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The International Monetary Fund:

A Study of Policy and Economic Knowledge

Abstract

The honors thesis analyzes the role of economic knowledge on the policy
formation of the International Monetary Fund. The International Monetary Fund,
in the 1940s through today, has been an important institution dealing with the
stabilization of the global economy. The central investigation of the paper is on
the influence of economist Harry Dexter White in devising a proposal for a global
monetary order, in influencing officials within the United States government, and
in negotiating with representatives of other countries, particularly Great Britain.
White was instrumental in formulating the International Monetary Fund on the
basis of his ideas. The more general aim of the thesis is to reflect on the

relationship between economic knowledge and policy formation.
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Introduction

The International Monetary Fund, an institution created by the Bretton
Woods Agreement in 1944, has played a significant role in the global monetary
order. The policy formation involved the collaboration of various U.S.
government departments, and the cooperation of numerous countries. To the
leaders entering the Second World War, the memory of interwar economic
mistakes, such as the collapse of commodity prices leading to nationalistic
economic controls and tariffs, provided a vivid reminder of how previous leaders
had tried and failed to create a sound monetary order. As hostilities broke out in
Europe in 1939, the debate over the postwar economic order produced ideas of
full employment, liberalized trade, and economic stabilization. These
circumstances highlighted the need for new thinking and influence, especially for
economists within the United States Government. A successful monetary order,
in contrast to the interwar period of economic confusion, relied on a process of
planning and negotiation by expert economists.

Within the Treasury Department, economist Harry Dexter White played a
major role in devising a proposal for a global monetary order, in influencing
officials within the United States government, and in negotiating with
representatives of other countries, particularly Great Britain. White proposed the
initial plan for an International Stabilization Fund and led the discussions of an
interdepartmental committee, overall formulating the policy in accordance with

his ideas of an internationally supervised world economy. While the Treasury
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Department promoted a controlled international monetary order, the State
Department pushed for free trade policy. Like White, the British also proposed a
plan for monetary stabilization. Clashing with the State Department’s approach,
the British government and the Treasury Department, led by White, ultimately
devised a joint proposal for a stabilization institution.

In a larger context, the relationship between the role of the state in
formulating policy and the influence of economic knowledge over policy is
pertinent to the study of the formation of the International Monetary Fund. The
three types of economic knowledge introduced by Furner and Supple are used in
the policy-making process.1 The first type of economic knowledge is
professional or disciplinary knowledge. It refers to knowledge based on
organized inquiry or research. Disciplinary knowledge includes the collection of
data and the formulation of theories and models. This type of knowledge is driven
by internal logic and mainly used by professional economists.

The second type of economic knowledge is informed opinion or practical
knowledge. This type of knowledge is derived from direct experience of the
performance of the economic system. Unlike disciplinary knowledge it is not
based on direct logical analysis, but is more related to social and cultural values.
People that are not directly involved in formulating disciplinary knowledge, such
as administrators, politicians, business people énd others, are still involved in
assessing economic performance and dealing with economic consequences.

They use practical knowledge for situations that can not simply be dealt with in a

! The discussion of economic knowledge is from the introduction in Furner and Supple’s The
State and Economic Knowledge pp. 1-39
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technical manner. They apply informed opinion to situations that affect the
interests of many constituencies. Therefore, the formulation and application of
practical knowledge is highly influenced by individuals and groups.

The third category of economic knowledge is cultural beliefs and values.
This type of knowledge, derived from a wide range of experiences, embraces
moral precepts, political convictions, and social expectations. While based on
more than economic experiences, it is drawn on to make judgements regarding
economic questions. Cultural beliefs and values lead to assumptions of what is
right or wrong and beneficial or dangerous to the public good. The category also
includes opinions and expectations relevant to particular cultures. Although this
type of knowledge is the most general and unscientific of the three categories, it
operates concurrently with the other types of economic knowledge. While
involving large culturally based visions of the economic order, this type of
knowledge relates economic processes and institutions to desirable political and
social ends. This category of economic knowledge is a contributing factor in the
judgements made by professional economists and policy makers, but is not
addressed in the analysis of the policy formation of the International Monetary
Fund.

According to many schools of thought, the effectiveness with which the
state discharges fts responsibility for the economic well being of its citizens and
the country’s competitive position in the international economy depends on the
government's utilization of economic knowledge. Throughout the interwar period,

fluctuations and problems in the economy led the state to address the new



economic environment and challenge existing theories and policies. According
to Furner and Supple, a relationship exists between a crisis (in this case the
Great Depression with its social consequences and challenge to authoritative
systems), and the development of new directions in economic theory,
professional organization, and education. Also, when an abrupt threat occurs,
such as the outbreak of war, new or neglected knowledge becomes especially
important. In 1941, both the tension of war and the historical experiences of the
interwar period influenced the new economic innovations during the early 1940s.
The experiences during the period and the tension of war led economists and
policy-makers to reevaluate the theoretical justification of the self-regulating
market. Interpreting the developments of the interwar period, leaders were able
to focus attention on alternative theories and change the political priorities to
improve economic performance.

