing
power of the ruble, measured in terms of prices of "B" goods, may,
however, be roughly estimated at about 25 rubles to the U.S. dollar.
The value of the ruble measured by reference to the cost of living is
greater because of the importance in the U.S.S.R. of relatively inexpensive services, e.g., rents, and may be estimated at about 20 rubles
to the U.S. dollar. If the relative price spread in the U.S.S.R. amounts
to 60 per cent, the average exchange rate based on "A" prices, calculated on the basis of the simplified formula, would be around 10
rubles to the U.S. dollar, with the rate appropriate for capital goods
perhaps somewhat higher. On this hypothesis, the ruble seems, at the
present exchange rate of 4 to the dollar, to be overvalued by about
150 per cent. If the price spread in the U.S.S.R. is assumed to have
been estimated with sufficient accuracy, the present exchange rate is
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thus too high to represent even approximately the relation between
average domestic Soviet prices of "A" goods and wholesale prices in
Western countries.
It might be argued that the present ruble exchange rate has been
established because it corresponds to the prices and exchange rates of
the members of the Council of Mutual Economic Assistance, which
account for about two thirds of the total "commercial" foreign trade16
of the U.S.S.R. If this were so, the currencies of the Eastern European
countries, in relation to Western currencies, would also be overvalued
by about as much as the ruble.
The exchange rates of at least three countries, Czechoslovakia,
Hungary, and Poland, which account for the greater part of Eastern
European trade with the U.S.S.R., probably correspond approximately
to their "B" price levels, and in any case are not overvalued by 150
per cent. To ascertain how far the present ruble exchange rate corresponds to Eastern European prices and exchange rates, however, rates
corresponding to "A" price levels should be compared. Since such exchange rates do not exist in these countries, the Soviet Government
cannot have been motivated in its decision to revalue the ruble by a
desire to adjust it to Eastern European exchange rates.
It may be concluded that, at the present exchange rate, the ruble is
seriously overvalued in comparison with any currency of importance
to the U.S.S.R., and that it does not represent even approximately the
"A" price level purchasing power parity.
Conditions for relevance of the exchange rate
Even if the present ruble exchange rate corresponded approximately
to the relation between "A" price levels in the U.S.S.R. and in Eastern
European countries and wholesale price levels in Western countries,
this would not be a sufficient condition for the internationalization of
the ruble. A further condition would also have to be fulfilled: national
exchange rates would have to be made relevant in international trade
transactions. Only then, under favorable technical circumstances and
arrangements, might the ruble become an international currency. This
condition has not so far been fulfilled in the U.S.S.R. or in the Eastern
European countries which are members of the Council of Mutual
Economic Assistance.
If internationalization of the ruble is to be achieved on a world
scale, Soviet domestic prices in foreign trade transactions would have
to be adjusted to Western price patterns, in order to make them rele16

That is, trade for which payment in some form is made.
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vant for foreign trade transactions. Western price patterns could be
influenced only insignificantly by the U.S.S.R., through changes in
the volume or the commodity composition of its trade. The changes
which would be necessary in Soviet domestic price patterns, and possibly also in its taxation system17 would, however, be far-reaching.
That this would be the aim of the Soviet Government is improbable.
It would involve radical changes in economic planning, and for that
matter in the whole economic system of the U.S.S.R., and is in any
event impossible on ideological grounds. The Soviet economic system
and its technical methods of economic management are considered by
the Soviet authorities to be superior to any other, and the conviction
that the acceptance of external influences would impair the purity of
socialist principles, as interpreted by the Communist Party, is deeply
rooted in Soviet minds.
It might be argued, however, that internationalization of the ruble
may be feasible if limited to the U.S.S.R. and other members of the
Council of Mutual Economic Assistance (possibly including Eastern
Germany and China). This, it might be maintained, is possible, since
Eastern European prices could be adjusted to Soviet patterns by
governmental administrative action. An Eastern European clearing
union could then be created and a certain degree of multilateralization
achieved.
Such a unification, however, would require the members of the
Eastern European Clearing Union to have two different standards of
value for foreign trade: one for partners in the Union and the other
for the outside world. The first would be based on Union price patterns, the latter on the U.S. dollar and other Western currencies. It is
doubtful whether such a system would represent any simplification,
compared with the present one.
In any event, such unification would not be consistent with the
present economic doctrine and management of the U.S.S.R. The
system of pricing (as distinct from the price pattern which results from
the pricing system) applied in the U.S.S.R. is regarded there as the
ultimate perfection of economic calculus and is gradually being accepted by other Eastern European countries. Because of differences
in basic economic facts, the price patterns which will emerge in Eastern
European countries after the Soviet pricing methods have been introduced could, however, be similar to those in the U.S.S.R. only by accident. There are significant differences in the patterns of prices of labor.
17
The maintenance of exchange rates which are relevant for foreign trade
purposes is probably partly responsible for some limitations upon the extent to
which the taxation systems of countries which maintain such exchange rates can
be allowed to diverge.
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Therefore, if goods moving in intra-Eastern European trade were to
be priced according to the Soviet price pattern, this could not be done
by a thoroughgoing application of the Soviet pricing methods in other
Eastern European countries. Either the Soviet price pattern or the
Soviet pricing methods may be accepted by Eastern European countries. Both cannot be maintained at the same time. The fact that the
Eastern European members of the Council of Mutual Economic Assistance are introducing the Soviet pricing methods seems to rule out
the possibility, at least for the time being, of a unification of prices.
Therefore, of all the characteristics of an international currency,
only the purely technical condition that the ruble shall be related to
national currencies through exchange rates can be and is fulfilled. This
in itself, without fulfillment of the condition that exchange rates shall
be relevant, gives the ruble only the appearance of an international
standard of value, and may satisfy only the requirements of prestige.
Prices in trade agreements may be expressed in rubles, but these prices
will either be agreed arbitrarily or will represent only translations from
the prices of Western capitalist countries.
Since it can hardly be expected that the Soviet pricing methods will
be changed in the foreseeable future, any spectacular moves of the
U.S.S.R. affecting foreign trade and exchange, similar to the latest
revaluation of the ruble, would at most mean only an approach to the
nominal substitution of the ruble for the U.S. dollar. There is no doubt
that the Soviet Union is gradually consolidating the economies of
Eastern European members of the Council of Mutual Economic Assistance, and that foreign trade is one of the main instruments of
this policy. But it seems evident that this will involve only a consolidation of planning, the pooling of commodities and specialization of production, and that currency considerations will play no active part in it.
Diplomatic exchange rate
Since under the present price patterns in the U.S.S.R. the exchange
rate of the ruble must continue to be irrelevant, an improvement in
the terms of trade of the U.S.S.R. in relation to Eastern European
countries could not have been the aim of the revaluation of the ruble.
The terms of trade were, however, improved in relation to all countries
by the revaluation of the diplomatic exchange rate. The Soviet Government does not intend to increase its foreign exchange proceeds from
tourists, diplomats, etc., and, therefore, could afford to revalue the
diplomatic ruble, although it was already greatly overvalued. It is
possible, however, that the demand for rubles at the diplomatic exchange rate is already so inelastic that this revaluation will in fact
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slightly increase total foreign exchange proceeds. At the same time,
the revaluation of the ruble may decrease the expenditures of Soviet
representatives in Eastern European countries and in Eastern Germany,
and reduce the costs of all services bought by them in these countries,
which are not covered by clearing trade agreements.
June 1950
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Some Economic Aspects of Multiple
Exchange Rates
E. M. Bernstein *
FUNCTION of exchange rates is to assist in bringing a
ONEcountry's
international payments into a tenable balance, one in

which receipts on current and ordinary capital account are adequate
to meet payments on current and ordinary capital account. With satisfactory exchange rates, a country ought not to find it necessary, when
the world economic environment is reasonably favorable, to impose
restrictions, to deplete its monetary reserves, or to seek extraordinary
financing to meet a balance of payments deficit.
This function is performed in two ways. On the one hand, by bringing foreign prices and domestic costs into a relationship which is satisfactory for exports, the exchange rate should encourage a supply of
exports sufficient to provide the foreign exchange needed for imports
and other payments. On the other hand, by bringing foreign prices
for its imports and domestic prices for home output into a satisfactory
relationship, the exchange rate should limit the demand for imports
to the amount that can be paid for with current exchange receipts and
normal capital inflow. This does not imply, of course, that the exchange rate is the only factor that determines the flow of foreign exchange receipts and payments.
The effects which exchange rates have on exports and on imports
might be examined independently of each other. Before doing this,
however, two other general points should be emphasized:
First, in any system free from exchange controls, the export rate and
the import rate (i.e., the buying rate and the selling rate) will be substantially the same.
Second, any country for whose exports the world demand is infinitely
elastic, and for whose imports the world supply is infinitely elastic, will
secure the maximum advantage from its international trade by having
substantially the same rate for exports and imports.
Where recipients of exchange are free to dispose of the exchange,
they will sell it at a rate uniform for all sellers and substantially equal
to that paid by importers. Buyers of exchange have no reason to dis* Mr. E. M. Bernstein is Director of the Research Department. He was formerly Professor of Economics in the University of North Carolina and Assistant
to the Secretary in the United States Treasury. He is the author of Money and
the Economic System*.
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tinguish between the different sources from which exchange funds flow.
They will pay at the same rate for dollars derived from capital inflow,
from copper exports, or from rice exports. Nor will there be any difference between the rates paid by different buyers—whether for imports, private remittances, or business remittances. The maximum difference between buying and selling rates will be just sufficient to induce
specialists (bankers or exchange dealers) to provide a ready market
for exchange. In a well-organized free exchange market, the maximum
difference for large transactions may be as small as ^ per cent. A
substantial difference between buying and selling rates is possible only
when the government or the financial authorities limit the freedom to
deal in exchange and prescribe the rates at which exchange is to be
bought and sold.
A simple economic analysis will show that for a country whose
supply of exports and demand for imports have only an insignificant
effect on their prices in foreign exchange, the maximum advantage
from international trade will be ensured where the same rate of exchange is applied to both exports and imports.1 Every additional
dollar's worth of exports makes possible an additional dollar's worth
of imports, and as long as importers are prepared to buy exchange from
exporters, with the entire payment going to exporters, this means a
net increase in the advantages from international trade. Exports and,
therefore, imports will expand until the point is reached at which the
money cost of producing a unit of exports ceases to be less than the
money value of a unit of imports. Up to that point, additional exports
make possible additional imports at a local value higher than the local
costs of producing the corresponding exports.

Import Eate in Excess of Export Bate
The effectiveness of an exchange rate in stimulating exports or
restricting imports depends upon the elasticity of supply for exports
and the elasticity of demand for imports. Where both supply and
demand are elastic, there can be no question of the effectiveness of the
exchange rate in adjusting international payments, with a minimum
disturbance to local prices of export and import goods. A small change
in the exchange rate would then bring about a big reduction in the
demand for imports and a large expansion in the supply of exports (at
1
The countries in this category are mainly producers of raw materials whose
output is a small part of the total supply. The elasticity of world demand for
their exports and of world supply of their imports is very large, and may be
assumed to be infinite. The analysis requires modification for large industrial
countries whose demand for imports affects the price of raw materials, and whose
supply of exports can affect the prices at which they are sold.
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only slightly higher local prices for these goods). Under such conditions, a moderate adjustment in the exchange rate can be very effective
in balancing payments.
On the other hand, where the demand for imports is inelastic, only
a large change in the exchange rate will reduce the demand to any significant extent. And where the supply of exports is inelastic, a change
in the exchange rate can have only a small effect in expanding exports.
Where these demand and supply conditions prevail, a change in the
exchange rate can restore balance in the international payments of a
country with a payments deficit only through a large change in local
prices of exports and imports. This raises the question whether in these
circumstances the exchange rate is the best instrument for restricting
imports, and whether different export and import rates might not be
preferable to a single exchange rate.
Where the demand for imports is inelastic, there is a great temptation to seek an adjustment in the payments position through direct
restriction of imports. This seems especially attractive in a time of
high prices, when the public may be extremely sensitive to measures
that involve further price increases. Unfortunately, however, direct
restriction of imports does not avoid a rise in price to consumers unless
it is accompanied by price control. It merely keeps down importers'
costs while domestic prices rise just as they would have done if the
same degree of restriction had been accomplished through a change in
the exchange rate. The beneficiaries of direct restriction of imports are
the fortunate recipients of import licenses and of official exchange,
whose profits will rise enormously.
Where the supply of export goods is inelastic, however, a change in
the rate of exchange will cause large increases in the local currency
prices of exports and in the profits of exporters. It will not, however,
increase substantially the volume of exports or the foreign exchange
proceeds from exports. At the same time, the expansion of exporters7
incomes may have a disturbing effect on the stability of the domestic
economy. For this reason, too, objections have been raised to the
adjustment of international payments by changes in exchange rates
when the supply of export goods is inelastic.
Under the conditions described, the case for having one exchange
rate to stimulate exports and a different rate (higher in local currency
units per dollar) to limit imports can be most favorably presented. In
brief, the argument is that direct control produces windfall profits for
importers, while exchange depreciation produces windfall profits for
exporters. If a wider spread were permitted between export and import
rates, it would allow the price system to bring the country's international payments into balance; and the general public (the govern-
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ment) would be the beneficiary from the rate differential in the form
of an exchange tax.
The inelasticity of domestic demand for imports and of domestic
supply of exports does not invalidate the conclusion that the maximum
advantage from a country's international trade can be secured through
equality between the export and import exchange rates. Rather, it
raises the question whether a shift in the distribution of home incomes
obtained through an appropriate spread between export and import
exchange rates may not yield advantages at home sufficient to counterbalance the advantages lost through a slight restriction of international
trade. The argument is similar to that implied in Marshall's analysis
of the effect of a tax on an industry producing at increasing costs. His
conclusion was that such a tax falling on producers' surplus could be to
the general advantage.2
The establishment of an exchange rate for imports different from
(and exceeding in local currency units per dollar) the export rate is
equivalent to a tax on exports or on imports or on both. There is indeed no real distinction between a general tax on exports (assuming
the whole of the output of export goods to be sold abroad) and a general tax on imports (assuming the whole of the consumption of these
goods to be supplied from abroad). The burden of either tax falls upon
both exports and imports. The division of the burden between exporters and importers depends on the elasticity of demand for imports and the elasticity of supply of exports. Since a difference between
buying and selling exchange rates is equivalent to a tax, it follows that
if the supply of exports is inelastic, this difference shifts income from
export producers and importers to the general public. Given a sufficient
degree of inelasticity of supply of exports, a country may find that
it pays to permit the sacrifice involved in a slight reduction in the
volume of international trade so that larger benefits may be secured
from a redistribution of home income. That, in turn, will depend upon
whether the incomes of export producers and importers are a good
source of taxation. And it also depends inversely upon the capacity
of the government to capture through other taxes a considerable part
of the increase in export profits that would result from a unified exchange rate.
The spread between export and import rates is a tax on a country's
international trade at the same ad valorem rate for all goods. Since
the supply of exports is assumed to be inelastic, the generally protective effect of this tax (i.e., in increasing the ratio of home goods to
2

Alfred Marshall, The Pure Theory of Domestic Value (London, 1879), p. 33,
and Principles of Economics (8th edition, London, 1920), pp. 467-70.
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imports) is not large. Its specifically protective effect for any one or
more import goods may, of course, be quite large, depending on the
capacity of the country to substitute home goods for any one or more
import goods.
Does an abnormal spread of this kind between buying and selling
rates have detrimental effects on other countries? In the conditions
set out above, it does not. If the world supply of exports to the country
which adopts such a policy is infinitely elastic, the effect on the export
prices of other countries is zero. If the world demand for imports from
this country is nearly infinitely elastic, the effect on the import prices
of other countries is also zero. And if the home supply of export goods
in this country is inelastic, the effect on the volume of trade is small.
Under the conditions set out above, no harm can be done to other
countries by an abnormal spread in any one country between buying
and selling rates for exchange.
The case is different where each of a large group of countries producing raw materials restricts the supply of exports by an abnormal
spread. While each country may keep its exports down in this way
by only 5 or 10 per cent, the adoption of the same policy in many
countries would considerably reduce the aggregate volume of exports
and raise the prices of such raw materials. For though world demand
may be nearly infinitely elastic for the small part of the total supply
coming from any one country, it may at the same time be quite inelastic
for the aggregate supply. However, even for many countries to maintain a large spread between their buying and selling rates would not
necessarily be objectionable. It would be so only if the prices of the
export goods affected were raised to "unreasonable" levels.
Is the assumption of an inelastic supply of exports justified? The
production of some raw materials may require a long period of gestation before new investment materially affects output. The short period
supply of such exports is likely to be inelastic. But this does not necessarily mean that the elasticity of supply for exports as a group is inelastic. Few countries depend entirely or nearly entirely on a single
export. It is unlikely that even in the short run the supply of all of a
country's exports, actual and potential, will be inelastic, and even less
likely that over a long period the supply of its exports as a group will
be inelastic.

