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Question 1

Will the operations of the International Stabiligzation
Fund be limited to the immediate post-war period?

Reglx

In the Foreword to the tentative proposal for an Inter-
national Stabilization Fund, Secretary llorgenthau said:

"Then the United Nations have brought this war to a
successful conclusion, they will be faced with many
urgent international economic and financial problenms.
Some of these are new problems arising directly from
this war; others are continuing conseguences of failure
to solve the problems that have been with us since the
last war. The solution of these problems is essential
to the development of a sound economic foundation for
world peace and prosperity."

It is still too soon to know the precise form and magnitude
of postwar monetary problems. But it is certain that we shall
be confronted with three inseparable monetary tasks: to prevent
the disruption of foreign exchanges, to avoid the collapse of
monetary systems, and to facilitate the restoration and balanced
growth of international trade. Clearly, such formidable problems
can be successfully handled only through international action.

Tihile the Fund can be of enormous help in the solution of
the monetary problems growing out of the war, it would be a
serious mistake to regard the Fund as an agency desigped ex..
clusively or even largely for the postwar period. To think of
international monetary problems as simply an aftermata of the
war is to overlook the fundamental realities. For two decades
before the war the world suffered from serious monetary dis-
orders without having any means to act together to prevent or
to remedy the ills out of which they grew and the cvile which
were their fruit.

Long before the war, the necessary monctary and financial
basis for international prosperity had been wuakened by com-
petitive currency depreciation, by exchange restrictions, by
multiple currency devieces, and by other discriminatory forcimm
exchange practices that hampered and ¢ven throttlod world trade
and the international flow of productive capital. Unless the
United Nations cooperate to provide a sound foundation for the
balanced growth of international trade, we must cxpect & re-
currence of the szme monetary disorders.
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The Preamble to the draft proposal states:

"These are not transitory problems of the immediate
postwar period affecting only & few countries. The
history of the past two decades shows that they are con-
tinuing problems of vital interest to all countries.

There must be a general realization that world prosperity,
like world peace, is indivieible. Ilations nust act to-
gether to restore multilateral international trade, and to
provide orderly procedure for the¢ maintenance of balanced
economic growth. Only through internationual coopuration
will it be possible for countries succussfully to apply
measures directed towvard attaining and maintaining a high
level of employment and income which must be the primary
objective of cconomic policy."

International monetary problems cannot be solved by oceasional
coopcration improvised among a fow great countries to meet a
threatencd disaster. Such monctary difficulties can be met only by
continuous cooperation, to prevent them if possible, to remcdy them
when nccessary. It is for this reason that the International
Stabilization Fund of the United and Associated Nations is proposed
as a permanent institution for intcrnational monetary cooperation.



Question &

what is the formula for determining the quotas of member
countries?

Reply

An exact formulation of a method to be used in measuring the
participation of the various member countries was not made a part
of the draft proposal for an International Stabilization lund.
This was considered to be a matter on which a decision should be
reached only after there has been ample opportunity for consulta-
tion with all the prospective participants. Considerable atten-
tion has been given this matter in discussions with the technical
experts of other countries.

After examining a great number of suggested bases for quotas,
it is the view of the technical experts of the United States that
no single factor can allocate participation among the various
nations in a satisfactory manner. Several methods for combining a
number of factors were then tested. The method which is discussed
below secms to combine the important relevant factors in a reason-
able way and to give relative quotas that seem fair when applied
to the approximate data available for a number of countries,

A satisfactory quote formula must give consideration to the
multiple functions of the quota. The size of & member country's
quota detemines the amount of the contribution which that country
makes to the resources of the Fund and is the basis for determining
the permissible quota of that country for the purpose of purchasing
foreign exchange from the Fund. The size of the quota is also one
of the factors which determines the relative voice of that country
in the management of the Fund. The aggregate size of the quotas
will detemine the total contributed resources of the Fund.

In view of the functions of the quotas, it would scem that the
formula for the detemination of relative quotas for member
countries should take into account the ability of a country to
contribute resources to the Fund, the nced of a country for use of
the resources of the Fund, and the economic sipnificance of a
country.

The ability of a country to contribute resources to the Fund
is best indicatcd by its national income. In a sense, participa-
tion in the Fund is an investment. The extent to which a country
can devote resources to this or other purposes depends very largely
on its national income, However, becausc the Fund is an interna-
tional institution that can function more cffectively if some of
its rcsources are in the form of gold, it has been thought desirable
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to require payment of part of thc quota contribution in this fomm.
Under the circumstances, the ability of a country to contributc
resources to the Fund in the form of gold is also indicated by its
holdings of gold and frece foreign exchange.

The probable need of a country for use of the resources of
the fund is best indicated by the magnitude of the iluctuations
in its balance of payments. Therc is a good deal of difficulty in
dealing dircetly with fluctuations in the balance of payments.
For this reason it was found preferable to utilize import and
export data. A country's necd for foreipgn exchange gencrally arises
from the fact that its imports may be maintaincd when its exports
fall off. Ve have, thereforc, made usc of average annual imports
and maximum fluctuations in exports as indications of a country's
neecd for use of the resources of the fund.

The economic significance of a country in the world's cconomy
is an intangible factor impossible to measure even approximatcly.,
It depends on its national output, its forcipgn trade, its foreign
investment, its cconomic and political strength. In the final
determination of quotas allowance is made for this factor through
us¢ of a special allotment for the equitable adjustment of quotas,
which is further discusscd below,

In order to take account of the above factors it is suggested
thet the quota of a country be determined by the following formula:

(a) 2 percent of the national income of 1940;
(b) 5 percent of the holdings of gold and free
foreign exchange as of July 1, 1943;

(e) 10 percent of average annual imports,
1934-1938;

(d) 10 percent of maximum variation in annual
exports 1934-1938.

It is furthcr proposed that the teotal so determined be
increascd for cach country by the percentage ratio of its averagc
annual exports (1934-1938) to its national incomc. In this way,
special consideration is given to those countries whosc national

income is particularly affected by international trade.
o o

After testing this formula for a number of countrics, we have
come to the conclusion that on the whole the results arc as satis-
factory as can be obtainced through the use of any formula., le
recognize thet under this formula some countries may, for various
reasons, be given entirely inadequete quotes. With any formula,
provision must be¢ riade for adjustment of inequitable quotas. Te
have proposcd that before determining individual quotas. 10 percent
of aggregate quotas be rescrved as & special allotment for the
cquitable adjustment of quotas, For example, if the aggregatc




Q8-3

quotas for all member countries should be equivalent to {8 billion,
the formula would be used to apportion 90 percent (£7.2 billion) of
the authorized aggregate quotas among the member countries. The
remaining 10 percent ({800 million) could be used to increase the
quotas of any countries whose quotas, as determined by application
of the formula, seem inadequate. The adjustment of the quota need
not always be based upon a country's need for access to the Iund,
Since no formmula can take account of the intangible factors, the
special allotment will also be needed to assure to each country a
share in the responsibility for management of the Fund commensurate
with its potential position in international economic affairs.

Attention is called to the provision that quotas shall be
adjusted on the basis of the most recent data three years after
the establishment of the Fund, and at intervals of five years
thereafter, in accordance with the agreed upon formula (II-5). At
the time of revision of quotas, the special allotment may be used
to increase the quota of a country if the quota as determined by
the formula is still deemed inequitable. The spceial allotment may
also be used in the periods between recurrent adjustments, if
developments indicate that a country is entitled to a larger quota.




Cuestion 9

If quotas are to bc based in part on holdings of gold and foreign
exchange, would not this give most facilitics to those members ncoding
them least and vice versa:

| PR |
nepLy

Les indicated in the answer to the previous question gold and
foreign exchange holdings would be only one of scveral factors in
the determination of the gquotas of member countrics.

The quotes assigned to member countrics in the International
tabilization Fund proposzl have a three-fold purposc: to provide
neasure of the appropriate contribution of resources to the fund

y member countries; to provide a measurc of the appropriatc utili-
ation of resources of the Fund by member countricsy and to provide
basis for rusponsibility in the management of the rund. It is
not regarded as feasible to set up one formula for the contribution
of resources to the Fund, a separate formula for the utilization of
rcsources of the Fund, and still another formula for voting power
in the Fund. For cach country the right to utilize the rusources
of the Fund must be related to its contribution of rusources,
although in practice countries will ncecessarily use varying propor-
tions of their permissible quotag. Finally, thc voting power in the
Fund must be related to each country's contribution of rosources to
the Fund, although it need not be in precisc propertion to contri-
butions.

g e w

m bil

Holdings of gold and frec forcign exchange are rcegarded as one
of the eppropriate facfc“f in the determination of quotas becausc
they indicate the capacity of a country to provide an important
type of assct thet will bL required in the operations of the und,

It has not been given preponderant importancc in the formula for
quota detcermination that has been suggested for consideration, The
proportion of aggregate quotas arising from the use of this factor

is somcthing over 16 percent of the whole. All of the other clcments
used —- national incomc, variability of exports, everage importe,

and rclation of cxports to national income ~- measurc charactiristics
of the national economy which reflect past or potrntla] ﬂusd for the
use of foreign exchange rcsources to meet adversc balances on current
account and to maintain stability of the cxchanges. D*rull , Where
the formula does not give a country a quota properly rt*lacﬂln» its
prospeetive need for use of the resources of the rund, the quota can
be adjusted from the speecial allotment.

the draft proposal intended to give consideration to the position

It should be added that a number of provisions are included in
to
of countrics with relatively small holdings of gold and free foreign
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Question 1C

Does the International Stabilization Fund proposal provide
for a quasi-automatic increase in quotas to facilitate the
finaneing of an increasing volume of international trade?

Reply

The characteristic feature of the draft proposal for an
International Stabilization Fund is its flexibility. In general,
the Fund proposal does not depend on quasi-automatic provisions
for its effectiveness. Instead, tlie Board of Directors is com-
nonly given authority to adjust the policies ol the Fund to the
conditions prevailing in particular cases, acting within broad
provisions intended to _dieguaru the resources of the Iund and
the interests of member countries.

The revised draft provides that the quotas of member countries
shall be adjusted on the basis of the most recent data three years
after the establishment of the Ffund and at intervals of five years
therealter, in accordance with the agreed upon formula (II-5). The
quota formula itself may be changed with the @perVUT of & four-
fifths vote of the Board of Directors (II-6). However, it is not
necessary to wait for the termination of the initial threc-jyear
neriod, or subsequent five-year periods, to adjust quotas. 1t is
within the power of the Fund to increase the quota of a member
country at any time out of the speeial allotment ruserved for the
cquitable adjustment of quotas (II-4).

It is clear that under these provisions there will be an ex—
pansion of quotas periodically as national incomes risc, as the
stock of monctary gold increascs, and as the volume of international
trade grows. Tilth the expansion of quotas the resources of thu
iund and the 2bility of member countrics to purchasc rnruigu exX=-
change will be inercascd corr;gﬁqndlnﬂlv More important, however,
is the faet that ncither the resources of the Fund nor the ability
of member countries to purchase foreign exchange from th: Fand arc
rigidly determined by the quotas. Therce are flexible provisions
for inecrcasing the rusources of the Pund as nceded. No limitations
are placcd on the Fund's a2bility to obtain resources through bor-
rowing scarce currcncics from mecnbur countrics or by issuing tho
Pund's own obligutions. Likuwisc rmember countrics may sucurc
foreipn exchange for their nceds when thoy have execoded the
ordinary limits of thc permissible quotas under provisions that
sufeguard the interests of the iund. Thus with the speeliic ap-
proval of the Board of Directors, the Fund may purchasc any local
currcncy in cxcess oi the limitotions set forth in V-<-b if in the
judgment of the Board it appoears that satisfuctory measurcs ore
being taken to thtOTu ¢quilibrium or to reduce thu lund's cxecess
holdings of a member country's currcncy.




01LC-<

It would be a mistuke to put too much stress on qluc:—tuto-
mitic changes in guotas. Yor cxemple, if quotas were adjust
automitically to short-run chonges in the volume of tradc t‘u
would be zn expansion of quotus in boom years and a cuntrcction
in years of slump,., ‘hile the expansion of quotuas in boom poriods
m:y not be disturbing of itsclf becuuse the usc of quotas can be
controlled, therc can be no doubt that a contraction of quotas in
depression yuars would tend to have o depressing influcnce.

The fact is that the necd for acciss to the resourcus of the
Fund is not a simple function of the volume of tr&dc. when inter-
national trade expands gradually, the growth may well be balenced,
and there may be little need for helg from the Fund. The noed is
likely to be greatest at the very time when the total volume of
trade has fallen, for it is at such times that the greatest dis-
tortion in the normal belunce of payments takes place. It is for
this reason that the [Fund proposal places great stress on fluctu-
ations in the ba_;nr» of puyments on surrent acceunt as a factor
in the determination of quotas.

Antomatic devices arc unreliable guides to policy in troubled
times. Vhat is needed is not a new serics of automatic signols to
replrece the discarded oncs of the past. 0On monctary problems,
there can be no automatic substitute for a rational policgy imple-
mented viith flexible powers. lhile the draft proposal provides
for periodic adjustment of quﬁt;:, this fvature is regarded as
luss sipnificant than the provisions t.ut give the fund flexibility
in acquiring resources and in permitting momber countrics access to
resourcoes.

Then the Fund requires additional resourccs it has the power
to aecguire the particular currencies it ncuds in its operations
through discounts or advances sccured by the assets it holds, or
by issuing its own obligations. MNo limit is plucud upon the power

the Fund to raise additional resources in thls manncr. In
actual practice, it is likely that after the Pund hos demonstrated
its usefulness as an agency for international monctary cooperztion,
it will have ready access on the most favorable ierms to the re-
sources of the more important money markets and of the central
banks of 51l mumber countrics.

