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The International Monetary Fund (IMF) is currently at
center stage in the international debt crisis, but to the
general public it is a relatively unfamiliar institution.
This article is a nontechnical primer on how this official
group of nations assists its members with balance of
payments problems. To give readers some perspective,
the article also explains the purposes, history, and organization of the IMF and the institution's relationship
with its largest member, the United States.
Background
Objectives
The IMF's most fundamental objective is to promote the
growth of international trade and finance and thus
contribute to worldwide economic growth. Central to
this objective is the maintenance of a system of international payments that is stable, predictable, and effective.
Therefore, one of the IMF's functions is maintaining
surveillance over members' exchange rate policies. The
IMF is constantly on the watch for foreign exchange
restrictions, predatory exchange rate manipulations, and
other beggar-my-neighbor types of actions in the international financial arena. Another important function of the
IMF is ensuring the adequacy of international liquidity.
A third function, the one this article focuses on, is
providing a mechanism through which member nations
may obtain funds to finance temporary balance of payments deficits.
In the context of this function, it is not unrealistic to
think of the IMF as a large group of nations that have
come together and pooled resources. In any period of
time—a quarter, a year, or longer—some nations in this

group will experience balance of payments deficits and
others will experience surpluses. In most cases, those
nations with deficits can finance the deficits by drawing
on their stock of international reserves, that is, currencies or other assets that are generally accepted among
nations. In other cases, however, the deficit nation may
have an insufficient supply of such assets. That is when
other nations—through the IMF—can help. By providing resources to the IMF, those nations with surpluses can make funds available to those with temporary
balance of payments deficits.
Any nation can have a balance of payments deficit,
sometimes due to forces beyond its control. Yet no
nation can run balance of payments deficits indefinitely,
with or without the IMF. In the long run, balance of
payments deficits will be corrected one way or another,
and the IMF tries to help make this adjustment as prompt
and orderly as possible. The IMF provides temporary
financing to member nations with deficits. At the same
time, it makes recommendations as to how those nations
may set about correcting their deficits so that IMF
resources are used in accordance with IMF purposes
and provisions. (The accompanying box discusses balance of payments accounting.)
Origin and Evolution1
The IMF was one of two international institutions
established near the end of World War II to ease the
transition from a wartime to a peacetime environment
1
This section is adapted from Kaufman 1981, chap. 17, and we recommend
this source to readers seeking an in-depth treatment.

Federal Reserve Bank of Minneapolis Quarterly Review/Summer 1983

The Balance of Payments
Just like an individual or a corporation, a country produces a
deficit when it spends more than it takes in. And the nation (or
individual or corporation) unavoidably must run down its
wealth or borrow to finance that deficit. When a deficit occurs
between countries, resulting from their trade and capital flows

the IMF. The table below lists the main types of transactions
involved in a nation's balance of payments accounting.
Economists distinguish between the balance of trade and
the balance of payments, and they use several different, but
related, measures of both of these concepts (see the table
below). The official settlements balance is the one meant in the
accompanying article when references are made to the balance
of payments. It measures changes in official reserve assets and
short-term capital among governments.

with one another, it is called a balance of payments deficit. In

the balance of payments terminology, wealth is called international reserves. It is composed of gold, strong currencies that
other nations are willing to accept, and special drawing rights at
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' Each balance in this table is a cumulative measure of all the items above it.
2 The basic balance is also known as the balance on current and long-term capita) account.
Adapted from Kaufman 1981, p. 433

and to help prevent the recurrence of the turbulent
economic conditions of the 1930s. The International
Bank for Reconstruction and Development (the World
Bank) and the IMF were formed by a conference of 44
nations at Bretton Woods, New Hampshire, in July
1944. The World Bank was established to make longterm reconstruction and development loans; the IMF, to
provide short-term balance of payments adjustment
loans. Thus, in a real sense, the World Bank and the IMF
are complementary institutions.2
Over time, changes in the international economic
environment have required changes in the way the IMF

operates. Two of these operational changes are particularly important and have been reflected in major changes
to the IMF's Articles of Agreement. They are important
not merely as an illustration of the IMF's responsiveness
to changing conditions, however. They are fundamental
2The reader may have heard of a third international financial agency called
the Bank for International Settlements (BIS). The BIS is a central banking
organization and is distinct from the World Bank and the IMF. It has recently
worked with the IMF, however, to provide short-term or emergency "bridge
financing" to nations with balance of payments difficulties. Most often, BIS
financing has been provided before IMF lending but in consultation with the
IMF.

7