Differential Import Rates
Multiple import rates arise when imports are classified in different
categories (lists) and a different exchange rate is applied to each list.
Such a system of differential import rates may be the result of a
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careful policy of encouraging some imports and discouraging others as
part of a thoroughgoing program of economic development or of redistribution of real income. It is, however, more likely to be an expedient for meeting an urgent need to restrict international payments;
or it may be adopted as an easy means of raising supplementary
revenue from taxes on some imports.
When a country finds that its aggregate demand for imports exceeds
the foreign exchange receipts available to pay for them, some method
of restricting imports is necessary. The simplest way of doing this
through the price system is by raising the exchange rate, or at least the
import rate. This would involve a rise in the local currency prices of
imports and would induce some reduction in the demand for them.
Since any excessive demand for imports is likely to have arisen (at
least under present conditions) from inflationary forces generated at
home, governments will often be reluctant to take this step because of
its effects on the cost of living. Multiple import rates, in which socalled essential imports are allowed exchange at a favored rate, appear
to be a promising way of restricting imports while keeping down the
cost of living.
The typical classification of imports for multiple rates includes one
group comprising the "most essential" consumer goods (and possibly
machinery and equipment as well), to which a favored rate may be
assigned close to or even below parity. A second group comprising
"useful" goods may have a rate perhaps one third higher than parity,
and a third group comprising "luxury" goods a rate perhaps two thirds
higher than parity. The purpose of such a pattern of import rates is
to concentrate the reduction of imports in the second and third categories, and thus to reduce aggregate payments while keeping down the
local currency price of imports in the favored category.
The tendency is strong in countries using multiple import rates to
make the first category, with its favored import rate, much too large.
It seldom comprises less than 60 per cent of aggregate potential imports, and in one country, Colombia, it exceeds 90 per cent. While the
purpose is to keep down the cost of living, the effect is to increase the
difficulty of dealing with the payments problem. It is often impossible
to restrict aggregate import demand sufficiently if the higher import
rates are confined to a small part of total potential imports. Even
when aggregate import demand can be sufficiently restricted by reducing imports in the second and third categories, this requires such high
rates for foreign exchange as to undermine faith in the tenability of
the existing parity or official rate.
There is one type of favored import rate that may encourage a form
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of commodity arbitrage to the detriment of the country using multiple
import rates. Where the favored import rate is less than the export
rate, importers may find it to their advantage to import essential goods
at this rate and to re-export them at the export rate. If the difference
between the two rates is substantial, the profits from such transactions
may encourage a very considerable trade in such re-exports, either
unprocessed or slightly processed. This is apparently what happened
in Peru with various imported foods. At best, a highly favored import
rate of this kind makes it necessary to supervise exports closely to
prevent such practices. At worst, it costs a country considerable sums
in local currency and induces a shift in the composition of its foreign
exchange receipts and payments in the interests of an utterly useless
form of trade.
Even if commodity arbitrage of this kind can be avoided, it is difficult to see how any useful function can be performed by an import
rate which is less than the going export rate. The country is then
using home resources to produce export goods at a cost which exceeds
the value of the imports they pay for at the favored rate of exchange.
Moreover, the pattern of import rates affects the structure of consumption. Under the assumption that the average import rate is adequate
to restrain aggregate imports (which is not always the case), the
favored rate is equivalent to a subsidy on the favored imports. There
may be a case for subsidizing some forms of consumption; when a
country has a payments problem, however, the case for subsidizing the
consumption of imports is extremely weak.
Perhaps even more important, the pattern of import rates affects the
structure of home production. In Latin American countries, the essential imports in the favored category are often the very goods that the
country itself is best able to produce. If imports are allowed to come
in at such a rate, the home production of these goods may be discouraged. For example, in Peru, before multiple rates were established,
all the meat needed for home consumption could be produced domestically. But when meat was imported at the official rate (6.5 soles per
dollar), while less essential imports came in at the certificate rate (say
about 16 soles per dollar), the favored import rate for meat kept the
price abnormally low and home production to less than half of total
consumption.
In Ecuador, there is a similar situation with respect to wheat flour.
At a time when Ecuador is hard pressed to meet its foreign payments,
imports of wheat flour account for somewhat less than 10 per cent of
total imports. Wheat flour is imported under List A at a favored rate
of 15 sucres per dollar; if it were included in List B, at 20 sucres per
dollar, home production could supply a much larger part of the home
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demand. The existence of favored import rates has diverted home production in Peru and Ecuador away from industries which could compete with other countries at exchange rates appropriate to balance their
international payments.
The harm done by multiple import rates is primarily to the countries
that use them; their production is distorted and channeled into less
productive industries. But multiple import rates may also do harm
to other countries, in particular to countries that export the goods arbitrarily placed in the categories to which penalty import rates are
applied. The inclusion of food, raw materials, and equipment in the
essential list means that Latin American countries give a subsidy for
imports from the United States and other dollar countries. The classification of other consumer goods in the nonessential list means that
Latin American countries penalize imports from the European countries which are already heavily burdened with a dollar payments
problem.3
Objectives cannot, of course, be condemned on account of the
methods whereby they are pursued. Countries with a payments problem
may well feel that penalties have to be imposed on imports. But the
penalties should, in any event, be imposed in the form which will be
most helpful to the country. They might better be imposed on imports
for which domestic substitutes would be forthcoming at very close to
an appropriate exchange rate than on so-called nonessential goods.
When, moreover, balance of payments difficulties are created by inflationary overinvestment, the difficulties will be further increased by
offering exchange at preferred rates for imports of machinery and
equipment.
Multiple import rates are equivalent to tariffs on all goods included
in the categories to which penalty rates are applied. The specific protection afforded may be more or less effective as domestic production
is or is not able to provide similar goods. Under any circumstances,
they provide a form of general protection by discouraging imports and
by raising the proportion of home output in domestic consumption and
investment. In part, of course, this general protection is to some extent
offset by the subsidies on favored imports. But under the circumstances
in which multiple import rates are applied, the protection to home production is haphazard, unrelated to the desirability of encouraging production of various types of goods, and unadjusted to the degree of
protection that might call forth the greatest effort in producing such
goods efficiently at home.
3
Quantitative controls that limited imports from Europe would have the same
detrimental effect on European exports to Latin America.
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Differential Export Bates
The use of multiple rates is much less common for exports than for
imports.4 Such rates fall into one of two classes: (a) penalty export
rates which aim at capturing part of any exceptional profits from exports; (b) favored export rates to encourage marginal exports that
would not otherwise be produced and sold.
The taxation of exports as a means of raising revenue is a longestablished and widely used practice. More recently, the use of differential exchange rates for this purpose has been increasing. In Iran,
for example, the Anglo-Iranian Oil Company returns such of its export
proceeds as it requires to meet local expenses. In selling such exchange,
it receives the official rate of 32 rials to the dollar, while the usual rate
for exports is the certificate rate, now approximately 40 rials to the
dollar. In Chile, the largest mining companies return such of their
export proceeds as they require to meet local expenses at a rate of
19.37 pesos to the dollar, while the usual rate for other exports is now
close to 60 pesos to the dollar. These penalty export rates are used
because the profits of the companies are high and, unless contractual
arrangements can be revised or higher taxes imposed, government revenue would be diminished if such exports were placed on the same basis
as other exports.
If the proposition is accepted that the aggregate revenues received
by the government from such enterprises (by way of taxes and exchange profits) are reasonable, both the government and the companies concerned would find it advantageous to have transactions conducted at the going rate of exchange, and to make other arrangements
for adjusting taxes to the appropriate level. As long as such enterprises as the mining companies in Chile and the oil company in Iran
conduct their business at an inappropriate rate of exchange, there is
an inducement to distort their use of home and foreign resources to the
detriment of both the country and the companies.
When the mining companies in Chile have the alternative of buying
goods in Chile or buying them abroad, there is a strong incentive to
buy them abroad whenever they can be bought at a cheaper rate than
their local peso equivalent of 19.37 pesos to the dollar. This would
mean a considerable loss to the Chilean economy which would have to
forego the opportunity to "export" to the copper companies for pay4
The classification of an export rate as a penalty rate or as a favored rate is
partly a matter of definition. It might be said pro forma that no rate which is
at parity is a penalty rate. From the economic point of view, however, any export rate which is less than the average import rate may be said to be a penalty
rate. And any export rate which is more than the average import rate may be
said to be a favored rate.
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ment in dollars, because the rate at which such exports must be paid
is substantially below the going rate in Chile. A case is cited of the
export of locally produced ferro-manganese at a time when the copper
companies were importing ferro-manganese.
Penalty export rates have also been frequently proposed, if not in
fact frequently used, to meet a situation of a different kind. Exceptionally high prices for exports sometimes give producers very large
temporary profits. It has been suggested from time to time that the
exchange rate for converting such export proceeds should be less favorable so that part of the exceptional profits may in effect be taxed
away. This suggestion is commonly made when depreciation becomes
necessary to move some exports, while the competitive position of
others remains unimpaired. In such cases it is generally proposed that
the penalty export rate should be temporary, to be removed when the
market becomes adverse.
It is difficult to insist that taxes should not be imposed on some exports when the burden of taxation can be borne without impairing
production. This is the key to the problem. Where there is a payments problem, it is clearly undesirable to restrain the production of
additional goods for export. The desirability of a penalty export rate,
therefore, depends on the implicit assumption that the supply of exports in the penalty class is quite inelastic. While this may be so, it
should not be assumed too easily, and particularly if the inelasticity
of supply is a short-period phenomenon. To encourage long-period
expansion of output, the going exchange rate should be allowed to
have its full impact on supply. Whatever taxes can properly be collected from such export producers should be levied on some basis, such
as profits, that would have a minimum effect on the expansion of output.
A common type of multiple export rate provides a favored rate to
encourage marginal exports that would not otherwise be produced and
sold. The favored export rate in Uruguay (2.35 pesos to the dollar),
for example, is considerably higher than the basic export rate (1.52
pesos to the dollar) and the basic import rate (1.90 pesos to the dollar).
In effect, such a rate is a subsidy to encourage new export industries or
to maintain industries which are in an unfavorable situation. It may
be defended as part of a program of economic development (superior
perhaps to protective tariffs for infant industries). It is even possible
to argue that the apparently favored position of these marginal exports
is to a large extent an illusion. If a unitary exchange rate were to be
established, these marginal exports would still be needed because of the
inelasticity of supply of basic exports.
In Venezuela, exports other than petroleum products are given a
favored rate because the high level of wages in the petroleum industry
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raises the whole level of costs and other industries could not export at
the same exchange rate as petroleum. In brief, this amounts to a plea
for maintaining less efficient export industries as a supplement to the
basic export industry. The justification may be that it is socially desirable to encourage production and employment in agriculture instead of
having a one-sided economy.' Further, it is always possible that the
position of the petroleum industry may be affected by the opening of
new fields and the development of synthetics or substitutes. While a
sharp adjustment in costs, if necessary by way of depreciation, might
then maintain to a greater or less extent the export position of the
basic industry, the change in the terms of trade and the loss of exchange receipts would make necessary the development of other industries. It may be desirable, for this reason, to encourage supplementary export industries now so that these risks for the future may
be diminished.
From the point of view of other countries, the principal objection to
multiple export rates is that they are a form of unfair competition.
It is too easy to adjust a multiple export rate every time the competitive position of one or more of a country's exports deteriorates. Clearly,
a country must assure its capacity to provide enough exports to pay
for its imports; but when a payments problem has to be solved, application of a favored export rate to only a few special commodities is unfair to other countries producing the same or similar commodities.
When a change in the exchange rate is made in this way, its impact is
concentrated on a few competing countries. On the other hand, when
the exchange rate is depreciated for all exports, the impact is shared
by other countries as broadly as the diversity of the economy of the
depreciating country permits.
The use of a favored export rate is prima facie prejudicial to the
development of other export industries in which the economic advantages of production are greater. It should, therefore, not be too readily
assumed that the development of marginal exports by this means ensures the best use of a country's resources. Moreover, even if it is
desirable to encourage the marginal exports, it would be better to do
so through direct subsidies from the budget. In this way a more careful
weighing of the advantages to be derived from marginal exports would
be assured; and a more accurate adjustment of the subsidy to the
economic advantages to be gained by maintaining the marginal export
industries would be possible.
Multiple export rates do not have a generally protective effect, provided that the expansion of marginal exports attributable to the favored
rate is greater than the contraction of basic exports because of the
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penalty export rate. That is another way of saying that subsidies encourage an expansion of trade while tariffs encourage a contraction of
trade. Nevertheless, multiple export rates may be specifically protective for some of the favored industries. Thus, if raw wool is exported at
a lower rate and woolen yarn is imported at a higher rate, in terms of
domestic currency per unit of foreign exchange, the domestic producer
of woolen yarn receives the equivalent of tariff protection equal to the
difference between the two rates. Furthermore, if the export rate for
woolen yarn is a favored rate, and the export rate for raw wool is a
penalty rate, the domestic producer of woolen yarn is given an export
subsidy equivalent to the difference between these two export rates,
and this subsidy applies not only to the value added by manufacture,
but even to the raw wool content of the export.

Concluding Observations
Multiple exchange rates are essentially a system of taxes and subsidies. Like all taxes and subsidies, they affect the distribution of income and the pattern of production and consumption. Their consequences, therefore, are of tremendous importance to a country's
economy. They affect the national economy through their impact on
the prices of imports and exports. For this reason, they are of importance also to other countries.
As far as multiple exchange rates constitute a system of taxes and
subsidies, affecting home distribution of income, they may or may not
be economically desirable. In general, they are based on the assumption that some (or all) exports and some (or all) imports are a desirable source of taxation. In countries with greater facility for administering taxes, it would hardly be thought probable that, even if some
(or all) producers of export goods and some (or all) consumers of import goods could reasonably be expected to pay more taxes, the most
satisfactory method of increasing government revenues would be
through special taxation of these groups. If a tax on producers is
desirable, the economically most effective method is to tax the incomes
of producers, whether of export goods or home goods; similarly, the
most effective tax on consumers would be a tax on either their incomes
or their expenditures.
The case for multiple rates as a tax device, however, does not rest on
its economic merits. It rests rather on the fact that it is easy to impose, because it can be presented as an exchange device rather than as
a taxing device; that it is easy to enforce, being concentrated on payments and receipts through international trade; and that it can be
defended as a necessary means of strengthening a country's payments.
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These are not good reasons for preferring one type of taxation to
another. They may, however, have the merit, in countries with budgetary difficulties, of being better than no additional taxes.
The economic case for multiple rates as a subsidy on consumption is
also weak. The distribution of real income through the price system,
even when modified by taxation, may not always be equitable, and
some further modification through subsidies on consumption may be
desirable. But it is difficult to believe that the most constructive
method of providing such subsidies is through bargain rates of exchange
for imports. It would seem to be preferable to select consumer goods of
great importance to the well-being of the poor, whose supply (from
either home or import sources) could then be expanded by the most
economic means available.
Subsidies on exports are subject to generally similar objections. They
may indeed encourage production of goods for export that might not
otherwise be produced. It does not, however, follow that they are more
desirable than subsidies to encourage the domestic production of goods
that would otherwise be imported or of goods that would be neither
exported nor imported.
Taxes and subsidies in the form of multiple rates are likely to have
undesirable effects on the patterns of production and of consumption.
The classification of thousands of import and export goods in a few
broad categories to which markedly different exchange rates are
applied must necessarily be highly arbitrary, because it is assumed,
on the one hand, that "essentiality" is an adequate test of the rate of
exchange to be applied to import goods and, on the other, that the
supply of most export goods is inelastic.
All this, it may be argued, merely shows that countries are not likely
to get from multiple rates either the best pattern of production and
consumption or the best system of taxation. But this is equally true
of many other economic measures. Provided a country is itself satisfied
that the immediate results of multiple rates are desirable, why should
the Fund be concerned that the longer run effects are adverse?
The Fund was given the positive duty of passing on multiple rates,
not only because of their effects on the member using them, but even
more because of their possible effects on other members. As a system
of taxes and subsidies on imports and exports, multiple rates affect the
trade of other countries. It is true that a similar system of taxes and
subsidies could be devised without using multiple rates; but many
countries have defended their position with respect to such taxes and
subsidies through bilateral trade agreements. They have entered into
such agreements on the assumption that the indirect method of doing
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this by way of exchange rates has been brought under international
control through the Fund Agreement. They are, for this reason, entitled to the assurance that the Fund will not approve extensions of
multiple rates except where more practicable methods of dealing with
the payments problem cannot be put into effect.
From the economic point of view a single rate for both exports and
imports, that will balance international payments without restrictions,
is the preferred means of correcting a country's payments position. But
suppose a country is unwilling to apply an appropriate rate, adequate
to discourage imports, to all of its imports. As a practical matter, it
may be better to apply the appropriate rate to 50 per cent or 60 per cent
of its imports than to continue an inappropriate rate for all imports.
And if a country is unwilling to apply an appropriate rate to all of its
exports, it may be better to apply the appropriate rate to a portion of
its exports. In such a case, it must be clearly demonstrated that the
harm done to other countries by preferential import or export rates is
negligible.
A large spread between a single export and a single import rate is
probably the form of multiple rate which is least harmful to other
countries. The discriminatory features imposed on trade by multiple
exchange rates are then kept to a minimum, and the difference between
the effective rates and an appropriate parity is unlikely to be very
great. And because most countries are more specialized with respect
to their exports than with respect to their imports, differential exchange
rates are likely to be more harmful to other countries when applied to
exports than when applied to imports.
December 1949
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Immediate Effects of Devaluation on Prices
of Raw Materials
Barend A. de Vries *
DEVALUATIONS of September 1949 stand in sharp contrast
TtoHEthose
of the thirties in that nearly all of them took place within

a short period of time and were not, as in the thirties, carried through
piecemeal.1 This makes it possible to construct a simple theoretical
model by means of which the impact of devaluation on the prices of
raw materials may be studied. A formula may be derived for the
estimation of this effect and, under certain conditions which can be
regarded as normal, this formula depends only on the extent of the
devaluation and the relative shares of the devaluing and non-devaluing
areas in the total supply of and demand for the product under consideration. In theory, the effect also depends on the elasticities of
demand and supply in the devaluing and non-devaluing areas. In fact,
however, for commodities of which less than one fourth of the combined
supplies of the two areas is traded between the areas, the influence of
different elasticities on the effect of the devaluation is slight. Consequently, as long as less than one quarter of the total supply moves
between the two areas, the simplified formula provides a satisfactory
approximation.
In order to estimate changes in raw materials prices resulting from
the devaluations of September 1949, it may be assumed, for simplicity,
that the world is divided into two major groups of countries—those
whose currencies have been devalued to approximately the same
extent as sterling (the sterling market) and those whose currencies
have maintained more or less their previous dollar parities (the dollar
market). Supplies of raw materials, and likewise demand for raw
materials, come from both groups of countries but not to the same
extent for different commodities. Under the assumption that supply and
demand in these two groups of countries are not isolated, i.e., that the
markets are merged, the prices in the two markets must, costs of
movement aside, be the same at any given rate of exchange. Devalua* Mr. B. A. de Vries, economist in the Trade and Payments Division, Exchange
Restrictions Department, was educated at the University of Utrecht and the
University of Chicago, .and was formerly a member of the staff of the Cowles
Commission,
1
This study benefited considerably from the advice of Messrs. J. J. Polak and
Sidney S. Alexander of the Research Department of the Fund.
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tion must, therefore, raise the sterling prices of such commodities, except
to the extent that dollar prices fall, until price equality has been
restored at the new exchange rate.
The question of the effect of devaluation on prices may be put in
quantitative terms by asking how much sterling prices may be expected
to rise and dollar prices to fall for each commodity. The answer will
depend on the extent to which supply and demand in each market
respond to the change in price. As the sterling price rises, supply in
the sterling market will expand, and as the dollar price falls supply in
the dollar market will contract. Similarly, under the assumption that
incomes in each market are not much affected by devaluation, the
demand in the sterling market will contract as sterling prices rise,
and the short-run demand in the dollar market will expand as dollar
prices fall. To the extent that these commodities are used in one market
to process goods for export to the other market, the effect on demand
will be counteracted by the favorable or unfavorable effect of devaluation on the exports of such processed goods.
For many raw materials, the dollar and nondollar markets are not
merged but are isolated from each other by obstacles and administrative controls. These hindrances prevent the free flow of goods and
permit different prices and price movements in the two markets. Prices
of commodities in this category behave differently from those which
are formed by free market forces. A distinction should accordingly
be made between commodity prices governed by the operation of
free market forces in a world market and those in markets isolated
from the prices quoted in other markets, either by exchange and
import controls or by marketing arrangements including contractual
agreements.
The immediate rise to be expected in the sterling price, and the
associated fall in the dollar price as a result of the impact of devaluation, may be stated in simple terms for a commodity whose price is
determined by economic forces and for which prices in dollar and
sterling markets are so related that, costs of movement aside, they are
equal at the official rate of exchange.2 In brief, the rise in sterling
price must be such that the expansion of supply plus the contraction
2
The sterling and dollar prices before devaluation are presumed to be equivalent, at the rate of $4.03; after the rise in the sterling price and the fall in the
dollar price, the prices are again presumed to be equivalent at $2.80. Under
these conditions, the fall in dollar price associated with any given rise in sterling
price is one that equates the prices of a commodity in the two currencies at the
new rate of exchange. Thus, a 30.5 per cent devaluation of sterling implies that
a 44 per cent rise of the sterling price would be associated with an unchanged
dollar price; a 22 per cent rise in the sterling price with an 18 per cent fall in
the dollar market; and a 30 per cent rise in the sterling price with a 10 per cent
fall in the dollar price (1.44 X 1-00 = 1.22 X 1.18 = 1.30 X 1.10 = 1.44).
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of demand in the sterling market induced by the rise in the sterling
price is precisely equal to the contraction of supply plus the expansion
of demand in the dollar market induced by the associated fall in the
dollar price. The price changes in sterling and in dollars (in opposite
directions) must equate the induced shifts in the inter-market trade
in each commodity. This is the fundamental basis for determining the
impact of devaluation on the prices of raw materials whose markets are
not isolated.
According to the formula worked out below, the sterling price of
a non-isolated commodity will rise more (and the dollar price will
fall less), the less the share of the sterling market in total supply and
total demand, and the more elastic the supply and demand in the
dollar market and the less elastic the supply and demand in the
sterling market. The common sense of this is readily apparent. In
the first instance, the impact of sterling devaluation on the dollar
price of a commodity cannot be large if the share of the sterling market
in the total supply and the total demand is small. Under such conditions, the sterling market will simply follow the dollar market without
affecting it very much. Given the share of the sterling market in total
supply and total demand, then if a small fall in the dollar price brings
a large expansion of demand and a large contraction of supply in the
dollar market, the sterling price will be induced to rise considerably
to meet the expanded demand and to replace the contracted supply
of the dollar market. On the other hand, if the supply and demand are
inelastic in the sterling market, supplies will not expand or be released
for sale in dollar markets on a scale sufficient to induce a large fall in
the dollar price.
It can further be shown that differences between the elasticities of
supply and demand in the dollar and sterling markets may be neglected,
provided the inter-area trade is less than 25 per cent of the total production of the two areas. The estimated effect of devaluation on price
can then be determined exclusively by reference to the shares of the
dollar and sterling markets in total supply and total demand. On the
basis of these assumptions, estimates have been made of the changes
in price that might be expected, as a result of sterling devaluation, for
various raw materials.

Eaw Materials Sold in Non-Isolated Markets
Derivation of simplified formula
The market for internationally traded raw materials is assumed to
be divided into two areas. The currencies in area 2, the sterling area,
are devalued against those of area 1, the dollar area. A raw material
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is assumed to be homogeneous as between the two areas, e.g., the tin or
copper produced in one area is perfectly substitutable for the tin or
copper produced in the other area.
The following notations are used for each raw material; subscripts
refer to the areas.
Si = initial production of the raw material in area 1
JDi = initial demand for the raw material in area 1
P1= price of the raw material in area 1 in terms of the currency of
area 1
r~rate of exchange expressed as dollars per pound sterling
e8l= elasticity of supply of the raw material in area 1
eDi— elasticity of demand for the raw material in area 1 3
When the markets for raw materials are in equilibrium before devaluation, the total supply of the two areas equals the total demand in
the two areas, so that
(1.1)
&+S2=-Di+D a
Change in the dollar and the sterling prices of raw materials will affect
supply and demand in the two areas. If the supply in area 1 changes
by ASi and similarly the demand by ADlf then the market will be in
equilibrium after the devaluation if
The increments A& and ADj can be expressed in terms of the elasticities, the quantities supplied and demanded before the devaluation,
and the relative change in prices. Since, for instance,

the following substitution can be made in equation (1.2) :

and similarly for the other increments.
By subtracting (1.1) from (1.2) and substituting for the increments,
it follows that

If the markets in area 1 and 2 are merged and the raw material is
8

Defined to be positive if, at the reduced price, more is demanded than at
the higher price.
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homogeneous as between the two areas, there is only one price for the
raw material, i.e.,
or

from which it follows that

where ; is the relative change in the dollar equivalent of sterling, i.e.,

By substituting (1.4) in (1.3), and solving for

This formula gives an expression for the relative rise in the sterling
price of a commodity. It yields the familiar result, that the sterling
price will rise more, the more elastic the supply and demand in the
dollar area and the less elastic the demand and supply in the sterling
area. It is also apparent from (1.5) that the relative share of an area
in the total demand or supply of a commodity is important in determining the relative rise in the sterling price. If it is assumed that

equation (1.5) then becomes

where c is the difference between 1 and the ratio of the elasticities of
demand and supply, or
and K8 is the relative share of the dollar area in the total production of
the commodity, i.e.,
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and similarly
If the elasticity of supply equals that of demand, i.e., c = 0, formula
(1.8) can be further simplified to

where
Two simplifying assumptions about the elasticities of demand and
supply are used in the derivation of formula (1.9). First, the elasticities
of total demand in each area, and also the supply elasticities, are taken
to be equal (1.6 and 1.7). This assumption may be reasonable during
a period so short that the total output in each area of the commodity
under consideration cannot be expected to respond to the rise in
sterling prices and the associated fall in dollar prices. Given time,
however, production in the sterling market will respond to the higher
sterling prices, and production in the dollar market to the lower dollar
prices. The technical conditions of production will determine the length
of the period required for a response of production to the changes in
prices; and the response to the inducement to expand production in
the sterling market may be greater than the response to the inducement to contract production in the dollar market. Any such difference
in the elasticities of supply in the two markets will tend to be greater,
the larger and more specialized the investment involved. The difference is likely to disappear over a longer period, after adequate time
has elapsed for the adjustment of investment and output to the new
price structure. The assumption of equal supply elasticities will then
usually be valid, since most commodities are produced under similar
conditions in the two areas.4
The second assumption is that the elasticity of supply, es, equals the
elasticity of demand, eD. For this assumption there is no economic
justification. If the two elasticities are different, the rise in the sterling
prices following from the effect of devaluation may be estimated from
formula (1.8). The error in assuming the elasticities to be equal can
then be determined by computing the difference between (1.8) and
4
An important exception might be rubber. In the computation of the effect
of devaluation on the price of rubber (Table 1), synthetic rubber is included for
the dollar area; synthetic rubber is produced under conditions which differ
from those under which natural rubber is produced. On the demand side, commodities for which there are altogether different tastes in the two areas provide
another exception.
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(1.9) for various values of c, i.e., the difference between 1 and the
ratio of eD and e8, and of Ks and KD> i.e., the shares of the dollar
area in total supply and in total demand. This difference is zero if
KB=KD, regardless of the value of c, i.e., regardless of the values
of es and eD. For practically all major world trade commodities,
— l/4;<Ks—-K#<l/4. For values of Ks and KD that satisfy this condition, the difference between (1.8) and (1.9) is so small that the
simplified formula (1.9) may be accepted as a reasonable approximation of (1.8).
Formula (1.5) can be extended further by deriving the demand for
raw materials from the demand and supply conditions of the final
commodities in the production of which the raw materials are used.
Account is thus taken of the effects of devaluation in reducing processing costs in the sterling area relative to the dollar area. For most of
the major world trade commodities, the K's do not differ by more than
one quarter. For these values of the K's, the simplified expression
(1.9) given above yields a reasonable approximation to formula (2.12),
given in the Appendix, which is based on the assumption of derived
demand.
It has been assumed that the raw materials under consideration are
homogeneous, or at least that the elasticity of substitution for any
commodity, as between the sterling area and the dollar area, is infinite.
A formula has been derived for the case of imperfect substitutability
and has been applied to cotton. (See Appendix, formula 2.14.)
Computed and actual price changes
Formula (1.9) is applicable only to the prices of raw materials
whose markets are not isolated. The assumptions on which it is based
are appropriate only to commodities which are exported from the
sterling market to the dollar market. The indicated effects of devaluation, computed on the basis of the simplified formula (1.9), together
with the actual price changes as of a post-devaluation date for five such
commodities, are shown in Table 1.
The estimated effects of devaluation are not intended to include the
influence of other market forces operating during the period considered.
The actual price changes, however, show the effect not only of depreciation but also of changed business conditions and expectations,
independent changes in supply and demand, exchange and trade controls, marketing and trade agreements, etc. For some commodities,
these other factors are not of great importance in the short period, but
for many commodities they are very important and they affect both
the immediate impact of devaluation on prices and the future course
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of prices, production, and trade. There is no simple way of segregating
the effects of forces other than those directly related to the devaluation,
such as the effects of changed expectations in business which have been
especially large because sterling was devalued just when the contraction of industrial production in the United States was coming to a halt.
TABLE 1. ESTIMATED EFFECTS OF DEVALUATION ON STERLING PRICES, COMPARED
WITH ACTUAL PRICE CHANGES, FOR FIVE PRIMARY COMMODITIES SUPPLIED BY
THE STERLING AREA TO THE DOLLAR AREA ON NET BALANCE
(Percentage increases over August 1949 prices1)
Actual Changes
Aug. 1949 to

Oct. 1949 i

Commodity

Estimated
Effects 2

Wool
Tin
Rubber
Cocoa
Tea5

14
15
21
13
2

United
States *
13
34
41
31
20

Nondollar
area
9
32
27
2
44

Aug. 19498to

Dec. 1949

United Nondollar
States *
area
18
18
6
5
52
40
65
36
29
19

Nondollar

Area Where

Price Is
Quoted

U.K.
U.K.
Singapore
Gold Coast
Ceylon

1
Or closest
2

available date.
These estimates, computed from the simplified formula (see text), are based
on 1948 figures, compiled by the Statistics Division, Research Department, of
the Fund. In the computation, the Western Hemisphere and the Belgian Congo
were included in the dollar area; production of Japan, U.S.S.R., and ChinaManchuria was not included in total production; and the assumption was made
that the nondollar area devalued by 30.5 per cent. Of course, some nondollar
countries devalued by less, but the principal suppliers and the most important
nondollar consumers of these commodities in world trade did devalue by 30.5
per cent, so that the discrepancy introduced by the assumption of uniform devaluation
is probably not significant.
3
For wool, rubber, and tea, the dates compared are August and December
averages; for tin, August and January averages; for cocoa, August average and
December
20.
4
The changes shown here are percentage changes in the sterling equivalent
of 5reported dollar prices.
Tea price movements in Ceylon and the United States were dissimilar until
shortly before devaluation when the prices approached equality.