It should z2lso be notud that the permissible guots of 2 mem-
ber country is the basis for determining the amount of forcim
exchange it may normally purchase from the Fund. TUndoer the
present provision, after two years of operation, the fund moy
sell foreign exchange to a member country until its holdings of
local curr:snecy and seccuritics arc equal to 200 percent of the
quota of & member country. Under any circumstances, the stetaed
limits on the Fund's holdings of loecal currency and sccuritics
of 2 nmumber country are not absolute. Upon spucific npproval
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acquire local currency

of the Board of Directors, the Fund mo

in excess of these limits under appropriate conditions.

If the successiul operation of the Fund indicates that
its usefulness can be increased by an expansion of aggregate
quotas, each member country can accept the increase in i
quota when the periodic adjustment of quotas is made.
generally regarded as desirable, the member countries can at
any time change the formula by which quotas are determined.
Such an important step, affecting as it would the relative
position of each member country in the rFund, should be under-
taken only after careful consideration by the Board of Di-
rectors and only with the general approval of menber countrics.
For this reason, a four-fifths vote is required to change the
quota formula. To safeguard any country from being compelled
to contribute additional resources to the Fund, it is provided
that an increase in the quota of a country can be made only
with its consent.




Question 11

Tn what form will member countries meet supplementary
contributions if their quotas are increased?

Reply

No specific provision is made for the fom in which member
countries may meet supplementary contributions if their quotas
are increased. Unless specific provision is regarded as neces-
sary by some member countries, it would be desirable to give
the Board of Directors complete authority to require member
countries to meet supplementary contributions in the form which
seems most appropriate to the Board at the time the supplemen-
tary contributions are made.

Tt would not be possible to specify in advance in what
form it would be most desirable to have supplementary contribu-
tions to the resources of the International Stabilization Fund.
If the Fund has experienced & period of successful operation,
with its resources appropriately distributed among different
member currcncies and with adequate holdings of gold, there
could be no objection to having supplementary contributions
paid largely in member currencics. On the other hend, if the
Fund has experienced some difficulty in mecting the demands
for somc currcncics, it would be preferable to strengthen the
Fund by hoving some part of the supplementary contributions
paid in gold.

There may be some member countries that would wish to
assurc themselves against a requirement that they mect sup-
plementary contributions with an excessive payment in gold.
While a country could withhold its conscnt to an increase in
its quota if too large a part of the supplementary contribu-
tion is celled for in gold, this may not be regarded as an
adequate safeguard. Such countrics might prefer o provision
that supplementary contributions should bec made in the same
proportions as thc original contributions and on the asis of
the relation of gold and free foreign exchange holdings to the
revised quota as prescribed in IT-3-a.

An altcrmative provision could provide the necessary
safeguard to member countries whilc retaining for the Fund
considorable flexibility in determining the fomm in which sup-
plementary contributions should be made. The Fund could be
given authority to call for contributions in whatever form it
deems in the general interest, but limiting the contribution
to be paid in gold to not more than the proportion specified in
II-3-a. Of coursc, any schedule for payments in gold in con-
nection with supplecmentary contributions should be applicd
uni formly to all member countrics.




Question 12

Tould the International Stabilization Mund contribute in
any way to the maintenance of a market for zold?

Reply

Because gold has & world-wide market, it is superfluous
to speak of the Fund as contributing to the maintenance of a
market for gold. With or without the Fund, gold will continue
to be held as monetary reserves and to be used throughout the
world in the settlement of interneticnal balances. The pro-
visions of the Fund in no .way change the established position
of gold. They are designed to utilize the recognized status
of gold azs the nccepted medium of international payments in
order to facilitote the settlement of international balances
and the maintenance of stable exchanges.

The Intemational Stabilization Fund utilizes the ac-
cepted position of gold in a number of ways. 1In the first
place, the Fund itself is expected to hold gold, entirely
for the purposc of assuring to member counttries an adequate
supply of any member currcncy that moy be demanded. As has
been indicoted in the reply to Question 6, the Fund must hold
an adcquate amount of general resources such 25 gold and cur-
rencics equivalent to gold.

The Fupd is authorized to hold gold and to buy and sell
gold (V-1), and provision is mads for the Tund to acquire
gold to cnable it to meet the necds of member countries. Port
of the quota contribution is required in gold (IT-3), and mem-
ber countrics arc required to pay for part of their forecign
exchange purchases from the Jund in gold unless their own gold
and exchange holdings erc inadequate (V-2-a). Member countrics
holding o stated minimum of gold must repurchase the Fund's
holdings of their local currcncies with part of the gold they
acquire in cxcess of their holdings at the time of bacoming
members of the Fund (V-6). 1In the case of blocked balences,
the countrics sclling the balances and the countrics in which
the balances arc held must repurchase regulerly with gold stated
portions of the Fund's holdings of such balanccs (V-8-b, c).
Provision is clsc made for collecting vorious charges in gold
(V-14; V-8-d).

The Fund olso utilizes the cccepted position of gold to
foeilitate the maintenance of exchange stebility, It is gen-
erally recognized that when o curroney is defined, dircctly or
indircctly, in temms of gold and the monctary authorities are
preparcd to buy and secll gold (or currcncics cquivalent to gold)
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at approximately fixed prices in terms of local currency, the
exchange rates can be meintained steble within an approprizte
range. Various provisions of the Fund proposal male use of
these custcmary devices.

The monetary unit of the Fund, the unitas, is defined in
terms of gold (TII-1l) and member countries! currencies are
st~blished in terms of the unitas (IIT-2). Member countries
mey not induce a de facto depreciation of their currencies by
purchasing gold, dircetly or indirectly, at a price in locol
currcney in excess of the gold-unitas-currency parity; nor may
member countries induce a de facto appreciation of their cur-
rencies by selling gold, dircctly or indirvetly, at a price in
. local currercy below this parity.

The Fund itsclf is expected to buy and sell local curren-
cies for gold when this becomes necessary for ovoiding & fluc-
tustion in exchonge rotes beyond the range astablished by the
Fund (IV-1). Member countries, in tum, are gxpected to take
appropricte action to mointain exchange rates within the pre-
seribod renge (VII-1). By cstablished custom, such appropriate
action includcs the use of gold and foreign cxchonge reservas
to prevent depreciation and the acquisition of gold to provent
appreciation of the exchonges.

Thile the Fund utilizes the rccognized status of gold to
facilitate its opurations, the Fund docs not imposc any gpeci~
fic obligations on member countrics o hold or usc gold for
any purposcs other than to help meintein stability of the ox-
chonges. There is no obligation on the vart of any mcmber
country to offer to recdeem its loerl currcncy in gold. DNor is
it expected that the Fund will regerd appropriate action to
maintain exchenge rotes as requiring & member country to ox-
haust 21l of its rescrves of gold snd forcign exchange.




Question 13

Is the International Stabilization I"und under any obligpa-
tion to buy pgold offered to it at a fixed price except under
the conditions set out in V-77

Reply

There is no specific obligation on the Fund to buy pold
at a fixed price from nember countries in all circumstances.
Hlo oblipation is regarded as necessary, for, as stated in the
answer to Question 11, the rfund will always be willing to
accept pold freely at a fixed price. I[oreover, it is clear
that under the provisions of the fund propesal a country with
gold will dlhu““ be able to meet its foreign exchange needs by
the sale of gold to the rund.

The Fund is required to establish rates at which it will
buy and sell gold for local currency (IV-l). This p*ovisicn
is not intended as an cbligation of the rund to buy pold,
Rather, it provides for the establishment of rates gt which
gold transactions of the Fund are to be undertaken in accordance
with other provisions authorizing or requiring such transactions.

a menber country applying to the Fund for foreign exchange
to meet an adverse balance of payments predominantly on current
account must pay for one-half of such exchange with gold (if the
country's holdings of gold and free foreign exchange exceed 50
percent of its quota). The Fund is under no conpulsion to sell
foreipn exchange to a member country unless it is ua+; sfied that
the Iernoz Luuntvy conforms to the provisions of V-2 and V-3.
However, if the Fund does agree to the sale ol foreim exchanie,
then it is specifically provided that the Fund "shall require
thet one~half of such exchange shall be paid for with gold"
(V-2-a). This is clearly a randaﬁorw provision requiring the
Fund teo accept pold in part payment for foreipgn exchange when
& member country requires the ioreiku xchange to meet an
adverse balauce of payments prenouinantl. on current account
and the Fund agrees to the sale of the foreim exchange. ihile
the provision states that half the payment must be made in golc
or in free forei:n exchange, obviously the Fund would not
hesitate to accept paymeat in full in gold.

5

So long as the Fund's holdinge of the local currency and
securities of a member country are less than the quota (not
pemissible quota) of that country the bund can place no
restrictions on the sale of foreign exchange for equal amounts
of gold and local currency (or local currency alone if the gold
and free foreipgn exchange holdings are less than 50 percent of
the quota), provided the foreign exchange is needed to reet an




o &
Q13~2

adverse balance predominantly on current account (Ve2-2), &is

a matter of practice the Fund will not restrict purchases of
foreign exchange paid for with gold and currency even when the
member country acquiring the exchange is permitting capital
outflows provided the Fund's holdings of that currency do not
cxceed the quota of that country. In short, a member country
can acquire foreign exchange from the Fund for gold and currency
so long as the Fund's holdings of its currency do not exceed its
quota.

Furthemore, whenever the Fund's holdings of the currency
of a member country excced the quota of that country the member
country has the right to repurchase the excess local currency
from the Fund with gold or acceptable forcign exchange (V-7).
Under this provision a member country can always reduce the
Fund's holdings of its local currency to thce point where the
Fund is required to secll foreign exchange to enable the country
to s¢ttle an adverse balance of payments predominantly on current
account,

In practice a member country would always be able to acquire
any member currency for gold. This point is further elaborated
in the answers to the questions 12 and 14.

A number of provisions of the Fund proposal indicate
clearly that the Fund is expected to buy all gold offered by
member countries at the price in loeal currency fixed in
accordance with IV-l. These provisions, principally V-2-a and
V-6, are intended to strengthen the Fund by increasing its
liquidity, largely through the replacement of local currency by
gold. In general, it has been the view of the technical experts
of the United States that there is no need to include a provi-
sion that the Fund accept gold from a member country -- the Fund
will always be willing to do so. The need, rather, is to
require member countries to utilize their ocwn gold and foreign
exchange resources, whenever possible, to mect their current
needs for exchange, and to repurchase from the Fund the local
currency accumulated by the Fund,

It should also be noted that under provision VII-1 member
countrics underteke to maintain by appropriate action exchange
rates established by the lund. This provision is intecrpreted
to require member countries to support the foreign exchange
value of their currencies by appropriate use of their gold and
foreipgn exchange reserves. Obviously, the Fund should do all
it can to facilitate the maintenance of exchange rates it has
established when member countrics offer gold for foreign
exchange in order to support their currencies.




Are all countries that are members of the Internmaticnal
Stabilization fund under cobligation te buy all geld offered to
them at a fixed price?

Reply

The Fund propocal provides no explicit obligation on the part

of member countries to buy all gold offered to them at a {ixed

. price. FProvision I1I-2 is intended to prevent nember cocuntries
from depreciating or appreciating their currencies through an
increase in the price at which gecld is bought or & decrease in the
price at which gold is sold. While this provision does place
limitations on the prices at which gold transactions may be under-
taken, it does not itsell require a mewmber country either to buy
or sell gold at all,

Despite the fact that there is no explicit provision requir-
ing member countries to buy all gold offered to them, it is our
view that provision VII-1 implieitly requires member countrics to
buy gold offered to them by member countries when this becomes
necessary Lo vrevent an appreciation of the exchange beyond the
range cstablished by the Fund. Appropriate action to maintain
established exchange rates involves the acquisition of gold
offcred by other member countrics or by the Fund.

Cbviously, a member country can take cteps to limit the
demand for its currency by tne nationals of other countries and
in this way it can minimize the import of geld., It may, with the
approval of the Iund, rcstrict capital movements when the influx

. of forcign funds is regarded as undesirable. It may cven adopt
measures that will reduce the demand for its exports in other
countrics, although ccrtain forms of such measurcs can be adopted
only with the approval of the lund. But in any case, so long as
there is a denand for its currency to settlc international trans-
actions on current account, a member country is implicitly obligated
to provide its currency for gold.

Also, it is clearly expected that the Fund can replenish its
supply of the currcney of any mcmber country through the sale of
gold when this is nccessary to provide exchange for the purposes
for which the Fund is authorized to sull exchange. DBocausc the
Fund's pold holdings are regarded as a liquid assct cguivalent to

. any riember currcniey, provision is made for the gradual replacemcnt
of local currcney by gold. It would be contrary to the purposes of
these previsions if gold were not purchased freely by nember
countrice 1f gold werc not purchased freely by member countrics
when this bocones necessary to prevent an appreciation of the
exchanges.




Question 15

Would the International Stabilization Fund create unitas
in using the resources of the Fund?

Reply

The unitas would serve only as a unit of account. The accounts
of the Fund would be kept in unitas and reports on the financial
condition of the Fund weuld be stated in terms of unitas, although
reperts might also carry a detailed breakdown of the Fund's holdings
by quantity of local currency assets as well as by value in unitas
(II1-1). There is an obvious advantage in employing an international
unit whose value is fixed in terms of gold and is independent of the
values of the currencies of the individual member countries.

The Fund proposal makes no provision for transferable currency
or deposits in terms of unitas. The operations of the Fund are ex-
clusively in currencies of member countries (and their securities)
and in gold, To assure the Fund against exchange risks, the value
of the local currency assets of the Fund are guaranteed by member
countries against depreciation in terms of the Fund's unit of
account, the unitas (III-3), The Fund does not have any means of
creating, holding or transferring unitas currency or deposits,

In fact, the International Stabilization Fund proposal does
not anywhere provide for the creation by the Fund of transferable
credits whether denominated in unitas, gold, or in currencies,

The resources of the Fund in currencies and other assets plus what
resources the Fund can borrow, represent the facilities the Fund

can put at the disposal of member countries, The facilities of the
Fund are flexible but they are not indefinitely expandable in the
sense that international credits are created by the process of a
country's getting into debt to the Fund, The creation of credit
remeins exclusively a function of the monetary authorities of member
countries.,

We believe that this arrangement is more desirable for the
following reasonss

First, with this restriction the management of the Fund is
likely to be more vigilant in taking steps which will correct a
persistent disequilibrium in the balance of payments position of
member countries than if there were no definite limit to the total
volume of credit balances vhich could be created by means of loans
or overdrafts,




Second, a system under which a member country assumes a knovn
and limited obligation to provide resources for the Fund gives
nceded protection to 21l countries, end Governments will be more
villing to enter into such an arrangement with a definite and
specified limit to their obligetions.