Not only did the crises influence the formulation of new economic
knowledge and policy formation, bult according to Nelson, the economic crisis of
the 1930s and the need for economic expertise during World War Il caused a
major increase in the number of economists in the federal government.é The
demand for economists and their resulting influx into government positions led to
the transformation of economics as an intellectual discipline and as a policy
profession.3 Economists formed a major role in the new institutions, such as
committees of inquiry, and in already existing ones, such as the Treasury

Department. The institutions and the expert economists themselves have

2 Nelson 80
3 Coats 109
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reshaped the nature and capacities of government. The new institutions as well
as the existing state capacities affect the structure of economic knowledge.
According to Furner and Supple, the institutions perform three distinctive and
related functions. “They serve as contexts for “social learning,” as mechanisms
for state building, and as vehicles for the mediation of ideas.”™ Not only do the
agencies gather information and explain events in existing theories, but they also
offer predictions. During this process of politicizing knowledge, the three forms of
knowledge are utilized, often testing cultural beliefs and values against
disciplinary and practical knowledge. Economists held the capacity to decide on
which problems to focus on, to assess the problems, and to form policy
alternatives. These new responsibilities made economists active participants in
policy formation.

Within the state conflicting currents of opinion often occur. When using
disciplinary knowledge and informed opinion to evaluate economic questions,
competing and clashing viewpoints can emerge including opportunistic (both
deliberate and unintended) distortion of technical doctrine, within the “public
domain” of ideas. Agencies within the government provide an arena in which to
articulate, debate, and test ideas. The ability of the United States to allow for
conflicting opinions enhances the use of economic knowledge. Disciplinary
knowledge becomes relevant when the government is undecided about a course
of action in the face of a pressing problem, but informed opinion can also be

swayed by the use of disciplinary knowledge by economists. Although conflicting

4 Furner and Supple 27



viewpoints might exist between different agencies, the state’s ultimate tool is its
bargaining capacity, or its ability to win cooperation, extract concessions, and
make deals in order to control situations and implement policies. This ability to
persuade politicizes policies derived from the utilization of economic knowledge.
According to Nelson, political considerations are often an overriding factor in the
implementation of an economic policy proposal.® Therefore, the state’s capacity
to bargain and the political circumstances surrounding a policy often determine

whether the policy will be successful.

Essentially, the need for a stabilized global economy drove the economist
Harry Dexter White to formulate and apply economic knowledge to the policy
formation of the International Monetary Fund. Analysis of this the policy
formation from the initial idea phase to the development of the Joint Statement of
Experts, will demonstrate that the capacity of the individual experts, the
politicization of the negotiations, and the bargaining capacity within the state all

contributed to the policy’s successful implementation.

Interwar Lessons

“Those who cannot remember the past are condemned to repeat it”® For

the Allied leaders at the start of the Second World War, this statement held
complete relevance. To the economic planners entering World War Il, the

memory of interwar economic mistakes provided a vivid reminder of how

5 Nelson 69
® Quote by Santayana, George (1863-1952) in Life of Reason.
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previous leaders had tried and failed to create a sound monetary order. Between
WWI and WWII, the international economy experienced changes and fluctuations
that led countries to devise various economic institutions. The interwar period
brought a new gold standard system after the first war that ended during the
Great Depression stimulating various international conferences and lessons
about global interdependence.

Dislocated domestic markets, heavy war reparations, and war-loan
repayments by the allies disrupted trading patterns and undermined Europe’s
world market competitiveness and leading position in world trade. The United
States, on the other hand, transitioned from a debtor nation into a creditor nation
and became a major source of capital. The United States encouraged the
payment of foreign balances in gold, but it also advocated the return of the debtor
nations to the gold standard. The push for repayments resulted in an increase of
private investment by Americans in other countries. Direct investments by
American businesses added to the outflow of American capital. In many
countries new loans exceeded repayments, but countries did begin to adopt the
gold standard. Uncontrolled hyperinflation and the breakdown of the monetary
economy led Germany to issue new curréncy governed by the gold-standard
provisions.7 In 1924, the Dawes Plan reduced German war reparations and
instituted an international loan of $200 million to the country. With the United
States’ booming stock market, Americans were willing to buy foreign debt. The

international capital markets gained new confidence and American investors

7 Eichengreen, 47
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extended large loans to Germany. Germany fulfilled its payments to the Allies,
but in reality with the money from United States investors.