The anticipation of devaluation also exerted an influence on the
pre-devaluation prices of a number of commodities. For example, in
the several months prior to the devaluation, holders of sterling may
have purchased sterling commodities, thus pushing up sterling prices;
or dollar area buyers of sterling commodities may have postponed
payments in dollars. No attempt is made here to evaluate the impact
of anticipation for each commodity, but the influence of anticipated
devaluation should be sharply distinguished from the influence of other
forces which might have affected commodity prices simultaneously.
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Effects

of devaluation on administered prices and in isolated markets

For many of the commodities of which there is a net import by the
depreciating countries, market forces are not permitted to operate
freely in the sterling market, mainly because of the dollar shortage.
Even in the dollar market, many commodities are subject to administrative control by either governments or business enterprises. When
administrative controls in either area prevent the free operation of
market forces on prices, the price effects of devaluation will differ from
those that might be predicted on the assumption of free markets.
One aspect of the dollar shortage is that many goods, of which there
is a net import into nondollar markets, are in short supply there. For
these goods, the home demand is only partly satisfied and various types
of allocation and rationing are applied. Therefore, a rise in the sterling
prices of these commodities need not reduce consumption in the sterling
market, unless allocations or rations are cut. Furthermore, the fact
that these commodities are being imported into the sterling market
at a time when all possible encouragement is being given to local suppliers of dollar-saving goods implies that in the short run the supply
in the sterling market is highly inelastic. As a result of shortages in
the sterling market and the inelastic supply there, the early effects of
sterling devaluation on dollar prices in the dollar market for these
commodities should be close to zero.
A decline in dollar prices of commodities that are in short supply in
the sterling market can be expected as a result of devaluation only for
those commodities whose imports into the sterling market would tend
to be reduced if, as a result of devaluation, the old dollar prices were
maintained. Such reductions might result either from administrative
decisions by the governments of nondollar countries or from a rise in
sterling prices so great as to reduce the sterling market demand to the
point where the commodities are no longer in short supply in the
sterling market.
For some commodities, principally foodstuffs, not only was demand
restricted in the nondollar market, but there were also major price
discrepancies between the two markets prior to devaluation. These
discrepancies were not all in the same direction. Where, for some commodities in short supply in the sterling market, the sterling price was
already higher than the dollar price, an increase of sterling prices by
less than 44 per cent would be required to equate the two. However,
for those commodities whose sterling prices were kept lower than
dollar prices, devaluation has either widened the gap or left it virtually
unchanged. No generalization is possible concerning the price changes
to be expected in the future for these commodities, because the actual
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movements will depend largely on changes in administrative controls,
in both the sterling market and the dollar market.
Meanwhile, many important agricultural products and metals, which
were in short supply in the dollar market as well as in the sterling
market for much of the postwar period, are becoming more and more
freely available in the dollar market at lower dollar prices so that
the actual rise in their sterling prices will be limited by the independent
effect of expanding supplies. A very moderate rise in sterling prices
may then be sufficient to eliminate the pre-devaluation discrepancy
between sterling and dollar prices.
In brief, for the purposes of the present enquiry, three important
categories may be distinguished:
(1) Commodities which on net balance are supplied by the sterling
market to the dollar market. Their prices tend to be formed in nonisolated markets. They have been discussed in the previous section,
and the actual changes in their prices are shown in Table 1.
(2) Commodities supplied on net balance by the dollar to the nondollar market, whose prices since devaluation have been substantially
equal, or have moved parallel, in the two areas. The dollar and nondollar markets for these commodities have not, in general, been merged,
but there has apparently been some linkage between the price movements. The prices of nonferrous metals provide an important illustration. For some commodities in this category, it is of interest to compare
the actual post-devaluation price changes with the estimates of the
effects of devaluation on prices, based on the assumption of nonisolated markets (see Table 2).
(3) Commodities, principally agricultural, many of which are in
short supply in the sterling market, whose sterling prices differ from
dollar prices. The observed percentage increases in sterling prices of the
primary commodities in categories 2 and 3 are given in Table 2. For
many commodities in these categories, the observed price in the nondollar area is neither an open-market price paid to the producer nor
the price paid by an administrative agency, but it is a controlled or
subsidized price at which the commodities are sold by designated
agencies to qualified purchasers.
The sterling prices of commodities in category 2 might, by and large,
be expected to rise by 44 per cent as a result of the devaluation, with
the actual rise tempered or accelerated by changing conditions in the
dollar markets and the extent to which prices in the sterling market
differed from those in the dollar market before devaluation. Eventually
they might be expected to fall as sterling supplies are increased in
response to higher sterling prices.
Largely because of administrative controls, the prices of commodi-

©International Monetary Fund. Not for Redistribution

248

IMF STAFF PAPERS

ties in category 3 behave quite differently in the two areas. No generalization is possible with regard to these commodities, since the
influence of changes in administrative arrangements and contracts and
TABLE 2. POST-DEVALUATION CHANGES IN STERLING
PRICES OF SPECIFIED
CATEGORIES OF COMMODITIES1
(Percentage increases over August 1949 prices 2 )
Actual Changes

Aug. 1949 2to
Oct. 1949
Commodity

Category 2 *
Copper
Lead
Zinc 5
Cotton
Copra
Petroleum

Estimated
Effects 8

29
31

United Nondollar
States *
area

Aug. 1949 to
Jan . 1950
United Nondollar
States *
area

Nondollar
Area Where
Price Is
Quoted

44
30
36
37
35
44

31
28
29
25
10
44

51
15
42
49
54
44

43
12
39
56
22
44

U.K.
U.K.
U.K.
Egypt
Straits
Iran

Category 3 *
Cotton 5
Cordage fibers

37
45

1
8

44
62

0
31

Coconut oil
Sugar
Wheat
Bacon
Butter
Pig iron
Nitrate
Cocoa
Rice

20
46
55
48
46
49
38
31
20

0
0
35
1
0
0
0
2
0

19
42
56
27
45
45
36
73
41

0
0
35
1
0
0
0
59
0

Coffee

80

44

151

44

India
British East
Africa
Ceylon
ILK.
U.K.
U.K.
U.K.
U.K.
U.K.
Gold Coast
ILK, India,
Burma
U.K.

29
20

i-For
description of categories, see text.
2
Or closest available date.
3
For a description of the computation of these estimates, see Table 1, footnote 2. For cotton, a different estimate can be made if allowance is made for
the4 non-homogeneity of the various kinds of cotton. See Appendix.
The changes shown here are percentage changes in the sterling equivalent
of 5reported dollar prices.
The average price of Egyptian cotton apparently moved with that of U.S.
cotton, while the price of Indian cotton remained fixed.

gradual changes in world supply will overshadow the effects of devaluation. The effects of devaluation are virtual rather than actual, since
market forces are not permitted to exert their full influence on those
prices.
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Appendix
The demand for raw materials can also be treated as derived from
the demand and supply conditions of the final commodities in the
production of which the raw materials are used. Assume that the raw
material is used in the production of one final good only, and that one
unit of raw material and one unit of labor are used in the production
of one unit of final good. Then if the only cost factors considered are
raw materials and labor, it follows that:
where p, p1} and w are the per unit cost in terms of dollars of the final
good, raw material, and labor, respectively.

If in each area wages in terms of the currency of that area are
Constant,, the nhanp-e in n Hue t,n Hevaluation is for the Hollar area

and for the sterling area
Ine dmerence between (2.2) ana (2.6) measures the advantage to the
sterling area arising from the lower processing costs in terms of dollars
after the devaluation. Formula (2.3) can be explained as follows. If
w2 is the per unit labor cost in the sterling area, in terms of sterling,
then this labor cost in terms of dollars is
from which it follows, since w2 is constant, that

Further, if rjs = elasticity of supply of final goods, and ^ = elasticity
of demand for final goods (absolute value), it can be proved that

where the e's, as previously defined, refer to the raw material and N
is the number of dollars of raw material used per dollar of final commodity. Let the supply functions of the final good and the raw material
be respectively
and
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where qf and qr refer to quantities of finished goods and raw materials
respectively. Since
because of the definition of the units, (2.4) can be proved by substituting (2.5) and (2.6) in (2.1), in which w is independent of #, and by
taking the derivative with respect to q. The proof for the demand
elasticities is similar.
If it is assumed that the two markets for final commodities are isolated from each other, then for the dollar area before devaluation

or

After devaluation the supply and demand curves are assumed to
have the same elasticities but to shift by factors & and ^ respectively,
in the i-th area, so that for the dollar area

where the primes denote the value of the variable after devaluation.
The dollar area's demand curve does not shift at all, so that £i = 0, but
the supply curve is shifted by

because (2.2) implies that for any quantity supplied the corresponding
price will be reduced by the reduction of the price for the raw material
component of the finished good. It follows that

If (2.4) is used and derivatives of the second order and higher are
neglected, it follows that
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For the sterling area it follows, similarly, that

and

where now
and

from (2.3) and (1.4)
so that

From the definition of the units of quantities of raw materials and final
goods, it follows that
and

The assumption is made that the markets for raw materials are not
isolated, and that the equilibrium condition for these markets, following
from (1.1) and (1.2), is
Then, as in the derivation of the formula (1.9) above, the left-hand
member of this equation can be written

If (2.7), (2.8), and (2.9) are substituted for the right-hand member,
then

Thus treating the demand for raw materials as a derived demand leads
to an expression similar to (1.3) except that the factor

occurs

instead of eD in the right hand member of the equilibrium condition.
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When (2.10) is solved for

in a manner similar to that followed

for formula (1.9), then

which corresponds to (1.8).
When c=Q, (2.11) reduces to

which corresponds to the simplified formula (1.9).
It can be seen that (1.9) is a reasonable approximation of (2.11) and
(2.12) for values of K8 and KD satisfying -l/^<Ka-KD<l/^
Finally, the possibility may be taken into account that, contrary to
the previous assumption, the elasticity of substitution for some raw
materials as between the sterling area and the dollar area may be finite.
In that case, the model can be changed as follows:
Let
Pi.k=price of raw material produced in area i and consumed in
area fc in terms of the currency of area fc;
Di= total demand for raw material produced in area i;
P=elasticity of substitution.
The definition of the elasticity of substitution implies that

The equilibrium conditions are
and

The supply equations are

The markets for each kind of raw material are not assumed to be
isolated so that

©International Monetary Fund. Not for Redistribution

IMMEDIATE EFFECTS OF DEVALUATION

253

If the demand for raw materials produced in the dollar and sterling
areas, taken together, is fixed, then
D! + D2 = constant
From these equations it can be shown that

or

This formula expresses the relative rise in sterling prices of raw materials produced in the sterling area if the elasticity of substitution is
finite. This is most clearly the case with cotton, where substitution is
limited by differences in length of staple. The elasticity of substitution
between Indian and U.S. cotton has been estimated at —2.9 and that
between Egyptian and Indian cotton at — l.l.1
If it is assumed in (2.14) that the ratio of the supply and substitution
elasticities, — , equals £ and £, then the computed price changes are
19 and 21 per cent, respectively, as against the observed change of 25
per cent in the sterling price.
1
J. Tinbergen, "Some Measurements of Elasticities of Substitution," Review of
Economics and Statistics, August, 1946.

December 1949
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Balance of Payments and Domestic Flow
of Income and Expenditures
S. C. Tsiang*
CONNECTION between the balance of international payTHE
ments and the flow of domestic income may be studied either from

the point of view of social accounting or from the point of view of the
causal relationships between international transactions and domestic
income.

Social Accounting Aspect
National income at factor cost
Looked at from the point of view of national income accounting, the
problem is fairly simple. The best approach is to study the generation
of income by various types of expenditure. Income-creating expenditures can be classified under three major headings: domestic private
consumption, domestic private net investment, and domestic government expenditures on goods and services. Part of each of these, however, is a payment for indirect taxation which does not create income
for factors of production at home, and therefore has to be deducted
from the total. On the other hand, government subsidies, which enable
goods and services to be purchased at less than factor cost, should be
added to total expenditure; for they too form part of the incomes of
factors of production. A part of each category of expenditure may also
be spent on goods and services supplied by foreign countries and thus
fail to generate income at home. This too should be deducted. On the
other hand, foreign residents' and government expenditures on goods
and services produced at home contribute to the creation of incomes of
domestic factors of production, and hence should be added to the
domestic income-creating expenditures.
The national income, as earned by the domestic factors of production
in their participation in the productive process, may therefore be said
to equal the sum of domestic private consumption plus domestic private
net investment plus domestic government expenditures on goods and
services minus indirect taxation plus subsidies minus imports plus ex* Mr. S. C. Tsiang, economist in the Balance of Payments Division, Research
Department, is a graduate of the London School of Economics, and was formerly
Professor of Economics in the National Peking University and the National
Taiwan University. He is the author of several articles in the Economic Journal
and Economica.
254
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ports. And, since interest and profits on foreign investment are, in fact,
payments for the services of foreign-owned capital, they may be treated
as invisible exports for the receiving country and as invisible imports
for the paying country along with other "invisible" items. From this
equation, it can be readily seen that the contribution of the balance of
payments to the domestic flow of income equals the difference between
exports and imports, including both invisible and visible items.1
The national income thus computed, which is the sum total of the
earnings of the various factors of production from their participation
in production, is identical with the value of net national product at
factor cost or net national expenditure at factor cost. Its variations
therefore accurately represent the inflationary or deflationary effects
of domestic and foreign expenditures upon output and prices, exclusive
of indirect taxes.
National disposable income
As the source from which domestic current expenditures flow, however, a slightly different concept of national income is required, viz.,
national disposable income in the sense of the aggregate of the current
receipts of all domestic residents and the government, of which the
recipients can freely dispose without reducing their assets or increasing
their liabilities. To obtain the aggregate disposable income of private
individuals and firms, the direct taxation (including social security
contributions) which they pay to the government has to be subtracted
from their earnings as factors of production; and transfer payments
(e.g., national debt interest, social security benefits, etc.) which they
receive from the government, and the net transfer payments which they
receive from abroad (i.e., net donations and remittances), have to be
added. The disposable income of the government is equal to incomes
from government-owned factors of production plus total tax proceeds
minus transfer payments to domestic residents minus net international
transfer payments (i.e., donations, reparations, etc.) made by the government to foreign countries (or plus net international transfer payments received from abroad). Thus net total national disposable income may be computed as follows:
Net national disposable income = total earnings of domestic owned factors
of production (i.e., national income at factor cost) — direct taxation + transfer payments from the government to domestic residents + net transfer
payments received by private residents from abroad + total tax proceeds
— transfer payments from the government to domestic residents + net
transfer payments received by the government from abroad
(1)
1
Not including the donation contra-entries to imports and exports. For the
effect of donations on income, see below.
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= domestic private consumption + domestic private net investment + government expenditure on goods and services + subsidies — indirect taxation +
exports — imports — direct taxation + total tax proceeds + net international
transfer payments received (both by the government and by private residents)
(2)
=: private consumption + private net investment + government expenditures
on goods and services + subsidies + net current account surplus of the balance of payments
(3)

When private disposable income is added to government disposable
income in equation (1), transfer payments from the government to
domestic residents cancel out. In equation (2), where net national income at factor cost is rewritten into its components according to the
equation in the preceding section, the two minus items, indirect and
direct taxation, cancel out with total tax proceeds and net export
surplus (including all the invisible trade items) plus net international
transfer payments received are equivalent to the current account
balance of the balance of payments.
These equations show how the balance of payments stands in relation to national income in social accounting. Only the current account of the balance of payments is directly involved in the computation of either national income at factor cost or of national disposable
income.2 The items in the capital account do not come into the picture.
Changes in stocks; donations
These equations hold even if part of the exports recorded in the
balance of payments are not currently produced but have come from
existing stocks and inventories, e.g., exports of surplus property and
reparations in the form of capital equipment. These exports do not, of
course, create income in the exporting country and are really of the
nature of capital transactions. But, if they are listed as current exports
in the current account of the balance of payments, they would be
exactly offset by a simultaneous domestic disinvestment in the national
income account. That is to say, the positive export item in such cases
is exactly canceled out in the social accounting by an item of negative
investment, and there is thus no change in national income. Nor does
it matter if imports entered in the balance of payments do not always
2
National disposable income is merely the potential source of domestic expenditures. It has no effect upon domestic output, prices, and employment,
unless it leads to expenditures on currently produced domestic goods and services. If it goes partly into hoardings, or is spent on imported goods and services, then to that extent it has no direct effect upon domestic output and prices.
Therefore its variation is not a reliable measure of the actual expansion or
contraction of domestic production and prices, as shall be shown in later examples.
Only the variation of the national income at factor cost can accurately represent
the increase or decrease of domestic output and prices (at factor cost), for national income at factor cost is necessarily identical with total expenditure upon
currently produced domestic goods and services exclusive of indirect taxes.
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drain off the income-creating expenditures of domestic residents up to
their full recorded value, as when government imports are distributed
to the domestic population at prices below cost. For in these cases any
divergence between the domestic expenditure on imported goods and
services and the actual cost of imports may be regarded as being exactly
offset by a corresponding increase in government expenditure in the
form of subsidy to the consumers of these imports. That is to say, the
negative import item is partly or completely canceled out by a simultaneous increase in the positive item of government subsidies, and to
that extent national income will not be reduced by the import in
question.
Imports such as UNRRA relief goods, which are assumed to be distributed free to the domestic population, usually take the form of a
donation by a foreign government to the domestic government. There
is then a contra-entry of donation in the current account of the balance
of payments. The whole transaction may be analyzed for the purpose
of social accounting as follows: It may be assumed that the donation
first increases the transfer income of the recipient government in the
national disposable income. Then this item of national disposable income is spent to subsidize the import of relief goods and thus also becomes an item in national income at factor cost. But in national income
at factor cost the new item of subsidy will be exactly offset by a corresponding negative import item. Thus, there will be no change in
national income at factor cost. The only remaining effect is in the
national disposable income where the transfer income of government
registers an increase equal to the donation. As pointed out above, however, only the national income at factor cost—which is identical to the
value of net national product and net national expenditure at factor
cost—is relevant for the determination of output, employment, and
prices. Therefore, the whole transaction will have no direct inflationary
or deflationary effect upon domestic output and prices, even though
national disposable income would register a rise.3
Capital and gold movements
With all these precautions in mind, the balance in the current account
of the balance of payments may be regarded, from the point of view
3
If UNRRA relief is to be considered a direct donation to the people instead
of to the government, then its place in social accounting may be shown as follows:
The donation increases the transfer income of the people of the receiving country, and the increase in income is spent on additional consumption or investment
goods which are imported from the donating country. Thus there is an additional item of domestic consumption or investment which offsets the import of
relief goo^s. Consequently, there will be no change in the national income at factor
cost of the receiving country, although national disposable income shows an
increase.
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of social accounting, as the net contribution (positive or negative according as the balance is a surplus or a deficit) of the balance of payments to the flow of domestic national disposable income. Items in the
capital account may be ignored entirely as mere contra-entries of the
balance on current account. For, according to the principles of social
accounting, international capital transactions merely change the form
of assets and liabilities of the domestic residents; that is to say, a
capital export is an exchange of domestic capital assets for foreign
assets, or more generally an increase of foreign assets (or a decrease
of foreign liabilities) against a decrease in domestic assets (or an increase in domestic liabilities) ; a capital import is an exchange of
domestic liabilities for foreign liabilities, or more generally an increase
of foreign liabilities (or a decrease of foreign assets) against a decrease
in domestic liabilities (or an increase in domestic assets). Such transactions by themselves, therefore, do not create incomes. Furthermore,
since the balance of payments must always balance, the balance on
capital account must always equal and be opposite in sign to the
balance on current account. In other words, export surplus plus net
"donations'7 is identical with net capital export or net foreign investment. Thus, if the effect of the balance on current account upon domestic income is analyzed, there is no need to repeat the analysis with
respect to the capital account.
Since it has been shown above that the items on current account of
the balance of payments have such different significance from the items
on capital account in the accounting of national income, it might not
be out of place to digress at this juncture to discuss the place of gold
movements in the balance of payments. International movements of
gold, insofar as the gold is not currently mined in the country concerned, have been alternatively treated as current commodity imports
or exports by some economists, notably Mrs. Joan Robinson, or as
capital transactions by others. From the restricted point of view of
social accounting, it is indeed a matter of indifference which of these
views is accepted. If gold is treated as a commodity, then it logically
follows that an increment to the stock of gold owned by domestic residents or the government must be regarded as part of domestic investment and a decrement as disinvestment, in the same way as changes
in the stock of any other commodities. If, on the other hand, gold is
treated as a title to goods and services from abroad like other foreign
assets and exchange, then logically an increment in the stock of gold
must be regarded as foreign investment and a decrement as foreign
disinvestment, and the movements of gold should obviously be put in
the capital account. In either case, however, the outcome in social accounting is exactly the same. For example, an increase in imports
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accompanied by an equivalent export of gold taken from stocks may
be recorded in social accounting (1) as an increase in imports offset
by an equal amount of exports (i.e., gold) but accompanied by a further
negative item of domestic disinvestment of the same amount, or (2) as
a net increase in imports on current account accompanied by an equivalent opposite change in the capital account. In either case, the impact
on national income is a decrease equal to the increase in imports. Thus
economists who are chiefly concerned with the social accounting aspect
of the balance of payments often regard the allocation of gold movements to the capital or the current account as a mere matter of convenience. Indeed, it appears more convenient to treat gold movements
invariably as current exports and imports, for this method has the
advantage of putting all gold movements upon the same footing
whether the gold is currently produced or taken out of stock.4
If the intention is to go beyond social accounting and to analyze the
monetary effects of gold movements, however, then it is not just a
matter of convenience whether gold is treated as a commodity in the
current account or as a foreign asset in the capital account. That part
of gold transactions which comes out of, or increases, the monetary
reserves of the country concerned should certainly be treated as foreign
assets and be entered in the capital account; for from the point of view
of the monetary authority, gold is an international reserve just as
foreign exchange and other liquid foreign assets. The movement of
such monetary gold would have the same effect on the monetary situation of the country as the movement of other foreign exchange reserves.
Consequently, it is only logical to put monetary gold on the same footing as foreign exchange and assets; while the movements of nonmonetary gold, i.e., exports of newly mined gold and imports of gold
for industrial and consumption purposes, should be regarded as current
commodity exports or imports.
If monetary gold in the reserves of the monetary authority is consistently treated as foreign assets, then any increment in its stock must
be regarded as foreign investment and any decrement as foreign disinvestment. Consequently, the logical conclusion is that domestic gold
output sold to the central bank should be entered as a foreign investment item (capital export) on the capital account of the balance of
payments against a contra-entry of export of nonmonetary gold on the
current account, as the Fund's Balance of Payments Manual has proposed. From the point of view of national income accounting, however,
again it makes no difference whether the gold output sold to the
monetary authority is regarded as foreign investment or domestic in4
See Mrs. J. Robinson, "The Foreign Exchanges," Essays in the Theory of
Employment (2nd edition, London, 1947), Part III, Chapter I, p. 135.
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vestment. If it is regarded as domestic investment, then its impact on
national income is to increase it by that amount. If, instead, it is
regarded as a foreign investment accompanied by a contra-entry of
export of nonmonetary gold, then its impact on national income is to
increase it by the amount of the supposed export of nonmonetary gold.
In accordance with the Balance of Payments Manual, this paper will
treat monetary gold as foreign assets, and outward and inward movements of monetary gold as capital imports and exports (or foreign disinvestment and investment), respectively. Private gold hoardings,
however, will be treated as a nonmonetary commodity or domestic
assets for the sake of convenience.5
Static nature of social accounting approach
Such a treatment of the relation between the balance of payments and
domestic income has the charm of being extremely systematic. It is,
however, all too static. Its limitation is inherent in the fact that different expenditures are listed as independent items in the social account, whereas in fact they may be interdependent in the sense that
one expenditure may induce another or a series of others. The indirect
effect of a transaction upon national income through its influence on
other expenditures is not revealed at all by such a balance sheet study
of the constituents of national income. An obvious example is that an
increase in exports unaccompanied by a simultaneous increase in
imports would produce a series of reactions upon domestic consumption
and investment which is known as the multiplier effect. If exports are
treated merely as an item in the accounting of national income and
their influence on other domestic expenditures is neglected, the effect
of the balance of payments upon domestic income will not have been
fully grasped. Or again, capital import, which does not figure in the
national income account at all because it does not involve by itself any
creation of domestic income, may, nevertheless, induce an increase in
5
Private hoardings of gold are a borderline case. Private gold hoards may
be regarded by the holder as a store of domestic value or as a foreign asset (a
claim on foreigners). If they are regarded as foreign assets, changes in them become international capital movements, and should be recorded in the balance of
payments. Since it is notoriously difficult to estimate the amount of or changes
in private gold hoards, the Balance of Payments Manual treats them entirely as
domestic assets (nonmonetary commodity), the increase or decrease of which,
therefore, constitutes a domestic investment or disinvestment. One result of this
expedient treatment is that withdrawal of the gold reserve of the central bank into
private hoards of domestic residents is a conversion of international assets into
domestic assets, and hence constitutes an "international capital movement" against
a contra-entry of an "import" of commodity gold, although the whole transaction takes place at home. But since private gold hoards do not form the monetary basis of the country, except in countries where gold bullion is still a medium
of exchange, not much harm is done.
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domestic investment by altering the availability of liquid investible
funds to the domestic investor and thus constitute an active cause of
an expansion of domestic income. Such indirect influences might easily
be lost sight of if the problem of the balance of payments is approached
merely from a social accounting point of view. Indeed, as noticed
above, even the impact of current transactions upon domestic income
as expressed in the social account may sometimes be quite nominal, if
they are canceled out by concomitant changes in other domestic expenditures which are entered as independent items in the social account.