Third, the financial strength and stability will be grcater
in the case of a Fund which possesses a substantial amount of
tangible resources for carrying on its operations than in the case
of an internztional institution which has no resources other than
an agreement on the part of member countries to accept the credits

of that institution in exchange for real goods and scrvices.

Fourth, if the operations of the Fund revezl a necd for addi-
tional resources for its successful functioning, such resources can
be secured through the borrowing power of the Fund, without the
indirect compulsion inherent in the creation of credit.




Question 16

What will be the procedure for establishing initial rates
of exchange?

Reply

The task of considering and determining anew the initial rates
of exchange for all countries that will become members of the Inter-
national Stabilization Fund would seem to be overwhelming. If the
process of determining initial exchange rates by negotiation can be
avoided, it would simplify the problem of organization of the Fund.
What is wanted is a criterion for the initial fixing of rates of
exchange which can be applied generally without prolonged and
difficult negotiations with each member country.

It is believed that for most countries that will be invited
to become merbers of the Fund, the prevailing rates of exchange
will prove to be entirely satisfactory. In the case of such
countries there is clearly no need for the negotiation of a new
rate of exchange. For this reason the draft proposal now provides
that for any country which becomes a member prior to the date on
which the Fund's operations begin, the rates initially used by the
Fund shall be based upon the value of the currency in terms of U.S.
dollars which prevailed on July 1, 1943 (IV=2-a)., To make sure
that this rule vill impose no hardship, either the member country
or the Fund mey request that the initial rate shall be determined
by consultation between the member country and the Fund wherever
the rate prevailing on July 1, 1943 is regarded either by the
Fund or by the country as clearly inappropriate (IV-2-a).

Tn countries occupied by the enemy there were no dollar rates
on July 1, 1943. Nor, because of the drastic economic changes that
heve taken place in occupied countries, would it be reasonable to
apply a general rule, such as the prewar rate, for determining the
initial rates of exchange for their currencies. It is provided,
therefore, that for any member country which has been occupied by
the enemy, the Fund shall use the exchange rate fixed by the govern-
ment of the liberated country in consultation with the Fund (IV-2-b).
No operations need be undertaken by the Fund until an acceptable
rate has been determined. Because of the great uncertainty of their
post-war position, some occupied countries may be justly reluctant
to hove a definitive rate of exchange agreed upon immediately after
their liberation, Under such circumstances, a liberated country may
determine a provisional rate in consultation with the Fund. Opera-
tions at the provisional rate would be undertaken at the discretion
of the Fund in limited amounts and for a limited time.
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Except where specifically provided otherwvise, all decisions
are made by a majority of the member votes (VI-4). Therefore, in
those instances in which the rate of exchange prevailing on July 1,
1943 is not used and the Fund must agree with the member country
on the initial rate of exchange, the Fund's approval would be given
by a majority of member votes., To make certain that the Fund would
have a representative membership before taking action on rates of
exchange, it has been provided (IV~3) that the Fund shall not come
into operation until a sufficiently impertant group of countries
(that is, a group having among them more than half of the aggregate
quotas) has reached agreement upon the rates of exchange for their
currencics.,




Question 17

What facilitiecs are provided by the International Stabili-
zoetion Fund for correcting an initial rate of exchange that
provios unsatisfactory?

Reply

The provisions of the Fund recognize ccrtain fundamental
oncepts with respect to exchange rates. First, it is not
dbulr ible to alter exchange rates unnecessarily or when ther

are other satisfactory means of restoring cquilibrium in a
country's international bzalance of payments. OSecond, it is
not possible to support indefinitely an exchange rate that
dous not ruflect & country'e intcrnational economic position.
Third, an alteration of the exchanpe rate affcets the economic
life of othcer countries wnd should, thercfore, be undertaken
only after consultation with other countries. Fourth, the
intecrest of 4 country in its own exchonge is paramount, and no
chinge in the exchange rete for a currency should be made
except with the nsent of that country.

In order to avoid thc unnecessary changing of exchange
utes, the fund provides that cxelienge rates should not bo
fixed unilaterally or definitively where an appropriate
initiel cxchanpge rate cannot be determined. Where thez rate
thet preveiled July 1, 1943 is clearly inappreopriate, in the
,Pidgj“.ﬂt.-_iiﬂl: r of the nember country or the Fund, the initial
rate must be dete 1r*;h4.ky consultétion between the member
country and tnu Fund (IV-2-a). It is obviously difficult, if
not impossible, to dotermine now the aprropriate exchange
rates for countrics thet have been under cnemy occupation. By
permitting such countrics to fix their cxchenge rates in consul-
tation with the Fund, after they erc libersted, it will b
possible to aveid the choice of initial rates which arc likely
to prove impracticuble (IV-2-b).

o]

It is recegnized in the rund proposal thet alteration in
cxchunge rates moy be necessary to correct fundamental dis-
cquilibrium. HNeither & member country nor the lund can succeed
in supporting indefinitely en exchange rate wlieh does not
rcfleect a country's international economic position. uhere
cther satisfactory measures cannot be taken to restore equili-
briunt in < country's balance of peyments position, it is neccs-
sary to adjust the ratc cf exchange. There is gencral agreement
thet some exchange rates fixed during anca immediately after the
wer may have to be altered. For this reason, it is belicved
that some changes in such exchange rates should be permitted
with & little more freedom thin would be Jjustified after inter-
national econonmic rclationships have ctteined o greater degree
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of' stubility. Vherc a moderate change is needed, a member ceuntry
1wy change the cstabllshed rate for its currency by net nore taan
10 percent after notifying the Fund and consulting with the Fund
on the advisability of its action (IV-5-b).

An alteration in an established rate of exchange is a matter
of intercst not only to the country whose currency is chenged but
to othcr countrics whose economics may be afiected by the altera-
tion of the rate of exchange. A chenge in erchange rates should
not e, therefore, unless it is essentinl to the corrcction
of damental discquilibrium, and unless it is approved by other
countrices. The Fund proposal provides that noe r-hzng_r;. in c¢xchange
rates can be made without prior censultation with the Fund,
thet changes that alter the established rate by more than 10 per-
cent can be made only with the approval of the Mund.

t ¢ are times when an altcration of exchan
rates is in the general interest, the significance of the rate
exchange is of such parsmount importance in the cconcomic life
of a country, that a change in the cxchenge rate for & currency
should not be imposcd on & country. The fund proposal i
the sp-' ci:ll interest of a country in its ovm exchange ratc
provides that a change in the t,xchangc velue of a curruney
h.q.u r¢ the approval of the country concerned.

o]
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While the Pund cenncot compel a country to accept an exchange
rate it dous not regard as desiral to chiznge an exchang
rate it wishes to keep, the Fund ed not make its rescurces
aveilable te support an exchange it regaxy appropriate.
The Fund cannot undertake operations in & currency until a
definitive or tentative initizl rate is fixed which has its

':"-r'-'-v;_l (IV-2-g, b). IFurther, the Fund may place conditions

pon the additionel selc of foreign cexchange to a country which
igs using ite permissible quota to prevent or unduly delay th
este balance in its interneational zecour

ablishrnent of ¢ sound
(V-2-d). Obviously, undur this preovisicn the Fund would not
provide resources to o country whose currency, in the judgment
of' the I'un buars an exchange rate which prevents the restora-
ticn of ¢ Lii-_ 1ibrium.




What will be the position of countries, members of the
International Stabilization Fund, whose currencies are custom-
arily tied to the dollar or sterling?

Reply

The vractice followed by many eountries of maintaining close
relationships between their currencies and either the dollar or
sterling has undoubtedly been of great help to them. To a con-
siderable extent, such relationships have been helpful in maintain-
ing a greater degree of exchange stability than would otherwise be
possible. There is nothing in this practice that is necessarily
contrary to the purposes of the Fund, and there is much in this
practice that can facilitate the operations of the Fund.

Countries whose currencies have been tied to the dollar or

to sterling can continue their customary relationship. They may
define their currencies in terms of the dollar or sterling; they
may hold their monetary reserves in the form of dollar or sterling
balances; they may make their currencies redeemable in dollars or
sterling. In general, there will be for such countries no need

to terminate or to alter the prevailing relationship between their
currencies and the dollar or sterling.

Such countries will be particularly interested in the stability
of the exchange rates for their currencies in terms of dollars or
sterling, When the initial rates of exchange are determined, it
is expected that in most instances the Fund will use the rates
that prevailed on July 1, 1943. Unless such rates are clearly
inappropriate, and they do not anpear to be for most currencies
which were tied to the dollar or to sterling, there will be no
reason to disturb the existing rates between such currencies and
the dollar or sterling.

Once established, the exchange rate for a currency continues
in effect so long as a merber country is satisfied with its rate,
for the Fund cannot on its own initiative compel a country to
alter its exchange rate. There is no reason for assuming, there-
fore, that the Fund would in the future require a country to dis-
continue the special relationship of its currency to the dollar
or sterling.

The only occasion when a country could experience any diffi-
culty, as a menmber of the Fund, in retaining the customary relation-
ship of its currency to the dollar or to sterling would be if the
exchange rate for cither the dollar or sterling were altered. Even
so, there is reason for believing that the difficulty is more
apparent than real. A change in the rate of exchange for a currency
cen be made only after consul tation with the Fund and, with one ex-
ception, only with the approval of the Fund. [ssuming that the rate
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of exchange for either the dollar or sterling were changed, would
countries whose currencies are linked to the dollar or sterling be
able to alter the exchange rate for their currencies correspond-
ingly?

Aeide from the exception previously referred to, a couniry
desiring to alter the exchange rate for its currency to maintain
its previous relationships to the dollar or sterling would have
to secure the prior approval of the Fund. Such approval would be
granted if it were shown that a change in the exchange rate is
necessary to correct a fundamental disequilibrium. In most in-
stances in which a currency is tied to the dollar or sterling,
the special relationship has been established because of the close
ties of the two countries in international commerce or [inance.
If this is so, a change in the dollar or sterling exchange rate
is likely to lead to a change for euch a country in the demand
for exports to or imports from the United States or England.
Obviously, if such a change in the dollar or sterling exchange
rate would have the effect of bringing aocut a disequilibrium
in a country's international payments position, the Fund would
undoubtedly permit a country to make the corresponding change
in the exchange rate for its own currency,

Apart from exchange rates, there are two points of particular
interest to countries whose currencies are tied to the dollar or to
sterling.

In the first place such countries are not exempt from the pro-
visions of V-6. If a country whose currency is tied to the dollar
inereases its official holdings of dollars, assuming that its
official gold and free foreign exchange holaings exceed the pre-
scribed minimum, it must offer for sale to the Fund cne-half of
the dollars it acquires in excess of its offiecial holdings at the
time it became a member of the Fund. As payment for the dollars
would be made in its local currency, the obligation is applicable
only so long as the Fund holds the local currency of the member
country .

In the second place, there is no provision in the Fund proposal
for pooling or transferring the permissible quotas of member coun—
tries. Undoubtedly, to some extent it is possible for member coun-
tries to use their permissible guotas to suppert the currency of
another country., The Fund, however, could prevent any consideruble

se of its resources for this purpose.




Question 19

Low will the range of permissible fluctuation in exchange
rates, as fixed by the International Stabilization rund, compare
with the old spread between gold points?

Re P l‘f

There would appear to be three sets of limits on exchange
ratvt to be considered in connection with this question: (1)
the gold import and gold export points; (2) tho highest and
lumv it polnts within which exchange rate established by the Fund
may be permitted teo fluctuate; and (3) the Fu ni'& buying and
selling rates for foreign exchange in terms of local currency.

the opinion of the technical experts of the United
States it is on the whole desirable to have the range established
by the Fund somewhat breader than the range of the gold points.
It is a moot question whether the Fund's buying and selling rates
should be the same as the lower and upper limits of the range
established by the rFund. There are, however, some disadvantages
in having the Pund's buying and selling rates lie within the
ranee of fluctuations permitted by the Fund, and some advantages
in having the Fund's buying and selling rates lie outside the
range of permitted fluctuations.

In general, it is our view that the range that the Fund
would establish would be somewhat greater than the traditional
gold points that prevailed in the 1920's A broader range
within which exchanpge rates could ;uci.ucztf- might have some
effcet in inducing member countries to use their independent
resources of pold and foreign exchange before resorting to the
Fund. It would be in the ;cnlrui 1nt rest if member countries
would undertake to meet normal and moderate nceds for additional
exchange by their naticonals out of their holdings of gold and
foreign exchange, while the resources of the Fund would be
reserved for occasions when member countries experience a real
neced 1or supplementary resources to be used while working out
the basic adjustments in their international position. The
"L'"-duccmurl‘t to a country to use its resources of gold and foreign
exchange is further increased if the Fund's buying and selling
rates for exchunge lie outside the ranpe of permitted fluctua-
tions, as this would directly penalize the monetary authorities
ol a member country for using the rescurces of the Fund,

it is too much to hope that ¢ven a relatively broad range,
say 2 percent, within which member currencies might be permitted
to fluctuate would provide sufficient flexibility for adjusting
a country's intecrnational balance of payments through a movement
in exchange rates. There will, nevertheless, be scasonal or even
small cyclical pressurecs that can be considerably offset by a
mevement of exchange rates within such a broad range prescribed
by the Fund.
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There is to this extent something to be said even on the
economic side for broadening the range of exchange rates pres-
cribed by the Fund as compared with the old spread be tween gold
points. On the other hand, the permissible variations must not
introduce a risk cf exchanpe fluctuations so considerable as to
deter short-term financing ef internaticnal Tradu or lcng-term
lending for inves tant Neither should the permissible fluctua-
tion encourage speculation of & character that would tend to
weaken the established structure of exchange rates, or too easily
introduce a disrupting influence in the money and exchange markets.