Countries with moderate inflation restored the prewar price of gold and the
traditional dollar exchange rate. Britain returned to the prewar rate in 1925 and
many countries followed. The stabilization of France in 1926 marked the
reestablishment of the global gold standard system, but the operation had
problems. The overvaluation of sterling made it hard for English manufactures to
compete in world markets. Great Britain experienced balance-of-payment deficits
and depleted gold reserves because of its weak currency. France, on the other
hand, experienced similar difficulty with an undervalued franc. Its strong
currency remained in persistent surplus. However, a stabilized international
system allowed for expanded trade, increased investments, and temporary
prosperity until 1929.

The Great Depression marked another turning point in international
economic history. Countries gave up international interdependence to help their
national economies; deflation disrupted trade and destroyed the gold-exchange
system. In 1931 the inadequate supply of global reserves quickly declined as
central banks converted foreign reserves into gold. Great Britain suspended
convertibility in September 1931 to protect its balance of payments. Within
weeks many other countries followed, changing the quantity and distribution of
gold. In the United States the Federal Reserve'’s policies were to protect the gold
standard and international trade. The English devaluation produced fear

throughout the world that the United States would go off the standard. People



W vl A Sk DA V2 5L

11

began to trade dollars for gold, contributing to the decline in the money supply.
The Federal Reserve did not consider the short-term implications, and the United
States stayed on the standard until 1933. France’s stabilization in 1926 until the
time of Britain’s devaluation of sterling in 1931 marked the short period that the
gold standard system functioned internationally.8 Over this period many
countries found the global system unsatisfactory and each country held individual
viewpoints resulting from their distinct experiences.

These varied experiences within national economies contributed to the
contrasting viewpoints brought forth during international meetings. Throughout
the interwar period, many attempts were made for international cooperation.
Even before the stock market crash of 1929, international negotiations were
initiated. In 1927, the World Economic Conference took place. Atthe
conference, 50 nations declared that trade barriers were already too high and
that they should be reduced.® However, nations were unable to make substantial
progress on the recommendations even before the depression hit. Furthermore,
during the depression decade countries reversed these recommendations and
increased protectionist measures for the benefit of their individual domestic

economies.

In 1932 the Lausanne Agreements settled the issue of war debts and

1

reparation payments, but more significantly the conference leaders recognized

the need for an international session on the problems arising from the Great

Depression. In the summer of 1933, sixty nations met in London for the World

® Eichengreen, 48
® Hill, 94
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Monetary and Economic Conference. The main purpose of the conference was
to lower trade barriers, but currency stabilization needed to occur first. The
United States under President Franklin D. Roosevelt refused to fix the dollar
value. The United States had only recently devalued its currency, and the dollar
had not yet stabilized in international markets.'® Roosevelt's position destroyed
any hope of international progress during the conference. The President also
demonstrated the “nationalistic over international” view of the United States.

In 1936, the Tripartite Monetary Agreement involved the United States,
Great Britain, and France. After France devalued its currency, the three
countries agreed to cooperate in stabilizing their currencies against one another
and in establishing a gold market among them. The Agreement stemmed from
the need for stability and adjustment in the international economy. Conflicting
views among the negotiators grew from the experiences of the three countries
during the preceding decade. British authorities in the mid-1930s attributed the
stabilization of sterling in 1925 to difficulties in their domestic economy, while
they associated the departure from gold in 1931with recovery. This experience
conveyed to the British that “currency exchange commitmenis must not
undermine expansionary domestic policies.”!! On the other hand, the United
States viewed the gold standard in the 1920s as a source of prosperity, but in the
1930s the standard brought “savage deflation” and a “large depreciation of the
dollar.”2 Authorities in the United States held a more mixed view of the gold

standard, but during the New Deal they also put more emphasis on domestic

10 il 95
" |kenberry, 302
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over external aims. France associated the gold standard with restoring French
power and prosperity in 1926-28. Positions during the Agreement reflected these
contrasting experiences of the interwar period, just as the experiences were to
affect post World War Il planning.

The Agreement of 1936 is significant because it allowed governments to
intervene in private currency markets to stabilize values, thus reconstructing the
global monetary system. It also demonstrated that monetary experts and
treasury ministers, who were more responsive to national interests than central
and commercial bankers were, would control the international economic scene.
The interwar period provided many lessons about the global economy. The
economic revival after WWI, the hardships of the Great Depression, and another
subsequent economic revival were lessons that guided monetary relations in the
future. Governments must devise a mutually beneficial global system, but still

retain their independent sovereignty.

The Economist’s Role

Acbording to Edwin Nourse, a former member of the Economic Advisory
Board, the extent to which professionals within the goVemment guide policy
depends on each individual cabinet officer or agency head."® Speaking
specifically about economists, he states that the character and significance of an

economic advisory post depends on the personality of the Secretary. The

12 Clarke, 376
13 Nourse, 79
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