Comprehensive Causal Approach
To obtain a comprehensive view of the effects of the balance of payments upon domestic income, an analysis must be made of the possible
causal influences of international transactions upon other incomegenerating expenditures as well as the direct impact of such transactions on domestic income. The following classification of the ways in
which international transactions may affect domestic income may aid
in making a systematic analysis.
Direct:

when the transaction itself creates or drains away domestic income;

Indirect: (a) when the initial impact on income sets up a series of income
effects upon domestic expenditure, known as the multiplier effect;
(b) when the transaction itself alters the propensity to consume
and/or the marginal efficiency of investment at home;
(c) when the transaction affects the prices of wage-goods, thus
starting or retarding a wage-price vicious spiral;
(d) when the transaction changes the availability of liquid funds
and the rate of interest at home, and hence affects domestic investment and/or the propensity to save.

These include, more or less, all the likely channels through which
international transactions may affect the domestic flow of money
income.
Direct impact
The direct impact of international transactions upon domestic income hardly needs further explanation after our discussion of the place
of the balance of payments in social accounting. Only the items on
current account may have a direct impact upon domestic income, and
their total impact may be measured by the net balance on current
account, provided that items which are offset by concomitant and opposite changes in domestic expenditures have been deducted therefrom.
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Indirect effects through multiplier
It is now generally recognized that any autonomous change in the
current account items of the balance of payments will have repercussions upon domestic income far beyond its immediate impact; for the
spending of the income created, or the cessation of the spending of the
income drained away, will produce a series of changes in other items
of domestic expenditure. In other words, since many items of national
expenditure, e.g., consumption, import, and investment, are at least
partially dependent upon domestic income, the initial increment (or
decrement) in income due to the impact will induce, via the income
effects, some increases (or decreases) in these income-creating expenditures, which will in turn induce further increases (or decreases) in
themselves, and so on ad infinitum.
This process is now known as the multiplier principle (the nomenclature of Keynes and Kahn), and the marginal functional relationship
between consumption and income is called the marginal propensity to
consume. Similarly, the marginal functional relationships between imports and income and between investment and income may be called
the marginal propensities to import and to invest, respectively, since
these expenditures are also now known to depend partly upon income. In a sense, even exports may be said to be dependent partly
upon domestic income. When domestic income increases, exports may
decline because of the competition of rising domestic demand with
foreign demand, or they may increase because rising domestic income
stimulates imports, which, in turn, increase income in the countries that
produce those imports, thereby increasing their demand for exports.
If factors other than income variations that may affect domestic
national expenditures are either assumed away as absent, or subsumed,
if possible, into the functional relations between income and various
expenditures (i.e., into the various marginal propensities); and if these
functional relations can be assumed to be stable and their derivatives,
i.e., the marginal propensities, to be constant, with their sum less than
one; then the final effect upon the level of income of a given stream of
autonomous expenditure may, provided that the stream is continuous
and constant for some length of time, be calculated as a multiple of
that stream, which is determined by all the marginal propensities. Such
a multiple is called the multiplier.6
The choice of the multiplicand. The multiplier analysis should, however, be applied with caution to the estimation of the effects of the
balance of payments upon domestic income. Recent discussion,7 as
6
7