The range prescribed by the Fund should fer administrative
reasons be greater than the spread between the gold points. In
the post-war period, it is almost certain that undcr any circum-
stances thic spread between the gold points will be considerably
greater than it was in the 1920's. Vhile lower 1'nt-rc st rates,
the higher monetary value of gold, and perhaps improved transport
facilities will tend to narrow the gold points, other factors,
particularly the difference betwcen the buying and selling prices
for gold in various countries, will tend to brecaden the gold
points.

In the 1920's there was in fact no difference betwecn the
buying and selling prices for gold in the United States and a
difforence of less than 1/6 of 1 percent in the United Kingdom.
Differences between the buying and selling prices of gold were
an insipnificant factor in determining the dollar-sterling gold

points in the 1920's. Now, under the Gold Reserve Act of 1934 .
there is a charge of 1/4 percent for buying or sclling gold. If
this diffcrence of 1/2 percent were to be adopted by the United

Kingdom, there vrould be a spread of approximately 1 percent
between the exchange rate equivalents Lcr gold in ntm York and
London. Frobavly another jff of 1 percent should be allowed for
actual costs of moving geld in both directions. , The spread
betueen the gold points would then be 1.6 percent,

[t would seem, therefore, that if the range of fluctuations
in exchange rates permitted by the Fund is to be somewvhat greater
than the spread betweerr the gold points, the Fund's range will
have to be very close to 2 percent. This would scem to be suffi-
cient induccment to 2 country to utilize its own gold and exchange
resourcas rather than to draw upon the resources of the Fund te
mect :m:‘mul and moderate neceds for foreign exchange. As already
stated, a further penalty would be placed upon a country'uulnt

the Fund's resources if the Fund's buying and selling rates for

=

exchange were outside the range of permitted fluctuations.

In this connection, it should be noted that the range of
exchange rates pi.-"‘!hltm_’i by the Fund has ‘)cL_r: comparcd with the
normal pold points that Ll;ht be expected in the post-war period.
Some countrics may have so larpe a dlf¢“-_nCu between the official
buying and sclling prices for gold that their gold points might
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Guestion 20

Would differential rates of exchange for different classes
of imports and exports (visible and invisible) be permitted by
the International Stabilization Fund?

Reply

Differential rates of exchange would come under the provisions
of the Fund plan which deal with multiple currency practices, These
provisions (I=5, VII-5) are based on a view that the use of such
methods should not be encouraged because they may so easily become
the means for discrimination in trade relationships and because
they usually involve control of the exchanges so complete as to
offer a strong temptation to restrict transactions on current account,

As stated in provision I-5, one purpose of the Fund is to re-
duce the use of such multiple currency devices (and other exchange
practices) that hamper world trade and the internztional flow of
productive capital., This is implemented by having member countries
undertake (VII-5) not to engage in multiple currency practices which
in the judgment of the fund do retard international trade and the
flow of productive capital.,

lihere a country has centralized the exchange dealings of its
nationals for purposes of supervision, differential rates on im-
ports may provide a convenient substitute for customs duties. At
the time the exchange authorities make foreign exchange available
to imperters it is very simple for them to collect what are in
effect import duties. Insofar as various classes of imports are
distinguished and different exchange rates are assigned to them,
the same result is produced as by an ad valorem tariff with differ-
ent rates of duty on the various classes of merchandise. Differen-
tial rates that are not the same for all currencies are obviously
discriminatory. Of course, if the exchange rates for some classes
of imports are extremely low (say, lower than the exchange rates
for some classes of exports) there may in fact be a subsidy for
some imports. Obviously, differential exchange rates for imports
may easily lead to restriction of international trade,

Differential rates of exchange for exports act as a subsidy
for some exports and an export duty on others., This may create
important although disguised diserimination among the importing
countries, especially where the differentials are not the same
for all currencies. On the whole, the case for differential rates
of exchange for exports is even weaker than for differential rates
for imports,
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\hile differential rates have these administrative advantages
in a country which has centralized its foreign exchange dealings
and which secures substantial revenues from them, there are serious
disadvantages and dangers inherent in their use., Comparability of.
international values becomes much more tenuous where there are
multiple exchange rates. Also, differential rates can hardly be
prevented from channelizing trade in a fashion that results in
intentional or unintentional discrimination among countries.
Differential exchange rates can become an instrument for the worst
form of unfair competition in international trade., There is also
the risk that multiple currencies may again be used, as Germany
used them, to produce division and domination of weaker countries
for political purposes. On the whole, differential exchange rates
open the way to dangerous abuses, while offering few offsetting
advantages that cannot be equally well achieved in other ways.

For these reasons, it is provided that member countries may
not engage in multiple currency practices which in the judgment
of the Fund restrict international transactions. In countries
vhere differential rates of exchange for different classes of
imports and exports are used, their continuance would require
the approval of the Fund., It is conceivable that the Fund would
in some instances decide that multiple currencies are being used
by a member country in such a way that they do not conflict with
the purposes of the Fund, In other cases the Fund may permit
adequate time for the abandonment of the practice, in order to
give member countries ample opportunity to arrange for collection
of revenue by other methods based on the foreign transactions of
their nationals.

There is, nevertheless, one category of invieible cxports
vhere a differential exchange rate would seem to be within the
purposcs of the fund., For social and political reasons it may
be desirable to attract tourists and students from other coun-
tries. A& differential rate of exchange for these purposes could
very well be regarded by the Fund as an appropriate means for
encouraging fricndly relations between countrics, and in somc
instances may be found to be an effective device for helping to
correct discquilibrium in a country's balance of payments. It
would seem undesirable, therefore, not to allow some flexibility
in this matter. The Fund, of course, would have to give its
approval before such differential exchange rates were established.




Guestion 21

If a country has e¢xhausted its rights of recourse to the
International Stabilization Fund, docs its undertaking to maintain
a stable rate of exchange lapse?

Reply

The obligations of a country to other member countries and
to the Fund are not terminated when it has exhausted its permis-
sible quota or for any other reason has no further access to the
resources of the Fund,

Specifically, a member counfry is obligated to maintain ex—
change rates within the range prescribed by the Fund by taking
whatever appropriate measures are necessary for this purpose.
Such measures cannot, of course, include the practices opposed
to the purposes of the Fund and proscribed in section VII of the
Fund proposal, Obviously, one appropriate measure is the use of
the gold and foreign exchange resources of a country to support
its currency.

A country cannot succeed indefinitely in maintaining stable
its exchange rate by the use of its own resources of gold and
foreign exchange if the established rate does not reflect approx-—
imately its international economic position. Where the disequi~
librium in a country's balance of payments is of a fundamental
character, measures will ultimately have to be taken to restore
equilibrium either through an approved change in the exchange
rate or through other appropriate means.

£s a matter of fact before a country has reached the stage
where its access to the resources of the Fund will be terminated,
the Fund will have reported on the measures that can be taken to
restore equilibrium in the country's balance of payments. In the
exceptional cases vhere the recommended measures have been taken
without having restored the necessary balance in the country's
position, the Fund would necessarily recommend measures of a more
direct character, These might include alteration of the exchange
rate, control of capital movements, or in extreme cases direct
measures to limit the volume of imports.

It would be unfortunate if any member country should adopt
the attitude that its obligations to the Fund could be disregarded
when it has exhausted its right to draw further on the Fund, The
provision of resources to facilitate the maintenance of exchange
stability is only one aspect of the Fund's functions. The Fund
must be regarded as an agency with general responsibilities for
international monetary cooperation, The duty to take all possible
measures to avoid unilateral exchange depreciation is not a
qualified duty.
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Alteration of exchange rates can only be undertaken with
the approval of the Fund, except that a member country may
change the established rate for its currency by not more than
10 percent, provided the Fund is notified and consulted on
the advisability of the action (IV-=5). Both a member country
and the Fund have a duty to cooperate in taking measures to
prevent an authorized deprecliation in exchange rates,



Question 22

lihen a country's currency becomes scarce, does that
country's obligation to keep constant by "appropriate action®
its rate of exchange on the currencies of all other countries
remain unaffected?

ReElX

As indicated in the answer to the previous question, it is
the view of the technical experts of the United States that the
obligation of & member country to maintain its exchange rate
within the range specified by the Fund cannot be terminated with-
out the consent of the Fund. The faet that a currency has become
scarce within the meaning of provision V-5 is indicative of «
dcmand for the currency which, if not met or restricted, will
ténd to appreciate that currency. It is clearly the intention
of provision V-5, if no additional supply is forthcoming, to
restrict the demand for the currency in some equitable manner,
in order to prevent an uppreciation of the exchange rate.

As one of its obligations as a member of the Fund, cach
member country undertakes to maintain by approprizte action
exchanpge rates within the range established by the Fund (VII-1).
For a country with o favorable bazlance of payments, the obliga-
tion to maintain exchange rates by appropriate action includes
thé acquisition of gold that is offered for its currvncy to
support the exchanges of the pold selling countries and to pre-
vent the appreciation of the currency of the country with 2
favorable balance of payments.

The acquisition of unlimited amounts of the currcncies of
any other countrics cannot reasonably be rcgarded as appropriate
action within the¢ meaning of VII-1. It is not intunded that any
provision of thu draft proposal shall make it mandatory for any
member country to acquire and to hold the currency of another
member country. Instead, it is the Fund as a cooperative unter-
prisc which undertakes to acquire the currencies of member
countries in accordance with the provisions of the propos:l.

Wwhen a country's currency becomes scarce, the Fund itsclf
takes steps cither to increase the supply or to restriet the
demand. By apportioning the available supply, the demand is
dircectly restricted. In general, such action by the Fund would
prevent an appreeciation of a scarce currency. In the countries
where a scarce currency nmust be rationed, the controls should
be cffective in restricting imports. It follows that the cx-
porters of the country whos¢ currency is scarce will not, in
fact, have foreign exchange to offcr for sale, and there will
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be no nced for placing limitations on the sale of foreign cur-
reneies by exporters. However, a member country could apply
such direct limitations with the approval of the¢ Fund and in
cooperation with other member countrics.



Question 24

Will the International Stabilization Fund sell foreign
exchange to a member country to support its rate of exchange
if that rate is not in accord with the country's international
economic position?

ReElX

While it is a major purpose of the Fund to help stabilize
exchange rates, the Fund cannot and should not as stated in the
Preamble, undertake to provide foreign exchange to prolong a
basically unbalanced position. Numerous provisions of the Fund
proposal are intended to provide safeguards against the use of
the Fund's resources to support an exchange rate not in accord
with a member country's international economic position,

When initial rates of exchange are determined, the rate
established for a currency must, in the judgment of the Fund
be appropriate, Until the Fund has given its approval to an
initial rate of exchange, no operations may be undertaken by
the Fund in such a currency (IV-2-a). In the case of an occu~
pied country, the definitive rate of exchange established after
the liberation of the country must be acceptable to the Fund,
However, prior to the determination of the definitive rate,
operations in the currency of a liberated country may be under-
taken at a tentative rate of exchange fixed by the member
country in consultation with the Fund, Such operations require
the specific approval of the Board and, except under special
circumstances, may not continue for more than 3 months after
the liberation of the country or after the Fund's holdings of
such local currency equal the quota of the country (IV-2-b).
From these provisions it may be clearly seen that the Fund is
not expected to sell foreign exchange to help maintain a rate
of exchange which does not have its approval,

Even after the initial rate of exchange has been {ixed with
its approval, the Fund is not reyuired to sell exchange to a
member country (when the Fund's holdings of the local currency
of the country exceeds its quota) to support an unbalanced posi-
tion. When a member country is using its permissible quota in a
manner that clearly has the effect of preventing or unduly delay-
ing the establishment of a sound balance in its international
accounts, the Fund, after notice, may place such conditions upon
additional sales of foreign exchange to that country as it deems
to be in the general interest of the Fund (V-2-d)., The condi-
tions, of course, would be the adoption of measures designed to
correct the unbalanced position of the member country.
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A permissible quota of the Fund's holdings of the local
currency and securities of a member country is established for
each country partly because it is regarded as desirable to have
an objective indication of a limit to the Fund's acquisition of
local currency, to help a country to support its exchange rate
(V-2+b). ‘here is implicit in this provision the view that
when the Fund's holdings have reached the permissible quota, it
is generally an indication that there is a fundamental disequi-
librium in a country's international position that calls for
remedial action. 1lthile the Fund may sell additional foreign
exchange to such a country, the sale requires the specific
approval of the Board of Directors and can be made only if
satisfactory measures are belng or will be taken to correct
the disequilibrium or if it is believed that the disequilibrium
is temporary and the excess holdings of the Fund can be disposed
of within a reasonable time,

It cannot be emphasized too frequently that the Fund is not
designed simply to sell foreign exchange needed by member countries
to meet their adverse balances on international account. The re-
sources of the Fund may properly be used to help a country through
a period of temporary disequilibrium, The resources of the Fund
are avallable to member countries under adequate safeguards to
help them maintain stability of their currencies, while giving
them time to correct maladjustments in their balance of payments
without resorting to extreme measures destructive of interna-
tional prosperity. # Fund operating successfully should be
influential in inducing member countries to adopt policies
making for an orderly return to equilibrium,




Question gg

Does the International Stabilization Fund provide facilities
for multilateral clearing to a country which has its overall
international payments on current account in balance but has an
adverse balance of payments on current account with some
countries?

Reglz

Under the present provisions of the Fund plan there can be
no doubt that in almost all circumstances a member country will
be able to use freely the proceeds of its transactions in one
country for the settlement of balances due on current account
in another country.

Let us suppose that England has a favorable balance with
France and an adverse balance of equal amount with the Nether-
lands. France and the Netherlands are in equilibrium with each
other, and so is each of the three countries with all countries
other than the three. This situation may manifest itself in an
accumulation of francs by England and a need by England for
guilders. Under provisions V-6 or V-7 it might be possible for
England to offer all or part of its accumulated holdings of
francs to the Fund which the Fund could then accept and pay for
with guilders, However, the Fund is under no obligation to under-
take such a transaction,

Nevertheless, England would, in fact, find it possible to
acquire the necessary guilders by virtue of provision V-2-a.
In the first instance, angland would offer francs for sale in
the exchange market either directly for guilders or for sterling,
If there is a franc-guilder market, there would be no difficulty
in acquiring the necessary guilders. Although France and Holland
are themselves in equilibrium, the offer by England of francs for
guilders might have the effect of foreing the franc-guilder ex-
change rate outside the range established by the Fund, It would
then become the duty of France to support the franc rate and for
this purpose it could apply to the Fund for the necessary guilders,
If francs are not held by the Fund in excess of the limits set up
under the Fund proposal and France is not making unwarranted use
of the Fund's resources, the Fund could make the guilders avail-
able, and no difficulty would arise.

Assuming, however, that there is no franc-guilder market, it
would then be necessary for England to offer the francs for sale
in the exchange market for sterling, In that case, if France is
not prepared to support the sterling-~franc exchange independently,
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France would have to apply to the Fund for sterling for the
purpose., If the Fund supplied sterling, the Fund's holdings of
sterling would be reduced by the amount made available in the
franc-sterling market. Oimultaneously, England might offer
sterling for guilders in the sterling-guilder market. Under the
conditions assumed, this would have the effect of forcing the
sterling-guilder rate outside the range specified by the Fund
and England would apply to the Fund to support sterling with
guilders.

If the Fund's holdings of sterling are not outside the
limits specified in the proposal (which is unlikely in view of
the fact that the fund's holdings of sterling would have been
reduced by support of the franc), and if Ingland is not making
unwarranted use of the Fund's resources (which is unlikely in
view of the fact that there is no net change in the rfund's hold-
ings of sterling), the Fund could under the provisions of the
proposal make available the necessary guilders, Under provision
V-2-~a the Fund has authority to sell guilders to England for
sterling to help it meet its adverse balance of payments on
current account with the Netherlands,

It is also possible to show, in fact, that England has an
over-all adverse balance of payments predominantly on current
account. The reason for this is that the Fund's transactions
in sterling are part of England's balance of payments. When the
Fund uses sterling it holds on deposit in England to acquire
foreign exchange held by England, the transaction is in effect
a capital export by England, With this transaction included in
England's balance of payments, the result is that its over-all
balance of payments (formerly in balance) is now adverse to the
extent of the Fund's acquisition of francs for sterling. England's
adverse balance is equal to its specific adverse balance with the
Netherlands. As this adverse balance is predominantly on current
account, the Fund would be permitted under provision V-2-a to
sell guilders to support sterling.

The implicit assumption in the above analysis has been that
there are in fact, free markets in sterling, francs and guilders.
If such markets exist, it is our view that the sbove transactions
can be consummated quickly and without any difficulty, with the
Fund supplying foreign exchange from time to time on application
by the country requiring support for its currency.




If free exchange markets do not exist, it is recognized that
it may be necessary for the country which wishes to dispose of
foreign exchange to apply directly to the fund. A provision (IV-1)
has, therefore, been added that the Fund shall purchase, for local
currency or needed foreign exchange, any member currency acquired
by another member country in settlement of a balance of payments
on current sccount where such currency cannot be dispcsed of in
the foreign exchange merkets within the range established by the
ffund

Under this provision the Fund would buy freely from a member
country any currency which the Fund does not hold in excess of
the limits prescribed (V-2-b), and which does not come under the
provision (V-2-d) for limiting unwarraented use of the Fund, The
Fund vill give in exchange either local currency or member cure
rency which has not been declared scarce in accordance with V-5.
The provision applies only to such currency acquired by a member
country in scttlement of = balance of payments on current account.




Question 26

Would it be possible for the International Stabilization
Fund to provide the exchange needed to support the currency of
a nember country if the deficit giving rise to this need for
foreign exchange is in the balance of payments with a third
country?

Re ply

The resources of the Fund are intended to be used to aid all
member countries in meeting adverse balances of payuments predomi-
nantly on current account. There is no intention of establishing
pockets of resources to be reserved for meeting adverse balances
only with selected countries., The Fund is regarded as having
general resources that may be used wherever necessary for mesting
the adverse current balances of member countries.

Nor is it the purpose of the Fund to restrict the exchange
markets that a country may use in financing its international
transactions or in disposing of the procceds of its international
transactions. G§o long as member countries permit their currendies
to be sold irecly on other exchanges and permit their cxchanpe
mark -ts to be used for the sale of exchange arising from trans-
actions not involving their nationals, the Fund has no interest in
preventing such exchange transactions.

For example, if Canada has a favorable balance on current ac-
count, arising say from an excess of cxports to the United Kingdom,
it is not intendud to have the Fund restrict the right of Canada to
offer such sterling bills for sale in the customary way on the
Nevr York cxchange market. The inercased supply of sterling bills
(assuming the reciprocal supply and demand for sterling-U.S. dollar
exchangs to bu otherwise in equilibrium) may make it impossible for
the mariet to maintain the sterling-U.5. dollar cxchange rat. with-
in the specificd range. It would then becoms the obligation of the
Unitud Kingdom to support sterling cxchange and, if ncecssary,
utilize its right to purchasc 1.3. dollars from the Fund for this
purpose.

The aection of the Fund in providing U.S. dollars in this in-
stance to support sterling cxchange would not be fundamentally
diffurent from its usc of pgold to aequirc Canadian dollars to
support sterling exchunge if the bills were offcred in the
Canadian market and resources werce nceded to maintain tho
sterling-Canadian dollar c¢xchange rate in Montreal. The slter-
native would othuerwise be to forec an cquilibrium in cach spucifie
bzlanee of payments whenever the Fund was short of the local cur-
runcy of a4 member country with a eredit balance of payments. It
is clcarly the purpose¢ of the Fund to avoid such bilateralism in
aiding member countries to mect their adverse balanecs on current
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account., However, such bilateralism can be avoided only if the
Fund's resources are rcgarded as gencral resources available for
use whercver it may be necessary to use thenm.

While in most instances an adverse balance of payments on
currcnt account could most conveniently be settled by the Fund's
providing the loczl currency of the member country with a favor-
able balance, it must be recognized that this direct method can-
not be made compulsory wherc countries maintain free exchange
markets. Thus, if Canada has & favorable balance with the United
fingdom, and the United States-United Kingdom balance and the
United States-Canadian balance are in equilibrium (assuming other
countrics do not affeet the situation) powerful forces will
ordinarily be at work to cause the shifting of sterling bills
held in Canada to the New York market. This is simply the opera-
tion of ordirary arbitrage forces.

The reasons are fairly clear. If in a preceding period, the
U.5. dollar-sterling-Canadian dollar rates were adjusted to cach
other through the eross rates, then the appearance of 2 new foree
(suy, the favorable Cenadian balance) would tund to couse a dovmi-
ward movement in thue value of sterling bills in lontreal. The
New York market for sterling bills, not having been dircetly af-
focted by a change in the United States-United Kingdom balance of
payments, would for the time being presumably be slightly hisher
than the fontrual market for sterling. Arbitrugers vwould consu-
quently buy sterling in Montrezl and sell sterling in Fawr York
(with or without offsctting transactions in other cxchanpe).

With free exchange markcets, there is only onc pattern of
exchange rates that can prevail, and this pattern reflects supply
and demand in aggregate and not in particular markets. If froee
exchange markets arce permitted, arbitrage is incvitable. lMore
important, such =rbitrage transactions do not constitute o danger
to the Mund nor do they result in a significantly different compo-
sition of the resources of the Fund than would prevail if locel
currenecy were provided by the Fund to settle each bilateral
brlonee of peyments.

Thus, for cxample, if each member country werc to comec to
the Fund for foreign exchinge with which to meet its adverse
balance of payments with any other member country (the Fund in
cach instance providing the local currcncy desired), the change
in the composition of the Fund's riesourc:s would be the result
of the over-all balances of payments of member countrics. That
is to say, the Fund's holdings of the loecul currency of 2 mem-
ber country would be increased by the smount of its net debit
balance of payments ar decrezsed by the cmount of its net
credit balance of paymurnts. If o member country with ¢ eredit
balanecc disposed of the exchunge represented by this credit
balance in the exchenge markets of another country, the compo-
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sition of the Fund's resources could be temporarily atfected by
such transactions. But the Fund has means of offsetting such
transactions to bring about somewhat the same end result as if
direct recourse were had to the Fund for meeting each adverse
balance of payments with another member country.

It may be well to consider the effect of the sale of
sterling bills in the New York market by Canadian holders of
such bills. Let us assume that the Fund holds an adequate
supply of Canadian dollars. If the sale of sterling bills
increases the U.S. dollar resources of Canada to an amount in
excess of what Canada held at the time of becoming a member of
the und, then Canada would be obligated to offer half of the
additional dollar exchange to the Fund for Canadian dollars.
The Fund would thus replenish its U.S. dollar resources to one-
half the extent that they were depleted by the provision of
U.S. dollars to the United Kingdom to support sterling exchange
in the New York market.

If the Fund holds adequate Canadian dollar funds it can re-
plenish its holdings of U.S. dollars to tne full extent that
they were depleted (provided therc is a free market in Cenadian
exchange), even if Canada is not obligated to offer to the Fund
the U.5. dollars derived from the sale of sterling cxchange in
New Tork. ~Presumably the Fund could offer to sc¢ll Canadian
dollars for U.S. dollars in the exechange markct snd thus reac-
quire as much in U,S. dollars as it wishes. #4s a mutter of
fact, there would be nothing to prevent the Fund from of fering
to the United Kingdom the amount of Canadiun dollars represented
by sterling bills sold in New York for Canadian account, the
Canadian dollars being offered for sale for U.S5., dollars to the
extent needed to support sterling exchange in New York.

So long as the Fund has Canadian dollars, therc is no doubt
it can act to assurc approximately the same end result as if
Canadian dollars were provided in the first instance to mect the
adverse balance of the United Kingdom with Canada. If Canadian
dollars are a scarce currency, the Fund cannot of course recapture
the U.5. dollurs. But under such circunstunces the Fund would not
have been in a position to provide Canadian dollors in the first
instoence, and would have found it nocessary to sequire such
Canadian dollars either with gold or with some aceeptable foreign
exchange, such as U.S. dollars.,

It would appear that the Fund has aduguate safepguards to
prevent the unnccessary accumulation of strong currencics by
countrics whose locual currency is not scarcc. Under the eircum-
stances, there is no reason vhy the Fund need limit the operations
of frec cxchange markets, nor why the Fund should insist on bi-
lateral settlument of baluncos cven when the Fund provides the
risources to help muaintain exchange rates of muember currencies.
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Question 27

Vould member countrics exporting capital be permi t+fd to
purchase forcign exchange from the Internstional 5
Fund?

He I _1;';

If a member country has an adverse balance of payments
toward which capital exports azre contributing only in small
part, the Fund would undoubtedly permit its resources to be
utilized by the member country. Frovision V-2-a allows the
Fund to sell forcipgn exchange to member countries intended
to meet an adverse balance of payments predominantly, but
not exclusivily, on current account. In general it would
appear to be norn expedient for the Fund to provide a member
country with some resources to suppert the exchange market
than to require the imposition of a system of exchange control
merely to prevent the export of a moderate amount of capital,

The Fund can safely teke this position so long as its
holdings of the local currency in question are not excessive.

the Fund ecannot zllow its resources of other currencies
to be scerious depleted to facilitate the speculative movement
of funds, nor ean it sanction the dissipation in this way of
resources of the Fund which should be reserved for the mainte-
nance of international intvruhh'"u of goods and services. The
unlimited right of a country te utilize rcsources of the Fund
to nicet an adverse balance of fxymbrfq arising in part from
the export of capital is terminated when the Fund's holdings
of the loczl currency of a country exceed the quota (V-2-d).
Thereaftcr the Fund may require as a condition for the further
sale of foreign exchange that the member country establish
¢ffective machinery for stopping or reducing net ocutflows of
capital that fall within the undesirable category.

.,
T
{

Where it is in the general interest, the Fund may continue
to scll foreipgn exchange to a member country to facilitate a
transfer of capital until the Fund's holdings of its currcncy
and sccuritics reach 150 percent of the quota of that country.
Thereafter, in exceptional circumstances, the Fund may still
sell forcign exchange to a member country for this purpos:
with the approval of threc-fourths of the member votes (V=3).

It is clear from these provisions that it is not intended
that the Fund should ever rigidly exclude the utiliszation of
its resources to facilitate the cxport of capital. It is recog-
nized that there will be instances when permitting 2n export
of capital w111 not involve a net drain on the rosources of the
Fund and will be beneficial from the point of view of the
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Question 28

In determining the International Stabilization Fund's hold-
ings of a country's currency at a given date does "currency"
include or exclude securities expressed in that currency?

Reply

In general, the Fund's holdings of a currency for purposes
of the permissible quota are regarded as the net position of the
Fund with respect to that currency, The Fund's holdings of a
currency may be defined, therefore, as all of the assets of the
Fund in a given currency minus all of the liabilities of the Fund
in that currency. Quite definitely, in calculations on the per-
missible quota of a country, the security holdings of the Fund
in any local currency should be included as part of the local
currency.