See the Appendix for a further discussion of this multiplier relation.
See J. J. Polak, "The Foreign Trade Multiplier," "Comment" by Gottfried
Haberler, and "Joint Restatement" by Polak and Haberler, American Economic
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well as our preceding exposition, has shown that the multiplier as a
means of forecasting these effects upon income should be applied only
to what may be called "autonomous" expenditures, i.e., expenditures
that are determined by factors other than domestic income and that do
not change in response to domestic income. In other words, we should
use as the multiplicand of our multiplier only those expenditures that
may be regarded as independent variables in the determination of income; whereas expenditures which vary with the changes in income at
home, i.e., the induced expenditures, cannot be regarded as a prime
mover which sets the multiplier process in motion, but are rather part
of the outcome of the multiplier process. These induced expenditures
should rather be taken into account in the multiplier itself, whose magnitude is determined from the marginal functional relationships between
all the induced expenditures and the domestic income.
Although from our discussion of the social accounting aspect of the
balance of payments the net balance on current account, adjusted for
concomitant offsets of domestic expenditures, appears to represent the
additional income injected into the domestic income stream from outside, it is now also clear that some items on current account, viz., imports and exports of both goods and services, are to some extent dependent upon domestic income movements and are to that extent induced expenditures. The balance on current account is therefore as
much an outcome of the changes in domestic income as an impulse
that would cause its flow to change. Not all the items involved can be
regarded as the prime mover which sets the multiplier mechanism going.
Thus the multiplier should be applied only to the autonomous elements
of the balance on current account.
In the analysis of an actual balance of payments, it is indeed an
almost impossible task to draw an exact distinction between autonomous and induced expenditures. This does not mean, however, that
the multiplier analysis is incapable of application in practice. As first
approximations, it is often feasible to pick out certain changes in international transactions as being the autonomous ones and to use them as
the multiplicand of the multiplier to estimate their effect on income,
provided that the choice is based upon the exchange and trade system
of the country concerned and the circumstances under which the
changes occurred.
To illustrate the significance of the trade and exchange system upon
the choice of the multiplicand, three different cases might be distinReview, December 1947. See also Fritz Machlup, International Trade and the
National Income Multiplier (Philadelphia, 1943), and J. E. Meade, "National
Income, National Expenditure and the Balance of Payments," Economic Journal,
December 1948 and March 1949.
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guished. First, for a country which has a more or less stable exchange
rate and no over-all quantitative restriction of imports, it might be
permissible, as a fair approximation, to regard changes in imports as
induced largely by income movements, if there is no obvious reason to
expect a change in the demand function for imports. On the other hand,
if the domestic demand of the country for its own exports is quite insignificant, and if that country imports from a large number of countries only a small fraction of the total exports of the rest of the world,
it is permissible to regard changes in exports as entirely autonomous.
In such cases, changes in exports (net of their import content and exclusive of exports out of stocks which are directly offset by domestic
disinvestment) may be taken as the multiplicand of the multiplier, in
the formulation of which marginal propensity to export may be omitted,
since exports are taken to be independent of income.
Second, if the country has a general quantitative import control
which keeps imports at the planned level, changes in the amount of
imports must also be regarded as autonomous, since they are determined by government planning rather than by the variation of income.
The change in the net balance of trade rather than in exports alone
should then be taken as the multiplicand, and the marginal propensity
to import, being zero in this case, would also disappear from the
multiplier.
Lastly, if the country studied has a perfectly flexible rate of exchange
which is determined entirely by the market demand and supply of
foreign exchange, without any pegging operations by the monetary and
banking authority, then changes in imports may be said to be dependent upon changes in exports because of the influence of the latter
upon the exchange rate, and vice versa. In the absence of any capital
movement, an increase in the value of exports would always bring
about an equal increase in the value of imports through the adjustments of the exchange rate, and there would be no multiplier effect on
income. Only when there is a concomitant increase in net capital exports will there be a resultant increase in the net export surplus, and
only then will the increase in exports bring about an expansion through
the operation of the multiplier. Therefore, in the case of a perfectly
flexible exchange rate, it is more reasonable to take the change in the
net balance of trade as the multiplicand than to take the change in
exports alone, and both the propensity to export and the propensity to
import may be omitted in the formulation of the multiplier, since
exports and imports are instantaneously adjusted to each other by the
perfectly flexible exchange rate rather than by the mechanism of income variation. This may be the reason why Keynes himself took the
view that the net export surplus rather than exports should be treated
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on an equal footing with domestic investment for the application of the
multiplier. These three cases are sufficient to show that the choice of
the multiplicand from the balance of payments must be made with close
reference to the exchange and trade system of the country studied.
Whether or not items other than exports and imports in the current
account may be treated as the multiplicand of the multiplier should be
determined by the same criterion, viz., whether they are autonomous
or induced in the particular institutional framework of the country concerned. Here again it is extremely difficult to be theoretically exact,
but in a rough and ready way perhaps investment incomes and governmental donations may be treated as largely autonomous, and private
remittances may be treated as largely dependent upon income.
Therefore, too much reliance must not be placed upon the apparent
quantitative exactness of the multiplier analysis. Apart from the difficulty of choosing the appropriate multiplicand, it must be kept in mind
that the multiplier effect can be fully worked out only when the multiplicand remains constant for some considerable time. Since the autonomous elements on current account of the balance of payments are
seldom an even flow over time, it is quite probable that the multiplier
effect will rarely have a chance to work itself out to the'full theoretical
extent because of the ever changing multiplicand. Furthermore, and
what is more important, the multiplier analysis takes account only of
the changes in expenditure induced by changes in income, whereas the
effects upon expenditure of the changes that may be brought about
simultaneously in other factors by the international transactions—such
as changes in the interest rate or in the supposedly stable functional
relations between income and various expenditures—are generally assumed away, if they cannot be tucked into the various marginal propensities and thus linked to the changes in income. Therefore, the
multiplier effect should not be looked upon as constituting the total
effect of the international transactions on current account. It should
be supplemented or modified by other indirect influences which have
not been taken into account in the various marginal propensities.
Indirect effects through consumption and investment functions
That an international transaction may indirectly affect the domestic
income flow through its direct influence upon the propensity to consume or the marginal efficiency of investment at home can best be
explained by two illustrations.
Propensity to consume. It has been pointed out above that when
an import of consumers7 goods is offset simultaneously by a corresponding increase in government expenditure on subsidy, such as occurs when
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imports of relief goods are distributed free to the domestic population,
the deflationary impact on income is nullified and no multiplier effect
will be generated. It cannot be taken for granted, however, that this
whole transaction has no effect upon domestic income. For, even though
the deflationary impact of the import and its potential multiplier effect
may in this way be completely offset by the corresponding government
subsidy, so that no domestic income disbursement is absorbed, yet the
propensity to consume, and hence the consumption expenditure of the
domestic population, may be reduced by such imports, for freely distributed imports are equivalent to a rise of real income of the population at home. Normally, at least a part of the increase in real income
might be saved, unless those whose real incomes rise—i.e., the recipients
of free imported goods—have, with respect to increases in real income,
a marginal propensity to consume equal to unity. Consequently, although their money incomes have not changed, their propensity to
consume out of their money incomes may be reduced. Thus, such imports might be expected to have a contractive effect upon domestic
money income, even though there is no direct impact on it. It is, therefore, incorrect to say that government imports which were not sold to
the domestic pbpulation at their full import values would to that extent
fail to bring any relief whatever to an inflationary domestic monetary
situation.
Normally, however, the deflationary effect of imports which do not
absorb the income disbursements of domestic residents will be smaller
than that of imports which do. For only when the people who receive
government subsidized imports have a marginal propensity to save
equal to unity, with respect to changes in real income, will the deflationary effect be the same in both cases. But this is, of course, very
unlikely. On the other hand, if those who receive government subsidized imports have a marginal propensity to save equal to zero, which
is not unlikely when the recipients of subsidized imports are utterly
destitute, then such imports would have no deflationary effect at all.
Domestic marginal efficiency of investment. Assume that the imports which are distributed free to domestic residents consist of capital
goods, such as reparations in kind. The deflationary impact and its
multiplier effect are again offset by a simultaneous increase in government subsidy. But there may still be an indirect effect upon domestic
money income exerted in the following way. The increase of such capital equipment would stimulate domestic investments which are complementary to them, or, in other words, raise the schedule of the marginal rate of return of those investments. On the other hand, it might
also lower the marginal efficiency schedule of other investments which
are competitive with them. In the case of reparations in kind, however,
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the capital equipment imported is likely to be of a kind that is in
particularly short supply and which more or less constitutes a bottleneck in reconstruction at home. Consequently, complementarity rather
than competitiveness is likely to be the predominant relation with other
domestic investment projects. The net result will be a stimulus to
domestic investment expenditures which, in turn, will bring about an
expansion of domestic money income. Thus such imports, with their
direct deflationary impact canceled out, may even exert an indirect
inflationary effect upon domestic income.8
Generally speaking, the import of capital goods or technical "knowhow" would have such effects upon the domestic marginal efficiency
schedule of investment whenever and only when capital goods or technical services previously not available become available to domestic
investors or when they could be purchased at costs lower than their
original expected market prices. For it must be assumed that domestic
investors, in their estimation of the marginal efficiency of various investment projects, will have taken into account the possibility of obtaining the foreign capital goods at their prevailing prices. Therefore,
only when the investors are accorded special facilities, which enable
them to obtain foreign capital goods which had hitherto not been
available, or to obtain them at prices lower than they expected, will
their expectations of marginal returns from associated investments be
upset.
Thus, apart from the case of reparations in kind, the EGA assistance
to European countries, to the extent that it takes the form of capital
goods, must also have an effect upon the marginal efficiency of domestic
investment in those assisted countries. Here again complementarity
might be expected to be the dominant relation to other domestic investments. Likewise, an increase in imported capital goods due to a
sudden cheapening of their prices, caused by, say, exchange depreciation
or technical improvements in the exporting countries, might have the
same sort of effect upon the marginal efficiency of other domestic investments. In this case, however, it is uncertain whether complementarity or competitiveness will be more important.
In this respect the import of technical assistance in a backward
country would have the same effect as the import of scarce capital
8
What is described as an inflationary effect in this paper is merely a tendency
to make the domestic money income (at factor cost) expand. It does not
necessarily imply a tendency to make the domestic price level rise. For whether
prices will rise or not depends not only on the effect of investment upon money
income but also upon the effect of the investment, and the import that induced
it, upon the current supply of goods (i.e., upon their period of turnover). For
a discussion of this relation, see the author's "Rehabilitation of Time Dimension
of Investment in Macrodynamic Analysis," Economica, August 1949. Such a
discussion is beyond the scope of the present article.
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goods. And it may be safely stated that its relation to domestic investment is generally highly complementary.
Indirect effects through the wage-price spiral
Imports and exports might affect the level of money income indirectly
through their effect upon the prices of wage-goods and consequently
upon the general wage level. For a country with an inflationary tendency at home, an increase in imports of consumption goods (especially
in the form of free gifts, as under UNRRA) would have some stabilizing effect on the cost of living, and consequently would relieve the
pressure of the working class for higher money wages. It therefore
constitutes an anti-inflationary influence for a country under the strain
of either an actual, or a threatened, wage-price vicious spiral. On the
other hand, an increase in exports of consumption goods in a country
which has already reached the critical stage of full employment of
labor and productive capacity might start or aggravate such a vicious
spiral.
It is, however, very unlikely that a reduction in exports or an increase in imports of wage-goods will bring about a downward wageprice spiral in view of the rigidity of money wages in the downward direction in countries with organized labor.
Indirect effects through availability of liquid funds and rate of interest
Role of capital movements. So far, the capital transactions of the
balance of payments have been neglected altogether. It has been shown
that capital transactions have no direct impact on domestic income,
since, by themselves, they do not involve income creation or disbursement. And since they do not create income or drain away income in
the first instance, neither can they be expected to produce the secondary
effect upon income through the multiplier process, which is consequent
on the primary effect upon income. Moreover, direct effects upon the
propensity to consume and the marginal efficiency of capital can be
expected only from the import or export of real consumers' or capital
goods in the circumstances described in the preceding section. Finally,
there looms large the indisputable truism that the balance of payments
must always balance, which implies that the net balance on capital
account which is usually identified as the net capital export or import
(or net foreign investment or disinvestment) must always be equal to
the balance on current account. Thus, it is natural to think that net
capital movement must not be considered as a separate force affecting
domestic income, but rather as the mere contra-entry in bookkeeping to
the net balance on current account.
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However, if the problem of capital movements is dealt with by taking the net capital movement as the mere contra-entry of the balance
on current account, a paradox is soon reached. For, from the discussion
up to this point, it may be roughly stated that the current account of
the balance of payments has an inflationary or deflationary pressure
upon domestic income according as there is a surplus or deficit, if
for the time being the complications of concomitant offsets, etc., are
neglected. Since surplus on current account implies a net capital export and deficit a net capital import, it appears that an increase in
capital exports is inflationary while an increase in capital imports is
deflationary. This is prima facie so contrary to common sense as to
arouse a strong suspicion that there must be something wrong. For it
is known that a sudden cessation or a serious cut of capital imports
from abroad, such as happened to Europe in the latter half of 1928,
constitutes a depressing rather than an inflationary factor. Such a
paradoxical result must be due to the omission of one further important
factor in the analysis, and to the fact that the analysis of the problem
of capital movements by reference to the net balance on current account does not suit our purpose of explaining the effects of capital
transactions. The factor omitted is the indirect influence of the international transactions upon domestic income through their effect on
the domestic supply of liquid funds and the conditions of credit.
Before this question is considered, however, it must first be shown
that not all transactions on capital account are mere centra-entries of
current transactions. For this purpose, transactions on capital account
may conveniently be classified as either compensatory or stabilizing
capital movements by the monetary authority, or what for want of
a better term we shall call "independent capital movements." The
last consist of the demand for, or supply of, foreign claims, securities,
and other foreign assets, which are motivated by considerations of the
relative advantage or disadvantage (including risk), for each particular
case, of having one's assets or liabilities in the form of one currency
rather than in another, or by a specific purpose, in each particular case,
other than the stabilization of the exchange rate. This definition of
independent capital movements would include all private long-term
and short-term capital movements, speculative as well as non-speculative, and government borrowing and lending for specific projects
(i.e., what the Balance of Payments Manual terms special official
financing). The stabilizing capital movements of the monetary authority, however, differ from these independent movements in that
they involve no consideration of the relative advantage or disadvantage
of changes in the forms of assets or liabilities, but arise merely as a
response to a demand for, or supply of, foreign claims and balances,
4
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with the over-all purpose of keeping movements of the exchange rate
within bounds.9 Obviously, only the monetary authority and the banks
acting as its agents can afford to undertake stabilizing capital movement without a direct profit motive. The monetary authority must
indeed also review periodically the advisability of maintaining a
stable exchange rate by financing from its reserves the deficit on the
exchange market or absorbing the surplus into its reserves, but it does
not consider in each particular case the advantage or disadvantage
of the change in the form of its assets involved in the transaction.
Independent capital movements have not been termed "non-compensatory" or "non-stabilizing/7 because independent capital movements
may sometimes behave also in a compensatory or equalizing manner.
For instance, dealers and speculators, who have an inelastic expectation about changes in the exchange rates, would supply foreign exchange when they see that an increase in market demand relative
to supply tends to raise the rate unduly in their opinion, and would
buy foreign exchange when they see that an increase of supply relative to demand tends to lower the rate excessively, in either case because they expect the present tendency soon to be reversed. Such
speculative capital movements help to stabilize the exchange rate and
to finance the deficit and absorb the surplus in the market in a way
similar to the compensatory capital movements of the monetary authority. But they are strictly for profit making in each transaction
and do not necessarily always have a stabilizing or compensatory effect.
For should the expectation of such dealers and speculators become
elastic—i.e., if a fall in the exchange rate should make them expect
further declines, or a rise lead them to expect further increases—their
supply and demand would be highly destabilizing and, instead of helping them out, would put a heavy strain upon the compensatory capital
movements of the monetary authority. Thus, it is ultimately the compensatory capital movements of the monetary authority which adjust
the net balance on capital account to the balance on current account.
Independent capital movements are free to change independently of
the net balance on current account.10
9
Conceptually, this appears to be different from the "compensatory official
financing" of the Balance of Payments Yearbook; for the latter includes part of
the government donations on current account, whereas our concept strictly denotes capital movements on the part of the monetary authority to counterbalance
excess demand or supply on the domestic foreign exchange market. In accounting, however, they would probably come to the same thing, if both were interpreted in the strict sense. This relation will be discussed later.
10
The classification here of capital transactions in the balance of payments
into "compensatory capital movements" and "independent capital movements"
is somewhat different from Professor Machlup's classification of "induced" and
"autonomous" capital movements in his International Trade and the National
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Assumption about monetary framework. The effect of current and
capital international transactions upon the demand and supply of
liquid funds and terms of credit in the country concerned and indirectly
upon its income flow cannot be discussed in a theoretical vacuum,
but has to be analyzed in the framework of a specific monetary system, for it is concerned with the monetary mechanism of international
payments.
Let it be assumed first that, in the particular country concerned,
the monetary authority or the central bank attempts to maintain some
sort of stability in the exchange rate of its own currency by buying
and selling the foreign exchange and claims offered or demanded by
authorized persons (i.e., by compensatory capital movements), and
that there is no deliberate policy of offsetting the effect on the domestic money market of the foreign exchange dealings of the central
bank, such as was practiced by the prewar Exchange Equalization
Account in Great Britain. Let it be assumed further that the commercial banks observe strictly a legal or conventional reserve ratio
between their cash reserve in the forms of currency and deposits with
the central bank and the amount of their current deposits, and that
they are not in the habit of keeping excess reserves and therefore are
not in a position to create additional credit unless their cash reserve
is increased.
Export surplus counterbalanced by independent capital export.
Consider first the case of a surplus on current account (an export
surplus). This implies supply of foreign exchange by exporters in excess of the demand for foreign exchange by importers. This excess
supply must be taken up either by capital exporters or by the monetary
authority by means of a compensatory capital export. Suppose first
that it is taken up by independent capital exporters. The liquid funds
necessary for the purchase of foreign exchange must come from the
domestic money market. There will thus be an increase in demand
for loanable funds in the money market. The proceeds obtained by
the exporters from their sales of foreign claims, however, will go to
Income Multiplier (Philadelphia, 1943). Professor Machlup defines "induced
capital movements" as those capital movements which are called into being by
other changes in the international balance of payments, and "autonomous capital movements" as those which are not thus induced. The former would therefore
include, besides the compensatory capital movements of the monetary authority,
the speculative demand and supply of foreign exchange by dealers and speculators
who buy and sell in response to other selling and buying on the foreign exchange
market. He was wrong, however, in assuming that the induced capital movements are always equalizing or "accommodating." As shown above, if the dealers'
and speculators' expectation should become elastic, their induced purchases or
sales of foreign exchange would be the opposite of "accommodating" and would
themselves, as much as the autonomous capital movements, call for accommodating adjustments.
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meet their obligations to producers or to replace their inventories of
goods exported, and hence will not be available for lending on the
money market. Therefore, this transaction would represent a net
increase in demand for loanable funds on the money market. The rate
of interest would tend to rise. How much it would rise depends upon
the elasticity of other demands for loanable funds, i.e., domestic investment demand for funds, and the elasticity of supply of loanable
funds, i.e., savings and particularly dishoardings. The rate of interest
must rise unless the elasticity of demand for cash balances, i.e., the
liquidity preference, is infinitely large (hence the supply of dishoarding is infinitely elastic), or the elasticity of supply of bank credit is
infinite (a possibility which is, however, excluded by our assumption
that the commercial banks are not in a position to create additional
credit unless their cash reserves are increased). If the demand for
cash balances is infinitely elastic, the additional demand for loanable
funds can be easily met without any perceptible rise in the rate of
interest by the dishoarding of idle balances, and consequently there
will be no decrease in investment demand for finance funds and no
increase in ex ante savings. The increase in domestic income created
by the impact of the export surplus may then be regarded as a net
increase.
If the demand for cash balances (i.e., liquidity preference) is not
infinitely elastic, the rate of interest must rise and consequently at least
part of the additional demand for loanable funds by capital exporters
will be met by reducing the investment demand for finance funds,
which implies a decrease in investment expenditures, and/or by increasing ex ante savings, which implies a reduction in consumption
expenditures. This deflationary influence of an independent capital
export counterbalancing an export surplus of goods and services must
be set against the inflationary effects of the export surplus discussed
above, the analysis of which completely neglected the effect of international transactions upon the demand and supply of loanable funds
and the rate of interest.
If the elasticity of liquidity preference and hence the supply of dishoardings were absolutely zero, then the rate of interest would rise
so much that the whole amount of liquid funds, which the exporters
obtain from the capital exporters and use to pay the producers for
the surplus exports, would come from a reduction in investment and
consumption expenditures. The additional income created by the
export surplus would then be completely offset by a corresponding
interest-induced reduction in domestic investment and consumption
expenditures. There would be no inflationary effect upon income at all.
This is, admittedly, highly unlikely. The normal case would be an
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elasticity of demand for cash balances greater than zero but smaller
than infinity. It may be very large in times of depression and slump,
but would become,smaller and smaller as the level of activity rises toward boom, and as credit conditions become more stringent. Thus,
under normal conditions, the independent capital exports which counterbalance the export surplus will have some deflationary effect upon
investment and consumption expenditures, which must be set against
the inflationary effect of the export surplus. And as long as the export
surplus persists and continues to be counterbalanced by independent
capital export, there will be continuous pressure upon the rate of
interest to rise higher and higher (for further dishoardings can be
called forth only by further rises in interest), until income has risen
so much through the operation of the multiplier process, which is now
damped down by the interest-induced reductions in investment and
consumption, that the supply of ex ante savings is finally sufficient
to cope with the demands for loanable funds, both for domestic investments and for taking over surplus foreign assets from the exporters.
Export surplus counterbalanced by compensatory capital movement.
The situation is entirely different if the export surplus is counterbalanced by a compensatory capital export by the monetary authority.
For if the exporters sell their surplus foreign exchange to the central
bank, their demand for loanable funds is met by a creation of money
by the central bank. There is, therefore, no pressure on the domestic
money market. Furthermore, since the credit and notes of the central
bank constitute the cash reserves of the commercial banks, the additional money created by the central bank, when passed into the hands
of the commercial banks, will induce them to expand their credit by a
multiple of the increase in their cash reserves, the multiple being equal
to the reciprocal of their reserve ratio. Thus, after a certain lag of
time, the supply of loanable funds will be greatly increased.11 As
long as the export surplus persists and continues to be offset by compensatory capital export of the central bank, the additional demand
for loanable funds by the exporters is always counterbalanced by the
credit expansion of the central bank, but each credit expansion by the
central bank will be followed by a further multiple credit expansion
by the commercial banks. Thus, there will be a strong downward
11
If the central bank itself observes a rigid reserve ratio between its current
deposit liabilities and note issue on the one hand and its reserves of gold and
foreign exchange on the other, as under the traditional gold standard system, then
the multiple expansion of credit engendered by the compensatory capital export
on the part of the central bank will be further magnified; for it would first induce the central bank itself to increase the money supply not merely by the
amount of its foreign exchange or gold acquisition but by a multiple of it, and
the multiple expansion of central bank credit would in turn set up a further
multiple expansion of commercial bank credit.
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pressure upon the rate of interest. Unless the elasticity of hoarding is
infinite, the rate of interest must fall. Domestic investment, and possibly consumption as well, might be stimulated, and the inflationary
effect thus produced upon income would be superimposed upon the
impact and the multiplier effects shown above, when only the incomeinduced changes in consumption and investment expenditures were
taken into account and interest-induced changes were neglected.
Import surplus counterbalanced by independent capital import
(portfolio). Mutatis mutandis, it can be shown that an import surplus counterbalanced by a simultaneous independent capital import for
portfolio investment will tend to lower the rate of interest by increasing the supply of loanable funds to the money market. For the liquid
funds which the importers hand over to the capital importers for the
purchase of foreign exchange are not current net savings, but are the
proceeds of the sale of imported consumers' and producers' goods which
are to be directed to the replenishment of the inventories of the importers. Through the sale of foreign exchange by the capital importers
to the importers, however, these funds become available to the money
market for net investment at home just as if they were net savings,
while the inventories of the importers can now be replenished by the
foreign exchange provided by the capital importers. Therefore, an
import surplus offset by an independent capital import represents a
net increase in the supply of loanable funds to the money market.
This additional supply of loanable funds to the money market would
tend to lower the rate of interest, unless it encounters an infinitely
elastic demand schedule for idle cash balances, or unless it meets with
a corresponding increase in the demand (in the schedule sense) for
idle cash balances. In either of these events, the rate of interest, of
course, would not be affected. Thus, at a time of depression, when
the rate of interest has already fallen so low that it barely covers
the minimum liquidity preference (hence the demand for idle cash
balances is very elastic), the additional supply of loanable funds
brought to the money market by capital importers cannot be expected
to have any effect upon the rate of interest and investment expenditures. Or, in the special case where the capital imported is "hot money,"
which has escaped from abroad to take temporary refuge from the
hazards of exchange depreciation, and which consequently does not
seek investment in any form on the domestic money market, the additional supply of loanable funds may be simply absorbed by a corresponding additional demand for idle cash balances on the part of
the capital importers (the foreign capitalists). Then of course the
rate of interest and investment expenditures will not be affected, whatever the elasticity of demand for cash balances.
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In normal cases, however, imported capital usually seeks investment in the domestic money market, and with a fairly high level of
activity at home, the demand for liquidity is not likely to be infinitely
elastic or perfectly inelastic. Therefore, the rate of interest will probably fall or the terms of credit will become easier, and domestic investment expenditures might thus be increased. That is to say, not
all of the additional supply of loanable funds transferred to the money
market by capital importers from the importers of goods and services
will be absorbed into idle balances; at least part will find its way into
additional investment expenditures. To that extent, therefore, domestic
income will be increased.
This probable inflationary effect of an import surplus offset by independent capital imports must be set against the deflationary effects
of the import surplus, in the previous discussions of which the indirect
effects via the money market and the rate of interest were entirely
neglected.
As long as the import surplus persists and continues to be counterbalanced by independent capital imports, there will be a continuous
additional supply of loanable funds to the money market. This would
constantly tend to lower the rate of interest (for successive decisions
to hoard, i.e., to make successive additions to idle balances, can be induced only by successive decreases in the rate of interest), until the
multiplier effect of imports, which is now much damped down by the
interest and liquidity effect, has again restored, by successively
lowering the level of income, the equilibrium between the investment
demand for loanable funds and the supply of ex ante savings plus
the supply of loanable funds which the import surplus, together with
its counterpart, independent inflow of portfolio investment, would
transfer to the money market.
Import surplus counterbalanced by independent capital import (direct investment). This discussion of independent capital imports has
treated portfolio investment in securities on the domestic money
market by capital importers as the typical case of independent capital
imports. In doing this the traditional theoretical analysis of the money
market has been followed, viz., all the supplies of loanable funds have
been put on one side and all the demands on the other, even though
it is very well known that there may be some cases where the demand
for and supply of loanable funds arise from the same person, i.e, where
the investor provides his own investible funds.
This practice is logically permissible and simplifies the matter
greatly insofar as the money market concerned is a perfect one, in the
sense that each individual can borrow or lend any amount of loanable
funds at the same ruling market rate of interest. On such an assump-
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tion, if an investor (in the restricted sense of the person or corporation
who actually carries out the investment project, not one who invests
money or buys securities) finances his own investment expenditures, it
may be imagined that he, as the supplier of loanable funds, lends the
funds to himself as the investor. Since the rates at which he can lend
and borrow are both the same ruling market rate of interest, it would
make no difference if he lent his funds to somebody else and then
borrowed the funds for his investment projects from somebody else
again. His investment expenditure will be determined by the prevailing
market rate of interest, which, being the rate at which he can lend his
own funds or which he can obtain by investing them in other securities,
measures the marginal opportunity cost of his investment expenditures.
By the same token, the capital importer who imports capital from
abroad to finance his own investment project may be treated as if
he first lent out the capital he imported from abroad on the domestic
money market (i.e., puts it into securities) and then raised the investible funds for his investment expenditure from the market. Thus,
to the extent that the domestic money market is perfect, the above
discussion of independent capital imports for portfolio investment on
the domestic money market can be taken to cover all cases of independent capital imports.
If, however, the domestic money market is highly imperfect, so that
each individual borrower is confronted with an individual supply
curve of credit which rises sharply as he approaches the limit of his
borrowing capacity,12 there will usually be a considerable gap between
his marginal borrowing rate and his marginal lending rate on the
money market. Consequently, the marginal costs of credit to an investor would be quite different in the two cases where he finances his
own investment and where he raises the investible funds from the
domestic money market. It is, therefore, no longer permissible to treat
the cases where the investors themselves provide the loanable funds
for their own investment expenditures as virtually the same as the cases
where the supplier of credit and the investor are different persons
brought together by the money market.
Likewise, in the discussion of international capital movements, the
cases of domestic investors borrowing directly from foreign capital
markets and of foreign capitalists directly carrying out investment
projects in the country into which they import their capital (i.e.,
where the capital importer and the investor are the same person) have
to be dealt with separately from capital imports in the form of port12
At this limit, in the words of Hawtrey, it would rise practically to a vertical
wall, whereas the rate of interest at which he can lend his own liquid funds or
which he can obtain by investing them in other securities is more or less constant.
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folio investment. For in these cases, the marginal cost of investible
funds to the investor is not the marginal borrowing rate which he would
have to pay if he raised the same amount of funds from the domestic
money market, but his marginal borrowing rate on the foreign money
market plus a certain premium for the risk of exchange fluctuation,
or his marginal lending rate on the domestic money market, whichever
is the higher.13 There is a strong presumption that both these rates
are much lower than his marginal borrowing rate on the domestic
money market; for his domestic marginal lending rate must be lower
than his domestic borrowing rate if the domestic money market is at
all imperfect, and his marginal borrowing rate abroad plus the allowance for the additional risk of exchange depreciation in the future must
also be lower, if capital is to be imported at all.
Therefore, such capital imports (viz., direct borrowing from abroad
by domestic investors and capital imports by foreign capitalists for
direct investment) have a direct influence upon domestic investment
decisions without first affecting general credit conditions or the system
of interest rates on the domestic money market, and will generally
lead to a more or less equal amount of domestic investment. It is
still true, however, that they bring about the investment expenditures
because they make investible funds available to the investors at a
lower marginal cost, or more exactly because they shift the individual
supply curve of credit, with which the investor is confronted on the
domestic money market before the capital import, both to the right
by a distance which represents the amount of capital he imported and
downward to a certain extent.14
Such capital imports would therefore have an inflationary effect
upon domestic income, via the domestic investments that they finance,
which would be sufficient to offset the deflationary effect of an equal
amount of import surplus on current account. And insofar as they
are offset by simultaneous imports of goods and services, there will
probably be no effect upon the general credit or liquidity position of
the domestic money market. If the foreign exchange arising from capital imports intended for domestic investment is spent directly on foreign capital goods, that is, if the investment expenditures induced by
13
Since there is always the alternative to direct investment of lending the
capital funds imported from abroad or buying securities on the domestic money
market, the marginal lending rate is therefore an opportunity cost of his investment expenditures. If, however, it is the lower of the two, it is not the effective
marginal
cost.
14
In the case of direct investment by foreign capitalists, there will generally
be an additional influence due to a simultaneous import of technical knowledge.
The availability of technical "know how," which had previously been inaccessible,
will have the effect of raising the marginal efficiency schedule of investment because of its close complementarity with capital equipment, as described above.
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such capital imports are directed exclusively toward imports, then obviously there will be no impact or multiplier effect upon income, nor
will the domestic money market be affected. If the investment expenditures induced are on domestically produced goods and services, but
are offset by additional imports in other sectors of the economy, the
impact and multiplier effects on income still cancel each other out. The
additional supply of liquid funds in domestic currency provided by
the importers of goods out of their sales proceeds would just be met
by the additional demand for liquid funds in domestic currency on
the part of capital importers for their own domestic investment expenditures. (There is reason to regard the demand for funds for
these investment expenditures as additional, for they are obviously
extra-marginal investments which would not have taken place under
the credit conditions of the domestic money market, but were induced
only by the capital imports which made credit available to them at a
much lower marginal cost of borrowing.) Consequently, there will be
no net change in the demand and supply of loanable funds on the domestic money market, and hence there will be no effect upon domestic
interest rates and credit conditions.
Import surplus counterbalanced by compensatory capital import.
If the import surplus is offset by compensatory capital imports of the
central bank, however, the case would again be entirely different. For
the liquid funds which the importers hand over to the central bank for
the purchase of foreign exchange will be mopped up by a corresponding
monetary contraction of the central bank. There is, therefore, no
increase in the supply of loanable funds to the domestic money market.
Furthermore, a contraction of money by the central bank will reduce
the cash reserves of the commercial banks and, under the assumption
that the commercial banks keep a rigid reserve ratio, will compel
them to contract their credit by a multiple of the loss of their cash
reserves. Thus, after a certain time lag, the supply of loanable funds
in the domestic money market will be severely reduced by the recall of
loans, or sale of bills and securities, by the commercial banks. The
rate of interest will certainly rise unless there is an infinitely elastic
supply of dishoardings out of idle balances. Such a deflationary influence must be added to the deflationary effects of an import surplus
which were discussed in the preceding sections on the multiplier
relation.
Counterbalancing capital movements. An independent capital export which is counterbalanced by a simultaneous independent capital
import in the form of portfolio investment will now be considered. Although the decision of the capital exporters to raise funds from the
domestic capital market represents an additional demand for loanable
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funds, the funds which they borrow will in effect pass into the hands
of the capital importers in exchange for foreign assets and will thus
flow back into the domestic market. Thus, prima facie, it appears that
there will be no net change in the demand and supply of loanable funds,
apart from the effects of any slight difference in timing between the
outflow and inflow of funds. The matter, however, is not so simple; for
the funds which the capital exporter raised might partly come out of
his own hoardings of cash, because the greater attractiveness of foreign assets, which induce him to hold them instead of domestic assets,
would also induce him to prefer foreign assets to cash balances. When
these funds become available to the money market again via the capital importer, the supply of loanable funds would then be greater than
if there had been no foreign capital transactions, the increase being the
dishoarding of capital exporters induced by the greater attraction of
foreign assets. Hence there would be a slight downward pressure on
interest rates, or a slight tendency for the terms of lending to be easier,
which might give some stimulus to investment expenditures although
its quantitative significance is uncertain.
If, however, the independent capital import is "hot money" seeking
only temporary refuge and not investment, the effect upon the money
market would likely be the reverse; for the liquid funds raised by
the capital exporter, which presumably come only partly from dishoarding, would be entirely absorbed into hoardings by refugee capitalists. There would then be a net reduction in the supply of (or a
net increase in the demand for) loanable funds on the domestic
money market. Interest rates would tend to rise, or credit conditions
would tend to be more stringent, and investment expenditures might
thus be discouraged.
If the capital import is by the domestic investor himself in order to
finance his own investment expenditures, the case would be different.
It has been shown above that such capital imports would lead to more
or less the same amount of investment expenditures on the part of capital importers, irrespective of their effect upon the domestic money
market. The resulting investment expenditures would of course have
an inflationary effect upon domestic income according to the multiplier principle. When such capital imports are counterbalanced by independent capital exports, however, the inflationary effect of the investments directly induced by the former would be at least partly
offset by the indirect influence through the money market. For the
loanable funds which capital exporters raise from the money market
to buy the foreign assets of the capital importers will not flow back
to the money market, but will be met by the additional demand for
loanable funds in domestic currency on the part of the capital im-
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porters themselves for their own investments.15 Thus, this would represent a net increase in the demand for loanable funds on the domestic
money market. The rates of interest would tend to rise and hence
other domestic investment expenditures might be reduced.
However, the deflationary effect exerted through the money market
is not likely to offset completely the inflationary effect of the investment directly induced by such capital imports; for the increase in demand for loanable funds and the consequent rise in the rate of interest
would probably elicit some dishoardings (and usually some credit
expansion, which has been temporarily excluded by the assumption of
the monetary framework), with the result that other investment or
consumption expenditures will not be curbed by the same amount as
the additional demand for funds for investment on the part of capital
importers. Hence, the net effect is likely to be inflationary, unless the
investment expenditures have some import content, in which case there
is another offsetting factor, imports, which have already been discussed
above in connection with this kind of capital import.
If an independent capital export is counterbalanced by a compensatory capital import by the central bank, however, things will again
be different. For the funds which the capital exporters raised from the
money market will be canceled by a corresponding reduction in the
central bank money supply. Thus, the capital exporters' demand for
funds must be regarded as a net additional demand for loanable funds.
Furthermore, the contraction of credit by the central bank will reduce
the cash reserves of the commercial banks. Under the assumption that
the commercial banks observe a rigid reserve ratio, this would force
them to contract their credit by a multiple of the loss of their cash
reserves. Thus the effect upon the money market of an independent
capital export offset by a compensatory capital import of the central
bank may be depicted as a net additional demand for loanable funds
equal to the amount of capital export, followed after some lag by reductions in the supply of loanable funds several times the original capital export. Therefore, there will be a tendency for the rate of interest
to rise, or to put it more generally, for the terms of credit to become
harder; investment and consumption expenditures might be reduced,
which would cause the national income to decline, unless there is an
infinitely elastic supply of dishoarding out of idle balances which prevents the rate of interest from rising.
On the other hand, when an independent capital import is counterbalanced by a compensatory capital export by the central bank, the
proceeds which the capital importers obtain from the central bank
15
Cf. the previous section on import surplus and independent capital imports
for specific investment projects.
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for the sale of foreign assets represent an additional supply of loanable
funds for investment. Where the independent capital import is for
portfolio investment in securities in the domestic money market, this
would produce a downward pressure on the rate of interest or on the
terms of lending, which might call forth an increase in domestic investment expenditures, unless it encounters an infinitely elastic demand
for idle cash. Where the independent capital import is by the intending
investor himself, this would directly help to finance a more or less
equal amount of his investment expenditures without any pressure
upon the domestic money market.
Furthermore, since the proceeds obtained by the capital importers
from the central bank are central bank money, a multiple expansion
of credit will be generated when the proceeds reach the commercial
banks. Thus there will be secondary increases in the supply of loanable
funds amounting to several times the original capital imports. Unless
the demand for idle balances is infinitely elastic, there will be a
further tendency for the rate of interest to fall and the terms of credit
to be easier. Consequently, investment expenditures will be further
stimulated, with further inflationary effects upon domestic income.
Capital movements and domestic income. With the above analysis
in mind, it is not difficult to see how capital imports and exports may
act as active agents in bringing about expansions or contractions of
domestic income, instead of being merely the passive camp-followers
of export or import surpluses as the social accounting method of analysis seems to suggest. For a spontaneous increase in independent capital imports—which under the monetary framework postulated above
will probably first be counterbalanced by a corresponding compensatory
capital export by the central bank—would most likely stimulate domestic investment by lowering the domestic rate of interest or more
generally by increasing the availability of loanable funds to domestic
investors in the manner shown above. The increase in investments thus
induced would cause domestic income to expand. The expansion of
income and/or the investment expenditures themselves may in their
turn bring about an increase in imports according to the propensity
to import. Thus an independent capital import may be an active cause
of an import surplus, instead of being merely a necessary contra-entry
of an already existing import surplus.
Compensatory capital movements and compensatory official financing. Because the government and the monetary authority are usually
in very close relation and are sometimes one and the same, special
attention is needed in dealing in the balance of payments with the foreign borrowing and lending of the government. When the government
borrows from abroad for budget purposes or to finance a specific recon-
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struction project, the effect upon the domestic money market and income is precisely the same as that of a private capital import destined
to finance a specific investment project. But when the government
borrows for the explicit purpose of exchange stabilization, the borrowing must be regarded as that of the monetary authority itself (the
term "monetary authority" thus covers both the central bank and the
government). In such transactions, the increase in foreign liabilities
of the monetary authority is exactly offset by an increase in its foreign
assets. No net compensatory capital movement is, therefore, involved,
nor any independent capital movement. Not until some of the foreign
assets thus obtained by the monetary authority are sold to importers
or to independent capital exporters will there be any compensatory
capital import. The government would in fact hand over the foreign
exchange proceeds to the central bank to be set against the retirement
of a portion of the government's debt to the central bank. There would
be no change in the supply and demand of loanable funds in the domestic money market. Alternatively, the effect of the compensatory
capital export of the central bank against government borrowing from
abroad may be regarded as being canceled out by the repayment of
the government's indebtedness to the central bank.
Similarly, if a grant received by the government is handed over to
the central bank for stabilization purposes against a retirement of
government debt, there would be no effect upon the money market.
For the money created by the compensatory capital export of the central bank against the foreign donation received by the government is
canceled out by the repayment of debt to the central bank. There is
no change in the demand and supply of loanable funds in the money
market. The donation would merely increase the government's disposable income by that amount, according to our principle of social
accounting, and since the government does not spend any of the donation, but saves it all for debt retirement, there will be no effect on national income at factor cost. In fact, such donations may be regarded
as a direct grant to the monetary authority, even though the government has acted as an intermediary.
The relation between our concept of compensatory capital movements and the compensatory official financing of the Fund's Balance of
Payments Yearbook may be expressed as follows. The net compensatory capital movements of the monetary authority according to our
definition are measured by the loss of foreign exchange reserves of the
monetary authority in order to offset the excess demand for foreign exchange in the market. In accounting, this amount is equal to the
original reserves of the monetary authority plus addition to its reserves
due to the stabilization loans borrowed by the monetary authority, or
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by the government on its behalf, and the stabilization grant received
minus the remaining reserves. This may be considered equivalent to
compensatory official financing strictly interpreted.
Modification of monetary framework: excess reserves. This analysis of the effect of international transactions upon the domestic money
market needs some modification, if the monetary framework is different from that postulated above. It is, of course, impossible to give a
separate analysis for every possible monetary system. Allowance will
be made here for only one variation in the assumptions so far made,
which will make the postulated framework more realistic. It has been
assumed that the commercial banks always maintain a rigid conventional or legal reserve ratio between their current deposits (checking
accounts) and cash reserves. In fact, the reserve ratio may not be
rigidly observed. In times of depression, particularly, the commercial
banks may have ample excess reserves above the legal minimum, which
enable them to expand or contract credit on their own initiative without any change in their cash reserves. In such cases, our analysis of
the effect of international transactions would have to be modified.
Where there is an export surplus, or net independent capital import,
counterbalanced by compensatory capital export of the central bank,
the additional cash created by the central bank in this operation will
not necessarily induce a multiple credit expansion of the commercial
banks. For if the commercial banks do not observe a rigid reserve
ratio, a small addition to their reserves need not impel them to expand
their deposits according to that ratio. Moreover, the fact that the commercial banks possess excess reserves and are able to expand or
contract their credit supply on their own initiative implies that the
supply of bank credit is highly elastic with respect to the rate of interest. That is to say, whenever there is a sudden increase in the demand for loanable funds in the domestic market which tends to raise
the rate of interest, additional bank credit would come to the rescue
and fill the gap between the demand for and supply of loanable funds,
thus helping to stabilize the rate of interest. Conversely, when there
is a decline in the demand for loanable funds or an increase in their
supply from other sources, the excess supply of loanable funds would
be drained away by a withdrawal of bank credit. Thus where the
commercial banks possess ample excess reserves and are not in the
habit of keeping a fixed conventional reserve ratio, there will be an
additional factor, apart from hoarding and dishoarding due to an elastic demand for idle cash balances, making for rigidity in the rate of
interest and hence tending to offset the effects of international transactions upon the supply and demand of loanable funds. Therefore, if
the elasticity of the supply of bank credit with respect to the rate of
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interest is infinite, independent capital imports and exports might have
no effect upon domestic income, except that where there are direct capital imports by domestic potential investors in an imperfect domestic
market, the availability of funds from foreign sources on better terms
than they could obtain at home at the margin might increase their investment expenditures.
However, the assumption of an infinitely elastic supply of credit by
the commercial banks which pay no attention at all to their reserve
ratios is hardly more realistic than our previous assumption of a perfectly inelastic supply, with respect to the rate of interest, of bank
credit which is determined solely by the amount of cash reserves. Under
normal conditions, the commercial banks may not strictly observe a
reserve ratio, but with a given cash reserve the more credit the banks
create, the higher will be the rate of interest they will ask for their
loans or the harder will be the terms for the credit they grant. And an
increase in their cash reserves will make them more willing to grant
additional credit at easier terms, even though it may not impel them
to expand their credit by the full multiple required by a rigid reserve
ratio. Conversely, a decrease in their cash reserves will undoubtedly
make them less willing to grant new loans or even to renew old ones
except at stiffer terms, even though it may not force them to contract
their credit by the full multiple of the loss of reserves as demanded by
a rigid reserve ratio. Thus our original conclusions with regard to the
effect of international transactions upon domestic income via their
effect upon the supply and demand of loanable funds need to be modified in degree but not in substance. And in times of high activity, as
during a boom, when any slack in cash reserves is likely to have been
already taken up more or less fully, the condition of the banking system would approximate to the situation postulated earlier. Besides,
in times of high activity, liquidity preference (and hence hoardings
into and dishoardings out of idle cash balances) is not likely to be
highly elastic. Consequently, both these factors, tending to make the
rate of interest rigid and to offset changes in the supply and demand
of loanable funds brought about by international transactions, will be
less operative in times of high activity than in times of low activity
and depression. This suggests that independent capital imports or exports will have greater inflationary or deflationary effects upon domestic income under high activity than under slump conditions.