There is one exception to the rule stated above. Blocked
balances acquired by the Fund are intended to be excluded from
the computation of the Fund's holdings of local currency, except
to the extent that such balances become free. Securities acquired
with blocked balances would generally be treated in the same
manner as the balances themselves, Provision V-8-j states that
blocked balances shall not be included in computing the amount
0i foreign exchange the Fund may se¢ll to member countries under
their permissible guotas,

It should be noted that a distinction could be made between
local currency holdings as defined for the purpose of determining
the amount of foreign exchange that may be sold to a member
country (V-2, 3) and as defined for the purpose of determining
the charges to be levied on a member country with respect to the
Fund's balances of its currency (V-14)., So far as concerns
computations for determining the sale of foreign exchange, all
local currency assets, except blocked balances, are treated in
the same manner. For applying the penalty on local currency
holdings in excess of the quota, it would be possible to
exclude interest-bearing securities. If contributed sccurities
are made non-interest bearing, they should, of course, be in-
cluded in the balances on which charges may be levied by the
Fund,

The way in which the Fund acquires assets in terms of a
given local currency does not affect the inclusion of the assets
in the Fund's holdings so far as the permissible quota is
concerned, Therefore, the Fund's holdings of local currency
include initial subscriptions in local currency and securities
(II-3-b), supplementary subscriptions in these forms (I1-5, 6),
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currency acquired by the purchase of part of a country's in-
creased holdings of foreign exchange (V-6), and the proceceds of
security sales (V-11), Devaluation does not affect the calcu-
lated holdings of the currency and securities of a member country
as the unitas value of such holdings are not affected by devalu-
ation (III-3).

The Fund's position in a loecal currency may be modified when-
ever the local currency is sold to the Fund or bought from the Fund
by a member country. Increments of exchange sold by a member
country to the Fund arc likewise included., Mo distinction is
made between currencies acquired in each of these ways, because
any purchase of a member currency by the Fund tends, directly or

indirectly, sooner or later, to support the foreign exchange
value of that currency.

When the Fund sells the securities of a member country for
its local currency, the Fund's local currency position is in the first
instance unaffected, for cash is increased as much as securities
are decreased, Nor is the Fund's position affected when it makes
loans or investments in local currency, for cash is then decreased
and securities increascd correspondingly. Similarly, when the Fund
borrows any local currency from that member country, the position
of the Fund in that currency is in the first instance unaffected,
for the local currency liabilities are increased to the same extent
as the local currency assets.

There is one instance in which the Fund's transactions in
securities or loans do affect the net position of the Fund with
respect to holdings of local currency. If the Fund sells the
securities of one country to acquire the local currency of another,
the local currency position of the Fund with regard to the two
currencies is changed, Such a transaction decreases the Fund's
holdings of the currency of the country whose securities are sold,
and increases the Fund's pesition in the currency of the country
where the securitics are sold, However, no injustice results from
this arrangement, So far as concerns the country whose securities
are sold, the unused portion of its permissible quota is increased.
So far as concerns the country where the securities are sold, the
Fund's holdings of its currency must be extremely low (say, 20
percent of the quota) or the sale would not have been made, It
should be added that permission must be secured from both countries
for the above transaction (Vv-11).

No difficulty seems to us to inhere in the type of transaction
authorized in V-5, namely, the borrowing by the Fund of a scarce
currency from the foreign exchange holdings of a member country,
?he Fund would in the first instance acquire an asset (cash) ahd
incur a liability in a scarce currency., So far as concerns the
country whose currency is scarce, its position is unaffected--the
Fund's net holdings remain the same until the borrewed currency
is ?sed. So far as concerns the lending country, it acquires a
claim on the Fund for the specific type of foreign exchange it lent,
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It should be emphasized that no hardship is incurred by
a member country in offering to sell to the Fund part of its
inercment of' gold and frec foreign exchange. The member
country offering the resources for sale is under ne oblipation
to accept any currency other than its own. To the extent that
nber country rcducus the Fund's holdings of its local
currency, it increases its right to acquirc foreign exchang
from the Fund with its local currency. In viewv of the general
advantages that would be conferred by a strong and liquid Fund,
the right to acquirc forevign exchange from a Fund adequatcly
supplied with gold is not inferior to the actual holding of
gold and forcign exchange (except, of course, in the acquisi-
tion of scarce currencies).

= T
iht

hese provisions by no means indicate a policy of dis-
courcging the maintenance of independent monetary
It is, on the contrary, the view of the technicel experts of
the United States tntt it is desirable for member countrics
to build up adequate holdings of gold and foreign exchange.
For this rezson a reduced quota contribution in the foz
gold may be made by countries with small or moderate holdings,
according to a graduated scalc of anML*Ld payments (provision
[[-3—-¢). To tukc account of the greater need of countrics
wnich have been occupicd by the brmg,, a further rcduction in
the contribution of gold is permitted for such countrics under
thc same provision.
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bcecame 4 member and no country nced offer to sell
gold or forcipn nge under this provision unless its
official holdings ar¢ in cxecess of 25 percent of its quota.
Furth.more, ¥ ~half of the gold and foruign exchang
must b. eff.red to the Fund. Finally, since such pold and
forcign cxchange need be sold only for local currcney (or for
foreign exchinge needed by the member eountry), in practice
member countrics would not scll additional gold to the Fund
after the Fund's holdings of their loezl currencivs had becn
depleted.
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Question 30

Then doe¢s newly-mined gold become subject to the provi-
sion that member countries must under certain conditions offer
for sz2le to the Intemational Stobilization Fund half of the
increment in their official holdings of gold?

Reply

It is provided in V-6 that only the increase in officinl
holdings of gold or foreign exchonge (above the prescribed
limits) is s ubject to purchazsc by the Fund to the cxtent of
one-half the inerement. Newly-mined gold held by the producer
or by bullion deaolers awaiting sale is not to be regerded os
part of the officizl holdings of o country.

(5]

It is conceiveble that newly-mined gold will regularly
be offercd for sale to the monctary authorities of a country
soon after its production. It then becomes subject to the
obligrtions of V-6 unless the operating regulations which the
Fand will work out provide otherwise. It may be found advis-
able, however, to provide for speciecl considecrmtion in the case
of neowly-mined gold.

The technical oxperts of the United Stotes had in mind
that the administration of this and many other provisions of
the draft proposal would be implemented by operating rcgula-
tions to be set up by the Fund. Such regulations must include
specific rules for determining the omount of the increments of
gold and forcign cichange which are to be offered for szle to
the Fund. These regulations should have as onc aim to prevent
the Fund from becoming involved in continuous small purchasing
operations, espeeiclly if they are likely to be countcracted
by subsequent sales of exchonge. Obviously, such rogulations
would cover the conditions for the offcring of newly-mined
gold for sale to the Fund.

It may be pointed out agoin that a country holding ncwly-
mincd gold owaiting distribution docs not suffcr any hardship
(the scarce currency problem aside) if half of the increment
of such gold is offered for sale to the Fund for its loccl
currency. To the extent that the gold wes held to acquire
foreign cxchange, the copacity of the country to acquire such
exchange is not impeired by sale of helf of the incroment of
gold to the Fund for locnl currcney. The member country con
acquirc forcign exchange to the full value of the gold held
for the purpose by purchosing nceded foreign cxchinge from the
Fund, payment to be made half in gold and helf in locol
Currcney.
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Of course, if newly-mincd gold were accumulnted to on
unusual extent in the hands of producers or bullion dcalers,
the Fund could mokc representations as provided in V-6.



Question 31

In computing the increment of gold and foreign exchange
that member countries must offer for sale to the International
Stabilization Fund is any allowance made for increased foreign
liabilities?

Reply

In computing the amount of gold and foreign exchange that
must be offered for sale to the Fund under this provision, no
explicit allowance is made for increased liabilities to foreigners.
It should be noted, however, that it is only the prescribed in-
crease in official holdings that must be offered for sale to the
Fund. So far as concerms the holdings of commercizl banks and
other nationals, it is provided that excessive accumulation by
them of liquid exchange resources and gold should be discouraged.
The intention is not to restrict the acquisition of such re-
sources when they are needed by commercial banks and other
nationals as working balances for intemational transactions.
There is, however, a desire to avoid the accumulation of exces-
sive holdings in this form by countries utilizing the resources
of the Fund. Undoubtedly, in determining whether such holdings
are excessive, considerstion would be given to the foreign
liabilities of commercial banks and other nationals.

No explicit allowance is made for offsctting the official
holdings of Treasuries and central benks with their foreign
liabilities. If it is regarded as desirable to make some allow-
ance for such liabilities against officiesl holdings of gold and
foreign exchange, consideration can be given to the manner in
which this may be most appropriately done. Provision for such
effects, if regarded as desirable, could bec made in the operating
regulations thot are adopted to implement V-6.



Question 32

What would be thc nature of the collateral the Inter-
national Stebilizetion Fund could require when its holdings of
a currency excecd the permissible quota of the country?

Reply

The provision that the Fund may require a member country
to dcposit suiteble collateral when the Fund's holdings of
its loezl currcncy and seccurities cxcced the permissible gquota
of a country is intended to safeguard the intcrests of the
Fund (V~2-c). The permissible quote of a country is an ob-
jective indication of the maximup amount of a mombor country's
local currency and sccurities which the Fund should ordinerily
hnld. With thc specific approval of the Board of Dircctors
and under adcquatce safeguards, the Fund may sell additional
forcign oxchenge to a member country which hes reached its
permissible quota (V-2-b). Onc safeguard is that the member
country should deposit such suitable collateral as the Board
may prescribe,

The nature and the amcunt of the collateral would be
prescribed by the Board. It is to be expected that the col-
lateral requircd of 2 membor country will be appropriztc to
the particular circumstences in each case. Gold, foreign or
domecstic currency end sceuritics are stated as types of col-
lateral that could be required. However, the Board could
accept other suitable collatecrzl, such cs warchousc reccipts
for intemationally traded staple commoditics. The collateral
required must be within the capacity of the momber country and
must safeguard the intercsts of the Fund.

From the standpoint of safeguarding the interests of the
Fund, gold or frce foreign cxchange would be the most desirable
special reserve. There may be instances in which, although a
member country does not wish to scll its gold, it is preparcd
to decposit gold as & special reserve when buying additional
foreign exchcnge from the Fund. This mey happen when the
country's gold holdings arc required by law as backing for its
currency. There may also be cases where the cxcess purchasc
of foreign oxchange from the Fund is expected to be a temporary
condition, so that 2 country prefers to pledge its gold (just
as 2 country might now use its gold as sccurity for a2 loan
from 2 forcign ccntral bank). Much the same anclysis would
epply to the usec of free exchange or forcign sccuritiecs as a
spceial roserve.




While the deposit of government securitics or local cur-
rency as a special reserve would not in some cases provide the
Fund with assets easily disposable for foreign exchange, it
would provide the Fund with a margin of collateral against
losses arising from the depreciation of a currency, should the
country not meet its obligations to the Fund.

In some cases warchouse receipts for staple international
commodities would be a suitable type of special reserve. Such
receipts could be conveniently deposited as a special reserve
by countrics producing primary products whose debit balances
on current account have arisen from difficulty in selling the
usual volume of basic cxports. Such warchouse receipts could,
if necessary, be disposed of by the Fund for foreign exchange.

It should be noted that a member country has the right to
rcpurchase from the Fund for sale or acccptable foreign ox-
change, the local currency holdings of the Fund in excess of
the country's quota (V-7). It is, therefore, always within
the power of a country to reclaim the collateral it has de-
posited with the Fund by rcducing the Fund's holdings of its
local currcney and sceurities below the permissible quota.




uestion 33

What does the International Stabilization Fund propose
to do with currecncies of non-member countrics after sixty
days?

Reply

The authority granted the Fund to buy the currencics of
non-member countries (V-9) is, of course, not for thc purposec
of helping such countries. In fact, it is specifically pro-
vided thet the resources of the Fund shall be used cxelusively
for the bencfit of the member countries (II-8). For this
reason, the Fund is limited in acquiring and holding thc cur-
rencics of non-mamber countries. The Fund may not acquirc more
than $10 million of any non-mcmber currency and must dispose of
such currency within 60 days, unlcss spcecifically authorized
to do otherwise by the Board of Directors.

The only recason for the Fund's purchasc of non-member
currencics would be to help member countrics that had acquired
such currcncics. The Fund would prescribe appropriate condi-
tions for acquiring non-member currencies from member countrics.
For cxample, the member country sclling such currcncics to the
Fund might be required to guarantee the exchange value of the
currency sold. In somc cascs the Fund might buy a non-muanber
country's currcncy under a repurchase agrcement with a member
country.

It is cxpected that the Fund would sell the non-member
currencics cither under the terms of their aequisition, or to
member countrics nceding such foreign exchange, or on the foreign
cxchange markets, cither for gold or for member currcncies.
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Question 35

What is the purpose of requiring the International Stabili-
zation Fund to apportion a scarce currency?

Reply

As was pointed out in the answer to the previous question,
the Fund will make recommendations to a member country whose
currency is in scarce supply, with a view to correcting the
conditions in its balance of payments relations giving rise to
the scarcity of its currency. It is in the interest of such a
member country to carry out the Fund's recommendations since
otherwise it will be faced with the altem:tive of reducing
its exports and making other undesirable adjustments.

It should be noted that the scarcity of an important cur-
rency is likely to be accompanied by an excess in the Fund's
holdings of the currencies of other member countries. A dis-
equilibrium in the balance of payments is of necessity not
confined to one country; and it is well to recognize that the
rosponsibility for the scarcity of a currency in the Fund need
not be primarily that of thc country whose currcncy becomes
scarce. We mey presume the Fund will study the problem in all
its aspccts ond will moke appropriate recommendations to all
intercsted countries.

There ccn bec no assurance that the zction of the Fund under
V-4 will always be adequate to remedy the situation, The recom-
mendations of the Fund should be given the utmost consideration
in the formulation of the monctary, cconomic, and commercial
policics of member countries. The Fund's rccommendations will
have behind them the enormous force of the world's opinion.
Within cach country there is certain to be devcloped a growing
rccognition of the importance of effective cooperation with
othcr countrics through the Fund and in other ways. Even though
the Fund's rccommendations carry with them no clement of compul-
sion, it will be difficult for any country cognizant of its
rosponsibility to disrcgard thom.

It is to be hoped that the Fund will not find it nccessary
to utilize provision V-5 on the apportionment of scarcc cur-
rencics. Ordinarily, the Fund will be ablc to borrow cnough
of a scarcc currecncy to meet the nceds of member countries
during the period in which the recommend-tions made by the Fund
tokc cffcct. Nevertheless, it is nccessary to cstablish the
besis for the apportionment of & scarcc currcncy if such action
should bccome essontial for o limited timec.
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The fact that a currency has become scarce is evidence

of a distortion in the pattermn of trade balances that must be

corrected through fundamental adjustments. In the meantime

action may have to be taken to limit the demand for a scarce

currency. The apportionment of a scarce currency by the Fund

and its rationing by the monetary authorities of member countriecs

are one means of promptly limiting the demand and even of help-
. ing to correct the disturbances in the pattern of trade balances.
In time, the measures recommended by the Fund, if adopted by
member countries, would probably have the effect of establishing
a more balanced intemational payments position. Until these
measures cen be made effective, some direct control is nccessary
in extreme cases.

The apportionment of scarce currencics by the Fund is
probably the most certain means of promptly dirccting excessive
demand away from a member country with a large and persistently
favorable balancc of payments to other member countries with an
unfavorable balance of payments. In & sense such action in-
volves & type of direet control and of bilaterslism that should
bec avoided. It is important, thereforc, to bear in mind that
apportionment of a scarec eurrcney is regarded as a temporary
measure of an emergency character. Under the direction of the
Fund, this mcthod of adjusting the demand for o scarcc currency
to the available supply would be free from dengers of dis-
crimination. Ultimately, of course, it is expected that funda-
mental adjustments will remove the nced for spportioning a
currcney.




Question 36

May a country to whom the International Stabilization Fund
has granted an allocation of a scarce currency restrict imports
from the country whose currency has become scarce?

Reply

It is intended that when the Fund's holdings of a currency
become scarce steps will first be taken to increase the supply
of the scarce currency. Under provision V-4, the Fund is
authorized to render a report to the member country embodying
an analysis of the causes of the depletion of the Fund's hold-
ings of that currency and making recommendations designed to
increase the Fund's holdings of that currency.

The recommendations are likely to be of two types. Some
of the recommendations will probably be designed to provide
member countries and the Fund with additional amounts of the
scarce currency, through encouragement of foreign investment
in member countries and through loans or advances to the Fund.
Other recommendations will probably be designed to correct the
fundamental maladjustment in the balance of payments position
of the mesmber countries. It is hoped, of course, that the recom-
mended measures will be effective.

Nevertheless, the Fund must take account of the possibility
that whatever measures are taken will not immediately alleviate
the scarcity of a currency. Under such circumstances, with a
continuing scarcity for a currency, the Fund must adopt measures
on its own account to assure the proper use of its limited hold-
ings. The measure provided under the third paragraph of V-5 is
the apportionment of the scarce currency.

The technical experts of the United States interpret this
provision as applying only to the Fund's holdings of a scarce
currency. Member countries would be free to use the scarce
currency accruing to them directly to meet their own needs,
with the qualification, of course, that half of the increases
in their accumuleted holdings of such a currency must be
offered for sale to the Fund in accordance with provision V-6.
Similarly, member countries could utilize their holdings of
gold and forcign exchange to supplement the allocation of a
scarce currency made to them by the Fund.

The apportionment of a scarce currency by the Fund would
take the form of allotting to member countries on amount of
scarce currency (to be paid for with local currency and gold,
as provided in V-2-a), the Fund taking into consideration the
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special nceds and resourees of member countrics requesting an
allotment, The agtual distribution of its allotment by any
member country among its importers and other users of z scarce
currency would be a matter for the member country to decide.

Obviously, with a limited allotment of a scarce currency,
some member countyrics will find it necessary to restrict the
demand of their nationals for such a currency., The decision
by the Fund to appertion a scarce currency is in effect an
authorization to member countries temporarily to restrict the
frecdom of cxchange transaetions in the affected currency.
Thus, their action would not be inconsistent with VII-3 in
which they undertake not to impose new restrictions except
with the Fund's eonsent, In determmining the manner of re-
stricting thc demand, and in rationing the limited supply
among its nationals, it is believed that the member country
should have complete jurdsdiction.




Will the International Stabilizaticn Fund require all
member countries to prohibit or restrict the outflow of
capital?

Reply

The purpose of the Fund is to provide, through stability
of exchanges and through cooperation in the maintenance of
exchanges, the conditions neccssary for the restoration anc
balanced growth ol international trade. In accordance with
this purpeose, it is not intended as a gencral policy to have
the resources of the Fund used to finance substantial cutflows
of capital from member countries.

The decades of the 20's and the 30's showed thet many
countries could not withstand the drains on their gold
resources resulting from widespread conversion of local cur-
rency and flights of capital. Out of this experience has
come general recognition that the gold and foreign cxchange
resources of a country should be reserved primarily for th
S¢ tllv>" of int¢ruatimnal balances on current account. In
line with this vicw, the general policy of the Fund should
be to give countries :—.chu‘:s te the resovurces of the Fund only
when such rescources are neceded to meet an adverse balance of
ents predominantly on current account.

paym

)

It would be incorrect to assume that most capital cxports
are prohibited under the Fund's provisions or that the policy
of the ¥und with respect to capital exports requires the
maintenance of exchange controls or exchange restr "T1(JLS in
all or cven the majority of cases. A careful exc indtion of
the Fund proposal will reveal that most cap lt,a;,‘ exports can
prebably take place freely, and only in a :slim;-rit_\,- .__.1 cases
will exchange restrictions have to be imposcd. The donditions
under which ecapital exports may take place frecly are described
in the following paragraphs:

& -'.1T.5..l exports of any type can take place freely from
ith a favorable balance on current account.

It is recognized that there will be many countries in nced
of forcign capital for reccnstruction and rluw_"-ltar:-ﬁ.-‘ nt alter the
viar, &nd that therc will be some countrics whose international
economic position will permit them te ex .c:‘t capital The
provision of capital U.IlLu-l" thecse conditions can 'r'»11ur_‘_‘:.mtl. to
the balanced growth cf internaticnal trade. Liest of the capita
exports of this type arc likely te be from countrics with a
credit balence of payments on current account, snd scrve to hel

1
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maintein monetary stability. It is one of the purposes of the
Fund to facilitate the resumption of such internetional lend-
ing by restoring confidence in the greater stability of exchange
rates, and in the greater frecdom from injuricus restrictive
exchange practices.

The only limit on the free outflow of capital from a
country expericncing a favorable balance on current account
might bv the casc where a country has becn previocusly experi-
cneing an unfavorable balance and had sold the Fund more of
its currency than the Fund found it desirable to kcop. iIn
that event, the Fund might prefer to have the country employ
part of its favorable balance of payments te repurchasc some
of the Fund's holdings for its currency before cr pari passu
with the country's underteking significant amounts of capital
cxports. In fact, provision V-6 is intended to do this.

2. Jdone countries experiencing an unfaverable balance

of payments en currcnt account cculd regard with complete
equanimity an ¢fflux of capital of any charactur, bocausc

their holdings of gold and foreign exchange are cntirely
adequate to meet all likely drains. For example, the United
States could permit very substantial and continued capital
exports for a long time cven if its balance of payments turned
unfavorable on currcnt sccount. There arc doubtless o number
of other countrics which could pemmit capital cxports under
these circumstances, either because the unfavorable balance cf
payments on currcnt account is small relative to their forelgn
exchange rescurces, or the volume of capitzl outflow is small
comparvd to the unfavorable balance on current account,

3. 4lse, ¢ country having an unfavcrubl belance of pay-
ments on current account could frecly permit foreign investments,
or capital exports if at the same timc it was itsclf a recipicvnt
of capital inflow. It usually heppuns that a :-unt ry is at the

same¢ time both an importer of capitcl and an experter of capitul.
Sometimes both inflow and outflow of copital pay be of luag term
charactuer. For example, British fims may be building branch
plants in Scuth America or Africa, at the . time that Americans
are investing in British sccuritics, newly issucd’'or held by
rcsidents of the United Kingdom. frequently, the capital inflow
nay be predominantly of short teim character and the outflow
pr&.dom.l.rl::;‘tly of long term charicter.

-

The significant drain on foreipn exchange resources un
capitel account is thb drain on net capital account, thougl

ita J.S _'lr' ) t—l = tliu v& oltJ_! Tl V‘L-‘l‘“_“b b' :.';'ZL.'_C t\' J',i‘l‘_, EJ4'\,-1E.,-3'.L1'L--.I’.L
character of the Llllm. or outflov, The mcvement of wvhet mey

be classificd as short term capital has different sifnifﬁc‘nr-
in differcnt countrics and at di. rent perieds. Hevertholess,
it is not to bec assumed that a ceuntry with an unfavorable
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balunce of payments on current account could net continue to
purchase for i;:; xchange from the Fund unless it curtailed
its eapital cxports. A country could continue indefinitely

having largce gross capital flows and small nct flows.

4. A1l countrics could permit c-'"':i f;-l
5% 48 lt.f_ ted, even with a mederatu
of goeds or services. It 11\: b en comuon
the past, and therc is no reason 1,{- expeet thet
vase in the future, for somc foreigm loans to be
experts in such a wc.}' that the granting of the leoan
is acce ]’;i\.’lltw S00 11< r or latcr by net export of ¢
Al SENmC Iu;L.,}'.xlTLl'.ll as the loan.

The mechanism of adjustment of internationzl aeccounts

oes not clways, or even usually, operate smoothly rap
neugh to translate a net export of capital to a net flew of
ds and serviecs (unless the forcign investment is "ticd"

=

to export of goeds). If it did, obvicusly capital flows

would not prosent o problem distinet from hl NcCS on cu
1

cecount. But it wauld be an error to overlock the fact i
the mechanism of adjustment docs operate quickly and smoothly
t rapidity of operation differs greatly

d, the peried, thie magnitudes
.-‘-,1{‘- of the internctionyl aseeounts, the phase
yele, and other factors.

th limited foreign exchange resources making
trics should be very reluctant to make
f the umount ebsclutcly needed to financ
porte cffectusted dircetly or indircetly by
borrowing ccuntrics should be equally rcluctant
balznce of p: nts unncecessarily by borrovding
1 than 1s requircd to pey .'"'1“ the
for thet projeet, meking duc allowance for
tiic borr g+« Countrice with scarc

resources should rarcly borrow abroad mercly
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Guestion 39

Vihat preovision must be mede by countries that arc members
of the International Stabilization Fund to control cavnital
movements if this should become necessery?

Reply

The International Stebilizstion Fund pronosal provides for
the control of capital movements by member countries in two ways.

First, member countries have the right to control cepital
exports when such control is regerded by them as desireble.
This control is strengthened by the fict thot other member
countries, upon recommend:ztion by the Fund, have the duty of
cooncrating with member countries secking to control capital
cxports, by refusing to permit cepital imports from such countries
and by other zppropricte measures.

Sceond, under certain conditions, discussed in the renly
tc the previous question, the Fund itself may require that mem—
ber countries control canital exports. It may be presumed that
nember countries will take the necessary sters, including in
gome instances sunervision of the exchange market, to assure
their capecity te fulfill the above obligations. The manner in
which member countries organize and control their exchange mar-
kets ic not prescribed by the Fund. It is a matter for each
countr; to decide. Presumably, organization and control would
differ from country to country derending upon the nature of a
country's exchange market, the stdate of 1ts monetary reserves,
its balance of payments position, and the position of its cur-
rency in the Fund.

In some countries, particularly those not rurchasing ex-
change from the Pund, no elaborate system of government organiza-
tion and control of the sxchange market will be necessary in
order te assure fulfillment of their coopsrative obligation to
members of the Mund,

45 a minimum, each country would certeinly set up a sysm
for collecting informstion on its bslance of peyments position
énd on capital movements. The receipt of such information would
be helpful to the proper functioning of the Fund. Even though
it never becomes necessary for a country to prevent a flight of
capital, it m2y be necessary upon recommendation of the Fund to
cooperete with other member countries in controlling capital
movements. Such cooperative mecasures might appropriately in-
clunde & recfusal to accent or permit ascquisition of deposits,
gecurities, or investments by natiocnals of any member country
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imposing restrictions on the export of canital except with the
permission of the government of that country and the Fund.

Member countries, on recommendation of the Fund, might also
undertake to make available to the Fund or to the povernment

of any member country full information on all property, deposits,
sceurities, and investments of the nationals of that member
country.

To supply this current information, most countries will

have to have at all times en adequate system of reporting capital
movements. This is not to be confused with exchange controls.
They are quite different. The United States for many years has
had ¢ reporting system for canital movements, but not until the
outbreek of the war were any restrictions imposed on the trans—
fer of funds. The only countries that might find it necessary
to adopt cxchenge controls are those whos foreign exchange re-
sources do not permit a free and continued export of capitel.

Apert from the arrangements for providing the Fund with
data on cepitel movemente, there are no measurcs that must be
taken by member countries in anticipation of a possible need for
controlling cepital movements. It is a matter for cach country
to decide whether, while imposing no restrictions on current
trensactions, it wishes to c¢stablish or rctain any administrative
supervision over foreign exchange trensactions., The Fund docs
not roequire member countries cither to control carital movements
or to supervise them, unless and until such member countrics
maxe considerezble use of the resources of the Iund.

Some countries, forecsecing the need for control of canitol
movements, might roquire prior notification on international
transcetlons in order to keep close control of their exchenge
position by scrutiny of intrrnational transzctions., Such
serutiny of exchonge transections would not be in conflict with
the obligations of the member country under provision VII-3
unlcss it were used in fact as a device to impose exchange
restrictions on current international trenssctions in the guise
of a control of the e¢xport of capitel. Since the imposition of
restrictions on current internctional transactions would be
contrary to the obligetions of & member country, it mey be pre-
sumcd that the Mund would make representations to member countries
if such scrutiny of exchenge trensactions were uscd contrary to
the: purposcs of the Fund.