Summary
The foregoing analysis has shown how international transactions
may affect the domestic flow of income both directly and indirectly.
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With the aid of social accounting, the conclusion has been reached that
the direct impact of international transactions upon the domestic national disposable income may be measured roughly by the net balance
in the current account of the balance of payments. But when this
measure is used, a rather disconcerting fact must constantly be kept in
mind, i.e., that the impact of current transactions upon domestic income as expressed in the social account may sometimes be quite nominal, if the transactions are offset by concomitant changes in other
domestic expenditures.
The indirect effects of international transactions upon domestic income may be exerted, first, via the effects of the initial change in income due to the impact upon other domestic expenditures in accordance
with their respective functional relations with income (e.g., the marginal propensities to consume, to invest, etc.); second, via the effect of
the transaction itself upon the domestic propensity to consume and
the marginal efficiency of investment; third, via the effect upon the
prices of wage-goods, thus starting or retarding a wage-price spiral;
and fourth, via the effect upon the availability of loanable funds and
the rate of interest at home. International capital as well as current
transactions may affect domestic income in this fourth indirect way.
There appears to be no simple over-all measure, however, for the
aggregate indirect effects upon income of the whole balance of payments. For the indirect effects through the four different channels may
in some cases reinforce, and in others offset, each other. Moreover,
the quantitative repercussions of these indirect effects are not easily
comparable and may be quite different under different institutional
frameworks. Therefore, the disappointing conclusion is inevitable that
it is perhaps vain to look to the balance of payments record alone for
any precise and comprehensive measure of the total inflationary or
deflationary effect upon domestic income of all the international transactions. However, when more information is available about other
domestic expenditures, government policies, trade and exchange systems, and the monetary framework, the study presented here should
make it possible to analyze the effects of international transactions
upon domestic income in any particular country.

Appendix: Note on the Multiplier Eelation
Assume that consumption, investment, imports, and exports are the
only expenditures that are known to be functions of national disposable
income and the functional form is linear in all cases, such that
and
5
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where c, i, m, e, e are constants representing marginal propensities, and
Co,, la. Ma, and Ea are parameters representing the autonomous elements in consumption, investment, imports, and exports, respectively,
that cannot be explained by income movement. From the discussion in
the text, national disposable income (neglecting the government sector) mav be written as
where D is net donations received from abroad. When the above functional relations are substituted in this identity, the following is obtained:

provided c+i—m+ (e+e'm) <1.
A further refinement may be introduced by taking into consideration
the fact that the imports induced by a given dose of expenditure may
be different according as expenditure has been directed toward consumption, investment, or exports. To bring this fact into the picture,
imports may be rewritten as a function of the various components of
income instead of a direct function of income itself, i.e..
where m±, m2, and m3 are the coefficients, which are assumed to be
constant, relating induced imports to consumption, investment, and
exports, respectively, and Ma is the autonomous residue. The marginal
propensity to import with respect to income as a whole, i.e., m in the
previous equation, can be derived as follows:

When the new function for M is written into the national income
identitv.
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The multiplier relation then becomes

multiplied by

If e', i.e., "other countries' propensity to spend back/7 is considered
negligible for certain countries, then this equation can be simplified to

multiplied by
where the multiplicand is the autonomous expenditures net of their import contents.
If more items of national expenditures are known to be functions of
income, then the multiplier relation would become more complicated.
Since, in reality, the marginal propensities represented by small
letters, c, i, m, e, etc., are more likely to be constant over a small range
of variation of income than over its entire range, it will be safer to
apply the multiplier formula only to determine the changes in the flow
of income than to use it to determine the total level of income. When
used in this less ambitious fashion, all the capital letters in the above
formulae should be understood to stand for the increments of the different magnitudes which they represent respectively.
If in the practical application of the multiplier to balance of payments problems, changes in exports may be assumed as a first approximation to be entirely autonomous and changes in imports to be entirely
induced, then the general multiplier formula may be reduced to the
following:

multiplied by
in which the marginal propensity to export vanishes.
If in the case of a country with an over-all quantitative restriction
of imports, or in the case of a country with a perfectly flexible exchange rate where imports and exports are instantaneously adjusted
to each other by the flexible exchange rate, both exports or imports are
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to be regarded as autonomous magnitudes in our first approximation,
then the multiplier formula is further simplified to

multiplied by

[(E-M+D)+Ca+/a)]
in which the marginal propensity to import also vanishes.
The derivation of the multiplier in the above manner, viz., from
the national income identity and the functional relations between income and various induced expenditures, may give an entirely false impression that the multiplier operates instantaneously. In fact, the
multiplier takes time to work out and the process can be properly
shown only in a dynamic sequence analysis, which cannot be considered here.
December 1949
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The Currency, Banking, and Exchange
System of Thailand
B. R. Shenoy *
ECONOMY of Thailand at the close of World War II required
THE
profound readjustments to the new world conditions. The entire
country had been under Japanese occupation during the war, and the
prewar currency system had been seriously disrupted. The wartime
history of the Thailand monetary and exchange system, and the consequent adjustments in the postwar period, after the connection with
Japan had been severed, with a brief reference to the more recent
exchange adjustments, will be outlined in this paper.1

Currency, Credit, and Prices
The currency standard
Thailand's Currency Law of 1928 had placed the baht on a gold
(sterling) exchange standard, the par of exchange being 0.66567 grams
of fine gold per baht, or 11 baht to £1. With the departure of sterling
from gold in September 1931, the link with sterling was abandoned in
favor of gold. In May 1932 the sterling link was re-established at the
old parity, and the option of converting the baht into either gold or
gold exchange was deleted from the currency laws.
Before the war, the issue of currency and the volume of money in
circulation responded to changes in the balance of payments. When
the payments position showed a surplus, the currency reserves and the
monetary circulation increased; when it showed a deficit, both declined. Expansion and contraction were more or less automatic. The
steady prewar increase in the volume of money in circulation reflected
an increase in the demand for money resulting from the expansion of
production and trade, and the capacity of the monetary system to provide additional money as the consequence of an export surplus and the
* Mr. B. R. Shenoy, Director of Monetary Research, Reserve Bank of India,
was the Fund's Technical Representative for the Far East from December 1948
to August 1950. He was formerly Professor of Economics in the University of
Ceylon and Principal and Professor of Economics in the Arts College, Ahmedabad.
!The activities of the Fund require that it study continuously monetary developments in each of its member countries. From time to time, Staff Papers will
include surveys, made by members of the Fund staff, of the banking and exchange systems of member countries which have not been covered widely in publications readily available to the public.
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accumulation of reserves. There was no deficit financing by the government. Before January 1942 the currency law did not permit baht government loans or treasury bonds to be held as part of the currency
reserves.
When World War II spread to Southeast Asia, the convertibility of
the baht into sterling was again suspended (January 1942), its gold
value was fixed at 0.32639 grams of fine gold, and the currency authority was authorized to issue notes against gold delivered either
abroad or in Bangkok. Simultaneously, government securities and
treasury bonds (a treasury bond being defined as "a non-interest-bearing bond issued by the Minister of Finance to the Issue Department of
the Bank of Siam on the general credit of Siam") were added to the
list of permissible currency assets. The gold value of the baht was
further reduced to 0.25974 grams of fine gold in April 1942.
In June 1942 the baht was, in effect, placed on a yen exchange standard, the par of exchange being one baht to one yen. This meant a
devaluation by approximately 36 per cent relative to the previous rate
of exchange, which had been 100 baht to 155.70 yen. The convertibility
of yen into baht was made conditional upon satisfactory evidence that
the currency was needed for bona fide business purposes. The sums
required to meet the needs of the Japanese occupation forces were
determined for each half-yearly period by agreement between the
Governments of Thailand and Japan. The Bank of Thailand Act of
December 10, 1942 established the Bank of Thailand, with the customary central bank functions. At that time, the management of the
note issue was transferred from the Ministry of Finance to the Issue
Department of the Bank.
Thailand's connection with Japan was severed on September 7, 1945,
and the state of war with the Allies was formally terminated on January 1,1946. On May 1,1946, the link with the yen was abandoned, and
the parity of the baht was fixed at 0.09029 grams of fine gold, or 40
baht to £1 and 9.925 baht to US$1.00 (or 100 baht to US$10.075). The
currency authority was required to "receive or deliver pounds sterling
or U.S. dollars in exchange for notes." Simultaneously, treasury bills
were added to the permissible components of the currency reserve. On
September 26, 1949, following the devaluation of sterling, the par of
exchange was altered to 35 baht per £1 and 12.50 baht per US$1.00.
Inflation and prices
During the war a large expansion of the money supply was necessary
to cover budget deficits, to meet the baht currency needs of the Japanese occupation forces, and to pay for the export surplus with Japan.
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The budget deficits were met by turning over treasury bonds (amounting to 300.5 million baht between 1942 and 1945) to the Bank of Thailand, and the baht currency requirements of Japan were met by the
issue of baht notes mainly against yen credits in Tokyo.
The issue of notes against yen credits accounts for by far the largest
part (about 79 per cent) of the increased note circulation. In December
1942 the amount of yen credits in the currency reserves was 61 million
yen (Table 1). The amount had increased to 571 million yen in December 1944, and the rapid increase during the last nine months of the
Japanese occupation raised the figure to 1,346.80 million yen in September 1945. The note circulation rose from 392.72 million baht on
December 31, 1942 to 2,096.13 million baht on September 30, 1945.
TABLE 1. NOTES IN CIRCULATION AND JAPANESE EXPENDITURE IN THAILAND
(Cols. 2-4, in millions of yen; cols. 5-8, in millions of baht)
Yen Credits in Currency Reserves
End of
Month
(1)

Dec
Dec
Dec
Sep.

194
1943
1944
194

Issue
Dept.
(2)
61.00
159 00
571 00
1,346.80

Banking
Dept.
(3)

Total
(4)

61.00
237.05
78.05
186.89
757.89
21 LOO 3 1,557.80

Japanese
Military
Expenditures in
Thailand
(5)
24.00
192.71
514.00
799.40

Sale of
Gold by
Japan to
Bank of
Thailand
(6)
15.00
29.00
60.00
25.00

Trade
Surplus
with
Japan *
(7)
52.00
12.34
66.84
25.51

Notes in
Circulation 2
(8)

392.72
657.62
1,174.62
2,096.13

1
Difference between military expenditures (column 5) and the sum of the annual increase in yen credits (column 4) and the sale of gold to the Bank of
Thailand
(column 6).
2
Includes notes held in the Banking Department of the Bank of Thailand.
3
The difference between the figures in columns 2 and 4.
Source: Bank of Thailand Annual Reports.
Since this article was prepared, certain of the figures in this table have been
revised. For the revised figures, see International Monetary Fund, International
Financial Statistics, September 1950.

If the yen credits held in the Banking Department of the Bank of
Thailand are also taken into account, it would appear that out of a
total of 1,686.80 million baht for Japanese expenditures up to the end
of September 1945, 1,557.80 million had been met by yen credits to the
Bank of Thailand and 129.00 million by the sale of gold to the Bank
(earmarked in Japan). Of this expenditure, 1,530.11 million baht was
for the requirements of the occupation forces and 156.69 million was
payment for the export surplus to Japan.
After the conclusion of the war, the money supply continued to expand, but at a much less rapid rate (see Table 2). For the most part,
this postwar expansion reflected the recovery, at high price and wage
levels, of production and trade. In 1945 and 1946 the rapid increase in
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bank deposits was due largely to the increased number of commercial
banks, and the increased use of checks for payments exceeding 1,000
baht. The supply of money rose substantially in 1946, then declined
slightly in 1947, but rose again in 1948 and in the first half of 1949,
when rice harvests were good and there was a rapid general expansion
of production. By the end of August 1949, it amounted to 3,290.64
million baht.
Since September 1945, there has been no further issue of notes against
treasury bonds. Budget deficits have been met by the issue of loans or
treasury bills. The latter were not held by the Issue Department of the
Bank of Thailand but part of the loans were held by the Banking Department, and to that extent there was deficit financing through the
creation of central bank money. Budget deficits in 1945,1946, and 1947
totaled in all 466.86 million baht. Between December 1944 and December 1947 the public debt outstanding increased by 533.45 million baht;
287.46 million baht of the debt as of December 1947 was held by the
Bank of Thailand and 245.99 million by the commercial banks.
The postwar expansion of the volume of money was also checked by
withdrawing from circulation profits from the sale of sterling and
rupees (held in the "Stabilization Account," whose operations are described below) on the free market, which amounted to 181.06 million
baht as of December 31, 1948. Other minor steps taken to limit the
note issue included the use of gold reserves held in the United States
to purchase urgently needed imports and sales of small quantities of
gold to the public. The anti-inflationary effect of the withdrawal in
February-March 1945 of notes of 1,000 baht denomination was shortlived, as the savings bonds issued in exchange for them were redeemed
by February 1947.
TABLE 2. MONEY SUPPLY OF THAILAND
(million baht)
End of
Month

Notes in
Circulation l

Demand Deposits
of Commercial Banks

Total

Dec 1939
Dec 1945
Dec. 1946
Dec. 1947
Dec 1948
June 1949
Aug. 1949

176.57
1,838.68
2,119.24
2,106.87
2,389.99
2,499.15
2,497.76

50.74
306.63
722.95
661.37
693.04
780.38
792.88

227.31
2,145.31
2,842.19
2,768.24
3,083.03
3,279.53
3,290.64

1

Excluding notes in the Banking Department of the Bank of Thailand.
Source: Bank of Thailand.
Since this article was prepared, certain of the figures in this table have been
revised. For the revised figures, see International Monetary Fund, International
Financial Statistics, September 1950.
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As inflation increased, prices and the cost of living rose, though not
at exactly the same rate as the expansion of the money supply. In
August 1949 the money supply was some fourteen times the volume in
December 1939 (Table 2). The wholesale price index was about thirteen times, and the Bangkok cost of living index about eleven times,
the prewar levels (Table 3).
TABLE 3. NOTES IN CIRCULATION, PRICES, AND COST OF LIVING IN THAILAND
Wholesale
Price Index
(1939-40
— 100)

1939-40 2
1940
1941
1942
1943
1944
1945
1946
1947
1948
1949 June
1949 August
1949 September

100
147
194
215
271
354

3
3

1,465
1,421
1,358
1,319
1,323

Notes in Circulation x

Cost of
Living Index
(1939-40
= 100)

Total
(million
baht)

Index
(1939-40
= 100)

100
110
127
172
257
456
876
1,040
1,214
1,211
1,173
1,109
1,129

176.57
234.78
297.34
390.52
648.12
1,161.03
1,838.68
2,119.24
2,106.87
2,389.99
2,499.08
2,497.76
2,489.89

100
133
168
221
367
658
1,041
1,200
1,193
1,354
1,415
1,415
1,410

1

As'of end of year or month.
Financial year ended March 31.
In 1945 and 1946 publication of the index number was suspended.
Source: Bank of Thailand.