Still other countries may find it desireble to set up a
licensing systen to assure on effoctive control over capital
movements. Thus a country might require that 211 foreign ox-
chenge must be bought end sold through licenscd deszlers. No
exchange need then be sold unless the purchaser showed proof
thot tho forcign cxchange wes nceded for the purchase of goods
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and services or the payment of interest and dividends or other
payments of a non-capital nature; and the delivery of foreign
exchange receipts would be recquired of exporters and other
recipients of funds from abroad. Banks and other institutions
licensed to engage in foreign exchange operations might not be
permitted to increase their foreign exchange holdings or hold-
ings of other foreign assets beyond an amount necessary to
carry on their normal business operations. The government
might require that any additional amounts of foreign exchange
acquired by banks and by other licensed dealers be sold to the
¢entral bank or the exchange authority.

Presumably in some countries effective control could be
assured only through an official monopoly of exchange trans-
actions. There is no provision in the Fund proposal that would
bar a country from instituting a monopoly of exchange transactions,
provided that such techniques are not zdministered to restrict
current internationzl transazctions without the consent of the
Fund. It is not with administrztive techniques but with poli-
cies thaet the Fund is primarily concerned.

It is not contemplated that control of international
capital transzctions or of exchange transections generally
will be exercised directly by the Fund, On the contrary, it
is expected that in many countries the usual channels for buy-
ing and selling exchange will continue to be utilized. Within
the provisions set forth in the proposal, the Fund will sell
to member governments such foreign exchange as they may require
to meet an adverse balance of payments predominently on current
account. The manner of channeling into the exchenge market the
foreign exchenge sold by the Fund is a matter for each member
country to decide. While in the ordinary course of events the
Fund would not scrutinize exchange transections, it may be ex-
pected thet the Fund mey require assurances in some instences
that the exchasnge sold by the Fund is in fact intended to meet
eén adverse balance of rayments predominantly on current account.
In the mein, however, the Fund's decision would be based on
information revealed by the balecnce of payments of the country
in question rather than by supervision over its foreign exchange
transactions.

Our conclusions with respect to the control of capital
movements may be summarized as follows:

1. All countries must have machinery for adequate revort-
ing of cepital movements by type and totels with geographical
breakdowns.

2. A number of countries will find it necessary from time
to time to maintain some form of supervision over foreign ex-
change transactions.
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3. Some of these countries will have to impose restrictions
&t one time or enother on the outward movement of certain types
of capital.

4o The Fund itself will never exercise authority as an

o G

agency controlling exchznge transsctions in any member country.
b b 21 E . o




Question 40

Vhat are the purposes of the provision permitting the
Internationzl Stabilization I'und to lend local currency to
a member country?

Repl

The provision permitting local currency loans (V-13) is
primarily intended to facilitate cooperation between the iund
and the monetary authorities of member countrics. It should be
noted that when such loans are made they must be for a period of
one year or less, so that they remain essentially short-term
loans. A further limitation on such loans is that they may not
excied 75 percent of the local currency holdings and they may
not bz made at all when the local currency holdings of the Fund

)

are legs than 20 pereent of the quota.

This provision is of particular significance to somec
American republics with high and rigid rouserve requirements for
currcney issues and central bank deposits. The special problems
of such countrivs are discussed more fully in the next question.

Wihere high and rigid reserve requirements arc specified by
law, even the local currency requirements for membership in the
Fund can be met only by sccuring additional gold ressrves. It
mwould be possible, of course, to finance the cost of membership
through borrowing in the local money market if such facilitics
were available. The interest cost on loans is likely to be high
in such countries. IFurthermore, borrowing for this purposc could
cause pressure on the monetary system, as the funds would be im-
mobilized until used by the Stabilization Fund,

A loan by the Fund to the member country of part of the
local currcney contribution to the Fund would obvicte the need
for resorting to high cost borrowing. In time, the loan could
be repaid to the Fund out of the tax revenues of thc country.
And as the monetary reserves of the country grow, the repayment
of the loan could be made without adverse effects on the mone-
tary system. PBscause of the short period nature of the loan,
it would be possible for the Fund to realize on the loan at
maturity or by discounting whenever the fund necds such local
currcney in its operations. Mhken such a country has a favorable
balance of payments, the bank:..g system is likely to {ind itself
with adequate reserves and would be better prepared to discount
the loan at a moderate rate.

The need for this provision will also be felt whenever such
a country has an unfavorable balance of payments. If a country
has a hiph reserve requirement against curreney or central bank
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deposits, an adverse balance of payments, even with the Fund in
operation, could lezd to & severe monetary stringency resembling
the effects of an export of gold. lhile the Fund could engage
in operations to offset such developments, the absence of an
organized money market may require that this be done through
loans of local currency.

The principal purpose of provision V-13 is to provide a
means of cooperating with national monetary authorities in
the coordination of the fund's operations with the domestic
monetary situztion. While it would be possible for member
countries to modify unduly restrictive aspects of their mone-
tary laws, nevertheless, provision should be made for flexible
compensatory operations by the Fund in cooperation with the
monetary authorities of the member country.

It is not the purpose of this provision to offer budgetary
aid to o member country. The ordinary business of the Fund con-
sists of stabilization operations rather than loan operations.
llo member country can finance a budgetary deficit through stabili-
zation operations with the Fund, since it can acquire foreign ex-~
change from the Fund only by purchase with local currcncy. ‘hile
the Fund mzy lend local currency to a member country, such action
would be taken exclusively in cooperation with thc monetary
authoritics in order to relicve pressure on the monctary system.
The form in whiech such loans would be made would give assurance
that they are not being devoted to budgetary uses.

Short-term loans of local currencius of member countries to
the governments of the respective countries would not involve a
greater risk than holding the local currcneies themselves. It
is also clear that the Fund would suffer no inconvenience by
making such lozns. Loans of local currencics viould not be made
unless the Fund had a surplus of such currencies beyond any con-
cuivable needs during the period of the loans.




Question L2

Does the provision that member countries shall a@ogt apgro—
priate legislation or decrees to facilitate the activities of
the International Stabilization Fund require a member country
to accept the recommendations of the Fund?

Reply

The Fund proposal contains a number of provisions permitting
or requiring it to make recommendations on monetary or economic
policy to member countries. Thus, provision VII-6 permits the
Fund to state its views and requires member countries to con-
sider the Fund's views on any existing or proposed monetary or
cconomic policy, the effect of which would be to bring about,
sooncr or later, a scrious disequilibrium in the balance of
payments of other countries, MNore specifically, when a member
country is making undesirable use of its permissible quota, the
Fund may place such conditions as it deems necessary upon addi-
tional sales of foreign exchange to that country (V-2-d). Also,
when the Fund's holdings of the currency and securitics of a
member country become scarce, the Fund is required to recommend
to the member country measurcs designed to increase the Fund's
holdings of its currency (V-kL).

These provisions are all regarded as of a recommendatory
rather than a mandatory character., A member country fulfills
its entire obligation when it gives consideration to the views
and the recommendations of the Fund, Tt is not intended that
the Fund shall have authority to compel member countrics te take
the courses of action which it may from time to time recommend.
It is believed that a more constructive relationship between the
Fund and a large group of member countrics will result from the
influcnce of international opinion represcnted by the Fund than
from any attempt to transfer responsibility for ultimate decisions
on national policy to the international group.

In line with this attitude we interprect provision VII-8,
under which member countries are required to adopt appropriate
legislation or decrecs to facilitate the activities of the Fund,
to apply only to the operations of the Fund, not to its recem-
mendations, The technical measures of cooperation, without
which the Fund could hardly carry on its operations, include
action by the member countries to make contributions to the
Fund, to designate Dircectors and alternates, to authorize
transactions between Treasuries and Central Banks and the
Fund, to permit the holding of deposits and scouritics for the
Fund, and similar measurecs,

There are a great many matters in which the Fund's policy
requires for its accomplishment the adoption of new measures
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or the change of old measures by member countries. Recommenda-
tions of this chHaracter should be regarded neithcr as quali-
fications nor as illustrations of the rule (VII-8) requiring
member countries to take the action that is essential for
technical cooperation,

Onc impertant clause under which the Fund would make ﬁuch
policy reccommendations is V-2-d, where countrics are pursuing
policics that result in large and undesirable adverse balances
in their current international accounts. Under these circum-
stances, the Fund may inform a member country what measurcs
may be nccessary to correct such a situation., 'While the¢ Fund
cannot compcl a member country to adopt such measurcs, the
Fund can rcfuse to sell foreign exchange for the currency of
the country cxcept under the conditions it prescribes, There
is no obligation, however, for a country to adopt such measures
or to acquire exchange under these conditions unless it so
wishes,

Another important clause under which the Fund would make
such policy recommendations is V-4 when countrics are pursuing
policics that result in large and undesirable favorable balances
in their current international accounts, VWhere such policies
have resulted in a depletion of the Fundt's holdings of the
currency of a country, the Fund is oblipated to render a report
to the member country embodying an analysis of the causcs of
the depletion of the Fund's holdings and recommending measures
designed to increase the Fund's holdings of that currency. It
is further provided that member countries agree to give immediate
and careful attention to such recommendations, This provision
does not create an obligation to put into effect the recommenda-
tions of the Fund, In the opinion of the technical experts of
the United Statcs it is not desirable to impose such an obliga-
tion., It is to be hoped, of course, that a member country will
not only consider the recommendations of the Fund, but whcrever
possible will also put such recommendations into cffect.

These provisions (V-2-d, V-L) may be regarded as specific
illustrations of provision VII-6, which imposes a general
obligation upon member countries to give consideration to the
views of the Fund on any existing or proposal policy that would
seriously affect the balance of payments of other countrics, Although
the Fund may cxpress its views to any member country whenever it
believes the policics of the country will disturb the international
economic situation, no country is obligated to give cffect to the
recommendations of the Fund by adopting appropriate legislation
or decreess How far a country will implement the recommendations
of the Fund is entirely for the country's cxccutive and legis-
lative authoritics to decide.



Question 43

What are the purposes of the provisions requiring more
‘than a majority vote to authorize action by the International
Stabilization Fund?

Feply

There are very few provisions requiring more than a majority
to authorize action by the Fund. 1In all cases, the requirement
is for the purpose of safeguarding the resources of the Fund or
safeguarding the interests of member countries on matters affect-
ing their national policies.

The ordinary business of the Fund would be undertaken by
the menagement in accordance with the provisions of the Fund and
the regulations prescribed by the Board of Directors. TFor the
most important operations of the Fund, no positive action by
the Board is needed at all, For sales of exchange to member
countries within the permissible quota, where the exchange is
needed to meet an adverse balance of payments predominantly on
current account, no prior approval of the Board is required.

In those instances where approval of the Board is needed,
either directly or through committees, all ordinary transactions
of the Fund require only a simple majority vote. The following
important operations are included in this category:

1. Sale of exchange to a member country in excess of the
permissible quots (V-2-b).

2. Determining the conditions for the sale of additional
exchange where a country is exhausting its quota too
ranidly (V-=2-d).

3. Sale of exchange for a trensfer of capitel where the
Fund's holdings of a member currency have not reached
150 percent of the quota (V-3).

4. Report to e member country whose currency in the Fund
is becoming scarce (V-4).

5. Allocation among member countries of a Fund's holdings
of scarce currency (V=5).

6. Purchase by the Fund of increments of gold or foreign
exchange acquired by member countrics (V-6).

7. Purchase of blocked balances (V-8).
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8. Purchese and sale of non-rember currencies in excess
of 10 million or to be held more than sixty days (V=9).

9. ©Sale of member country obligations owned by the Fund
(V-11).

10. Obtaining rediscounts and advances from central banks
(v-11).

11. Approval of capital exports control where cooperation
of member countries is requested (VII-4).

12. Approvel of any bilateral clearing errangements and
similar practices (VII-5).

It would appezr from the above that the Fund can unquestion-
ably engege in all transections necessesry for the ordinary con-—
duct of its business without prior approval or with the anproval
of only a mejority of the merber votes.

There are & number of metters of an extrzordinary charzeter
involving the szfeguarding of the resourccs of the Fund and of
member countries end mattersz of the highest poliey which are
reserved for decision by & larger then mojority vote of the Board.
It is felt that this requirement is necessary to essure member
countries thet the resources of the Fund vwill not be used contrary
to the purposes of the Mund. 1t is also felt that on policy
questions of far-reaching importance, a s:fegusrd ageinst hasty
end unwarronted sction is needed in the form of & favorecble vote
lerger then & me jority.

There are threc provisions requiring more then a me jority
vote for certein types of zction:

1. Changes in the quote formula require ¢ four-fifths vote.
The purposc of this requirement is to assure member countries
that heving joined the Fund with sssursnce of their reletive
position within the Fund, they will not be confronted with a
change in the quots: formula which will seriocusly affect their
status. This is the more important becsuse many countries will
contribute large resources to the Fund the use of which will
depend in part upon the relative position of countries within
the Fund,

2, L chenge in the gold value of the unites cen be mede
only vith the approvel of 85 percent of the member votes. Be-
ceuse & chenge in the locel currency price of gold can have
far-reaching effccts upon a member country, it is thought essen-
tizl to require glmost unenimous epproval for such zction. The
only purpose of this provision is to essure the mejor countrics




Q 43-3

that no change in ths gold vzlue of their currdneics will be
made without their consent.

3. Sales of exchange to facilitate a capital transfer,
where the Fund's holdings of the currency and securities of a
country exceed 150 percent of its quota, require a three-fourths
vote for their approval. As stated before, the resources of
the Fund should be available primarily for sale to countries
requiring foreign exchenge to meet adverse balances predominantly
on current account. Vhere the exchange is to be used to facili-
tate & capital transfer by a country that hes already made con-
sidereble use of the resources of the Fund, it seems reasonable
to require that such & trensaction be clearly in the genersl .
interest. The epprovel of three-~fourths of the member votes
would give this assurance,

It is & misteke to think thet the requirements for an
extreordinary majority on three types of sction will seriously
effect the work of the Fund, The fact is that the Fund could
opterate fully effcetively without any need being felt for &
decision on a metter requiring more than a majority vote.

It is possible thet further examinztion and discussion may
indicate the feezsibility of providing other safeguards so that
some provisions now reguiring more then & majority vote may be
modified in this respect.