2
8

The increase in the money supply in 1948 and 1949 (when the
progress of recovery was considerable) was not attended by any rise
in prices or cost of living. The wholesale price index declined from
1,465 in 1947 to 1,421 in 1948 and to 1,323 in September 1949. The
Bangkok cost of living index was steady in 1948 and declined to 1,129
in September 1949, from an average of 1,211 in 1948.
The statistics of currency, credit, and prices thus indicate that early
in the postwar period Thailand had succeeded in calling a halt to inflation. Since the close of the war, treasury disbursements have to only
a small extent exceeded proceeds from revenue. Though more than half
of the internal public debt is held by the Bank of Thailand, the volume
of debt outstanding is moderate. This, coupled with the increase in production, arrested the upward trend of prices which, since the middle of
1947, have been declining slightly.
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Commercial banks and other financial institutions
In 1938 there were eleven commercial banks in Thailand (four incorporated in the country and seven abroad) with three branches.
Since the war, with the increase in monetary circulation, new banks
have been opened, and in August 1949 the number was 23 (10 Thai and
13 foreign) with 29 branches, which, with one exception, were of Thai
banks.
As the bulk of bank funds are demand deposits, their investments
are short term. Most of the banks are engaged in financing the movement of crops, principally rice, from the interior to Bangkok and their
export abroad. They do not lend on long term either to industry or to
agriculture.
In 1938 about 33 per cent of the total assets of commercial banks was
invested in loans and advances, about 14 per cent in discounts and
investments, and somewhat under 27 per cent in foreign exchange. The
rest of the liquid assets was held in the form of cash which represented
36.87 per cent of demand deposits (Table 4). In August 1949, loans
and advances represented 31 per cent of the total assets, discounts and
investments 9 per cent, and investments in foreign exchange 17 per cent.
The cash balances were larger than before the war, being equivalent to
43.30 per cent of demand deposits.
The interest paid on commercial bank deposits is limited to prescribed
percentages below the Bank of Thailand's rediscount rate which, since
February 1945, has remained unchanged at 8 per cent. The upper limit
of interest payable on demand deposits is 2-| per cent below the central
bank rate, and on time deposits 2 or 1J per cent below the bank rate,
depending upon the duration of the deposits.
Commercial banks are required to maintain minimum cash reserves
of 10 per cent of total deposits. The Bank of Thailand may at its
discretion alter this percentage within a range of 9 per cent and 20 per
cent. Of these reserves, a minimum of 5 per cent of demand deposits
and 2 per cent of time deposits must be held with the Bank of Thailand.
The latter percentage may be raised to 3 at the discretion of the Bank.
In view of their large cash reserves and the uninterrupted progress
of postwar economic recovery, the banks have seldom been obliged
to borrow from the Bank of Thailand. When in need of funds they sell
their portfolio of treasury bills to the Bank, which is always willing
to buy them. Unsecured loans represented about 11.6 per cent of total
loans and advances in December 1948, and about 6 per cent in
August 1949. The interest on loans and advances charged by the local
banks and two of the foreign banks varied between 5 and 12 per cent in
1947, and between 5 and 15 per cent in 1948. The rates charged by the
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TABLE 4. SUMMARY STATEMENT OF COMMERCIAL BANKS OF THAILAND
(Cols. 1-8, in millions of baht)

Year

Paid up
Capital
and
Reserves
(1)

4.55
1938
4.55
1939
20.69
1946
2759
1947
45.70
1948
1949 (Aug.). 79.64

Per Cent of Demand Deposits
Deposits
Demand
(2)

Time
(3)

Total
(4)

Cash on1
Hand
(5)

Loans and
Advances
(6)

Discounts
and Investments
(7)

43.61
50.74
722.95
661.37
693.04
792.88

16.33
16.60
41.57
52.27
83.55
93.73

59.94
67.34
764.52
713.64
776.59
886.61

16.08
15.94
481.05
324.56
345.42
343.29

25.64
25.64
139.95
281.96
399.18
484.03

11.05
11.05
174.46
176.20
168.83
133.49

Foreign
Exchange
(8)

Cash on
Hand
(9)

20.64
20.78
40.91
84.86
248.02
264.96

36.87
31.42
66.54
49.07
49.84
43.30

1

Discounts
Loans and and InAdvances vestments
(10)
(11)

58.79
50.53
19.36
42.63
57.60
61.05

25.34
21.78
24.13
26.64
24.36
16.84

Including balances with other banks.
Source: Bank of Thailand.
Since this article was prepared, certain of the figures in this table have been revised. For the revised figures, see International Monetary Fund, International Financial Statistics, September 1950.
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other foreign banks varied between 5 and 8 per cent in 1947 and
between 4 and 8 per cent in 1948.
The financial institutions of Thailand also include the Savings Bank,
the Bank for Cooperative Affairs, cooperative societies, and insurance
companies.
The Savings Bank is owned by the Government and governed by the
Savings Bank Act, 1948. It was established to take over the business
of the Treasury Savings Bank of the Post and Telegraph Department;
at present it has 122 branches and agencies. Its main object is to attract the small savings of the rural population, through deposits and
the sale of savings and prize bonds, the latter being the more popular.
The Bank's investment policy is controlled by the Minister of Finance,
and 90 per cent of its resources is invested in government securities, the
Bank being the second largest holder of the public debt (17.18 per
cent of total). The rest of its funds are utilized for medium and long
term advances to the Bank for Cooperative Affairs and to government
industrial undertakings. As of November 15, 1949, 128.70 million baht
was invested in government securities and 78.50 million baht in loans;
of these loans, 53.75 million was to the Bank for Cooperative Affairs,
21.20 million to other government institutions, and 3.55 million to
private individuals.
The Bank for Cooperative Affairs, whose activities are regulated by
Royal Decree, works under the close supervision of the Cooperative
Department, Ministry of Agriculture. The Bank has been in existence
since 1947 and is the government's agent for financing cooperative societies and therefore, indirectly, agriculture. As of December 31, 1948
its resources were 65.35 million baht, of which 10 million represented
capital, 22.17 million the proceeds of government cooperative bonds,
and 29.50 million loans from the Savings Bank. Outstanding loans
granted by it to cooperative societies (principally credit corporations)
amounted to 38.46 million baht in 1947, 64.24 million in 1948, and 99.27
million in 1949 (November).
Though the cooperative movement has been growing, its significance
in agricultural finance is still small. The number of credit societies
rose from 2,851 in 1941 to 6,196 in 1948. During the same interval,
their membership increased from 43,723 to 109,247. Their assets in
1947 totaled 41.79 million baht, of which loans to members (short and
long term) amounted to 37.73 million. During the year the societies
had obtained loans of 38.30 million baht from the Bank for Cooperative Affairs. In 1948, loans to members amounted to 55.03 million baht.
In July 1949 there were 89 insurance companies in Thailand (36
incorporated in Thailand and 53 abroad). They all were privately
owned. The foreign companies invested all their funds abroad, and the
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local companies invested practically all their funds in Thailand. The
bulk of the loans and advances (about 75 per cent in 1947) is on personal security. In 1947, the total resources of the local insurance companies amounted to 45 million baht, and their loans in Thailand to
18.33 million.
The financial institutions of Thailand are primarily a source of
credit to finance trade, both domestic and foreign. They are not presently an important factor for channeling savings into productive investment. If the Government is to undertake a large-scale development program, it will have to consider the establishment of appropriate
institutions designed to make available the necessary funds without
having an unduly inflationary impact on the economy.
Exchange Control and the Bate Structure
Exchange controls
The currency reserve position of Thailand at the end of 1945 was
very weak. The yen exchange, which in December 1945 amounted to
1,557.80 million yen, had become worthless and was subsequently
written off.2 The sterling assets, £14.50 million, had been blocked, as
well as the gold held in Japan (39.66 million grams fine valued at
US$44.63 million) and in the United States (8.00 million grams fine
valued at US$9.00 million). Gold held in Bangkok (29.19 million grams
fine valued at US$32.85 million), which was the only available part of
the reserve, represented 7.61 per cent of the notes in circulation
(1,838.68 million baht), and the subsequent release of the gold held
in the United States and of a small part of the blocked sterling assets
did not alter the position significantly.
Current import needs had, therefore, to be met from current export
proceeds, the use of which had to be rationed in accordance with a
schedule of priorities. An attempt was made to do this by exchange
control and the control of imports and exports. Exchange control was
imposed by regulations issued under the Exchange Control Act, 1942,
as amended by the Emergency Decree of 1943. The allocation of
foreign exchange was entrusted to the Foreign Trade Regulation Board,
which was dissolved in the early months of 1947 and subsequently
(June 20,1947) replaced by the Foreign Exchange Control Board; dur2
The place of yen exchange in the currency reserve was taken partly by the
revaluation (May 1946) of the sterling and gold assets, and the rest (596.21 million baht) by government guarantee. With the revaluation of sterling, dollar,
and gold assets at the new rates adopted subsequent to the 1949 devaluation of
sterling, the volume of the note issue against government guarantee declined to
342.17 million baht.
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ing that interval, the allocation of exchange was made by the Governor
of the Bank of Thailand. On the resignation of the Board on November
8, 1947, allocation of exchange again was vested in the Governor. The
administration of the exchange control was entrusted to the Bank of
Thailand, which worked in close cooperation with the Ministry of
Commerce, other government departments, and the Trade Regulation
Board (later the Exchange Control Board).
Neither exchange control nor control of imports and exports was a
success. There was extensive smuggling of exports and extensive black
market operations in foreign exchange, with black market rates stated
by the Bank of Thailand to have been about twice the official rate for
sterling and about 2^ times for dollars. From July 1,1946 to December
31,1946 the foreign exchange receipts (excluding proceeds from the sale
of gold held in the United States) which passed through the foreign exchange control amounted to only 92.09 million baht, and foreign exchange disbursements to 87.95 million.
The reasons for this failure have been summarized by the Bank of
Thailand as follows:
(1) The internal price of rice in neighboring countries was much higher than
the export price fixed by the Tripartite Agreement with the United Kingdom
and the United States. This was also one of the important factors which led
to smuggling of rice out of the country on a large scale.
(2) Incompetency and desire for personal gains led to ineffective control of
imports and exports. This was another factor which encouraged large scale
smuggling of goods out of the country, in particular, of rice which was
estimated to reach half the total tonnage legally exported.
(3) As exporters had to surrender the foreign exchange proceeds of their
exports at the official rate, their baht income was low in comparison with
the general internal price level. There was, therefore, neither incentive to
export nor inducement for rice merchants to deliver rice for exportation to
the United Nations.
(4) Under the foreign trade and exchange control regulations, any person was
allowed to import any kind of goods whatsoever provided he did not apply
for foreign exchange from official sources, and furthermore, persons with
foreign exchange holdings abroad were not required to surrender their holdings to the central pool. The intention of this proviso was to encourage the
importation of the much needed goods. However, it unwittingly opened
the door to black market dealings and enabled smugglers to dispose of their
foreign exchange proceeds. For the black market sterling rate was twice and
the dollar rate two and a half times as high as the official rates.
(5) The greater part of foreign exchange in the central pool and what was
acquired by the sale of gold from the Currency Reserve (already mentioned
in the Bank's Report for 1946) was utilized or earmarked for Government
expenditures and for purchase of goods ordered by the Government for
rehabilitation of the country. The balance left over was therefore insufficient
to meet general trade requirements.3
3

Bank of Thailand Report, 1947, p. 2.
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Relaxation of controls
In these circumstances, the administration concluded that the continuance of controls might delay economic recovery. By several measures adopted during 1947, trade and exchange controls were therefore
relaxed, and there then emerged a system of official exchange rates, free
market rates, and hybrid rates which ensued from the "mixing system."
Controls were retained on exchange proceeds from exports of rice,
rubber, tin, and teak, which were in short supply and the world demand
for which was strong. To this list cement was added toward the close
of the year. The export of rice was a government monopoly and the
entire exchange receipts from it accrued to the exchange control authorities. The full amount of the exchange receipts from the export of
cement had also to be surrendered at the official rate. From the proceeds of other controlled exports, a percentage had to be turned over
at the official rate. As of April 1, 1947, the surrender of a percentage
of teak export receipts was no longer required.
The official rate of exchange was applied to sales of exchange by the
Bank of Thailand only for the requirements of the government and of
government-controlled enterprises, the importation of petroleum products, the expenses of students, and a few other items specified in the
priority lists. For permissible imports which fell outside these lists, foreign exchange had to be obtained in the free market.
As of October 9, 1947, the commercial banks, authorized to deal in
foreign exchange, were permitted to buy, sell, and transfer foreign exchange without restriction. Except when acting as agents for the surrender of exchange to, or for the purchase of exchange from, the exchange control authorities, they were not bound by the official rates or
by the Bank of Thailand's free rate for permissible imports. This was
tantamount to giving official recognition to free market exchange transactions.
In 1947, as the combined result of increased production, better harvests, and measures taken to prevent the smuggling of rice, the volume
of foreign exchange which passed through the Controls was larger than
in 1946. Probably the "mixing system," which permitted exporters to
retain part of their exchange receipts, weakened the incentive to smuggle rubber and tin. In 1947, payments at the official rate exceeded receipts of foreign exchange by the Controls by 107.03 million baht. Foreign exchange receipts from July 1, 1946 to December 31, 1947
amounted to 558.91 million baht, and foreign exchange disbursements
during the same period were 661.90 million. The sale proceeds (89.11
million baht) of the gold held in the United States covered the larger
part of this deficit; the balance was met from the remaining reserves.
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In 1948, controls were further relaxed. The Foreign Exchange Board
was dissolved, and import controls practically ceased to exist. By
Ministerial Regulation (No. 7) dated March 14, 1948, the restriction
which limited foreign exchange dealings to authorized banks was removed. This, in effect, legalized the free market transactions of the
bazaar. As of June 11, 1949, exporters of cement were released from
the obligation to surrender their exchange receipts to the Controls.
The remaining controls are not important, except for rice, rubber,
and tin exports. The export of rice is a state monopoly, administered
by the Ministry of Commerce, and private export is prohibited. The
export of tin, which until November 1949 was subject to international
allocation, is governed by licenses issued by the Department of Mines.
Apart from certain customs formalities, designed to ensure that the
specified percentages of exchange receipts from rubber and tin exports
are surrendered to the Bank of Thailand, and restrictions on the export
of goods in short supply,4 virtually no other export controls exist.
Import licenses, which are issued by the Ministry of Commerce, are
necessary only in respect to certain luxury goods listed in the Import
Control Ordinance No. 2 of 1948. Foreign exchange to finance these
imports has, however, to be acquired on the free market. The importation of gold is, in effect, banned, as all gold imported must be surrendered to the Bank of Thailand at its official price. Other import
controls relate to security measures, are instruments of excise policy,
or are designed to protect certain government monopolies.5
The entire foreign exchange receipts from the export of rice, 40
per cent of the proceeds from tin,6 and 20 per cent from rubber have
to be surrendered to the Bank of Thailand at the official exchange rate.
The exchange proceeds from other exports are not subject to any exchange control.
The supply of foreign exchange at the official rate is still restricted
to government imports, imports of fuel and lubricating oils by scheduled companies (subject to maxima each year), certain educational and
public health requirements,7 and such other purposes as the Governor
4
Certain foods, chemicals, mineral oils, machinery, wood, and cement can be
exported only under license issued by the Ministry of Commerce (Export Control Ordinances No. 11 and 13-16). The re-export of imported goods is also subject to export control. The export of gold, platinum, and precious stones is
subject to the permission of the Ministry of Finance.
5
Goods whose importation is controlled include arms and ammunition, opium,
dangerous drugs, tobacco and cigarettes (the manufacture of which is a state
monopoly), playing cards, spirits (the manufacture of which is a state monopoly),
and wireless sets.
6
With the approval of the International Monetary Fund, the percentage was
lowered
to 40, from 50, on January 16, 1950.
7
These are (1) requirements of public health bodies and institutions, (2) the
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of the Bank of Thailand might deem to be of national advantage. The
Governor has not exercised this authority to expand the payments
effected at the official rate.
No permit is required for the export of foreign currencies from Thailand, though certain customs formalities are required. With effect from
January 27,1949, the import of foreign currencies in amounts exceeding
the equivalent of 1,000 baht is prohibited except under permit. Baht
currency may be exported without a permit, but its importation is prohibited, though travelers are permitted to bring with them up to a
maximum of 200 baht per person.
The rate structure
From these controls and policies there emerge on the export side at
least four, and on the import side at least three, exchange rates. The
export rates are (1) the official rate for rice, (2) mixed rates for rubber, (3) mixed rates for tin, and (4) a fluctuating free market rate or
rates for other exports. The import rates are (1) the official rate for
the Government and for favored private imports and remittances, (2)
the Bank of Thailand's free rate for imports which the Bank may approve, and (3) a fluctuating free market rate or rates for imports to
which the Bank of Thailand free rate is not applicable.
The official buying and selling rates of the Bank of Thailand and
of the authorized banks,8 as revised on September 27, 1949 subsequent
to the devaluation of sterling, for U.S. dollars and sterling, are as
follows:
Sterling
Bank of Thailand
Authorized banks
Dollar
Bank of Thailand
Authorized banks

Buying

(in baht)

Selling

34.85|
34.56J

35.14S
35.43f

12.44J
12.34|

12.55£
12.65|

The effective rate for rice is the authorized banks' official buying
rate. On the basis of free market rates of 24.00 baht per US$1 and
59.00 baht per £1,9 the effective rate for rubber (20 per cent at the officost of passage and living expenses of Thai students abroad (subject to a schedule
of maxima), (3) the expense of correspondence courses, (4) scientific and other
instruments required by schools and universities, and (5) the importation of books,
papers, and periodicals for public use.
8
The Bank of Thailand does not deal with the public directly. The latter sells
its exchange to and obtains its exchange from the Bank of Thailand through
commercial banks. The difference between the Bank of Thailand rates and the
authorized banks' rates represents the commission charged by the authorized
banks.
9
See next section.
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cial rate and 80 per cent at the market rate) is 21.67 baht per US$1
and 54.11 baht per £1; and for tin (40 per cent at the official rate and
60 per cent at the market rate) 19.34 baht per US$1 and 49.22 baht
per £1.
The Bank of Thailand's free rate for sterling, which was 59.50 baht
in the last week of March 1948, was revised downward on three occasions before the close of the year by 0.25 baht each time, and remained
at 58.75 baht between December 27, 1948 and October 8, 1949, when
it dropped to 57.75 baht. The rate was further revised to 57.00 baht
on October 22, 1949 and has not been changed since. The commercial
banks' average selling rate for sterling, which was 79.39 baht per £1 in
February 1947, had risen by June to 83.84 baht. Thereafter it progressively declined. During 1948 and 1949 it fluctuated between 61.56
and 56.59 baht. The rate on January 28, 1950.was 58.78 baht.
To this rate structure must be added an export rate and an import
rate for trade with Japan. This trade operates on an open account basis
in U.S. dollars; the original agreement, concluded on December 4, 1948,
provided for a monthly announcement of the baht-dollar rate to be
used, so that changes in the rates for trade with Japan could be made,
if necessary, when the market rate varied significantly or to adjust the
balance of trade with Japan. This dollar rate remained unchanged at
20 baht during 1949. Allowance being made for the commercial banks'
commission, the effective rate for exports was 19.80 baht to US$1, and
for imports, 20.20 baht.
The change in the official rates of the baht subsequent to the devaluation of sterling in September 1949 was not of great practical significance to the economy of Thailand. Its major incidence was on the
distribution of profits from rice exports as between the Government
and the Bank of Thailand.
Practically the entire export of rice is paid for in sterling, which is
surrendered to the Bank of Thailand at the official rate. The revaluation of the baht therefore reduced the Government's profit by 5 baht
per £1. Correspondingly, the Bank of Thailand's profits on the sale of
sterling in the free market have increased. The market rate of exchange
is unaffected by the official valuation of the baht, so that the difference
between the official and the market rates is now larger. There has
therefore been a redistribution of profits from the export of rice from
the Government to the Bank of Thailand. The amount of sterling
obtained in exchange for the rice exported remains unchanged.
The revaluation of the gold and foreign exchange assets of the Bank
of Thailand resulted in a net gain in baht, as the gold and dollar assets
in the Issue and Banking Departments of the Bank exceeded the
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sterling and rupee assets. This meant a reduction in the fiduciary issue
of baht notes and a corresponding increase in the covered issue.
The official rates are of interest only to exporters of rice, rubber, and
tin, since the proceeds from other exports are disposed of in the free
market. Growers of rice have not been affected, as the baht price paid
by the rice monopoly was not changed after the revaluation. Export statistics show that in 1948 and part of 1949, for which data are
available, most of the exports of rubber and tin went to the dollar area.
The new dollar rate meant, therefore, a slight advantage to the exporters of these commodities, and the advantage was greater for tin
than for rubber exporters.
As import duties are payable on import valuations at the official
rates, the new exchange rates involved an increase in the import duty
on dollar goods and a reduction in the import duty on sterling goods.
Export duties remained unaffected.
The Foreign Exchange Free Market
Free market for sterling
Since the end of the war there has been in Bangkok a relatively
uncontrolled free market in foreign exchange, the principal currencies
dealt with being sterling, currencies linked to sterling (chiefly Hong
Kong dollars, Straits dollars, and Indian rupees), and U.S. dollars.
The market was at first confined to the commercial banks and the
bazaar. As of March 25, 1948, when the foreign exchange accruing to
the Control had increased owing to a combination of favorable circumstances and the more effective prevention of the smuggling of rice,
the Bank of Thailand entered the sterling part of the free market,
"in order to prevent," according to an official explanation, "violent
fluctuations and depreciation of the baht-sterling rate and to reduce
the money supply" and the cost of living.
Since March 1948 the sterling part of the free market has thus been
composed of two sections: a market for sterling acquired from the
Bank of Thailand at the latter's selling rate (which may be called the
free market for official sterling), and a market for sterling acquired
from other sources (which may be called the open market for sterling).
The supply of sterling placed on the free market by the Bank of
Thailand was drawn (after the requirements at the official rate had
been met) from the whole of the sterling receipts from the export of
rice, 40 per cent of the sterling receipts from the export of tin, 20 per
cent from the export of rubber, and, for some time, 50 per cent from
the export of teak.
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In 1948, of the Bank of Thailand's total sterling receipts of £16.37
million, £5.09 million was sold at the official rate, £9.65 million at the
Bank of Thailand's free rate, and the rest was held over for transfer
to reserves. The sales at the official rate were made up of £2.60 million
for imports and remittances on government account, and £2.48 million
sold to private individuals and firms, mainly for petroleum products
(£2.16 million).
During the first ten months of 1949, official receipts of sterling from
the export of rice, tin, and rubber amounted to £32.31 million. Of this
sum, £4.11 million was disposed of at the official rate, £15.49 million
at the free rate, and £12.71 million was held over for addition to the
official holdings of foreign exchange. Government requirements absorbed £1.93 million of the amounts sold at the official rate, and £2.17
million was used for imports of petroleum products.
The supply of sterling to the open market is drawn from 80 per cent
of the sterling exports of rubber, 60 per cent of the sterling exports of
tin, the whole of the sterling receipts from other exports excluding rice,
and the sterling receipts from invisibles and smuggled exports. To this
must be added sterling which may flow into Bangkok from neighboring
countries, depending upon the rates ruling in the free market.
It is difficult to assess the size and relative importance of the free
market for official sterling and the open market for sterling, since the
volume of transactions in part of the latter is indeterminate. The Bank
of Thailand has estimated that sterling supplied by the Bank of Thailand might represent somewhat over half of the total sterling sales (or
purchases) in Thailand.
The demand for official sterling at the free rate is determined by the
requirements for permissible imports (as approved by the Bank of
Thailand) to which the official free rate is not applicable.10 The demand for sterling in the open market depends on the requirements for
other imports, smuggled imports, capital transfers, and remittances
for which official sterling may not be used.
Among the currencies linked to sterling, the Bank of Thailand has
10
In practice, the commercial banks, in the first instance, sell to importers
sterling at the commercial banks' market rate. When the applications are approved by the Bank of Thailand, the applicants are allowed a rebate amounting
to the difference between the rate originally charged and the Bank of Thailand's
free market rate at the time the application is approved. To the Bank of Thailand's selling rate, the commercial banks are permitted to add a commission of
1 per cent (inclusive of an exchange tax of 2,000 baht for every 1 million baht
or part thereof) before passing on the exchange to the importers.
The imports for which official exchange is not granted include, for example,
soap, paper, and umbrellas. Though the Ministry of Commerce may issue licenses
for their importation, the Bank of Thailand may not permit the use of official
sterling to finance these imports.
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been selling in the free market, since August 19, 1948, Indian rupees,
whose holdings by the Bank had risen from Rs 10 million in December
1946 to Rs 16.46 million in December 1947 and Rs 90.46 million in
December 1948. With a view to protecting the market for its rupee
sales, the use of official sterling to pay for imports from India was
banned as of July 20,1949. Such imports henceforth had to be financed
exclusively in rupees. The Bank's selling price for rupees was based on
its free market rate for sterling and was, consequently, somewhat
below the open market rate. The rate prevailing in June 1950 was
4.31 baht per rupee.11 In 1948 the Bank's sales of rupees at the free
rate amounted to Rs 534,500 and during the first ten months of 1949
to Rs 8.86 million. Payments for rice exports to India in 1949 were
received in sterling.
Sterling purchased from the Bank of Thailand at the free rate may
be used to pay for imports from the sterling area (except, from July
20,1949, India), and the banks have utilized this sterling to make good
the deficit in their supplies of sterling area currencies. It may also be
transferred, in payment for imports, to countries to which the facilities
of the "Transferable Account" system have been extended.12
The profits from the sale of sterling and rupees in the free market are
credited to a Stabilization Account held by the Bank of Thailand. As
of December 31, 1948, this account amounted to 181.06 million baht.
The amount has increased substantially since that date, though the
exact figure is not known. In the first ten months of 1949, sales aggregated £15.50 million in sterling and Rs 8.86 million in Indian currency.
The profits from these sales should have brought the Stabilization Account to about 480 million baht as of October 31, 1949. In the Bank's
weekly statements of accounts, the account appears under other deposits (i.e., other than government and bankers' deposits). It is
regarded as the property of the Bank of Thailand and has not so far
been drawn upon for any purpose.
With the progress in the recovery of production, increase in exports,
control of the monetary circulation, and improvement in the domestic
price situation, the open market rate for sterling fluctuated downward.
From the last week of March 1948 to the close of October 1949, it
11

At the Bank's selling rate for sterling (57 baht to £1), on the basis of the par
of exchange (Rs 1 = Is6d) between sterling and rupees, the parity between rupees
and baht would be 4.275 baht — R s 1.
12
In the latter part of 1947, Thailand came under the Sterling Transferable
Accounts System. Payments for imports into Thailand from countries of this
group may be made in sterling. Payments may also be made for imports from
the American Area Accounts and Bilateral Accounts countries, with the approval
of the Bank of England. As of recent months, such sterling may be used in agreed
amounts to pay for imports from Belgium and Luxembourg.
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varied between 62.71 baht to £1 and 57.53 baht to £1. As the open
market rate declined, the Bank of Thailand's free rate was also revised downward (Table 5).
TABLE 5. AVERAGE FREE MARKET STERLING RATES OF THE BANK OF THAILAND AND
THE COMMERCIAL BANKS
Average Free Rates (baht per & )
Bank of
Thailand
average
selling
rate1
(2)

Date
(1)

1948
Mar
Apr
Jun
Aug
Sep
Nov
Dec

27-Mar
2-Apr
28-Jul
2-Aug
27-Oct
1-Nov
27-Jan

1949
Mar

31
30
31
28
30
27
29/49

5 (week ending) . . .
Apr 9
May 7
Jun 4
Jul 9
Aug 6
Sep 3
" 17
" 24
Oct 8
" 22
" 29
Dec 12
" 30

1950
Jan 21
" 28

Commercial
banks'
average
buying
rate 2
(3)

Commercial
banks'
average
selling
rate 2
(4)

Difference
between Cols.
2 and 4 as
Per Cent of
Col. 2
(5)

59.50
59.25
59.25
59.25
59.00
59.00
58.75

59.41
59.29
59.42
59.50
58.83
59.42
59.12

60.53
60.28
60.35
60.46
59.67
60.37
60.47

1.73
1.74
1.86
2.05
1.14
2.32
2.93

58.75
58.75
58.75
58.75
58.75
58.75
58.75
58.75
58.75
57.75
57.00
57.00
57.00
57.00

59.51
60.32
59.90
59.75
59.47
59.41
59.94
60.46
58.42
57.99
57.28
57.18
55.91
57.25

62.71
61.20
61.96
60,94
60.18
59.91
60.60
61.52
59.36
58.73
58.11
57.53
56.39
57.46

6.74
4.17
5.46
3.73
2.43
1.97
3.15
4.71
1.70
1.95
0.93
-1.07
0.81

57.00
57.00

58.68
58.64

59.59
58.78

4.54
3.12

1
Rate at which the Bank of Thailand sold sterling to commercial banks for
resale to customers for the purpose of financing permissible imports.
2
Figures from May 29, 1948 to December 24, 1948 are average rates quoted by
six commercial banks in Bangkok. Figures from January 29, 1949 onward are
weighted average rates for all transactions of all commercial banks in Bangkok.

As shown in Table 5, the open market selling rate for sterling has
exceeded the selling rate for official sterling by more than the commission (1 per cent) which the commercial banks may charge their customers on sterling acquired by them from the Bank of Thailand. The
two markets are separate from one another, though the rates have in
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general tended to move in the same direction. Between March and the
end of November 1948, the average open market rate was above the
Bank of Thailand's free rate by a margin usually varying between 1.14
per cent and 1.86 per cent, but rising to 2.05 per cent during August
1948, and to 2.32 per cent in November. From January 1949 through
the middle of September, it ranged between 1.97 per cent and 6.74 per
cent. For this rather wide margin of difference, the Bank's explanation
is that it was "due to the fact that sterling purchases from the Bank
could only be used for payments of certain permissible imports. Other
transactions, many of a speculative nature, are financed entirely by
exchange obtained from the market and at rates much higher than the
Bank's selling rates."
After the devaluation of sterling, the open market rate, which was
at 61.52 baht on September 17, 1949, declined by stages to 58.74 baht
on September 30. It remained comparatively steady between 58.30
baht and 58.94 baht until the middle of October, but began to decline
in the latter part of October, falling below 58 baht in the third week.
Early in December 1949 it was less than the Bank of Thailand's selling rate (57.00 baht), falling to 56.39 baht on December 12. The rate
then recovered to 57.46 baht on December 30, 1949 and rose to 59.59
baht on January 21, 1950. It then fell a little, to 58.78 baht on January 28, 1950; it was 57.14 on June 30.
It is clear that the Bank of Thailand's free rate and the commercial
banks' selling rate are interdependent. It is apparent, too, that if transactions in the two sections of the market were confined to Thailand's
imports and exports, the Bank of Thailand could, within limits, through
its control over the larger part of sterling export proceeds, determine
the free market rate. By keeping out of the market temporarily, it
could force the rate up, and, by lowering its own rate sufficiently, bring
the market rate down. Its ability to force the rate up is, however, conditioned by its willingness to resist the pressure, when such pressure
may develop, to issue notes against sterling; and its ability to force the
rate down is limited by the size of its sterling reserves.
The behavior, described above, of the open market rate after the
Bank of Thailand decided to maintain its selling rate notwithstanding
the weakness of sterling seems to support the view that the Bank of
Thailand can peg the sterling rate. The market rate, which had fallen
below the Bank's free rate, rose above it after it became apparent that
the Bank would not alter its rate. The resulting accumulation of
sterling in the Banking Department of the Bank was about £12 million.
As the market rate recovered, the Bank was able to dispose of part of
this accumulation. Sterling in the Banking Department of the Bank
was £8.77 million as of January 14, 1950.
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Apparently when the supply of sterling in the open market is not
sufficient to cover all sterling payments, the Bank of Thailand withholds its sterling by quoting a rate higher than the open market, and
the demand for sterling drives the open market rate above the Bank's
offer.
Free market for dollars
Unlike sterling, there is only one free market for U.S. dollars. The
Bank of Thailand does not place on the free market any part of its
dollar receipts. Any dollar exchange which remains after meeting
dollar payments at the official rate is either credited to currency reserves or held in the Banking Department of the Bank.
The Bank of Thailand derives its supply of dollars from the dollar
exports of rice, 40 per cent of the dollar exports of tin, and 20 per cent
of the dollar exports of rubber. In 1948 these receipts aggregated $62.55
million, and in the first ten months of 1949 they were $37.68 million.
In 1948, $22.40 million (about 36 per cent) was disposed of at the official rate, and $40.15 million was held for reserves. The sales cover $8
million to the Government (including $3.88 million for the purchase of
gold for subscriptions to the IMF and IBRD), $6.33 million to the oil
companies to pay for imports of petroleum products, $7.19 million for
remittances, and $0.88 million to others. In the first ten months of
1949, $19.23 million (about 51 per cent) was sold at the official rate
($12.96 million to the Government and $6.27 million for oil imports).
Statistics of remittances at the official rate during 1949 are not available. The dollar assets of the Bank of Thailand increased by $13.56
million in this period.
The supply of dollars in the free market comes from 80 per cent of
the dollar exports of rubber, 60 per cent of the dollar exports of tin,
the whole of the proceeds of other dollar exports and of smuggled exports sold against dollars. To this may be added the dollar proceeds of
commodity arbitrage transactions effected through Bangkok, to take
advantage of the broken cross rate in the free market for sterling and
U.S. dollars,13 and the net inflow, if any, of speculative dollars which
may be attracted to Bangkok when the prevailing quotations in the
free market are favorable in comparison with those of neighboring free
markets, the most important of which is Hong Kong. There is also a
small quantity of dollar receipts from invisibles.
The demand for dollars in the free market comes from the requirements for dollar imports and dollar remittances for which the official
18

See next section.
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rate is not applicable, for smuggled imports (including gold), and for
capital transfers. The size of this demand cannot be determined.
The volume of transactions in the free market for dollars is not
known. It is believed to be smaller than in the neighboring free market
in Hong Kong. The principal dealers are the commercial banks (both
foreign and Thai) and private firms of exchange brokers.
As in the free market for sterling, the improvement in production,
trade, and the domestic price situation also brought the free market
baht price of dollars down. From March through December 1947, the
selling rate declined, with minor fluctuations, from 27.25 baht to 18.18
baht, the larger part of the decline occurring after July. During 1948
and the first ten months of 1949, the margin of fluctuation was narrower. In 1948, the average monthly rate fluctuated between 21.56 baht
and 18.40 baht; and in the first nine months of 1949, it fluctuated between 19.83 baht (January) and 22.06 baht (August), the general
trend being upward. In September the average rate was 21.64 baht and
in October 21.90 baht. The upper limit reached in November (on the
26th) was 22.64 baht. In the second and third weeks of December,
when the open market rate for sterling had fallen below the Bank of
Thailand's selling rate, the free market rate for dollars moved upward,
reaching 23.62 baht on December 20. In the last week of January 1950,
it rose to 24.48 baht.
Sterling-dollar cross rates
The official baht-sterling and baht-dollar rates of exchange have
conformed to the official sterling-dollar exchange rate, the sterlingdollar cross rates in Thailand being $4.03 to £1 before, and $2.80 to
£1 after, the devaluation of sterling in September 1949.
In the free market for sterling and dollars, however, the cross rate
has varied (Table 6). In January 1949 the weighted average cross rate
was about $3.06 and fluctuated downward thereafter, the lower limit
for the year, which was touched in December, being $2.50. In the
predevaluation week, it varied between $2.89 and $2.84. On September 20, the cross rate was $2.75. It then declined steadily, and early
in January 1950 it was $2.43; thereafter it rose to $2.64 on June 30.
The trend of the cross rate in Bangkok, in normal circumstances,
closely follows the trend in Hong Kong (Chart 1 and Table 7). Hong
Kong appears to be the leading free market in the Far East and the
rates quoted there influence the rates quoted in Bangkok and other
Far Eastern centers.
During the first quarter of 1949, the cross rates in Bangkok and
Hong Kong were close to one another, the Hong Kong rate being usually

©International Monetary Fund. Not for Redistribution

TABLE 6. THAILAND COMMERCIAL BANKS' FREE MARKET SELLING RATES FOR STERLING AND U. S. DOLLARS *
1948

1947
Month

Sterling
(bahts)

January
February
March
April
May
June
July
August
September
October
November
December

79.39
82.64
83.32
83.29
83.84
81.41
78.66
72.03
69.75
67.39
58.88

Dollar
(bahts)

27.25
26.16
26.80
26.62
25.03
22.89
23.10
23.58
21.07
18.88

Cross
Rate
(dollars)

Sterling
(bahts)

3.03
3.19
3.11
3.15
3.25
3.44
3.12
2.96
3.20
3.12

59.18
59.75
60.75
60.73
60.13
60.00
60.12
60.40
60.20
59.06
59.92
61.56

Dollar
(bahts)
18.40

19.90
21.23
21.56
20.92
20.46
20.46
19.59
19.15
19.67
19.69
19.61

1949
Cross
Rate
(dollars)

3.22
3.00
2.86
2.82
2.87
2.93
2.94
3.08
3.14
3.00
3.04
3.14

Sterling
(bahts)

Dollar
(bahts)

Cross
Rate
(dollars)

60.60
60.78
60.34
60.97
61.31
60.66
60.13
60.32
60.48
58.10
57.46
57.17

19.83
20.43
21.33
21.22
21.73
22.05
22.04
22.06
21.64
21.90
21.87
22.84

3.06
2.98
2.83
2.87
2.82
2.75
2.73
2.73
2.79
2.65
2.61
2.50

1
Because of the exchange control laws and regulations in force in 1946, not all banks sold or bought foreign currencies at the open market rate. The 1947 and 1948 figures are simple averages. The figures from January 1949 onward
are weighted averages.
Source: Bank of Thailand.
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a fraction above the Bangkok rate. About the last week of March, the
Hong Kong cross rate fell below the Bangkok cross rate, and during
the second quarter the gap between the two widened with the progress
of Communist successes in China. The Hong Kong rate suffered two
precipitous drops in the last week of April and in the third week of May,
the latter being probably related to the fall of Hankow on May 18.
It reached its lowest limit (US$2.25) on May 28, the day after the fall
CHART 1. Sterling-Dollar Cross Rate in Hong Kong and Bangkok

of Shanghai. Political disturbances kept the two markets apart for
a time. Those who had dollars in Bangkok appear to have preferred to
keep them there, and there was an outflow of dollars from Hong Kong,
representing a flight of capital from China.
The cross rate in Hong Kong then recovered almost as rapidly as
it had fallen, though a wide gap between the two cross rates remained
for some time, the Hong Kong cross rate being below that of Bangkok.
The two, however, generally moved in the same direction.
Both rates rose in the first half of September 1949, the peak points
being reached on the eve of the devaluation of sterling, on September
17. Later both rates declined, falling below the levels recorded a week
prior to devaluation. About the middle of October 1949, the two cross
rates came close to one another. This relation has since been generally
maintained, with each of the two rates alternately above the other.
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The wide margin between the official cross rate and the cross rate in
the Bangkok free market, prior to the devaluation of sterling, is believed to have led to commodity arbitrage transactions in diamonds
from South Africa, rubber from Malaya and India, and pepper from
India, these commodities being shipped to the United States via BangTABLE 7. STERLING-DOLLAR CROSS RATE IN HONG KONG AND BANGKOK
Hong Kong

Date

Bangkok

1949

Jan
Feb
Mar
Apr
May
Jim
Jul
Aug
Sep
Oct
Oct
Nov
Nov
Nov
Dec

1950

Jan
Feb
Mar
Apr

5-8
6-12
6-12
3-9
22-28
5-11
3-9
7-13
11-17
3
15
1
15
26
24

10
13
13
11

US$3.19
3.11
3.08
3.05
2.25
2.63
2.56
2.61
2.88
2.68
2.64
2.63
2.60
2.51
2.46

US$3.14
3.11
3.06
3.13
2.76
2.84
2.73
2.74
2.96
2.73
2.66
2.63
2.62
2.56
2.44

2.42
2.48
2.50
2.62

2.43
2.47
2.50
2.62

Source: Bank of Thailand.

kok, instead of directly, in order to avoid the surrender of dollar receipts at the official cross rate to the controls of the exporting countries.
In the respective producing countries, the commodities concerned were
entered as exports to Thailand, payment for them being received in
sterling. The dollar proceeds of the exports were then disposed of in
the free market in Bangkok. The profits from these transactions resulted from the difference between the official sterling-dollar exchange
rate and the free market cross rates in Bangkok less the difference
between the higher cost of shipping the goods to the dollar area via
Bangkok, and other incidental expenses, and the cost of shipping them
directly.
After the 1949 devaluations, the margin between the official cross
rate and the free market cross rate diminished, and as more stringent
exchange and trade control measures were also applied by the sterling
area countries concerned, the attractiveness of such transactions di-
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minished. Three instances of pepper shipments from India to the dollar
area via Bangkok were, however, recorded by early 1950.
Similarly, significant shifts in 1947 in the rubber exports of Thailand
to Malaya at the expense of exports to the dollar area are indicated by
the trade statistics of that year, according to the Bank of Thailand
Report for 1948. The report suggests that the rubber, in fact, was
meant for re-export from Singapore to the dollar area, the rubber being
entered in the Thai customs as exports to the sterling area, but by the
Singapore agents of the Thailand exporters as an entrepot export to
the dollar area in order to avoid the Straits Control. The dollars received were, in due course, disposed of in the free market at Bangkok,
part of the baht proceeds being utilized for the purchase of 20 per cent
worth of sterling for surrender to the Thai Controls. The profits from
this transaction would be the difference between 20 per cent worth of
the dollar export proceeds of rubber converted at the official and the
market cross rates less the difference between the higher cost, if any,
of shipment via Singapore and the commission payable to the agents
in Malaya, and the cost of direct shipment. The amount of rubber
smuggled into Thailand from Malaya appears, however, to have been
larger than the flow of rubber in the opposite direction, as trade statistics show rubber exports to have exceeded Thailand's rubber production
(especially in 1948), the difference being due probably to the net volume of commodity arbitrage in rubber. In 1947, rubber exports were
21,750 metric tons and production was 21,330 metric tons. In 1948, the
corresponding figures were 95,000 metric tons and 80,000 metric tons.

Conclusion
The above review indicates that the Bank of Thailand's policy was
to build up its dollar reserves in preference to sterling and rupees.
Though the sterling assets of the Bank as of the end of October 1949
were larger than in 1946, the increase was proportionately less than
the over-all improvement in the reserve position during that period.
The rupee assets in 1949 of the Bank declined appreciably below those
of 1948.14
The improvement in the domestic economic situation was reflected
in the postwar appreciation in the free market rate of the baht in terms
of sterling and the U.S. dollar. In 1948 the free market rates were
generally stable around 60 baht for sterling and 20 baht for U.S.
dollars. In 1949 there was a tendency for the baht to depreciate in
terms of the U.S. dollar, especially during the last quarter of the year
14
Sales of rupees account for part of the decline in the rupee assets of the
Bank of Thailand in 1949. The major part of the fall resulted from repayment
to the Government of India in January 1949 of the rupee credits (more than 50
million baht).
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after the decision was taken to peg the Bank of Thailand's selling rate
at 57.00 baht per £1. Subsequent to this decision, the open market rate
for sterling, which had fallen after the latter part of October 1948, remained relatively stable around the Bank's selling rate and the U.S.
dollar appreciated to over 24.00 baht in January 1950.
Thailand suffered a serious inflation during the war. Since the war,
the increase in the money supply has approximated the rate of increase
in production, and the Government's practice of sterilizing exchange
profits from the sale of official sterling in the free market has been an
important disinflationary factor. The ability of the Bank of Thailand
to control the lending operations of the commercial banks is, however,
restricted by the relatively low volume of bank credit and the strong
reserve position of the banks, which minimizes their need to seek
accommodation from the Bank of Thailand.
New problems for the banking system of Thailand will arise when
the Government goes forward with the large-scale development program which it is now contemplating. As in so many other underdeveloped countries, the existing financial institutions are not in a position to make a substantial contribution to such a program. In the
field of agricultural development, which is by far the most important
area requiring attention, public or semi-public financing will have to
assume the major role, but the difficulty will still remain of avoiding
unduly inflationary repercussions in carrying out such a program in
a country where savings are small and inadequately mobilized. Foreign assistance is being sought by the Government.
Thailand is not accustomed to multiple exchange rates or to exchange
controls, and those which it now has were adopted as an aftermath of
wartime dislocation. The various measures adopted by the Government since 1947 have had the effect of relaxing controls and simplifying the exchange system.
By early 1950 considerable progress had been made in restoring a
unitary exchange rate based on the rates in effect in the free market.
Except for a small fraction of imports, transactions in foreign exchange
are based on rates prevailing in the free market. This is also true of
most exports, despite the fact that proceeds from rice are sold at the
official rate by the rice monopoly to the Bank of Thailand, and the
Bank of Thailand sells the proceeds at the free market rate.
The existence of the broken cross rate in Hong Kong and other
markets makes stabilization of the baht rate a more difficult, though
not necessarily insuperable, task. In view of the favorable balance of
payments position and the relatively stable price levels of the country,
this appears to be the chief obstacle to stabilization of the currency.
June 1950
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